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24 Conclusions

As 1 have already said in the introduction, the actual Italian tax regime for
small and medium enterprises must not be evaluated only according to the
doinestic tax policy goals, but also in the context of the European Union, sin-
ce this is de facto required by the introduction of the single currency’.

The recent statement (9 December 1996) by the EU Council of Ministers
proves that this segment of production, representing Italy’s main busincss
axe, is also particularly relevant for the EU economy, despite being SMEs
mostly lacking at an own international dimension.

In my opinion three main issues arises at the EU level.

Despite relevance of SMEs for community law, no whatsoever form of
harmonisation exists at the present with respect to direct taxes, wich most di-
rectly have an impact on small enterprises.

Secondly, no guidelines for a common tax policy have been adopted so far
on SMEs.

Thirdly, clarity is required with respect to the basic dicotomy between ge-
neral EU tax policy, aimed at securing neutrality and SMEs EU tax policy,
which should instead be oriented towards non neutrality.

Recent innovations in the Italian tax system, i.e. Dual Income Tax and
IRAP — Local Tax on Productive Activities, comply with the above EU posi-
tion. Tax measures stimulate eterprises at keeping balance in their financial
situation and equity rather than debt. Despite little formal requirements for
SMEs, some more transparent access to their economic situation should be
granted in order to permit a further reduction in the tax burden with respect
to this situations.

I would also positively consider the introduction of new incentives in this
context, aimed at stimulating new business, as well as of common harmoni-
zed standards for administrative and accounting requirements concerning all
SMEs in the European Union.

74 CONFAP!L - CER, La moneta unica e le piccole e medic industrie, Turin, 1998,
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Introduction

The Poriuguese tax regime applicable to small and EQ&E.?&.N& companies
is, as a rule, the general regime of income tax codes. This is applied to enter-
prises’ incoine, either as corporate income tax or woamo:.m_ income tax, depen-
ding on the juridical form of those enterprises. As .Em.wnznnoa below, Portugu-
ese tax law has only a partial acceptance of the a_m.cnm:.on between cmnBoT
ships and stock corporations. Thus as a E._P only EESazE.m are subject to
the personal income tax whereas corporations and other entities other than
individuals are subject to the corporate income tax. Furthermore the gap cﬂ-
ween effective rates of corporation tax and the top bracket of the personal in-
come tax has been small and therefore beyond a certain level .om Eoma. there
is tax neutrality between the different legal modzml. The tax HomHBo.om reinves-
ted profits by sole proprietorships and partnerships does not particularly di-
stort competition between enterprises !.

The incoine tax codes (Corporate Income Tax Code and ?.wamo:m_ H:o.oao
Tax Code, hereafter CITC and PITC) neither create any special tax regimes
for these types of enterprises nor contain any definition of small and medium-
sized enterprises.

[. Definition of micro and small enterprises
in financial incentive and tax incentive
laws

However, some Portuguese laws contain the definition of micro mba. mBmc-
sized enterprises. Examination of this definition in laws on financial incenti-
ves or tax benefits revealed the following: .

Since the mid-nineties, there have been some financial Eoo:.EGm (such as
dircct subsidies) and tax benefits attributed to micro and small-sized enterpri-
ses.

I See Comission Recomendation 94/390/1:C of 25 May 1994, Official Journal no. L. 177/1, 9
July, 1994.
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The laws and decree-laws governing this regime are frequently connected
to the implementation of EU funds and the creation of employment. Lately,
these financial or tax incentives have been attributed to the poorest regions of
the country. The incentives for micro and small companies include tax ex-
emptions for the purchase of an apartment as the permanent residence for
workers within the region that benefits from the tax incentives regime, or the
purchase of a “immovable property or autonomous portion thereof” used in
the enterprise’s activity.

These laws cover an average period of three years, but the same kind of
tax incentives have been periodically renewed.

Ruling n. 154/96 from 17th of September (applying Decree-Law 34/95, 11
February), established the regime of financial incentives to micro and small
enterprises, including a different definition of both types of enterprises. Ac-
cording to article 4 n. 1, micro-enterprises must have a maximum of nine
workers, independently of the Juridical form of the enterprise. According to n.
2 a), small enterprises have more than nine and less than fifty workers. Insti-
tutions with non-profit-making aims and individuals can also apply for this
financial incentive regime, Besides being a micro or small enterprise, the
productive investment project must not exceed the fixed capital of 100, 000
Euros, unless it was connected to social welfare or the environment.

Decree-law n. 200/96 (18 October) extending the regime of previous le-
gislation (Decree-law 1. 121/95, 31 May) gave a tax credit to "relevant in-
vestment" which applied to all types of enterprises, provided they were resi-
dent in Portugal or non-resident but with a permanent establishment in Por-
tugal. Furthermore, D-L n. 200/96 attributed a special tax credit in case of in-
vestment by micro and small enterprises. Article 3 of Decree-law n. 200/96
defined micro and small enterprises as those that, in 1996, had over 3 but un-
der 20 workers and a turnover of no more than 2,500,000 Euros.

Decree-law n. 42/98 (3 May) defines small enterprises as those that do not
exceed 3,000,000 Euros of turnover in the first year that they benefit from the
tax incentive — which has the form of a tax credit.

The budget for 1999 also contains tax incentives for micro-enterprises and
for the interior regions of the country. A micro-enterprise may not be a joint
stock company (S.A.) and its turnover may not exceed 150, 000 Euros.
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Decree-law Ruling Decree-law Budget law
200/96, 18.10 154/96, 17.9 42/98,3.5 t0 1999,31.12
" Micro and Number Number Numnber of
Small-sized workers of workers of workers workers
Enterprises
»3 <20 Micro: <9
Small-sized: _ _
<50
[~ | Volwmeof | Amountof Volume of Volume of
business fixed capital business business
Micro and (small (micro
Small-sized Not more than Not more than enterprises) enterprises)
enterprises 2.500,000 100, 000 Euros
Euros Not more than | Not more than
3,000, 000 50, 000 Euros
Euros

There is a remarkable difference between the volume of business .om micro w:.a
small enterpriscs, as we may verify. It should be mﬁ%mwm that micro enterpri-
i important role in the Portuguese cconoy. N

= MM_ MW,W M%:mawa these definitions cﬂom&w ooﬂ.omco:a to the QGWEWMM
recominended by the European Commission in April 1996 @o\.wmo\m , Ol

cial journal no. L 107, 30/04/96), o%oowmﬁ% when the Oon:E.mm_o: .aoo%mEMoM
the necessity of distinguishing among micro, small and .BanE-m_MM en ms-
prises. In Portugal, medium-sized enterprises are not object of the aforeme

tioned tax benefits.
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I1. Basic structure of taxation for small and
medium-sized enterprises

1. Tax benefits regime applicable to micro and small
enterprises

All the mentioned laws have some aspects in common:

- They apply to a broad range of activities: industrial, commercial and even
agricultural, although only to what is called and defined by law as
“relevant additional investment”;

- “relevant investment” was defined in 1995 as the investment in “tangible
fixed assets” for use by the enterprise in Portuguese territory. Some ex-
ceptions were made for goods not directly or necessarily related to the en-
terprise’s activity;

- there miust be an increase in investment and sometimes of taxable profits,
in comparison to the previous tax years;

- they apply to both resident enterprises and non-residents with a perimanent
establishment in Portuguese territory;

- the income tax incentives are only attributed either through a tax credit in
corporate income tax or through a combined tax credit and reduction in
the tax rate of corporate income tax;

- in fact, personal income tax incentives are technically very difficult to at-
tribute, as they would have to be calculated according to the commercial
income category, and then subject to globalisation and progressive taxa-
tion,

- there is also normally exemption from stamp duties when equity capital is
increased;

- when the enterprise is owned by young entreprencurs, the regime is still
more beneficial;

- profit retention entitles enterprises to a higher tax credit for the following
year of the tax incentive regime;,

- there is some concerni about tax avoidance. Therefore, there are specific
clauses for this purpose:

- thesc small companies may not, directly or indirectly, be over 50% owned
by a non-small company; they also cannot be the result of a demerger car-
ricd out after the publication of thic tax incentive-law;
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tax profits must be determined by the so-called “direct method™;

they must, by law, have organised accounting;

the goods that are the subject of the investment must be kept in the com-
pany for a minimum period of time;

they may not be in debt to the state, the social security or workers;

mergers and similar operations are not incompatible with the tax incentive
regime, provided all the other conditions are adhered to;

the company accounting must show the tax incentives that it bencfited

fromy;
there can be no accumulation of similar tax incentives.

In the most recent years tax benefits were object of re-evaluation and may in
the near future be object of reform. Although in the end of the eighties a
rather coherent system of tax benefits was introduced by the Tax Benefits
Code, since then ad hoc legislation attributing tax benefits has often been ap-
proved - tax benefits to micro and small-sized enterprises being an example.
The recent re-evaluation of the tax benefits has demonstrated their discrimi-
natory and distortion effects and some lack of co-ordination and political ori-
entation in their concession 2. The recent General Tax Law (Decree-Law n.
398/98, 17 December) - hereafter GTL - dedicates an article to tax benefits,
establishing for example that in principle rules attributing tax benefits arc in
effect during a period of five years and the creation of tax benefits depends on
the previous quantification of the tax expenditure (article 14 n. I and 3 GTL).

2. Income tax regime

The different forms of a small or medium-sized enterprise are basically sole
ownership and corporations. In addition, under certain circumstances, part-

nerships have a special tax treatment.

2 Reavaliagdo dos benelicios fiscats, Relatorio do Grupo de Trabalho constituido pelo despa-
cho n. 130/97-X111 do Ministro das Finangas, in Cadernos de Ciéncia ¢ Téenica Fiscal n. 180,
Lisboa, 1998; M.H. FREITAS PEREIRA,Os Incentivos fiscats ¢ o financiamento do iuvesti-
mento privado, in Influéneia da fiscalidade na forma de financiamento das cmpresas, Lisboa,

Centro de Estudos Fiscais, 1980
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2.1 Taxation of sole ownership

2.1.1. Taxation of residents

a) General remarks

In . . )
o %M mamw_ place, :rm technique aims to determinc the taxablce items of in-
° ﬁ.v » as happens n other countries that adopt the same system, it may i
p mw _MM be difficult to include the income in a specific category , o
. m.w Eﬁmﬂ%mwamw Mbo aﬁoaoaa categories of income are _.Eomamwoa into a parti

\ Stem In order to determine net income. Iy fact ,
a synthetic system. each incom i oot 10 < i in contrast t
) ) , ¢ category is subject t i i
Expenses are not transf; 1 Sohnon e ctions,
crable among categories. Thi 1
. . . § solution was desi
ds an anti-abuse measure, but the i i o
, : , analytical system is not absolute:
\ : : ) ute: losses ob-
tained 1N some categories are deductible from the whole of the taxable net ww

quent five years.

3 Considerations about this

. S ¢ method are made by SOARES irei

imbra, 1993553 1, ; y ot MARTINEZ, Direito fis “o-

S:S.WS:C amm 3 AEQ. MARIO ALEXANDRE, A Reforma do sistema de E,thwm_:. @ao
0 €as pessoas singulares em Portugal, in Cizneia ¢ Téenica Fiscal n, 361 _oc@_mo_ HM

ff.
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As mentioned below, non-residents’ gross income is subject to final
withholding rates, unless there is a permanent establishinent situated in Por-
tugal for conunercial, industrial or agricultural activity.

Thus, sole owncrship of a small or medium-sized company may be taxed
under three different categories: income of independent workers (category B),
commercial or iudustrial income (category C), or agricultural income (catego-
ry D) (articles 4 and 5 of the PITC), depending on the activity.

b) Independent workers’ income
The Personal Income Tax Code considers independent workers’ income (ar-

ticle 3 PITC) as:

- income resulting {from a scientific, artistic or technical aclivity, listed in
the appendix;

- income from intellectual or industrial property and the supply of informa-
tion on experience acquired in the industrial, comnercial or scicntific
sector, when given by the original owner;

- Income from services that are not taxed under other categories, provided
the taxpayer does not have any employee or co-worker;

- income from isolated acts of a scientific, artistic or technical character or
rendering scrvices.

As can be seen, some activities are taxed as independent workers’ income and
the individual people exercising these activities, coustitute an enterprise. The-
refore, some costs connected to the activity may be deducted within the limits
cstablished by law (article 26 PITC).

¢) Commercial and industrial income
Commercial and industrial income corresponds to the profits resulting from
these activities, some of which arc listed in article 4 PITC, provided they are
carned by physical persons.

In fact, as will be seen, some companies are taxed directly in the person of
their partners, but this taxation follows the rules of the Corporate Income Tax

Code.

1. Some of thie cases exemplified by law (article 4 ns. 1 and 2 PITC) have
been criticised for not corresponding either to commercial or industrial
activities *. Cascs include income from advertising, management of goods,
private sccurity activities, information about comerce. brokerage, pro-

4 SOARES MARTINEZ., Dirento fiscal, cit.,561-562.
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motion of customs orders, industrial property registers, compensation
from :_o. mc.mvo:&on or reduction of activities and income from indepen-
dent activities not taxed under other categories. Some of these cases were
taxed under the Professional Income Tax Code’ before the 1988 tax re-
form, which introduced the present PITC and CITC. However, as said the
wﬁmoz.& Income Tax Code did not include them in category vm. (i.e mﬁo-
me of independent activities), which would have been more d.moHorm.

2. The other examples contained in article 4 n. 1 do not raise any problems
as they undoubtedly correspond to this item of income. ) v

3. Besides this relatively problematic definition, income from other categori-
es, s_ﬂgoﬁﬂ mooom.mo.Q 1o, connected to, or integrated within an industrial
o_a. commercial activity taxed in Portuguese territory, is also included in
this category (article 4 n. 2 from a) to ¢) PITC) ,EHV i
) . The foll
i owing are some
- o.mvzm_ gains resulting from commercial or industrial activities, when ari-
sing mB.E the o:ﬂo.cm transfer of real property affected to the assets of the
oi.oﬁump 6 the private property of the entrepreneur (d));
- mwwo:_z:m.: income when exploitation of land is clearly accessory to or
when agricultural activity is integrated into commerci i i i
'h mercial or -
Vities (o and oy industrial acti
- capital income and real estate income when ¢ i
: . ¢ ar onnected 1o cominerci:
industrial activities (c)). el or

The ona.nm om. mmno;.:ﬁm_ activity being accessory to or integrated into a
85.5205_ or .Ea:ﬂb& one is defined by law 6. If the agricultural activity is
not mtegrated in the commercial or industrial activity but co-exists with it

m .. . .
QH:JoBE:o.m from the suspension or reduction of activities were taxed as capital income (un-
er the .Omn:& Hmw Code) before the 1988 tax reform. The current regime is justified by the
Mo::ooﬁ._o: of this income to commercial or industrial income.
Exploitation of land is considered clearly accessory when its direct costs are inferior to 25%

07 cls a r Uuse or consumption in those activities (ar-
\:c_n a n. 4 EH,Q. In Gw._mz,oa situation, the ratio legis is that integrating agriculture moR,MPQ
nA:a rﬁ:o-@_m_:m mo:.S:om tnto commerecial or industrial ones means greater mw::,vrﬁo- a
M_ﬂﬂﬂnoao, all activity is taxed under category C: PINTO FERNANDES and CARDOSO %Ov\m
SANTOS, Cédigo do imposte sobre o rendi ‘ i

, sto s mmento de S0as
oo, Lty Lo 0 das pessoas singulares, anotado e
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taxation is calculated separately according to categorics B and C, and the ac-
counting must separately reflect the results of each activity.

Capital income connected with commercial or industrial activities is taxed
under this category, in order to avoid double taxation, as they would in any
casc be included in taxable profit of commercial or industrial activity. Howe-
ver, interest from bank deposits and from bearer bonds are withheld at libe-
ratory rates according to article 74 a) and b) of the PITC.

Furtherniore, income which would in principle be taxed under the corres-
ponding categories, but was not included in the legislation - that is, the regi-
me applicd to the income of independent workers and of derived financial in-
struments, when not included in their respective categories (article 4 n. 2 f)
and g)) - is residually taxed under commercial and industrial income. Howe-
ver, in the rule defining independent income, legislation uses the same tech-
nique, which raises problems of interpretation. Article 3 covers income fromn
indcpendent activities (category B), and its n. 4 states that income earned
within the independent excrcise of rendering services not included in other

categories is taxed under this category B, provided the taxpayer does not have
any employee or co-worker in his service.

These “subsidiarity clanses”, which are also commonly used in other tax
laws — intcrnal and foreign — need to be clearly written.

Thus, the question is whether thosc activities taxed under Professional In-
come Tax Code and others not covered by category B of PITC should be taxed
as cominercial or industrial activities.

The only possible interpretation seems to be the following: if the condi-
tions under article 3 n. 4 are fulfilled (independent rendering of services pro-
vided the taxpayer does not have any employee or co-worker in his service),
the taxpayer shall be taxed under it; otherwise, he will be taxed under catego-
ry C.

Finally, isolated acts of commercial or industrial nature, not taxed under
any other category, are also taxed under category C (article 4 n. 2 h)).

It is obvious that the legislation wanted to tax certain activities that do not
exactly correspond to commercial, industrial or any other existing category
without crealing new categories.

This summarised description may lead to the conclusion that commercial
and industrial income category is quite broadly defined and has some kind of
attractive force for other items of income. In this sense, it may be added that
the capital gains category is defined through a “subsidiarity clausc”, regar-
ding commercial or industrial income as well as agricultural income and ca-
pital income (article 10 PI1TC).

The law does not state whether commercial and industrial incoine requires
that the activity is orientated to making profits. Internal administrative rules

J.L. Saldanha Sanches
Ana Paula Dourado o

have denied this m:c,_.ao:éé&c:g element, conside

E.Qmmom_ person who owns poefor o nat a

a periodical publication of 3 scientific character

d) Agricultural income
The profits from agri
griculture, forestry or cattle-raici Iviti
oot : , C-Talsing activities are consi
ﬁmxmaozmM%EES_ Income AomﬁomoQ D). The autonomy of this catego mwawoa
commercial and industrial income is justified by the %mooww. .M%OHM
icity o

this sector, even thou
; gh some rules of commercial and : C
tegory are applied. commercial and industrial income ca-

vities and leasing of equj . .
o ea quipment for use in agric
faising activities are also taxed under this omﬁomomg uiture, forestey or catile-

entrepreneurs to suspend ivi
: or reduce activi i
rculture, forestry or cattle-raising. o hen they are conmectod with ag-

1.2.Taxation of non-residents: income earned in Portuguese territ
| _ or
En.oEo.S0 non-resident independent workers is earned i '
oao_mwa n Portuguese territory (article 17 n. | a) PITC)
ncom i . .
¢ taxed under this omﬂomoaw (category B), when relating to inte]-

n Portugal when ex-

Thu -resi
. Mm%%ﬁowowwmim. are ,ﬁmxoa at final withholding rates even if they
_ usiness in Portuguese territ re i
e : ) . TTItory, unless there i
o o_m= ~o«o:ﬁu::o:.. In a.zm case (if the non-resident independent cw mwao:% .
Xed place of business in Portugal and if there is a double Sxm:.o% m v,
onven-

7 imistrative |
Administrative mnternal rule de 31/1/89 de SBGD. information n. 208/89
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tion), he will be taxed under category B, according to the rules applicable to
resident taxpayers.

Comimercial, industrial or agricultural income is considered to be obtai-
ned in Portugal if it is attributable to a permanent establishment located in
Portuguese territory (article 17 n. 1 e) PITC).

Permanent cstablishment is here defined as any fixed place of business or
permnanent representation through which a commercial, industrial or agri-
cultural activity is exercised (n. 2). This definition must be completed with
the more detailed definition of permanent establishment given in the Corpo-
rate Income Tax Code (according to article 17 n. 3 PITC), and with the ne-
cessary adaptations, as we are dealing with an individual’s permancnt estab-

lishunent.

The following are also considered to be earned in Portugal even though the
connection element - or the “economic allegiance” ® - seems not satisfactory
according to the principles of International Tax Law

- income from acting as an intermediary in negotiating contracts when they
involve a commercial, industrial or agricultural activity;

- income from other services performed or used in Portuguese territory,

with the exception for transportation, communications and financial acti-

vities, when the debtor is resident in Portugal or the payment is made by a

permanent establishment situated in Portugal.

2.1.3. Basis of assessment for resident taxpayers and non-resident
individuals with a permanent establishment in Portugal

a) Determining net income of resident independent workers

Residents are taxed on their net income under category B, which is in princi-
pal determined according to real income. This is either based on the organi-
sed accounts when so required by law, or on the record books (article 27

PITC).

8 KLAUS VOGEL, Worldwide vs. source taxation of income - A review and re-evaluation of

arguments, Intertax, 1988, n. 8-9, 218 ft.

9 A severc crilic to the connection clements established in article 17 of the Personal Income
Tax Code is made by ALBERTO XAVIER, Direito tributario internacional, Coimbra, 1993,
256-259. The author criticises the adoption of several connections (debtor, paving agent, etc)

and the resulting incoherent regime.
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F the cases determined by the General Tax Law (which are related with
the impossibility of checking and of an accurate quantification of income)
taxable income is based on the “indirect methods” (article 28 PITC) v

When there is a double taxation convention, these rules are also wvc:omc_o
to non-residents with a fixed base of business in Portugal.

b) Determining net income of commercial, industrial and agricultural

activities

Residents earning income under cate i

: gory C are taxed accordi i

posden ding to their net
When income under categories C and D is earned in Portugal through a

permanent establishment, non-residents are also taxed on their net income
Thus, in determining the basis of assessment for resident individuals, the

Personal Income me.Ooao makes a general remittance to the Corporate In-

come Tax Code, but simultaneously establishes 8 articles (articles 32-39) with

special rules applicable to commercial, industrial and aeri :
; . > agricultural
obtained by individuals: & ncome

1. The .aoanismmoz of taxable profit shall be made by self-assessment ac-
oan.m to organised accounting (when the taxpayer must have one), or
according to the record books when organised accounting is not ooBmE-
sory. As a rule, and due to the remittance to the Corporate Income Tax
Code, the taxablc profit is based on real income.

2. »EoE.Q of these special rules is a consequence of the aforementioned
mﬁ:ﬁ%& system, as it only considers profits and costs related to the acti-
vity of the taxpayer’s individual enterprise or to its assets. In fact, as will
be shown, if the Corporate Income Tax Code regulations were :omo appli-

cable, global income, wherever its origin or nature, would be taxed as
profit.

3. Another special rule establishes that only essential and proven expenses
may be deducted from isolated commercial or industrial acts: the expenses
carried out to obtain income. In fact, these acts, being isolated, do not cor-
respond to the exercise of a commercial or industrial momSQ.um:nrm:zo-
re, these individuals have no obligation to declare the start and cessation
of an activity, to keep organised accounting and bookkeeping.

4. Deduction of losscs is only possible in the case of succession by death of
the taxpaycr that incurred the losses.



186 Portugal

5. Taxable profit is, in exceptional cases, determined according to “indirect
methods”, using the Corporate Income Tax Code.

Besides the aforementioned articles, the following other rules are exclusively
dedicated to the basis of assessment of agricultural income:

In multi-ycar exploitation of forestry, the part corresponding to the per-
centage that the exploitation represents of overall production is considered as
costs.

In determining the basis of assessment of agricultural activities, the price
of sale deducted from the margin of normal profit may always be considered.
If the nonmnal profit margin is not easily determined, it may be substituted by
4 deduction not superior to 20% of the sale price. This method 15 in general
accepted in those sectors of activity in which the cost of acquisition or pro-
duction is very expensive or cannot be accurately calculated.

Single lump-sum payment of grants for agriculture, forestry and cattle rai-
sing to abandon the respective activity, may be taxed provided they exceed

costs and losses.

2.1.4. Resident taxpayers’ personal allowances

Personal allowangces are accepted only for residents. They are deducted from
{he total net income obtained as described above.

2.1.5. Accounting and other obligations

The start of independent workers activity, as well as of commercial, industrial
and agricultural activity must be declared to the tax authorities (articlc 105
PITC). Cessation of activity must also be declared (article 106 PITC). Under
category C, cessation occurs when the corresponding acts ccase being practi-
sed on a regular basis, provided there are no fixed assets attached to the exer-
cise of activity; when winding-up of stocks occurs, and equipment belonging
{o the owner of the establishment is sold; when the right to use and usuftuct
of the fixcd assets attached to the exercise finishes and when ownership or
exploitation of the establishment is transferred.

Independent workers’ activities and commercial, industrial and agricultu-
ral aclivities iust, in somc Cases, have organiscd accounting, namely:
for category B taxpaycts, when the average net income of the last three years
is 20 times above the national minimuin wage; categories C and D taxpayers
have the same obligation when the average turnover during the last 3 years is
over 150,000 Euros (article 109 n. 1 d) PITC).

This meaus that some small cnterpriscs arc nol obliged to mect these obli-

gations.
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Taxpayers whose average net income o
, : T average turnover do not exceed
NW.M gmdmzﬁo:oa <w:%m are obliged to keep some registration books, as ::wﬂ
axpayers if they exercise a commercial or 1 i ivity i
AR or industrial activity (articles
Agricultural Eoon._o requires special books (article 112 PITC).
Only taxpayers with accounting obligations are obliged, for certain pay-

ments and other connected obligati igati
: gations, to fulfil the obligation i
corresponding tax at source. ¢ to el the

2.1.6. Indirect assessmen . .
Tax Law ent of small enterprises according to the General

Taxation of small co ies’ 1 i i i

and 5 Torther compheed by bk sy o
In order to reduce tax avoidance by small enterprises, although CITC ac-

cepts Em balance sheet as the basis for profit nm_oamaom it contains se mMH

restrictions on making provisions and depreciation. » "
The many cascs of tax avoidance explain why the recent General Tax Law

contains a :Emcﬁ ow rules concerning taxation of small enterprises accordin
to the rules of “taxation a forfait”. i

The so-called indirect assessment may occur if (article 87 GTL):

- there is a simplified tax regime;
- there is no possibility of confinm .
ng the element ax
e g s provided by the tax-
- the taxable income is substantiall i justi
> taxable @ y lower, without justificatio
objective indicators of the activity. : r than the

The referred method will be applied i i
pplied if the record i
utiliod (aiolo 88 GTL). ord book obligations were not
da taxpayer may @Rmm.i justifications for the taxable income being sub-
stantially _osoa.ﬂrwb the nc_.onnﬁ indicators of the activity, which are defined
wommq by the m:ﬁzno Minister after consultation with associations of enter-
prises and professionals (article 89 n. 2 GTL).

Thus, determining taxable incom indi
. , . e by indirect methods may tak
ing elements into account (article 90 GTL): y take the follow:

- the average margins of net profit over sales and services;
- the averagce rates of profitability for invested capital; ;
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i 1 irect costs:
- the ratio of consumption of raw materials and other direct co

- the clements provided to the tax m:?o.daom.v
- the place and size of the activity exercised;
- the presumed costs;

- the previous taxable income determined by the tax authorities.

4 M (43 y 2 Nﬂm
This mecthod means returning to the techniques of taxing “normal profit”,

existed before the 1988 tax reform.

2.1.7. Tax rates

J.L. Saldanha Sanches
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Residents’ income is taxed at progressive rates:

|

Taxable income Normal rates: | Average rates
>6,450,000 PTE 40%

Until 700,000 PTE 14% 14%
>700,000-1,105,000 PTE 15% 14,3665%
>1,105,000-2,750,000 PTE 25% 20,7273%
>2,750,000-6,450,000 PTE 35% 28,8720%

189

Married couples are subject to a joint regime, as required in the constitution,
and must present a single declaration. The income is taxed according to a

splitting system.

Most income carned by non-residents is withheld at source at a propor-
tional tax rate. That is what happens with the income of independent workers
(25%) and the profits obtained by non-resident shareholders paid by entities
subject to corporate income tax (also 25%).

Category B income from intellectual and industrial property, as well as
royalties received by non-residents is subject to a tax rate of 15% (article 74

n. 4 ¢) PITC).

However, the regime is different when there is a permanent establishment:

- non-residents’ category B income may only be attributed to a permanent
cstablishment if there is a double taxation convention. In this case, non-
residents are taxed on net income, according to the rules of CITC, at the
progressive rates of PITC applicable to residents;

- taxation ol non-residents’ income from commercial, industrial and agri-
cultural activitics is payable on net income, il attached to a permanent
establishment. Likewise, in this case, the taxable profit is determined ac-
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cording (o the rules of CITC, but is subject to the progressive tax rates of
PITC.

Commission payments for acting as intermediarics in contracts and income
from other services rendered, as listed in article 17 n. 1 ) PITC, paid to non-
residents are withheld at source at the final rate of 15% (article 74 n. 4 a)

PITC).
Other category C income earned by non-residents is not taxed.

Final withholding rates applicable to non-residents

]
Independent Intellectual and Dividends ob- Dividends dis- Comumission
workers industrial prop- tained by non- tributed by lim- payments for
erty and royalties resident share- ited liability acling as imterme-
holders companies (So- diaries
ciedades por
Quotas) N
25% 15% 25% 20% 15% L

1t is difficult to justify the different tax rates, and they have been much criti-

cised for being irrational and arbitrary 19,

2.2. Taxation of corporations

2.2.1. Taxpayers
Corporations are taxed under the Corporate Income Tax Codc, independently
of size. Taxpayers under this code are all private or public corporate bodies, a
further distinction being made between residents and non-residents (article 2
n. 1 a) and c¢) CITC).

Non-residents are taxed whether they have a permanent establishment or
not (article 3 n. 1 ¢) and d) and article 4 n. 3 CITC) 11, contrary to the guide-
lines established by OECD.

Bodies that are not corporate entities, such as unincorporated companies,
pay corporate income tax, a decisive feature being their ability-to-pay.

10 ALBERTO XAVIER, ait., 373-375.
11 See M.I1. FREITAS PEREIRA, A Base tributavel do IRC, 1n Ciéneta ¢ T'éenica Fiscal n

360, 1990, 120-123.
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150,000 Euros,
Under the rules of the CITC
covered by the exemption.

2.2.2. Tax base

i W > 18

Taxable profit cory
esponds to the .
also to reaj i . concept of accrued-ing
companies rwwmoap as required by the Portuguese oonmmgmwﬁﬂﬂgn thus
(0 the lan ] Smooocz.czm obligations, which mug; be organised erefore,
¢ principle of clearnegs (article 17 CITC) samsed according

g S oW :.?OHM (§] vmmu wou TO Q:_ :C_: da _NX OMO_:_:—:: 14

W

H.:O Oc:ﬂmm: OA UOH H:.u_:OH: Om:~@-m~::@~: 18 m~::~&~ HO :~O OOHHOOHUH CA H:@

"
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. 7 CITC). Doubts were raised as 1o whether this

12 month perc (e activities, contrary t0 what is stated in double

definition covered preparatory

{axation agreements. . .
As above mentioned in point 2.1 ‘
regulate the circumstances under whic

indirect methods.

5 articles 87-90 of the General wa Law
,r taxable profit may be determined by

2.2.3. Tax rates

a ) g i

of income.
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Corporate income tax rates
Residents and | Dividends paid from Residents not Non-
non-residents | a resident affiliate | exercising, as main | residents
with a P. E. | to a parent-company activity, a without a
resident in another comnercial, PE
Member State industrial or
agricultural activity
34% 10% 20% 24%
(unitl 31st. Dec.) (as a rule)
Corporate income tax rates
Non-residents without a P.E.- special rates
Intelectual | Use of agric., | Public debt Gambling, Commission
and industrial indust., bonds and lottery and | payments for
property comm. other capital similar acting as
income and | and scientific income income intermediarie
royalties | equipment | b $ in contracts
15% 15% 20% 35% 15%

2.3. Partnerships

Portuguese tax law has a partial acceptance of the distinction between part-
nerships and stock corporations.

What are called “professional companies” are one example of direct taxa-
tion of the company partners. The required condition for applying this regime
is that all the partners should exercise the same profession and work in the
same activity, so that they would be individually taxed under the independent
income category of PITC.

For example. if all the partners of a company are lawyers, they have a spe-
cial tax regime. The company’s profit 1s calculated using the same rules as
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other companies (the rules of the CITC), but this will then be attributed to
each partner and taxed using progressivc rates.
The same regiine applies to family-run companies that merely manage

immovable property.

2.4. Double economic taxation of corporations and partners
Neither unincorporated companies nor partnerships are subject to double
taxation.

Corporate profits are subject to double taxation when distributed. How-
ever, resident beneficial owners are entitled to a tax credit worth 60% of cor-
porate income tax corresponding to the dividends distributed to the taxpayer
and within the limits established by law.

1. Transfer and liquidation of businesses

1. Transfer of individual businesses

In the cvent of transfer of the business, taxation must be made according to
the CITC (as stated in arlicle 31 PITC), with the necessary adaptations. How-
ever, if the assets of the individual enterprise are transferred to the individ-
ual’s private property, the value of the assets corresponds to the market value

at the time of the transfer.

2. Transfer of shares and liquidation of the company

Capital gains from the sale of shares by taxpayers (resident or non-resident)
are not taxed if the shares were owned for a period of more than 12 months.

If they arc taxed, article 75 PITC establishes a special final tax rate of
10% for both resident and non-resident taxpayers, cven though resident tax-
payers may opt to include capital gains in other categories of income and
subject them to the progressive rate. This tax rate is also applicable to the sale
of participation in limited liability companies.

Given this favourable tax regime, profits are frequently not distributed
until after the shares are sold.

For the same rcason, enterpriscs are usually transterred through the sale of
shares. Furthermore, this transfer is tax exempt for gifts and inheritances.
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In any case, ownership of the company itse i
happens, the different clements Ammmo%v o.M Eoﬁ%wmww Mw% mmmwnmwm.ﬁ M,z:m
then taxed according to the rules of the CITC (article 17 mEM mo%oimua
CITC). If the transfer later implies liquidation (article 65 CITC), the Smm
are taxed at the CITC flat rate of 34%, and if liquidation WE@:omv &SMouH w
net wealth among the partners, all capital gains resulting from the operati N
are taxed under article 67 CITC, at the mentioned rate. peration

Mergers, demergers, capital inflow and share swaps have a neutral tax re-

IV. Change of legal status

a) bq‘:ﬂo. assets mﬁm.o:o.a to the commercial, industrial or agricultural activity
exercised by an individual are transferred to a corporate enterprise, there

Is a special neutral regj Aot .
PITC) gime of non-taxation (articles 68-A CITC and 36-A

This regime is applied if the following conditi
: onditio
(article 36-A n. 1 and 2 PITC): ¢ 1% Among others, are observed

- the beneficial entity must be a resi i
. esident company, with effect

ment in Portuguese territory; ' e anage:
- Mﬂo EQ.:EQ:E transferor must own at least 50% of the company capital;
- lhe activity exercised by the compan i “

. y must be substantiall

that exercised by the individual; ¥ the same as

- the elements (assets and liabilitie i
s) transmitted n i i
ome el 1ust be registered with the

- the participations received b indivi i
v y the individual must be recorded at their net

- H:o assets 5:.5?2& may not include capital gains resulting from the al-
oo.mco= of private .8& estate to the commercial, industrial or agricultural
mo:EE., nor .R.m::_:m from allocation of rural property to commercial or
industrial activity, as the taxation of these gains where postponed untif the

sale of these assets to a third person (arti i
YA 2 prey p (article 10 n 3 b) PITC and article
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Losses may be transferred to the company up to a G-year period, provided
laxation is based on real income, and up to 50% of thc taxable profit.

b) Transformation of comparnies neither determines a change of tax regime
nor any other tax consequence unless a civil law company is transformed
inlo a commercial company. In this case, during the tax period of trans-
formation, taxation adopts the rules applied to partnerships (article 61
CITO).

Besides, losses may be transferred to the company up to a 6-year period, pro-
vided taxation is based on real income, and up to 50% of the taxable profit.

V. Anti-abuse measures

Most of the anti-abuse measures are applicable to relations between a resident
and a non-resident entity:

1. non-deductibility of payments made by a resident company to a non-
resident individual or a non-resident company subject in the respective
country of residence to a tax rate lower than 20% (article 57-A CITC);

2. resident partners of non-resident companies located in countries applying
the mentioned tax rates are taxed directly on the profits. The resident
partner must own at Jeast 25% in the non-resident company, or of at least
10% if over 50% of the non-resident company is owned by resident part-
ners (article 57-B CITC);

3. Undercapitalization is not allowed when a resident taxpayer has excessive
debts to a non-resident entity with which there are special relations. De-
duction of interest is not allowed in those cases (article 57-C CITC).

Ouly a few anti-abuse measures are applicable to relations between residents,
cven thougl they also apply to permanent establishments of a non-resident
company:

1. Hidden distribution of profits, through company distribution of noney or
assets to the sharcholders, for whatcver reason, is 1ot recognised as a re-
duction in the company’s assels (article 24 u. 1 ¢) CITC). Restrictions
with the same objective on the attribution of bonuses to the partners were
introduced in the 1999 budget:
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2. there arc also some restrictions on reco
are connected with the partners’ Juridic
resentation costs, such as parties or tr.

guising expenses as costs, if they
al sphere, and tax penalties on rep-
avels offered to clients;

the general regime of transfer pricing (article
administration to correct the t
lations between the comp
tribution of profits.

57 CITC), allowing the tax
axable profit whenever there are special re-

any and other persons also covers of hidden dis-



