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The introduction of new financial reporting standards in the European
Union (EU) is having significant direct consequences for many of the preparers
and users of financial information. These consequences are generally well
documented and explored by many distinguished experts. However, less well
documented are some of the indirect consequences of the implementation of
new financial accounting standards in the EU. One such area is in the
relationship between corporate financial accounting (‘financial accounting’) and
corporate income tax accounting (‘tax accounting’). In some EU Member States
a long-standing and complex relationship exists between financial accounting
and tax accounting which may be significantly influenced by the introduction of
new financial reporting standards such as International Financial Reporting
Standards (IFRSs). In this paper we review the effects of the introduction of
new financial reporting standards on tax accounting within the EU. This paper
also assesses the evolution of the relationship between tax accounting and
financial accounting in the context of the growing influence of IFRSs. This paper
recommends that consideration should be given to macro-economic
implications of associating or disassociating financial accounting and tax
accounting, noting that this decision should only be made after considering
related policy issues at the highest level within relevant government agencies
and a thorough consultative interaction between these agencies and relevant
private sector advisers and interest groups.
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It was Benjamin Franklin who first said: “In this world nothing can be said
to be certain, except death and taxes.” The inevitability and indeed the
importance to an economy of efficiently collecting taxes is as much an issue
today as it was in Mr. Franklin’s era. Of course central to any efficient tax
system today as it was 200 years ago is an appropriate measurement
framework for the calculation of tax revenues and liabilities. Measurement
frameworks and revenue calculations are as important to financial accountants
as they are to tax practitioners. Indeed almost all tax measurement
frameworks use corporate financial statements to some extent in the
calculation of taxes. These links between financial and tax accounting can be as
complex and challenging as they are inevitable.

We live today in an increasingly integrated global economy. Economic,
fiscal, financial and regulatory issues are no longer simply domestic concerns
but form part of regional and global agendas. Co-coordinated approaches to
regulation across countries and regions offer new opportunities, benefits and
challenges. One area that has seen an unprecedented level of international co-
ordination and harmonization in the last decade is the field of accounting. The
emergence of International Financial Reporting Standards (IFRS) and in
particular the commitment by the European Union (EU) to mandate the use of
IFRS for certain EU entities has set in motion a series of changes in global
accounting that can only be described as revolutionary.

Whilst globalization and the emergence of IFRS as the global accounting
standard yield undoubted benefits, these developments have also created many
challenges. IFRS enhance the comparability and reliability of financial accounts,
but companies operating cross-border may still need to prepare financial
statements using local accounting regimes, or in different formats to meet
different local and national regulations. Increased capital mobility and cross-
border investment activity only serve to underline the importance of reliable
and comparable financial information across countries and regions.

Global and EU accounting developments have also created very specific
challenges for tax authorities. Historically, accounting figures have formed the
starting point of tax calculations in many countries. Changes in accounting
standards therefore need to be closely examined by tax authorities to
determine whether or to what extent accounting figures may be appropriate to
use in tax calculations. The introduction of IFRS in Europe introduces a whole
new set of accounting standards for tax authorities to consider. The interactions
between tax and financial accounting are complex and tax authorities must
always consider macroeconomic implications and managing national tax
security. In addition, authorities must be mindful of the regulatory burden on



firms and the importance of ensuring equitable tax treatment for IFRS and non-
IFRS companies operating in their jurisdiction. It certainly is a challenging time
for financial and tax accountants!

This paper examines these issues and challenges, whilst also contemplating
the important macro-economic implications of associating or disassociating
financial and tax accounting. I welcome this very timely publication and I am
confident that it will represent a very valuable contribution to this ongoing
policy debate.



EXECUTIVE SUMMARY

The primary policy objective discussed in this paper is the adoption of an
optimal tax accounting system. In this context, this paper sets out a framework
to assist policymakers in reviewing the tax accounting system in place within
their jurisdiction. While it focuses primarily on the situation in Member States of
the European Union (EU), the lessons learned in Member States with different
traditions should also be of interest to policymakers outside of the EU. Finally,
while the focus of this paper is on policy considerations rather than technical
issues, the business sector and tax professionals should also benefit from this
paper and participate in the policy debate.

A. CONCEPTUAL FRAMEWORK

Figure 1, Conceptual Framework, sets out the approach adopted in
preparing this paper. It is articulated around five building blocks, i.e.:

Objectives of Tax Relationship Policy
and Financial between Financial Considerations
Accounting and Tax Accounting

Fundamental
Concepts
(Definition)

Underpinning
Framework

* Range of
approaches

* Experience of EU

Member States

* Policy objective

e Evaluating the
relationship
between tax and
financial
accounting

e Accounting Profit

¢ Taxable Profit

* Harmonization
within the EU

e Growing influence

of IFRSs

* Principles suitable
for Tax
Accounting

¢ Fundamental
concepts
underlying IFRSs

e Accounting Profit
¢ Taxable Profit

Figure 1: Conceptual Framework

» Fundamental concepts: The policy elections regarding tax
accounting cannot be made in isolation of those regarding financial
accounting. The first building block defines ‘accounting profit’ (financial
accounting) and ‘taxable profit’ (tax accounting).

» Underpinning framework: A Member State’s policy elections with
respect to the calculation of accounting profit and taxable profit are
subject to a number of external constraints, including EU law
requirements. The second building block sets out the framework
impacting upon the decisions to be made by policymakers when
determining how taxable profit should be calculated. It captures the
influence of ongoing harmonization with the EU (in financial and tax
accounting) and the growing influence of International Financial
Reporting Standards (IFRSs) on financial accounting within the EU.

»  Objectives of Tax and Financial Accounting: The third building
block does not purport to set out a universally valid definition of the
objectives of financial and tax accounting. Rather, policymakers should
determine these objectives in the circumstance of their country. The
building block provides policymakers with a framework, in the form of
a list of criteria generally accepted to be suitable for tax accounting, to

EXECUTIVE SUMMARY |



assist them in making policy elections regarding tax accounting. In this
context, they should rank these criteria based on their relative merits
given the circumstance of their country. Finally, this building block
points to three fundamental concepts underlying IFRSs, and hence
financial accounting within the EU to a large extent. It notes that these
concepts are meant to achieve the objectives of financial accounting
and are not consistent with the criteria suitable for tax accounting.
Relationship between Financial and Tax Accounting: The fourth
building block sets out the range of approaches to the calculation of
taxable profit, which vary depending on the degree of relationship and
on the method for ‘leveraging’ financial accounting in determining
taxable profit:

Degree of relationship: Historical developments have resulted in a
range of approaches in EU Member States. At the one end of the
range, there are Member States which have kept tax and financial
accounting completely separate. At the other end of the range, there
are Member States which have established a statutory and direct
relationship between financial and tax accounting in order to avoid
creating two distinct sets of rules.

Method for ‘leveraging’ financial accounting: This may involve a
‘positive’ approach, whereby the tax legislation refers to carefully
targeted aspects of financial accounting and adopts those aspects
either in wording or in concept. This may also involve a ‘negative’
approach, whereby the tax legislation adopts financial accounting as
the ‘default’ position, and then adjusts out those aspects of financial
accounting which are inappropriate as a basis for the computation of
taxable profit.

Policy Considerations: The fifth building block brings the fourth
preceding steps together, proposing an approach for tax policymakers
to achieve the objective above, i.e. to develop an optimal tax
accounting system within the constraints of international law, EU law,
and existing practices.

This paper recommends a two-step process to achieve this objective, i.e.:

first, to agree the overall policy objectives of financial and tax
accounting; and

second, to evaluate the appropriateness of the existing relationship
between financial and tax accounting based on their respective
objectives.



As discussed above, in a perfect world, policymakers would seek to
enhance tax accounting with a view to developing an optimal definition of
‘taxable profit’. This paper recognizes that policymakers will need to
accommodate existing national tax accounting practices and may not be in a
position to achieve an optimal tax accounting system. However, the lessons
learned in this paper demonstrate that agreeing the overall policy objectives of
tax accounting, before delving into the mechanics of the tax accounting system,
should be the number one step taken by policymakers. The principles generally
considered to be suitable for tax accounting will be helpful in reviewing
available policy options within the constraints imposed by international tax law
and the legacy of historical and political developments.

Financial In this context, it is important to recognize that

Accounting a similar exercise has been (and is being)

‘ Objectives conducted, usually by other policymakers,
regarding financial accounting. Increasingly,

Tax ‘ within the EU, policymakers are adopting IFRSs
Accounting or embedding IFRS concepts into national
Objectives financial accounting to achieve the objectives

of the financial accounting framework. Figure

2, Differing  Objectives, illustrates the
significant differences that now exist between the objectives of tax accounting
and financial accounting. These differences tend to grow over time as financial
accounting evolves to meet the evolving needs of users of financial reporting.

Figure 2: Differing Objectives

Due to historical developments, several Member States have established a
statutory and direct relationship between financial and tax accounting, involving
a ‘'negative’ approach as described above. The stronger the relationship
between tax and financial accounting, the less policy elections regarding tax
and financial accounting can be made in isolation.

This paper argues that, given the differing objectives of tax and financial
accounting, policymakers should revisit the existing degree of relationship
between tax and financial accounting in their jurisdiction. Accepting the status
quo may have detrimental consequences, including:

unintended consequences on the economy;

unforeseen effects on tax collections;

the development of a yet more complex tax accounting system; or

the maintenance of a financial accounting system which may not be
responsive to the needs of a modern market economy.



As a consequence, right at the outset, significant consideration should be
given to the macro-economic implications of associating or disassociating tax
and financial accounting. This paper argues that this decision should only be
made after considering these implications at the highest level within the
relevant government agencies and after a thorough consultative interaction
between these agencies and the relevant private sector advisers and interest
groups.



This paper sets out a framework to assist policymakers in reviewing the tax
accounting system in place within their jurisdiction. Before delving into policy
considerations about the development of an optimal tax accounting system, this
introduction sets out:

a definition of the fundamental concepts in the context of existing
practices in most European Union (EU) Member States (Section I.A);
an overview of the framework (laws, regulations, and interpretations)
underpinning these fundamental concepts (Section 1.B);

the objectives of this paper and its target audience (Section 1.C);

the methodology applied in preparing this paper (Section 1.D); and

the structure of this paper (Section I.E).

In the EU, companies generally maintain accounting records, which form
the basis for, among others:

the mandatory publication of their annual accounts.' 2 This forms part
of the corporate financial accounting requirements (‘financial
accounting’). Within this paper, financial accounting refers to the
recognition and measurement principles that a company applies in
preparing its annual accounts, i.e. in determining the accounting profit
(loss) for the period. The following are examples of such recognition
and measurement principles:

Recognition: “Revenue from the sale of goods is included in

accounting profit when goods are delivered.”

Measurement: “When the net realizable value of an item of

inventory is less than the previous carrying amount, the company

reduces the carrying amount of the asset.”
the mandatory filing of their corporate income tax returns with the tax
authorities. This forms part of the corporate income tax accounting
requirements (‘tax accounting’). Within this paper, tax accounting
refers to the recognition and measurement rules that a company
applies in preparing its tax returns, i.e. in determining the taxable

Annual accounts are also referred to as ‘legal entity financial statements’ or ‘separate
financial statements’.

In the EU, unlike in the United States for example, there is a statutory requirement
for limited liability companies, both publicly and privately held, to make public their
annual accounts prepared in conformity with applicable financial accounting rules.
This requirement is set out in the Fourth EU Company Law Directive on Annual
Accounts of Companies with Limited Liability. For additional information on this
matter, refer to Gielen, van der Plaats, Hirata, Tranter (2007), Corporate Sector
Accounting and Auditing within the Acquis Communautaire — A Building Block of the
Internal Market, World Bank, Washington, USA, p. 21.



profit (tax loss) for the period. The following are examples of such
recognition and measurement principles:
Recognition: “Revenue from the sale of goods is included in taxable
profit when cash is collected.”
Measurement: “When the net realizable value of an item of
inventory is less than the previous carrying amount, that reduction
is ignored for tax purposes until the asset is sold.”

‘Accounting profit (loss) before tax’ is a frequently used measure of the
performance of a company. Simply put, it is determined by deducting expenses
(before corporate income tax) from income. The recognition and measurement
of income and expenses, and hence profit, depends on the financial accounting
principles (or rules) the company applies. Except where further precision is
deemed necessary, the term ‘accounting profit’ is used to mean ‘accounting
profit (loss) before tax’ from this point onwards.

Taxable profit (tax loss) is the profit (loss) for a period, determined in
accordance with the rules established by the taxation authorities, upon which
corporate income taxes are payable (recoverable). Except where further
precision was deemed necessary, the term ‘taxable profit’ is used to mean
‘taxable profit (tax loss)’ from this point onwards.

The framework underpinning the determination of accounting profit and
taxable profit in EU Member States has evolved over time with respect to
various layers of international law, EU law (also referred to as the ‘acquis
communautaire’), national laws and regulations, accounting standards,
interpretation, and generally accepted practices.

In EU Member States, the principles underpinning the determination of
accounting profit are generally derived with respect to the following sources:

the acquis communautaire as it relates to financial accounting;?

the implementation of the acquis communautaire in the Member
State’s statutory framework;

IFRSs and/or national accounting standards; and

interpretations and generally accepted practices.

The acquis communautaire is the body of EU laws. For an overview of the acquis
communautaire, refer to Gielen, van der Plaats, Hirata, Tranter (2007), op. cit.



In EU Member States, the rules underpinning the determination of taxable
profit are derived with respect to the following sources:
international tax law (e.g., bilateral treaties between a Member State
and another nation);
the Member State’s tax laws and regulations;
case law and rulings; and
interpretations and generally accepted practices.

In the context of this paper, the distinguishing factor between financial
accounting and tax accounting relevant to policymaking relates to the presence
of a common EU platform in the area of financial accounting and the absence
thereof in the area of tax accounting. In other words, while policymaking in the
area of financial accounting is significantly influenced by the acquis
communautaire, policymakers have a lot more flexibility in their elections vis-a-
vis the tax accounting system.

One of the main objectives of the Treaty of Rome (1957) was the creation
of a single common market, with free movement of goods, persons, services
and capital, to accelerate improvements in standards of living. Over time, the
harmonization of financial accounting across the EU became a means by which
the greater transparency and comparability of financial reporting could facilitate
freer trade and movement of capital across Member States. Consequently, a
certain degree of harmonization has been achieved in financial accounting with
the introduction of a number of accounting Directives and Regulations, which
set out common financial accounting requirements that all EU Member States
have to observe.*

In parallel to the harmonization of financial accounting and in line with the
European Commission’s stated position that key to building a dynamic Europe-
wide economy is economic integration. The elimination of cross-border tax
obstacles has become increasingly debated within the EU under the Common
Consolidated Tax Base (CCCTB) initiative. As discussed in Appendix II, a key
part of this debate centers on agreeing upon a common ground for national tax
systems. However, at the present time, the acquis communautaire is largely
silent as regards to tax accounting. As a result, 27 separate tax accounting
systems are now in operation within the EU.

4 Directives and Regulations are legal instruments adopted by EU institutions. They

form part of the acquis communautaire. For additional information, refer to Gielen,
van der Plaats, Hirata, Tranter (2007), op. cit., p.3.



Our final comment with respect to the frameworks underpinning financial
and tax accounting relates to the growing direct and indirect influence of IFRSs
on financial accounting. In several EU Member States, this will have a knock-on
effect on tax accounting because of the established relationship between
financial accounting and tax accounting.

In Section IV, we will analyze the impact of the degree of association or
disassociation between financial accounting and tax accounting and set out how
it affects policy considerations. In order to do this, it is first important to
understand how IFRSs influence financial accounting in the EU:

In all Member States, IFRSs have a direct influence on
consolidated accounts: Regulation (EC) No 1606/2002 of the
European Parliament and the Council of July 19, 2002 on the
application of international accounting standards (now, IFRSs) requires
companies whose securities are admitted to trading on a regulated
market of any Member State (hereinafter, publicly traded companies)
to present their consolidated accounts (also referred to as
‘consolidated financial statements’) in accordance with endorsed IFRSs
from 2005.% ¢

In some Member States, IFRSs may also have a direct influence
on annual accounts: In accordance with the principle of
proportionality,” article 5 of Regulation (EC) No 1606/2002 leaves to
EU Member States the option to permit or require publicly traded
companies to prepare their annual accounts in conformity with IFRSs.
Member States may also decide to extend this permission or this
requirement to other companies regarding the preparation of their
consolidated accounts and/or their annual accounts.®

In other Member States, IFRSs have an indirect influence on
annual accounts: The growing use of IFRSs has resulted in several
Member States (e.g., France and the United Kingdom) modernizing the
national accounting standards, which underpin the preparation of
annual accounts by incorporating recognition, measurement, and

To be adopted for application in the EU (i.e., to be endorsed), a standard must meet
the conditions set out in Article 3 of Regulation (EC) No 1606/2002. Its application
must result in a true and fair view of the financial position and performance of an
enterprise; it must be conducive to the European public good; and it must meet basic
criteria as to the quality of information required for financial statements to be useful
to users. For additional information on the endorsement process, refer to Gielen, van
der Plaats, Hirata, Tranter (2007), op. cit., p 36.

Within this paper, endorsed IFRSs are referred to as IFRSs for simplicity.

The principle of proportionality requires that any EU action should not go beyond what
is necessary to achieve the objectives of the Treaty. For additional information on the
principle, refer to Gielen, van der Plaats, Hirata, Tranter (2007), op. cit., p. 5.

8 Appendix I, Planned Implementation of Regulation (EC) No. 1606/2002 in the EU and
EEA, provides a summary of how Member states, Iceland, Liechtenstein, and Norway
are planning to use these options.



disclosure requirements based on IFRSs within their national
accounting standards. Within this paper, we refer to these modernized
national accounting standards as ‘IFRSed national accounting
standards.’

The distinction between consolidated accounts and annual accounts is of
importance to understand the impact of such ‘IFRSation’ on tax accounting,
which will be discussed in the following sections. Simply put, the effects of the
use of IFRSs in the preparation of consolidated accounts on tax accounting are
likely to be minimal (see Box 1: Consolidated Accounts). By contrast, the
extension of the permission or requirement to use IFRSs (or IFRSed national
accounting standards) in the preparation of annual accounts may have
important consequences on tax accounting.

Box 1: Consolidated Accounts

In most EU Member States, the effects of the use of IFRSs in the
preparation of consolidated accounts on tax accounting are likely to be
minimal because:

» several Member States do not allow groups of companies to determine
taxable profit on a consolidated basis (e.g., Belgium, Greece, Czech
Republic, Estonia, Hungary, Lithuania, Slovakia, and the United
Kingdom); or

» the concepts of a group for tax purposes, in the Member States which
allow group taxation, differ significantly from IFRSs. Most member states
applying group taxation require parent companies to hold at least 90% of
shares in a subsidiary to allow consolidation for tax purposes (e.g.,
Finland, France (95%), Luxembourg (95%), Portugal, Sweden, Latvia,
Poland (95%), Slovenia, and the Netherlands (95%)).

C. OBJECTIVES OF THE PAPER AND TARGET
AUDIENCE

In many EU Member States, there is a widespread view that tax systems
contain a number of anomalous complications and inconsistencies as a result of
many successive changes. This bewildering process of altering each element in
the tax system has often resulted in increased uncertainty and lack of
confidence in the stability of present arrangements. This can represent a
serious impediment to Member States’ efforts to improve their economic
performance.

In this paper, we have restricted our attention to the relationship between
tax accounting and financial accounting, an area often prone to such
complications and inconsistencies. This paper was prepared at the request of
policymakers in the Czech Republic who are keen to use the opportunity of
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significant developments in financial accounting, including the adoption of IFRSs
and/or their indirect influence on national accounting standards, to reassess
their policy elections in the area of tax accounting, and the relationship
between tax accounting and financial accounting.

While this paper is primarily addressed to assist policymakers in EU
Member States in reviewing available policy options, the business sector and
tax professionals have also expressed interest in earlier draft versions. This
paper encourages their participation in the policy debate.

Finally, based on earlier draft versions it appears that an important
audience outside of the EU is also interested in the experience of EU Member
States in this area. To facilitate their reading, the paper provides additional
explanation of terminology specific to the EU where relevant (e.g., the term
‘acquis communautaire’).

Based on these objectives and target audience, this paper gives preference
to understanding over technical accuracy. Where relevant, footnotes provide
additional technical guidance to interested readers.

This paper draws on:
a review of existing academic literature;
a review of the existing and forthcoming acquis communautaire
primarily through desk research and interviews with the European
Commission;
the selection of a group of relevant Member States representing a
variety of legal traditions, financial accounting and tax accounting
systems. The selected countries are Belgium, Denmark, Estonia,
France, Germany, Luxembourg, the Netherlands, Poland, and the
United Kingdom; and
detailed interviews with: (a) preparers of annual accounts and tax
returns (corporates); (b) tax professionals; (c) accountants; (d)
academia; and (e) the tax authorities in each selected Member State.

Although this paper draws on the experience of a wide range of EU Member
States with different traditions, it does not contemplate each and every possible
situation and, consequently, only addresses a number of systemically important
issues. We also focus primarily on the situation in EU Member States.

The remainder of this paper is divided into three sections. Section II
discusses the objectives of tax accounting vs. financial accounting. Section III
presents an overview of how EU Member States tend to organize their tax and



financial accounting systems based on a pan-European survey. Section IV
presents and draws conclusions for tax policymakers, recommending the
exercise of caution and suggesting a structured approach to policymaking.

In this Section, we introduced the concepts of 'tax accounting’, ‘tax profit’,
‘financial accounting’, and ‘accounting profit’. We presented how these
concepts were derived over time noting that there is greater harmonization
around financial accounting in the EU than around tax accounting. We also
noted that the paper has been written to assist policymakers in reviewing
available policy options in the area of tax accounting and the relationship
between tax accounting and financial accounting.

INTRODUCTION 7



SECTION Il
OBJECTIVES OF TAX ACCOUNTING VS. FINANCIAL
ACCOUNTING

When electing how to design its financial accounting and tax accounting
systems within the confines of international and EU law (refer to Section 1.B),°
and Appendix II, a Member State should have due regard to the objectives of
these systems and the resulting principles which will govern financial
accounting and tax accounting. This Section presents an overview of the criteria
that policymakers may wish to consider to ensure that financial and tax
accounting systems achieve their objectives.

Box 3: Corporate Income Tax

Despite their widespread use, the case for the imposition of corporate
income taxes remains controversial for theoretical and practical reasons,
including:

» The burden of taxes levied on corporations falls on its owners,
employees and customers. But there is no agreement about how the
burden is distributed among these groups.

» These taxes result in high administration and compliance costs.

Nevertheless, despite the existence of an exception within the EU (refer to
the case study on Estonia in Section III), the remainder of this paper is
based on the premise that corporate income taxes, which are determined
through a profit-based system, are here to stay.

A. TAX ACCOUNTING

The different tax systems currently observed in EU Member States are the
result of historical and political developments. To some extent, differences
between Member States are the result of different choices representing trade-
offs between conflicting principles as discussed under Section II.A.1 below.
However, other differences are likely to be the result of historical evolution.
Because tax accounting and financial accounting are often closely related (refer
to Section III), the ongoing developments in financial accounting as well as the
CCCTB initiative (refer to Section I.B.3 and Appendix II) provide an opportunity
to think about what tax accounting rules would be optimal from an economic
point of view.

° Policymakers may have to deal with constraints such as their Member State’s
constitutions and international treaties, which may limit the possibilities available to
them.
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The central principles that are generally considered to be suitable for tax

accounting include:

Neutrality - The most frequent definition of neutrality is that
investment decisions should not be affected by tax accounting. While a
fully neutral tax accounting system is rarely implemented (e.g., most
countries adopt a definition of taxable profit that allows the cost of
debt to be deducted and therefore discriminates against equity
finance), the neutrality principle is a useful criterion. It implies for
example a certain degree of symmetry in the tax accounting system,
meaning that positive and negative components of the tax base should
have a symmetrical treatment when they have a similar nature.
Simplicity - A simple tax system promotes efficiency and
competitiveness. By contrast, the administrative burden of ever more
detailed and complex tax rules constitutes a significant burden. The
costs of monitoring such systems are also very high. Simplicity is a
matter of competitiveness in that it enables businesses to direct their
resources from administrative tasks to productive activities that
promote growth. Simplicity should therefore be a very important
objective for policymakers.

Enforceability - The tax system should be easily enforceable and
taxes should be difficult to avoid and evade. Importantly, an
enforceable system has to define with certainty which items are
included in taxable profit and clearly limit taxpayer discretion in
implementing accounting techniques that will affect taxable profit.

Tax capacity (realization) - In theory, taxable profit should include
(deduct) any accrued gains (losses). In practice, however, this would
raise unacceptable problems both for taxpayers and governments and
infringe on the widely accepted principle of tax capacity. In a world
with imperfect capital markets, taxpayers may have great difficulty in
financing the payment of taxes on unrealized gains. As a result, they
are likely to forgo some otherwise profitable investment and may in
extreme cases go bankrupt, even if making profits. The government,
on the other hand, may have their ability to raise revenue impaired if
accrued losses are deductible. For all these considerations, taxable
profit usually includes capital gains and losses only at realization.
Revenue position - The reason for the existence of most taxes is the
provision of revenues to the government. Therefore a tax must be able

This Section draws on Malcolm Gammie, Silvia Giannini, Alexander Klemm, Andreas
Oestreicher, Paola Parascandolo, Christoph Spengel (2005), Achieving a Common
Consolidated Corporate Tax Base in the EU, Centre for European Policy Studies
(CEPS), Brussels, Belgium.



to provide the revenue expected with a sufficient degree of certainty.
One implication of this principle is that the definition of taxable profit
should limit the taxpayer’s ability to allocate revenue and cost items to
different fiscal years.

Public policy - Corporate income tax is sometimes also used as a
policy tool. By permitting allowances or other benefits in the form of
deductions from taxable profit or tax credits, the tax system can be
used as an incentive to stimulate investments or certain types of
investments, notably research and development. To the extent that
these incentives correct some market imperfection, they may be an
important ingredient of a tax system. It should be noted, however,
that such incentives typically add to complexity and must therefore be
fully justified as capable of achieving their particular objective before
being adopted.

Cost of reform - A final concern is the cost of the reform itself. If a
rule that is different from those currently in force can be shown to be
preferable, a change in tax law can only be justified if (over time) the
relative value of the benefit exceeds the cost of implementing the
change.

As discussed in Section I.B, the different financial accounting systems

currently observed in EU Member States are the result of the harmonization of
accounting around the acquis communautaire, in particular the following
Directives and Regulations:

the Fourth EU Company Law Directive on Annual Accounts (the ‘Fourth
Directive’) of 1978, as amended;!*

the Seventh EU Company Law Directive on Consolidated Accounts (the
‘Seventh Directive’) of 1983, as amended;

the Banking Accounts Directive of 1986, as amended;

the Insurance Accounts Directive of 1991, as amended; and

Regulation (EC) No 1606/2002 on the use of IFRSs of 2002, and
related European Commission’s Regulations.

In Section I.B.4, we pointed out the growing influence of IFRSs on EU

financial accounting through Regulation (EC) No 1606/2002 (direct influence)
and IFRSed national accounting standards (indirect influence). In that context,
it is important to understand the principles underlying IFRSs.

The Fourth Directive, the Seventh Directive, the Banking and Insurance Accounts
Directives were amended on several occasions to reflect IFRS recognition,
measurement, and disclosure requirements. These amendments to the Directives
allowed EU Member States to amend their national accounting standards in line with
IFRSs. We have referred to this process as the adoption of IFRSed national accounting
standards.



B.1 FUNDAMENTAL CONCEPTS UNDERLYING IFRSSs

IFRSs are often described as essentially ‘investor-focused’. The central
focus of IFRSs is on providing financial information to providers of risk capital
so as to enable them to make informed decisions regarding the companies in
which that risk capital is (should be) invested.

The investor focus can be seen in some of the fundamental concepts
underlying IFRSs, specifically:?

»  Balance sheet approach - IFRSs are balance-sheet focused, in that
the intention is to provide a statement of financial position of a
company at a specific point in time to enable the investor to make an
investment decision. The income statement is almost a by-product as
opposed to the central focus of the accounts. This is further reflected
in the discussions which have taken place during the IASB's project on
‘reporting financial performance,” which has been working on a model
of financial reporting which is expected ultimately to eliminate any
single overall accounting profit (loss) figure from the accounts.

»  Fair value accounting - In assessing the financial position of a
company, the focus is on the ability to generate cash, the fundamental
driver of the value of the company. This is the underlying principle
behind those parts of IFRSs which insist on ‘fair value’ accounting and
in particular the treatment of financial assets under IAS 39, Financial
Instruments: Recognition and Measurement.

»  Substance over form - IFRSs require that transactions be accounted
for and presented in accordance with their substance and economic
reality and not merely their legal form.

In this Section, we presented the principles which are generally considered
to be suitable for tax accounting and the fundamental concepts underlying
IFRSs. We noted that—as a consequence of the growing influence of
IFRSs—the objectives of tax and financial accounting are becoming
increasingly different.

12 This Section draws on IFRS: Tax Implications for the EU Financial Services Industry -
Are you Ready?, PriceWaterhouseCoopers, 2007.
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As discussed in Section II, the objectives of financial accounting as
influenced by IFRSs differ fundamentally from those of tax accounting.
However, this has not always been the case. Historically, the objectives of
financial and tax accounting in some EU Member States had some similarity,
resulting in a certain degree of relationship between the two.

Historical developments have resulted in a range of approaches to the
relationship between tax and financial accounting in EU Member States. At the
one end of the range, there are Member States (e.g., the Netherlands) which
have kept tax and financial accounting completely separate (at least from a
statutory point of view), i.e. there is no statutory relationship between the two.
At the other end of the range, there are Member States (e.g. Germany) which
have established a statutory and direct relationship between financial and tax
accounting, i.e. they are closely related.

This Section introduces a simplified typology (four categories) to categorize
the different approaches within the EU. It then presents nine case studies
summarizing the experience of a sample of EU Member States. The last part of
this Section draws lessons based on the experience of these nine Member
States.

The degree of relationship between tax and financial accounting varies
greatly across the EU. Member States have tended to divide between those
where there is a statutory relationship (meaning that financial accounting
principles follow tax accounting rules or that tax accounting rules follow
financial accounting rules) and those where there is no relationship (meaning
that there are different rules for financial accounting and tax accounting).
Table 1 illustrates the diversity of approaches in the EU.



Table 1: Degree of Relationship between Financial and Tax Accounting
in selected Member States

Country

The
Netherlands

France

Germany

Degree of Relationship
between financial and
tax accounting

No statutory relationship
There is no statutory
relationship between tax
accounting and financial
accounting.

Intermediate statutory
relationship

The Code général des
impéts (Tax Code, also
known as the C.G.I.) sets
out that companies are
required to follow national
accounting standards
(financial accounting) to
determine taxable profit.

In some instances, tax
accounting rules differ from
financial accounting rules.

As a result, companies
make a limited number of
adjustments to accounting
profit to compute taxable
profit.:?

Strong statutory
relationship

The relationship between
financial and tax accounting
is given a legal position in
that the calculation of
taxable profit rests upon
the calculation of
accounting profit. This

Illustration

Valuation of fixed assets
The independence of tax
and financial accounting is
illustrated by the fact that
every option (allowed
alternative) under Dutch
accounting standards
(financial accounting) is
acceptable in the tax
returns irrespective of the
treatment actually applied
in the annual accounts.

Depreciation

In general, there is a
relationship between
financial and tax accounting
for depreciation. The tax
accounting rules
incorporate a number of
specific requirements,
including the use of zero
disposal values, guidelines
on useful lives, and pro rata
charges for assets bought
or sold in the year. The tax
rule is generally followed
for both tax accounting and
financial accounting
purposes.

Depreciation

Tax regulations set out
maximum depreciation
rates to be charged on
specific assets. To claim the
maximum allowances in
determining taxable profit,
the annual accounts must
also reflect the allowance

It should be noted that the national accounting requirements are sometimes
influenced by tax accounting. For example, the C.G.I. requires that accelerated
depreciation expenses, which represent tax incentives permitted by the C.G.I., be
recorded in the annual accounts to be tax deductible. This requirement illustrates the
relationship between financial and tax accounting, which works both ways.



principle is referred to as claimed within the tax
the ‘MaBgeblichkeitsprinzip” | return. The tax rule is

in German. therefore often applied in
preparing the annual
However, this principle is accounts.

sometimes applied in
reverse in that a company
will use a specific financial
accounting treatment in its
annual accounts in order to
achieve a particular tax
treatment in its tax return.
This practice is often
referred to as ‘umgekehrte
MaBgeblichkeit’.

While there is a continuum of approaches available to policymakers when

deciding on the degree of relationship between tax and financial accounting —
ranging from none at all to identical systems -- this paper proposes a simplified
typology of four conceptual approaches:'*

Type 1 (strong direct relationship, extremely rare in practice) -
Under the first approach, the taxable income is determined by
reference to accounting profit without any adjustment. Few countries
use this approach, since it leaves little room for public policy
considerations (e.g., there are arguments for not allowing a deduction
for fines and penalties from a tax point of view).

Type 2 (strong relationship, frequent in the former Soviet
Union) - Under the second approach, annual accounts must be
prepared in conformity with accounting standards (financial
accounting) and tax accounting requirements. Consequently, a
company cannot record an accounting entry in its annual accounts if it
conflicts with a tax accounting requirement. Under this example, a
company could not record a fine or penalty in its annual accounts if tax
rules do not allow a deduction for fines and penalties. This approach
still prevails to some extent in some countries of the former Soviet
Union.'®

Type 3 (intermediate to strong relationship, common in EU
Member States) - The third approach combines the first and second
approach. Taxable profit is determined by reference to accounting
profit except where specific tax accounting rules apply. Belgium,

Adapted from Dendaux, Servais (2001), Articulation en droit belge des rapports entre
le droit fiscal et le droit comptable: état de la question et perspectives d’évolution a
l'aune de I'utilisation des normes IAS, Comptabilité et Fiscalité Pratiques, pp. 365 -
394, Belgium.

In these circumstances, companies are required to post a significant number of
adjustments off-the-books when preparing accounts in conformity with IFRSs for their
bankers or investors.



France, Germany, Luxembourg, and the United Kingdom have adopted
different variations of this approach. This may involve a ‘positive’
approach, whereby the tax legislation refers to carefully targeted
aspects of financial accounting and adopts those aspects either in
wording or in concept. This may, and usually does, involve a more
comprehensive alignment, whereby the tax legislation adopts financial
accounting as the ‘default’ position, and then adjusts out those aspects
of financial accounting which are inappropriate as a basis for the
computation of taxable profit.

Type 4 (no statutory relationship, found in some EU Member
States) - Under the fourth approach, the annual accounts and the tax
returns are independent. A company could in theory prepare its tax
returns without drawing on its annual accounts. The Netherlands has
adopted this conceptual approach. However, the theoretical
independence between tax and financial accounting is often mitigated
by ‘indirect’ linkages between tax and financial accounting (e.g.,
through the principle of ‘goedkoopmansgebruik’ in the Netherlands).

As the typology above illustrates, while a useful distinction, it is important

not to draw too sharp a dividing line between different approaches. In practice,
tax accounting systems tend to have regard for the rules of financial
accounting. In recent years, tax authorities have increasingly looked to financial
accounting principles as a means of resolving particular aspects of income
measurement.

of:

The following case studies present a summary, for nine EU Member States,

the historical context of the relationship between tax and financial
accounting;

the definition of taxable profit;

the use of IFRSs in financial accounting; and

the lessons learned.

The Law on Accounting (July 17, 1975) and the related Royal Decree

(October 8, 1976) form the basis of Belgian financial accounting requirements,
which are in turn based on the Fourth Directive (discussed at Section II.B). The

This case study was prepared by Mr. Bruno Colmant, Ph.D. in Applied Economics. Mr.
Colmant is Directeur Cellule Stratégique du Ministre des Finances (Chief of Staff and
Director for Strategy at the Ministry of Finance) and Member of the Belgian
Commission on Accounting Standards.



objective of the Law on Accounting is to ensure that annual accounts provide a
true and fair view to shareholders and third parties of the financial condition
and performance of a company.

Since 1976, tax accounting rules can differ from financial accounting rules
only in specific cases. On this basis, the Law on Accounting takes precedence
over tax law except in specific cases.

Belgian tax laws explicitly refer to the rules and principles set out in the
law on accounting, the related Royal Decree, and pronouncements by the
Belgian Commission on Accounting Standards (Commission des Normes
Comptables/Commissie voor Boekhoudkundige Normen). Therefore, except
when tax laws provide for a specific tax accounting treatment, taxable profit is
determined based on the same principles and rules as those used for the
preparation of annual accounts.

Consequently, any amendment to existing accounting standards or any
new accounting standard which impacts upon the accounting profit also impacts
upon the taxable profit unless a specific tax accounting rule neutralizes its
effect.

Belgium has not used the options set out in Article 5 of Regulation (EC) No
1606/2002 (refer to Section 1.B.4 above). Belgian companies are neither
permitted nor required to prepare their annual accounts in conformity with
IFRSs. The strong degree of relationship between financial and tax accounting
was among the factors that significantly impacted the decision by policymakers
to instead require that annual accounts be prepared in conformity with national
accounting standards.

The Belgian Commission on Accounting Standards has recently confirmed
that the Law on Accounting will be amended. However, the amendment will
maintain an accounting framework different from IFRSs.

A number of Belgian companies are required to prepare their consolidated
accounts in conformity with IFRSs. A number of companies prepare annual
accounts in conformity with IFRSs for their lenders or parent company. These
companies must nonetheless also prepare their annual accounts in conformity
with national accounting standards, which differ significantly from IFRSs.
Because Belgian accounting standards have been only marginally impacted by
IFRSs, the Belgian tax accounting system has not been significantly impacted
by IFRSs.



The Minister of Finance, the Minister for Economic Affairs, the Minister for
Small and Medium-sized Enterprises, and the Minister of Justice are jointly
responsible for accounting law matters. Over the last two years, several multi-
disciplinary groups have met in order to discuss and agree how the Law on
Accounting should be amended / modernized.

The results of these workshops can be summarized as follows:

the use of IFRSs should be confined to publicly traded companies and
financial institutions;

privately-held companies should be permitted to publish IFRS annual
accounts in addition to preparing and publishing statutory annual
accounts in conformity with Belgian accounting standards;

IFRS annual accounts are not suitable for tax purposes. The
accounting profit determined in conformity with Belgian accounting
standards remains an adequate basis for taxable profit. Disassociating
financial and tax accounting is not desirable; and

the Belgian Commission on Accounting Standards is responsible for
amending and keeping Belgian accounting standards up-to-date.”

Historically, the Danish legislative framework shares features with both
continental European and common law legal systems. However, it is generally
noted that principles underpinning the relationship between tax and financial
accounting demonstrates strong common law characteristics. It is generally fair
to say that tax accounting and financial accounting rules are not closely linked
and that numerous adjustments are required to the accounting profit in order
to determine the taxable profit. This independence was primarily driven by the
implementation of the Fourth Directive (discussed at Section II.B) by Denmark
in 1981 which separated financial and tax accounting.

Taxable profit is calculated on the basis of the accounting profit reported in
the annual accounts prepared in accordance with the principles set out in the
Annual Accounts Act (based on the Fourth Directive), submitted to and

17 It should be noted that the Belgian Commission on Accounting Standards has decided
that the review of the Belgian Law on Accounting should consider the introduction of a
requirement whereby all new standards and pronouncements should include a
reference to IFRSs and highlight whether and how they converge / diverge from
IFRSs.

8 This case study was prepared by Mr. Patrick Corrigan, Consultant, Helm Corporation,
Ireland based on interviews conducted with a range of stakeholders in Denmark.



approved by the shareholders and filed with the Commerce and Companies
Agency. However, as stated above, taxable profit is generally very different
from the accounting profit presented in the annual accounts, since tax laws
permit, and in some cases require, adjustments such as:

companies can often report higher depreciations for tax purposes than
for financial accounting purposes; and

some expenses are disallowed or not fully deductible for tax purposes.
For example, entertainment costs are only deductible up to 25% of the
actual costs incurred.

As set out in Appendix II, Denmark has elected to permit all companies to
use IFRSs in their annual accounts. All companies, including those that prepare
annual accounts in accordance with IFRSs, are still required to prepare a tax
return in conformity with current tax accounting rules.

Policymakers and stakeholders we interviewed believe that the
independent relationship between corporate tax and financial accounting
reduces the consequences of the use of IFRSs in the annual accounts of Danish
companies when compared to some other EU Member States. Tax accounting
and financial accounting rules are not closely linked and numerous adjustments
are already required to the accounting profit in order to determine the taxable
profit. Essentially a ‘two-standard’ system is in place in Denmark.

The introduction of IFRSs in the annual accounts of Danish companies is
reported to have been relatively smooth though it resulted in an increase in the
number of required adjustments to determine the taxable profit. Preparers and
taxation authorities appear to have coped well with the introduction of IFRSs
though they noted that the following aspects require careful consideration:

deferred tax in relation to share-based payment;
deferred tax in relation to inter-company transactions; and
the measurement of tax assets in relation to tax loss carried forward.

Since 2000 Estonia has implemented a unique corporate income tax regime
when compared to the traditional corporate income tax regimes found in most

¥ This case study was prepared by Mr. Valner Lille, Chief Specialist, Ministry of Finance,

Estonia.



other EU Member States. In Estonia, no corporate income tax is charged on
the accrued profit at the moment the profit is generated. Instead, the moment
of taxation is postponed until the profits are distributed. Thus, a company that
does not distribute any profits is not obliged to pay corporate income tax.
Estonian policymakers believe that this system has advantages such as being
administratively cheaper and removes any temptation or need for corporations
to hide profits or earnings. In addition, Estonian policymakers regard the
system as clear and transparent. Furthermore, it has been attractive to
investors and encourages them to leave more money in the business and so far
has been fiscally attractive to the Estonian government.

However, the current regime, where income tax is levied on only corporate
income distributed to shareholders (along with non-business expenses,
donations etc.) was, upon Estonian entry to the EU, held to be contrary to EU
law. The current system was deemed to be in violation of one of the
fundamental freedoms of the EU — free movement of capital. This was because
(to the extent that the company tax to be levied on distribution can be seen as
a kind of withholding tax on cross-border dividends) this is prohibited in certain
conditions by the Parent and Subsidiary Directive. The Estonian Ministry of
Finance is currently assessing how to resolve this issue.

The tax base for corporate income tax is currently the amount of
distributed profits. The profit distribution includes dividends fringe benefits and
gifts as well as costs and payments not related to the business of the company.

Since 2005, all publicly traded companies, credit institutions, insurance
undertakings, financial holding companies, mixed financial holding companies,
and investment firms are required to apply IFRSs instead of national accounting
standards in their annual accounts. Since 2003, all entities are permitted to
apply IFRSs instead of national accounting standards in their annual accounts.
In addition, national accounting standards are ‘harmonized with’ IFRSs and
cross-referenced to applicable IFRS paragraphs. Any differences in the national
accounting standards compared to IFRSs are explained and justified.

Estonia is among the first EU Member States to also require or allow IFRSs
in the preparation of annual accounts. This decision was supported by the fact
that, in Estonia, corporate tax is charged on dividends, not on profits.
Therefore, the accounting framework does not affect the tax basis and the state
budget revenues.



In France, the ‘principe de la connection entre la fiscalité et la comptabilité’
(Article 38 quarter of appendix III of the French Tax Code) sets out that taxable
profit is based on the annual accounts of the relevant company, subject to
specific adjustments.

This principle has two consequences:

e At balance sheet level, the measurement principles applied by the
company in accordance with the financial accounting rules set out in
the Company Law must also be followed for tax accounting purposes
unless the Tax Law provides otherwise.

e At income statement level, items that are recognized as an expense in
annual accounts are deductible for tax purposes, except if a specific
tax provision provides that the expense is not tax deductible (e.g.,
provisions for retirement benefits are not tax deductible).

Therefore, except where a specific tax accounting provision applies, a
company is required to prepare its tax return using the same recognition and
measurement principles as the ones it uses in its annual accounts, i.e. financial
accounting recognition and measurement principles.

As a Civil law country, France adopted a legal ownership approach to
financial accounting. For example, French financial accounting does not adopt a
substance-over-form approach (as opposed to IFRSs as discussed in Section
II.B.1 above).

Also, the measurement basis for the elements of the annual accounts
under French national accounting standards is generally the historical cost. As a
consequence of the principle above, the tax returns are prepared using the
same measurement basis.

In recent years, French accounting standards started converging with
IFRSs to meet the needs of the different users of financial information. This
modernization of French accounting standards has a consequential impact on
tax accounting.

20 This case study was prepared by Mr. Dominique Villemot.. Mr. Villemot is the

Managing Partner of the French law firm Villemot, Névot, Barthés Associés. He
specializes in tax law and more precisely in taxation of mergers and acquisitions. Mr.
Villemot chairs the IFRS and Tax Committee of the French Accounting Standards
Board.



The assessment of corporate income tax is based on the accounting profit,
determined in the annual accounts of a company prepared in conformity with
French accounting standards, subject to certain adjustments. Historically,
France has kept the number of required adjustments to a minimum in order to
minimize the administrative burden on companies.

In practice, it is also worth noting that there are instances where tax
accounting rules influence financial accounting. For example, companies tend to
record accelerated depreciation expenses in their annual accounts because they
can only claim these expenses in determining taxable profit if they have
recorded the expenses in their annual accounts. Such is the incidence of the
close relationship between financial and tax accounting established by the
‘principe de la connection entre la fiscalité et la comptabilité’.

France has not used the options set out in Article 5 of Regulation (EC) No
1606/2002 (refer to Section I.B.4 above). French companies are neither
required nor allowed to prepare their annual accounts in conformity with IFRSs.

However, the French Accounting Standards Board started modernizing
national accounting standards by implementing some concepts set out in IFRSs
(e.g., definition of an asset, depreciation rules). This modernization process is
impacting the determination of taxable profit as financial accounting rules are
being amended.

To establish and measure the tax effects of modernizing national
accounting standards based on IFRSs, the French Accounting Standards Board
established an IFRS and Tax Committee in 2003. The Committee is comprised
of accountants, tax lawyers, and the tax authorities.

The report of the Committee issued in 2005 covered the tax effects of IFRS
concepts which had already been implemented in national accounting standards
as of January 2005. It also discussed the tax issues to be addressed in the
event of a switch to full IFRSs in annual accounts.

On December 30, 2005 the tax authorities issued an instruction with
respect to the tax consequences of the harmonization of national accounting
standards with IFRSs, which applies to accounting years started on or after
January 1, 2005. The tax authorities were guided by three priorities in this
instruction: (i) the maintenance of the relationship between tax and financial
accounting; (ii) ensuring tax neutrality; and (iii) ensuring that adjustments to
determine taxable profit based on accounting profit remain simple.



The instruction addresses the definition of fixed assets for tax purposes
(i.e., identifiable, positive economic value, controlled by the company, reliable
valuation); the definition of acquisition costs of fixed assets; the application of
the ‘per components’ depreciation method; the determination of the
depreciation period; and the tax consequences of the ‘per components’
depreciation method. The implementation of this instruction in annual accounts
(e.g., definition of an asset, depreciation of assets and components, business
combination deferred taxes) has occurred smoothly with no tax drawbacks,
either for companies or for tax authorities.

Further instructions deal with discounting and share-based payments to
employees. Full implementation of fair value accounting and the substance-
over-form principle will be the challenges for the coming years.

The conformity principle (MaBgeblichkeitsprinzip) has significantly
underpinned the development of the relationship between tax and financial
accounting in Germany. The conformity principle, found in the German Income
Tax Code, states that annual accounts of legal entities are used for tax
purposes unless specific tax regulations require departures from national
accounting standards.

The conformity principle was supplemented with the so-called reverse
conformity principle (umgekehrtes MaBgeblichkeitsprinzip) whereby companies
elect a specific financial accounting treatment in their annual accounts in order
to achieve a particular tax accounting treatment (refer to Section III.B.5.2
below).

The conformity principle and the reverse conformity principle originally
aimed to simplify accounting in Germany by allowing companies to prepare only
one set of annual accounts serving both financial accounting and tax accounting
purposes. This is often referred to as the ‘unitary balance sheet’ approach
(Einheitsbilanz).

Taxable profit is determined on the basis of the accounting profit reported
in the annual accounts prepared in conformity with national accounting
standards. As discussed above, the annual accounts prepared by German

2L This case study was prepared by Dr. Gerrit Adrian, Steuerberater, KPMG, Germany.



companies for financial accounting purposes are closely related to the returns
prepared for tax accounting purposes and the computation of taxable profit.

The concept of the unitary balance sheet has led to some tax accounting
standards being accepted for financial accounting purposes. For example,
article 254 of the German Commercial Code sets out that additional
depreciation expenses recorded in accordance with tax accounting rules
(accelerated tax depreciation) are acceptable for financial accounting purposes
even if they result in the company carrying items of fixed or current assets at a
lower value than the value that would have resulted if they had been
depreciated over their ‘economic useful life’.

B.5.3 THE USE OF IFRSS IN FINANCIAL ACCOUNTING

Under certain conditions, companies are allowed to publish IFRS annual
accounts in addition to, not in lieu of, their annual accounts prepared in
conformity with national accounting standards. When considering whether to
permit or require companies to use IFRSs in their annual accounts,
policymakers determined that IFRSs would represent a significant paradigm
shift away from the principal idea of the protection of creditors, which lies at
the heart of German national accounting standards. To avoid the consequences
of this paradigm shift, IFRSs cannot be used for the preparation of annual
accounts (see Box 4, Comparison between IFRSs and German Accounting
Standards).

Box 4: Comparison between IFRSs and German Accounting
Standards

There are significant conceptual differences between IFRSs and German
accounting standards. Whereas IFRSs aim to reflect a “true and fair view”
of a company’s financial position and performance, German accounting
standards focus on the concept of ‘creditor protection’. The presiding
principle in German accounting standards is the principle of prudence
(Vorsichtsprinzip). As a consequence, income must not be recognized until
realized (realization principle, Realisationsprinzip). By contrast, expenses
must be recoanized when probable (imparitv principle. Imparitatsprinzin).

B.5.4 LESSONS LEARNED

If an entity decides to prepare its annual accounts in conformity with IFRSs
in addition to German accounting standards, the company must effectively
prepare three sets of accounts, i.e. IFRSs, German accounting standards, and
tax returns.

If IFRSs were introduced in lieu of German accounting standards,
significant adjustments would have to be recorded to determine taxable profit
based on accounting profit. For example, measurement of an asset above its
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historical cost pursuant to fair value accounting would not be acceptable from a
tax perspective, because it would result in an unrealized gain to be subject to
tax. This would be incompatible with the principle of ‘tax capacity’ (refer to
Section II.A.1).

Furthermore, annual accounts prepared for financial accounting purposes
fulfill multiple functions in Germany due to the conformity principle. They serve
as a basis for determining the profit available for distribution (dividends) and
taxable profit. Accordingly, policymakers are likely to maintain the close
relationship between financial and tax accounting.

In Luxembourg, according to the “principe de I'accrochement du bilan fiscal
au bilan commercial” or “MaBgeblichkeitsprinzip” set out in article 40 of the
Luxembourg Income Tax Law, taxable profit is determined based on the annual
accounts of the relevant business undertaking, subject to minor adjustments
only.

This principle means that at balance sheet level, the valuation rules that
have been applied in accordance with the accounting rules set out in Company
Law to measure assets and liabilities will be followed for tax purposes to the
extent the Income Tax Law does not provide for different rules.

At income statement level, items that are recognized as an expense in
annual accounts are deductible for tax purposes, except if a specific tax
provision provides that the expense is not deductible for tax purposes.

Therefore, except where a specific tax provision applies, a taxpayer is
required to prepare its tax return (tax accounting) using the same recognition
and measurement principles as the ones it has used in its annual accounts
(financial accounting).

The process of determining the monetary amounts at which the elements
of the financial statements are to be recognized and carried in the annual
accounts (under Luxembourg accounting rules) and, consequently, the tax
returns generally uses ‘historical cost’ as a basis of measurement.

22 This case study was prepared by Mr. Olivier Remacle, Tax Partner, and Ms.Samantha
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Taxable profit for the year is computed by using a balance sheet approach,
that is, by comparing the net equity of the company at year end to the net
equity as of the end of the previous year.

Allowable expenditures include all expenses that were incurred exclusively
and directly for the business. However, certain types of business expenses are
not tax deductible and are added back for tax purposes, mainly directors’ fees,
self-insurance provisions, creditable foreign taxes and expenses connected with
exempt income, for example, dividends or capital gains. Losses may be carried
forward indefinitely.

In Luxembourg, the use of IFRSs has been mandatory for all publicly
traded companies since January 1, 2005 as per Regulation (EC) No 1606/2002.
IFRSs are optional for banks (Law of March 16, 2006), insurance and
reinsurance companies (Law of April 27, 2007).

As a consequence, the adoption of IFRSs in Luxembourg has had (or will
have) an impact only with respect to a limited number of taxpayers, i.e. the
companies that choose to prepare their annual accounts in conformity with
IFRSs instead of Luxembourg accounting rules.

As discussed above, Luxembourg accounting rules generally use ‘historical
cost’ as a basis of measurement. While ‘historical cost’ is also embraced by
IFRSs, IFRSs require the measurement of a significant number of elements at
fair value (e.g., most financial assets). Under the Income Tax Law, a number of
elements are required to be measured at the ‘lower of cost or market.’
Therefore, a number of adjustments are required to ‘cancel out’ the effect of
IFRSs on the accounting profit (e.g., with respect to business combinations,
leases, hybrid financial instruments, derivatives, and investments in affiliates).

However, where specific tax provisions do not ‘cancel out’ the effect of
IFRSs, the aforementioned ‘MaBgeblichkeitsprinzip’ applies. Consequently, the
taxable profit will differ depending upon whether a company applying IFRSs or
Luxembourg accounting rules in preparing its annual accounts. For example, a
company recognizing unrealized gains in conformity with IFRSs will be taxed on
those gains even though they might never be realized in future. Based on
Luxembourg accounting rules, these unrealized gains would not be recognized
in the annual accounts and hence would not be taxable until realized.

Luxembourg anticipated the introduction of IFRSs by establishing an expert
working group which examined the transactions that would be impacted by the



implementation of IFRSs. The working group identified the areas where specific
tax rules should be enacted to cancel out the effect of IFRSs.

However, at the time of writing this paper, Luxembourg policymakers have
yet to act upon the recommendations made by the working group.
Consequently, publicly traded companies and financial institutions still prepare
their annual accounts in conformity with Luxembourg accounting rules. It is
likely, however, that legislation will be drafted by the end of 2007.

Since the enactment of corporate tax laws in the early 1990s, many
significant changes have been introduced to the tax accounting environment in
Poland through changes to the legislation, authority rulings, court decisions,
and accepted practices. More recently, EU accession has led to further
modifications and changes to the tax laws.

Taxable profit and accounting profit are determined independently, i.e. on
the basis of different tax accounting and financial accounting laws and
regulations. However, tax laws include a number of references to financial
accounting legislation. For example, tax laws allow companies to determine
foreign exchange gains and losses in accordance with the rules set out in the
Accounting Act. Conversely, financial accounting legislation includes a number
of references to tax accounting laws. For example, small companies which are
not required to have a statutory audit are permitted to use tax accounting rules
when accounting for leases in their annual accounts.

In 2000, the Accounting Act underwent a major reform aimed at achieving
convergence with IFRSs, introduced greater use of fair value accounting. As a
result of this reform, Polish financial accounting became significantly more
complex.

According to tax regulations, taxpayers are required to keep accounting
records in a manner that allows the determination of the taxable profit and the
amount of tax due. While there is no need for separate accounting records for
tax accounting purposes, there is a requirement to capture in the company’s
accounting records the information necessary to prepare tax returns.

2 This case study was prepared by Mr. Jacek Gdarski, Deputy Director, Accounting
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In addition, companies are required to disclose in their annual accounts the
detailed approach that they have adopted to keep records for tax accounting
purposes. For example, the tax law provides that in order to be tax deductible,
identified expenses should be incurred with the aim of generating income. This
may result in expenses recorded for accounting purposes not being deductible
from a tax point of view.

The Accounting Act sets out the provisions regulating the preparation of
annual accounts. It allows certain companies (publicly traded companies,
companies in the process of becoming publicly traded, and companies whose
parent entity prepares its consolidated accounts in conformity with IFRSs) to
use IFRSs rather than applying national accounting standards.

As discussed above, national accounting standards were modernized in line
with IFRSs. While the influence of IFRSs on national accounting standards is
likely to remain important in the future, drastic changes, such as those that
occurred in 2000, are not expected. At present, the conversion from national
accounting standards to IFRS has been halted, since national accounting
standards are deemed adequate for the current needs of the Polish economy.
In addition, Poland is not contemplating requiring the use of IFRSs for the
annual accounts of publicly traded companies.

Finally, irrespective of the type of financial accounting standards that
companies use in their annual accounts, they are required to provide a
reconciliation of accounting profit and taxable profit.

Essentially, in Poland there is little commonality between accounting profit
and taxable profit. While the reconciliation between the two numbers is
presented in a mandatory note to the annual accounts, there is no significant
relationship between accounting law and tax law. Consequently, there are few
direct effects of accounting recognition and measurement principles on the
determination of taxable profit. Based on these characteristics, tax authorities
determined that there is little tax risk associated with the adoption of IFRSs.

A positive outcome of such a remote relationship between financial and tax
accounting relates to the fact that financial accounting can be modernized to
respond to the evolving needs of the economy without impacting upon the
determination of taxable profit. It also allows Poland to ensure a level playing
field (from a tax point of view) between companies preparing their accounts in
conformity with IFRSs and those preparing their accounts in conformity with
national accounting standards.



Although the system adopted in Poland implies the existence of systemic
differences between the tax and the financial accounting systems, it may pave
the way for a wider use of IFRSs in future.

Since the introduction of a corporate income tax system, which replaced
the former profit-distribution-based taxation system in 1941, there has been
complete independence / disassociation between financial accounting and tax
accounting in the Netherlands.

However, in seeking to ensure the efficiency of the legislative framework
and to ensure that the taxation base (tax accounting) is acceptable and
reasonable in economics terms, no comprehensive set of tax accounting rules
has been developed for the calculation of taxable profit. Rather, the general
rule is that taxable profit is determined according to ‘good business practice’
(goed koopmansgebruik). In 1957, the High Court ruled that ‘good business
practice’ should be interpreted as “what the economy finds to be a proper way
to determine income” with two exceptions, i.e.:

specific provisions in tax laws; and
the general structure and objective of tax laws.

In practice, despite the lack of a statutory relationship between tax and
financial accounting, the basis for corporate taxation comprises accounting
profit plus certain non-tax deductible expenses less deductible gifts and losses
made in previous years.

Specific Provisions in Tax Laws

Some examples of cases in which the tax law explicitly rules out the
application of ‘good business practice’ in the calculation of taxable profit
include:

the tax law forbids taking future price and salary increases into
account in the calculation of the provision for pension obligations;

the tax law does not allow calculation of depreciation expenses based
on fair values (if higher than historical cost);

2% This case study was prepared by Professor Rien van Hoepen. Professor van Hoepen is
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the tax law allows accelerated depreciation expenses in certain cases
even when the resulting depreciation expense does not reflect the
pattern whereby the economic benefits of the asset are consumed;
under certain conditions, the tax law allows the use of the pooling of
interests method in order to prevent tax considerations from hindering
merger and acquisition activities; and

income from subsidiaries is exempted from taxable profit under certain
conditions (affiliation privilege).

Almost all of these deviations from the ‘good business practice’ principle
result from ‘tax policy’ reasons and ‘tax capacity’ reasons (refer to Section
II.A.1).

General Structure and Objective of Tax Laws

Examples whereby the general structure and objective of tax laws result in
the non-application of the ‘good business practice’ principle in the calculation of
taxable profit include:

where inter-company profits are not eliminated in calculating taxable
profit except in the event that a group of companies qualifies as a
group for tax purposes (fiscal unity), based on the general principle
that each separate legal entity is liable to tax on an individual basis;
accounting changes and correction of fundamental errors should
always be included in the determination of taxable profit for the
current period, based on the general rule of balance sheet continuity,
i.e. the rule that the opening balance sheet of the current period has
to be identical to the closing balance sheet of the previous period; and
in most cases calculation of income for tax accounting purposes must
be based on historical cost.

These deviations from the ‘good business practice’ principle also result
from ‘tax policy’ reasons and ‘tax capacity’ reasons (refer to Section II.A.1).

‘Good Business Practice and Allowed Alternatives'®

Therefore, as far as specific provisions in tax laws and the general
structure and objective of tax laws do not prevent this, taxable profit must be
determined based on ‘good business practice,” i.e. in conformity with the
discipline of financial accounting.?®

25 It should be noted that this principle is complemented by the concept of ‘consistent

application over time’ (bestendige gedragslijn)

Now, these are referred to as ‘generally accepted accounting principles’ (GAAP), a
term not in use in 1957 when the High Court decided on the meaning of ‘good
business practice.’
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Due to the independence / disassociation between tax and financial
accounting, every option (allowed alternative) under Dutch GAAP is acceptable
in tax returns, irrespective of the treatment chosen for annual accounts. An
example is the LIFO-rule of stock valuation. As this basis of measurement is an
allowed alternative in the Dutch Civil Code (Section 385), this rule can be
applied for tax accounting purposes, irrespective of the treatment in the annual
accounts, in which another basis of measurement may be applied.

There are many more options available (allowed alternatives) under Dutch
GAAP than under IFRSs, since the Dutch Civil Code has adopted almost all
options permitted under the Fourth and Seventh EU Company Law Directives.

The result of this complete independence / disassociation between financial
and tax accounting is that deferred tax accounting is a widespread practice in
the Netherlands.

Finally, it is worth noting that few taxpayers use fair value accounting for
tax purposes because of its consequences for the amount of tax to be paid.

‘Good Business Practice’ and Discretion

In practice, tax accounting undoubtedly influences the preparation of
annual accounts (financial accounting). This is particularly the case where there
is some ‘discretion’ in the measurement of an element of the annual accounts.
For instance companies may align their accounting provisions with the
provisions they have determined based on the tax accounting rules, since it
would be rather difficult to argue (with the tax authorities) that a certain
amount of provision is warranted for tax accounting purposes if the company
recorded a lower amount of provision for financial accounting purposes. Other
areas which may be impacted include the estimated lifetime or residual value of
an asset, the moment of realization of revenues, and the measurement of bad
debt.

As a consequence, in spite of the theoretical independence of tax and
financial accounting in the Netherlands, there may exist an umgekehrte
Massgeblichkeit as is observed in other jurisdictions, including Belgium and
Germany (refer to Section III.B.1.1 and III.B.5.1 above).

As in other EU Member States, publicly traded companies are required to
prepare their consolidated annual accounts in conformity with endorsed IFRSs.
The annual accounts can be prepared in conformity with endorsed IFRSs, Dutch
GAAP, or, if so justified by the international structure of th