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Accounting Standards:
A Panacea?

inking the tax base to accountigjudith Freedman, KPMG Professor of Taxation Law, University of

standards has an intuitive appegl , C .
L Taxpayers hope that this mightOXford discusses the pros and cons of linking the tax base to

reduce compliance costs and simplify theiccounting standards
tax system. Revenue authorities and

politicians think that alignment might cut

tax avoidance, since it brings the tax base

closer to the ‘true’ profits relied upon byand has produced published guidan

managers and shareholders for
purpose of making distributions and oth
decisions. At an international leve
globalisation of accounting standar
may be thought to point the way to
even greater prize: if internation
accounting standards can be agre|
perhaps this is the basis for harmonis
the tax base?

Unfortunately, although accoun
drawn up according to generally accep
accounting standards might be an obvi
starting point for taxable profits, they d
not offer a panacea for the problems
determining the corporate tax base.

Tax impact of International Financial

Reporting Standards

In January 2005 International Financ
Reporting Standards (IFRS) come in
force across the EU for consolidat
accounts of listed companies. The rec
announcement that only an amend
version of International Accountin
Standard 39 on financial instruments
likely to be endorsed by the Commissi
as part of this process shows that t|
move will not be without complication
and controversy but the bulk g
International Accounting Standards w
be mandatory from 1 January 2005.
many countries this has no immediate

h'dnternational Accounting Standards
efhe UK Tax Implications(http://
|, www.inlandrevenue.gov.uk/practitioner
f$nt_accounting.htm) as well as legislati
arf{fFA 2004, ss 50-54 and conseque
alregulations). From January 2005 for U
pdompanies which prepare their accou
ngccording to IFRS, those accounts W
be accepted as representing gener
saccepted accounting practice for t
edurposes of FA 1998, s 42 and w,
uberefore form the basis for UK corporg
ctaxation.
of The adoption of IFRS by the EU cou
result, at a national level at least, in
reduction of the degree of alignme
between tax and accounting profits rath
than an increase. UK government poli
als to move closer to alignment at
tmational level and the courts have al
cdhown a tendency to follow accountir
estandards (whilst maintaining their rig
etd adjudicate in some spheres). Them
gto IFRS is unlikely to change thi

cef IFRS to individual companies may
—well accelerate this development.
Dependence worked for tax purpoges
sivhen accounting standards were ultfa-
rprudent and to some extent formulated
nvith tax needs in mind: tax is not at t
Korefront of the objectives of those
nidesigning modern accounting standargs.
ilCommercial accounting aims to produce
alfigures that provide information to
heange of stakeholders: tax accounts must
lproduce a definitive figure, whic
tesatisfies tax requirements by representing
current ability to pay tax. Commercial
daccounts are moving to fair value and a
focus on balance sheets rather than priofit
nand loss accounts; most tax systems still
egoncentrate on the concept of realiged
cyrofit for many purposes.
a Another factor pushing som
spurisdictions away from alignment of t
gvith accounting standards is the desjre
htto maintain control over tax matters rattjer
\than relinquish it to outside bodies. IFRS
sare formulated by an independent body

impproach significantly, since U
brstandards are already moving towa
hisonvergence with IFRS. Where th
scurrent differences are creating t

not subject to any government control
d&he International Accounting Standarfs
eBoard) and will be interpreted by the
atnternational Financial Reporting

fproblems, notably in connection withinterpretations Committee. Once adop
lifinancial instruments, this is being tackledy the EU it may also be thg
Iy specific legislative intervention in theinterpretation issues will come before t
akA 2004 and regulations. This is npECJ, since the standards would

implications. Some Member States wilproving easy but, in general terms,|ibsorbed into EU jurisprudence. T

confine IFRS to consolidated accou
not used for tax purposes. Others,
example Germany, will permit IFR
accounts for individual companies on
side by side with accounts based
national law, the latter being required f]
tax purposes. In the UK and elsewhg
the use of IFRS will be more widespre
and will have tax consequences. The
Inland Revenue is at the forefront

téeaves the basic principles unchanggedelationship between the courts at
owhilst the UK moves towards alignmentnational and EU level, on the one har
Showever, other EU countries are shiftingnd the IASB in its role as setter a
\in the opposite direction. For exampleinterpreter of standards on the other,
paccording to Professor Schon, Austrjaan important but under-explored issu
pBelgium, Germany and Switzerland, alWhatever the place of final adjudicatiq
readitionally thought of as having jpover IFRS turns out to be, there could
aghrinciple of dependence of taxable profjte loss of control by governments

Uldn accounting profits, are ‘on the brinktaxation issues, which some ha
mof cutting off this dependence|.suggested would be fundamentally ng

considering the tax impact of this chan
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g€ommercial pressure to extend the usgemocratic.
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Itis against this background of chanpes forward in the endeavour to achiev
and discussion that the EU Commissionommon tax base.
has been exploring the use of IFRS as a As has been discussed above, therg
basis for producing a commonfundamental differences in the objectiv
consolidated corporate tax base. of those designing the rules f
commercial accounting and the principl
A common consolidated corporate tax | of tax design. The inexorable mo
base towards fair value accounting in IFR
Apparently, EU Economics and Finan¢evhilst not without its opponents, look
Ministers discussed company taxatipirreversible. Within tax systems th
over lunch at The Hague at their meetingealisation principle still plays a part an
in September 2004. This must have beatespite theoretical arguments oppos
a rather strange lunch party, especially @dbe notion that realisation is a cornerstg
their discussions were based on tyof taxation, it seems unlikely that it wi
European Commission ‘non-papers’:| @e practical or acceptable to depart fr
somewhatAlice in Wonderlancconcept| it completely. In 2001, an EU
— one wonders whether the Ministgr€Commission staff working pape
might have had a ‘non-discussion’. OpnédCompany Taxation in the Interna
of these non-papers (http://europa.eu.|niMarket http://europa.eu.int/comm
comm/taxation_customs/taxationtaxation_customs/publications
company_tax/docs/Nontofficial_doc/IP/ipl468/company |
Paper_CCBT_EN.pdf) discussed|dax_study_en.pdf) took the view that t
common consolidated corporate tax basdirection in which IFRS were developir]
(CCCTB) for the EU. At the conclusionmeant that tax accounting and financ
of this event the Ministers ‘supported theaccounting would be bound to devel
creation of a working group of Memberindependently and this would mean th
States to consider the idea of allowing aMember States would be obliged to fi
companies to use a common consolidateditonomous rules for tax accounti
set of rules for calculating their EU-widepurposes. In looking for such rules, t
taxable profits’. A parallel project for paper argued, there was an opening
SMEs, allowing them to use the tax rulesoordination and cooperation to start w
of their home state for calculating theirommon base rules, instead of each of
EU-wide taxable profits, is also beingMember States trying to pursy
discussed by the working group. Clearlyindividual solutions. So this paper s3
change is notimminent but the discussjoapportunities for a common tax ba
is on the agenda. The CCCTB non-paperising not from the harmonisation
seems to have abandoned the ided atcounting standards but from t
developing this base as a pilot projeadivergence of tax from those changi
available only for the Europeanaccounting standards. Subsequen
Company, given the findings of thehowever, the Commission has sugges
Deloitte’s report that this would be likely that the globalised accounting standa
to be discriminatory and provide state ajdmight themselves be the starting point
the reference in the quotation above|ta common tax base across the EU.
‘all’ companies is significant, althoug
the project might yet be limited to largerThe need for autonomous tax
or listed companies. principles

There are enormous problems with th&he non-paper discussed at the Ministe
idea of a CCCTB but many prizes to péunch offers a finely balance
won if it can be achieved. The decisionsompromise. It states that IFRS can
of the ECJ on direct tax are creating |sased as a tool for designing a tax bas
many difficulties for Member States thatreference point, but discussions sho
proposals for action which might hayeultimately be guided by appropriate t

b than one whichfollows accounting
standards. The discussions over
atdferences are likely to revolve around

efair valuation and realisation. Thle
rdifferent attitudes taken by the Mem

eStates in regard to dependence|or
ealignment at a national level suggest that
5.agreeing on these principles is not going
sto be straightforward.

e The Commission has taken on board

dthe objection that international accounting
ngtandards are not agreed by governments
nand are also subject to change. It stresses
| that the CCCTB, once established, would
mot be systematically linked to any further
accounting development and would pe
rprimarily driven by tax and not accounting

Istandards. Thus governments wouyld
/ presumably have the opportunity, in theory
/at least, to agree any changes through spme

| kind of monitoring committee. Thisis n

nehen, a recipe for linkage at all, but simply
gfor cross-reference.
al Once established, a CCCTB would

bfnave an identity and a life of its owp.
dissues would emerge which would
dequire interpretation and these would

dhave to be referred to the courts at a

heational and, ultimately, an ECJ level.
f@ince CCCTB would not be linked to

thFRS but would have used it only ag a
tigriide, interpretations for tax and other
epurposes could well diverge. The role |of
wthe courts in interpreting IFRS has not

séeen considered extensively so far but it

ofis likely to become an issue for
a@ccounting purposes. The issue will
ndurther complicated if accountin
lptandards are referred to, but not decisjve,
tefdr tax purposes.
ds As the EU Commission has
odiscovered, IFRS might assist in kick-
starting the debate on a CCCTB but if is
not going to provide the answers to the
most difficult questions. Agreeing on
IFRS has not been without its difficulties
rsind the process is not complete. Agreeing

d ‘appropriate tax principles’ may take |a
bittle longer.
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seemed unthinkable a few years ago apinciples which would be discussed
now being considered. The CCCTB ddgean early stage, taking particular acco
not, however, offer easy solutions and isf similarities to and differences froj
still adamantly opposed by a number [occounting principles. Of course, it wou
Member States, including the UK andoe foolish to discard carefully agreg
Ireland. Even if a common base can [bmternational accounting standar
agreed, the problem of allocation betweealtogether and they will certainly be
Member States remains. Setting as|deseful reference point, but if ta]
these wider issues for the purposes of thiginciples must first be determined th
discussion, the question remains whethdigoks more like the exercis
and to what extent, the application pfecommended by the 2001 workir
international accounting standards movesaper, to find autonomous tax principle
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atAligning Taxable Profits and Accountin

rRrofits: Accounting Standards, Legislatars
mand Judges’ [2004¢Journal of Ta
IdResearch71 (http://www.atax.unsw.ed
daulejtr/) and refers to a paper delivered at
ishe European Association of Tax Law
aProfessors’ Conference in Paris in Jyne
x2004 by Professor Wolfgang Schon
igInternational Accounting Standards
e Starting Point for a Common European
dgrax Base?, forthcoming iEuropean
sTaxation.
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