T. C.
MARMARA UNIVERSITESI
SOSYAL BILIMLER ENSTITUSU
ISLETME ANA BiLIM DALI
MUHASEBE FINANSMAN (ING.) BILIM DALI

A TAX REVIEW OF FINANCIAL STATEMENT ITEMS
AND A CORRELATING FIELD STUDY TO DETERMINE
COMMON TAX EVASION ISSUES

Doktora Tezi

SEREF DEMIR

Istanbul, 2007

www.manharaa.com




T. C.
MARMARA UNIVERSITESI
SOSYAL BILIMLER ENSTITUSU
ISLETME ANA BiLIM DALI
MUHASEBE FINANSMAN (ING.) BILIM DALI

A TAX REVIEW OF FINANCIAL STATEMENT ITEMS
AND A CORRELATING FIELD STUDY TO DETERMINE
COMMON TAX EVASION ISSUES

Doktora Tezi

SEREF DEMIR

Advisor: PROF. DR. NECDET SENSOY

Istanbul, 2007

www.manharaa.com



Marmara Universitesi
Sosyal Bilimler Enstitist Mudurlagu

Tez Onay Belgesi

ISLETME Anabilim Dali MUHASEBE FINANSMAN(ING) Bilim Dali Doktora
ogrencisi SEREF DEMIR nin A TAX REVIEW OF FINANCIAL STATEMENT ITEMS
AND A CORRELATING FIELD STUDY TO DETERMINE COMMON TAX EVASION
ISSUES adli tez galismasi ,Enstitumiiz Yénetim Kurulunun 01.03.2007 tarih ve 2007-
2/31 sayil kararyla olusturulan jari tarafindan oybirligi/oygettugtrile Doktora Tezi olarak
kabul edilmistir.

Ogretim Uyesi Adi Soyadi imzasi

Tez Savunma Tarihi

1) Tez Damsmani : PROF.DR. NECDET SENSOY

2) Jiiri Uyesi :  DOG.DR. FIGEN OKER

3) Jiiri Uyesi :  PROF.DR. DURSUN ARIKBOGA

4) Jiiri Uyesi :  PROF.DR.AHMET HAYRi DURMUS

5) Jiiri Uyesi . PROF.DR.NURAN COMERT DOYRANGOL

iii

www.manharaa.com



GENERAL KNOWLEDGE

Name and Surname : Seref Demir

Field : Business Administration
Programme : Accounting-Finance
Advisor : Professor Necdet Sensoy

Degree Awarded and Date : PhD — March 7, 2007

Keywords : Financial Statements, Tax Audit

ABSTRACT

A TAX REVIEW OF FINANCIAL STATEMENT ITEMS AND A
CORRELATING FIELD STUDY TO DETERMINE COMMON TAX
EVASION ISSUES

The aim of tax auditing is to inquire, determine and obtain an accurate tax
amount that must be paid. Within this framework, from the perspective of basic
financial statement items, the issues an auditor examines in tax audits may be related to
assets & liabilities in terms of their valuation measurements as regulated in Tax
Procedural Law and revenues & expenses in terms of their taxability and deductibility
(whether revenues and expenses have been correctly categorized and classified as tax

deductible and non-tax deductible items).

The objective of this dissertation is to determine and reveal the probable
deficiencies and discrepancies in financial statement items from the tax audit
standpoint. This research was focused on the tax auditing for financial statements of
individual and corporate income taxpayers from the standpoint of tax legislation. In
addition to Turkish accounting and tax legislation, International Accounting Standards
and US Generally Accepted Accounting Principles have been covered comparatively as

needed.
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To determine and reveal potentially problematic areas which lead to tax evasion
in basic financial statement items from the tax audit standpoint, a research of the
literature was conducted; and a comprehensive list of probable tax deficiencies and
discrepancies was drawn up. Furthermore a questionnaire was prepared and a field
study was conducted to reveal the focal points of problematic tax deficiencies and

discrepancies.

In order to determine the importance and prevalence of tax discrepancies and
deficiencies, this questionnaire was presented to selected tax auditors to get their
opinions on the frequency of each item on a scale of one (none) to five (most common).
This research is not a statistical study, but it is a qualitative research based on evaluation

of specific area.

According to the findings in the literature survey and the field study, the most
common and important tax deficiencies and discrepancies could be faced in tax auditing
were determined to be disguised profit distribution through transfer pricing and thin
capitalization. In the concluding part of the dissertation, findings in the literature survey
and the tax deficiencies & discrepancies which may be encountered by the tax auditors

were discussed.
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OZET

MALI TABLO KALEMLERININ VERGISEL ANALIZi VE YAYGIN
VERGI KACAK KONULARINI SAPTAYAN BAGLANTILI BiR
ALAN CALISMASI

Vergi incelemesinden maksat, Odenmesi gereken vergilerin dogrulugunu
arastirmak, tespit etmek ve saglamaktir. Bu cergevede, vergi incelemelerinde finansal
tablo kalemleri yoniinden bir inceleme elemaninin inceleyecegi konular, Vergi Usul
Kanunu’nda diizenlenen degerleme ol¢iileri yoniinden varlik ve bor¢larin degerlemesi
ile vergiye tabi olma veya indirilebilir olma yoniinden gelirler ve giderler (gelir ve
giderlerin dogru olarak kategorize edilip/edilmedigi ve dogru bir sekilde kanunen kabul
edilebilir veya kanunen kabul edilemez olarak simiflandirilip/siniflandirilmadigi)

hususlarina iliskin olabilir.

Bu tezin amaci finansal tablo kalemlerinde, vergi incelemesi yoniinden olasi
vergi kayip/kagak konularini tespit etmek ve ortaya koymaktir. Arastirma, gelir ve
kurumlar vergisi miikelleflerinin finansal tablo kalemlerinin vergi mevzuati yoniinden
incelenmesine odaklanmistir. Bunlara ilaveten gerek duyuldugunda Uluslar arasi
Muhasebe Standartlar1 ve Amerikan Genel Kabul Gormiis Muhasebe Ilkeleri de

mukayeseli olarak ele alinmistir.
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Finansal tablo kalemleri yoniinden vergi incelemelerinde potansiyel olarak
problemli alanlar tespit edilmesi ve ortaya konulmasi i¢in literatiir aragtirmasi yapilmis,
olast vergi kayip/kacak konularinin kapsamli bir listesi ¢ikarimistir. Ayrica vergi
kayip/kagaklarinda yogunlasilan konularin ortaya cikarilmasi i¢in bir anket hazirlanmis

ve bir alan ¢alismasi yiiriitiilmiistiir.

Hazirlanan anket, her bir olas1 vergi kayip/kacak konusunun 6nem ve yayginlik
derecesini tespit etmek icin secilen inceleme elemanlarnin goriisiine, 5’ten 1’e (en
yaygindan hi¢ yaygin olmayana) kadar derecelendirme kullanilarak sunulmustur. Bu
arastirma istatistiki bir calismadan ziyade, bir alana ait arastirma bulgularinin

degerlendirilmesine yonelik niteliksel bir caligmadir.

Literatiir aragtirmast ve alan calismas1 bulgularina gére vergi incelemelerinde
karsilagilmast olast en Onemli ve yaygin vergi kayip/kacak konular1 transfer
fiyatlandirmas1 yoluyla ortiilii kazang dagitimi ve Ortiilii sermaye olarak ortaya
citkmisti. Tezin sonu¢ boliimiinde, literatiir arastirmasi bulgulart ve inceleme
elemanlarinca karsilagilabilecek ©nemli ve yaygin vergi kayip/kacak konular

aciklanmastir.
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1. INTRODUCTION

The aim of tax auditing is to inquire, determine and obtain an accurate tax
amount that must be paid. A corporate tax audit is an examination of a corporation’s
books and documents to determine its records and reporting requirements in accordance
with tax legislation. To make a proper determination, the books and records of a
corporation and its financial statements must be examined from the perspective of tax

legislation as prescribed by tax laws and supplementary regulations.

Auditing enables tax authorities to assess whether tax returns are, in essence, in
accordance with tax legislation. Therefore, within the framework of basic financial
statement items, the issues an auditor examines in tax audits may be related to assets &
liabilities in terms of their valuation principles as defined in Tax Procedural Law;
revenues & expenses in terms of their taxability and deductibility; whether revenues and
expenses have been correctly categorized and classified as tax deductible and non-tax

deductible items.

To fulfill the aim of determining and obtaining accurate taxes to be paid, every
year, Ministry of Finance tax auditors conduct tax audits and prepare tax audit reports.
However, in the current system, no evaluation is undertaken nor disclosed by the
Ministry of Finance for the issues concerning tax discrepancies and deficiencies that

have arisen in tax auditing conducted by tax auditors.

The objective of this dissertation is to determine and reveal the probable
deficiencies and discrepancies which lead to tax evasions in basic financial statement
items from the tax audit standpoint. In this study, research has been conducted on tax
auditing issues covering all economic activities occurring in a fiscal year (taxation
period) for corporations from the standpoint of tax laws, general tax communiqués and
tax-related rulings. In addition to Turkish accounting and tax legislation, International
Accounting Standards and US Generally Accepted Accounting Principles have been

covered as needed.
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To determine and reveal potentially problematic areas which lead to tax
evasion in basic financial statement items from the tax audit standpoint, an exploratory
research of the literature was conducted. Problematic areas were determined and a list of
probable deficiencies and discrepancies which may indicate tax evasion in tax auditing
was drawn up. Furthermore, it was determined that a field study had to be conducted to
gain a better understanding of the focal points of problematic tax deficiencies and

discrepancies.

In accordance with the stated aim of this study, once the research of the
literature of tax legislation was completed, a questionnaire was prepared for auditors to
identify probable tax deficiencies and discrepancies in basic financial statement items
during a tax audit. Within the field study, this questionnaire to test the frequency of
particular tax evasion issues in basic financial statement items was utilized. The list of
probable deficiencies and discrepancies was configured as an opinion survey presented
to a selected group of tax auditors to test the frequency of each item on a scale of one
(none) to five (most common). Finally, findings in literature survey and the focal points
of the deficiencies & discrepancies possibly encountered by the tax auditors were

discussed in the concluding section.

In the field study, respondents were selected as to two main criteria. First one
was the tax audit reports they produced and the second one was the discrepancies in
assessment they determined in their tax audit reports. 10 qualified and willing
professionals who were recognized as among the most successful auditors

participated.in the field study
This dissertation is divided into four parts:

1-Introduction: Taxes in Turkey, relation of financial statements and tax

legislation, and presentation of financial statements.

2-Literature Survey: Review of financial statement items in terms of tax

legislation, and subsequent identification of potentially problematic areas.
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3-Field Study: Opinion survey inclusive of these potential discrepancies and
deficiencies; presented to tax auditing professionals to gain a better understanding of the

focal points of problematic areas.

4-Conclusion: Analysis of research conducted in literature survey and field

study.
1.1. Taxes in Turkey

To provide for public services and the national defense, and to meet other

expenses, all societies need income, called "revenue," which they raise through taxes.
Governments pay for all services through revenue obtained by taxing three economic

bases, which are income, consumption and wealth.

In Turkey, Tax Laws levy several different types of taxes on individuals and
businesses. The earnings of both individuals and corporations are subject to income
taxes, which are called the individual income tax and corporate income tax,

respectively.

The most important taxes on consumption are value added tax and private
consumption tax. In instances of goods delivered and services rendered, taxpayers of
value added tax are those who carry out these transactions, while in the process of

importation, it is the one who imports the goods and services.

Taxes imposed on wealth comprise real estate taxes, consisting of building tax
and land tax. Turkish citizens or foreigners (individuals or legal entities) who are
owners of buildings and/or land are the taxpayers of real estate tax. Another tax
imposed on wealth is the inheritance and gift tax. The taxpayer of the gift and

inheritance tax is the person acquiring economic assets through inheritance or gratuities.

LIS

Some other taxes in Turkey are “special communication tax”, “motor vehicle

99 9

tax”, ”stamp tax”, and “banking and insurance transaction tax”.
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1.1.1. Income Taxes

Income taxes consist of two main taxes which are the “individual income tax”

and “corporate income tax’.

A taxpayer is an individual or legal entity to whom the obligation falls to

. . . 1
submit taxes in accordance with tax laws.

A tax responsible person is on record in the related tax office on behalf of the

taxpayer concerning tax payments.2
1.1.1.1. Individual Income Tax

The income of individuals is subject to income tax. Income is the net amount

of earnings and revenues which has been acquired by individuals in one calendar year.’
The earnings and revenues included in income are as follows:*
1-Commercial earnings
2- Agricultural earnings
3- Wages
4- Earnings of self employed professionals
5- Real estate revenues
6- Marketable securities revenues
7- Other earnings and revenues

In this tax law, unless there is legal regulation to the contrary, the above
mentioned earnings and revenues are calculated with the values of real net amounts in

determining taxable income.’

! Tax Procedural Law, Article 8.

2 bid, Article 8.

3 Individual Income Tax Law, Article 1.
* Ibid, Article 2.
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The two main types of tax liabilities are full tax liability and limited tax
liability. Full tax liability means taxpayers in this category are liable for all income they
generate in Turkey or in other countries. Therefore their income regardless of whether it
is inside or outside of Turkey is subject to tax. On the other hand, limited tax liable

taxpayers are taxed only on income they generate in Turkey.
The income they generate outside of Turkey is not subject to tax in Turkey.

The individuals mentioned below are taxed on all of their earnings and

revenues acquired in Turkey or in other countries:®
1- Those who have settled in Turkey

2- Turkish citizens, who are bound to official offices and organizations or units
and enterprises that have their headquarters in Turkey and who have been living in

foreign countries for their employment.

Those persons who have been taxed because of their earnings and revenues
acquired in the countries where they live, will not be further taxed in Turkey for these

earnings and revenues.’
The individuals listed below are assumed to be settled in Turkey;

1-Those whose place of residence is in Turkey (Places of residence are defined

as places which are written in Civil Law Article 19 and the following articles)

2- Those living in Turkey continually for more than six months in one calendar

year (temporary departures shall not put an end to the residence period)8

The foreigners listed below are not considered to be settled in Turkey, even if

they have stayed for more than six months in Turkey:

3 Ibid, Article 2.
% Ibid, Article 3.
7 Ibid, Article 3.
8 Ibid, Article 4.
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1- Those persons coming to Turkey for specific and temporary tasks or
business who are businessmen, scientists, experts, press and publication correspondents
and other persons who are similar to the aforementioned, and the persons coming for

education, treatment, or holiday.

2- Those that have been held or have stayed in Turkey for reasons beyond their

control such as being under arrest, conviction, or illness.”
1.1.1.2. Corporate Income Tax

The incomes of the entities enumerated below are subject to Corporate Income

Tax:
1- Capital corporations
2- Cooperatives
3- Public economic entities
4- Economic enterprises belonging to associations and foundations
5- Joint ventures

Corporate income consists of all elements of income which are subject to

income tax.'!

Income of a corporation is treated as income derived from commercial
activities. Taxable income from such an enterprise is defined as the difference between
the net worth at the end of the reporting year and the net worth at the end of the
preceding year, with certain adjustments, mainly to eliminate movements of capital

items and to recognize special statutory allowances and disallowances.'

? Ibid, Article 5.

10 Corporate Income Tax Law, Article 1/1.

" Ibid, Article 1/2.

Tiirkmen Derdiyok, Turkish Tax Laws and Other Regulations Concerning Foreign Investors,
Ministry of Finance, The Board of Research, Planning, and Coordination, Publishing Number: 1999/353, Ankara
1999, p. 49.
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In determination of the net corporate profits, provisions concerning commercial

profits of Individual Income Tax Law shall be applied.13
Exclusions:

The incomes mentioned below are excluded from corporate income tax.

1- Participation income from a full tax liable corporation.14

2- Participation income from a limited tax liable corporation, if the below

mentioned conditions are met:"’
-Participating to the capital of the foreign subsidiary shall be at 10 % at least.
-The holding period for the shares shall be one year at least.

-The minimum tax rate in home country shall be 15% at least. If types of
businesses are supplying insurance services or providing finance including financial
leasing or investment in marketable securities, the tax rate shall not be less than

corporate income tax rate in Turkey.

-Income must be transferred to Turkey until the date of filing of the corporate

income tax return in which the income is generated.

3- For a full tax liable joint stock company, capital gains generated from the
sale of participation shares of a foreign subsidiary whose legal or business center is not
in Turkey are excluded from corporate income tax, if the below mentioned conditions

are met: 16

-A minimum of 75% of total assets other than cash and cash equivalents must

be composed of the shares of the foreign subsidiary for at least one continuous year.

"3 Derdiyok, p. 149.

14 Corporate Income Tax Law, Article 5/ (1)/a/1-2.
15 Ibid, Article 5/(1)/b/ 1,2,3,4.

16 Ibid, Article 5/1-c.
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-The foreign subsidiary must have the status of limited liability or Joint Stock

Company.

-The company in Turkey must have at least 10% of the shares of the foreign

subsidiary; and,

-The shares must be held for at least two continuous years by the full tax liable

joint stock company.

4- a) Earnings arising from portfolios of marketable securities investment funds

. .17
and investment companies.

b) Earnings arising from marketable securities investment funds and

investment companies of those portfolios based on gold and precious mines."®

c) Earnings arising from venture capital investment funds or investment

.1
companies. o

d) Earnings arising from real estate investment funds or investment

companies.”’
. .. . . 21
e- Barnings arising from retirement investment fund.
f- Earnings from housing financing funds and asset financing funds.?

5- Earnings provided from the selling of shares at a value which exceeds the

nominal value from the establishment of, or raising of, capital.23

6- Earnings provided from construction, repair, assemblage and technical

services done abroad and recorded in the general result accounts in Turkey.24

17 Ibid, Article 5/1-d-1.
13 Ibid, Article 5/1-d-2.
19 Ibid, Article 5/1-d-3.
20 Ibid, Article 5/1-d-4.
2! Ibid, Article 5/1-d-5.
2 Ibid, Article 5/1-d-6.
2 bid, Article 5/1-¢.

2 Ibid, Article 5/1-h.
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7- 75 % of capital gains for sale of participation shares and real estates are

excluded from corporate income tax, if the below mentioned conditions are met: >

-Sale profit shall be booked in a special reserve account for at least five years
and must not be withdrawn from this account, or transferred to any account apart from

the paid-up capital.

-Sale revenue must be collected within two years until the second year end

subsequent to the year that the sale takes place.

If above mentioned conditions are not met, the taxes not accrued on time will

be taken back with penalty.
7- Refunds calculated by cooperatives for their partners.*®

Payments related to the exclusions other than finance expenses concerning
participation exclusion are not accepted as deductible expenses in the determination of

taxable income.?’

Corporate Income Tax Return:

In general, the corporate income tax is assessed on the basis of declaration (tax

return) by the person having the responsibility for his taxes.”®

Corporations calculate corporate income for two purposes. One is for financial
reporting purposes under accounting principles; another is done in accordance with the

Tax Laws to determine the corporation’s tax liability.

The tax laws are so complex, so great in number and of such differing nature

that it is not practical to keep in mind all the provisions of the laws and all of the facts

5 bid, Article 5/1-c.

6 1bid, Article 5/1-i.

2 1bid, Article 5/3.

28 Taxation in Turkey, Revenue Administration, Publication No. 21, September 2006, p.20.
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of the business which have direct bearing on tax liability. Certain records are needed to

support tax returns and to meet the specific requirements of the law.”

Corporate income tax returns are submitted to the related tax office up to the
evening of the twenty-fifth day of the fourth month following the month in which the
accounting period closes.™ Therefore taxpayers have to submit their tax returns to the

tax office at the latest by the evening of the 25th of April.

In the US, “corporate tax return is due the 15th day of the third month after the

close of the fiscal year.”3 !

Under circumstances in which a limited liable taxpayer permanently leaves
Turkey, the corporate income tax return shall be submitted to the tax office during the

fifteen days prior to the taxpayer’s departure.32

Special declarations shall be accepted for some earnings of limited liability tax
payers. These declarations are submitted to the tax offices within fifteen days from the

date of earnings.™

Corporate income tax is assessed on the date the return is submitted to the tax
Office. If the return is posted, it shall be assessed three days following the date the

return has arrived at the tax Office.**

Corporate tax is paid on or before the last day of the month in which the tax

return is submitted.*

297, Brooks Heckert; James D. Wilson; Controllership, The Ronald Press Company, Second Edition, 1963,
p. 750, 751.

30 Corporate Income Tax Law, Article 14/3.

31 George A. Plesko, An Evaluation of Alternative Measure of Corporate Tax Rate, Journal of Accounting
& Economics, Volume 35, No.2, June 2003, p. 203-204.

32 Corporate Income Tax Law, Article 25/5.

33 Ibid, Article 26.

3 Ibid, Article 16/5.

33 Ibid, Article 21.

10
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1.2. Relation of Financial Statements and Tax Legislation

The purposes of financial statements are as follows:*

-To provide useful information in the decision-making process of investors,

creditors and other related parties.
-To provide useful information in the evaluation of future cash flow.

-To provide information about assets, liabilities, changes in such items and

operating results.

Financial statements are a structured representation of the financial position
and financial performance of an entity. The objective of general purpose financial
statements is to provide information about the financial position, financial performance
and cash flows of an entity that is useful to a wide range of users in making economic
decisions. Financial statements also show the results of management’s stewardship of
the resources entrusted to it. To meet this objective, financial statements provide

information about an enti‘[y’S:37
(a) Assets;
(b) Liabilities;
(c) Equity; and
(d) Income and expenses, including gains and losses.

Fair presentation requires the faithful representation of the effects of
transactions, other events and conditions in accordance with the definitions and
recognition criteria for assets, liabilities, income and expenses set out in the

38
framework.

3¢ General Communique for Accounting System Applications, Serial Number 1, Item III/A.
STIAS 1, paragraph 7.
*® IAS, paragraph 13.

11
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Accounting profit is profit or loss for a period before deducting tax expense.
Taxable profit (tax loss) is the profit (loss) for a period, determined in accordance with
the rules established by the taxation authorities, upon which income taxes are payable

(recoverable).3 ?

“Firms have strong incentives to reduce taxes, if financial and tax accounting
must conform, tax considerations may dominate other considerations. .... If financial
accounting and tax accounting are separated, firms are able to simultaneously use
financial reporting rules to meet the information needs of investors and tax accounting

e 40
rules to minimize payments to the government.”

“Though income tax provisions for income and expense recognition can differ
from financial reporting requirements, in many cases they are sufficiently similar so that
items of income and expense are recognized in the same period for both tax and

financial reporting purposes™™

In order to protect government revenues, the tax rules are designed to prevent

taxpayers from understating revenues or overstating expenses.42

If a company does not keep its records in accordance with taxation principles,
the tax authorities can reject the accounting records and assess taxable income
themselves. Thus, companies tend to rigidly follow conservative tax requirements in

their internal accounting systems.
1.2.1. Book Income and Taxable Income

Financial statements are to be prepared in accordance with those concepts and
principles in Turkish Accounting Standards and Communiqués published by the Turkish

Accounting Standards Committee related to the preparation and presentation of

39 1bid 12, paragraph 5.

*0David A. Guenther, Danging Young, The Association between Financial Accounting Measures and Real
Economic Activity: a Multinational Study, Journal of Accounting & Economics, Volume 29 No 1 February 2000, p.
55.

4 Guenther, D.A., Maydew, E.L., Nutter, S.E., Financial Reporting, Tax Costs, and Book-Tax Conformity,
Journal of Accounting and Economics, Volume 23, 1997, p. 225-248.

42 Guenther, D.A., Maydew, E.L., Nutter, S.E., p.233.

12
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financial statements concerned with commercial (accounting) balance sheets. Provisions

in Tax Procedural Law related to valuation are related to taxable profit (loss).

Accordingly, to reach taxable profit (loss) from accounting profit (loss) the

following additions and deductions shall be made:

-Positive and negative valuation differences’ effects in Tax Procedural Law

shall be taken into consideration.

-Non-deductible expenses in determination of taxable income shall be added to

accounting profit (loss).
-Exemptions and exclusions shall be deducted from accounting profit (loss).

Temporary differences between accounting profit and taxable profit are
differences between the carrying amount of an asset or liability in the balance sheet and

its tax base. Temporary differences may be either:*

a- Taxable temporary differences, which are temporary differences that will
result in taxable amounts in determining taxable profit (taxable loss) of future periods

when the carrying amount of the asset or liability is recovered or settled; or

b- Deductible temporary differences, which are temporary differences that will
result in amounts that are deductible in determining taxable profit (tax loss) of future

periods when the carrying amount of asset or liability is recovered or settled.

Some temporary differences arise when income or expense is included in
accounting profit in one period but included in taxable profit in a different period. Such

temporary differences are often described as timing differences.**

“Taxable income shall be computed under the method of accounting on the
basis of which the taxpayer regularly computes his income in keeping his books.” ** For

most corporations, taxable income is computed on the accrual basis rather than the cash

BIAS 12, paragraph 5.
* Ibid, paragraph 17.
45 US Treas. Reg. 446(a).

13
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method. Despite book and taxable income being prepared on an accrual basis,

differences between book and taxable incomes can be large.46
1.2.2. Book Income and Taxable Income worldwide

All over the world, many countries always want to have the possibility of
reforming corporation tax by basing it more closely on accounting profit. Specifically,
European and Japanese firms have more incentives to present only one set of accounting

figures instead of one for financial reporting purposes and one for tax purposes.*’

“Both the UK and the US are common- law countries. Accounting standards in
these two countries are based on generally accepted accounting principles developed in
the private sector by the accounting profession. Influence from the public sector on both

standard setting and enforcement is relatively small.”*

“Financial accounting and tax accounting are separated in the UK and the US.
This means that to a large extent reported accounting income is not affected by tax

considerations. Tax conformity refers to whether financial accounting rules must follow

tax rules.”*

Some believes “US GAAP is well defined, it is natural to ask why it should not

be used directly as the basis of assessing taxation.””

However “IRS proposed adjustments are increasing in book-tax differences.”!

“Tax depreciation and amortization can differ significantly from financial depreciation

. . 5
and amortization.”>>

46 Michelle Hanlon, “The Persistence and Pricing of Earnings, Accruals, and Cash Flows When Firms
Have Book-Tax Differences”, The Accounting Review, Volume 80, No. 1, 2005, p. 140.

47 Sanjai Bhagat, Ivo Welch, Corporate Research & Development Investments International Comparisons,
Journal of Accounting & Economics, Volume 19 2&3 March-May 1995, p.449.

*8 David A. Guenther, Danging Young, p. 55.

* David A. Guenther, Danging Young, p. 55.

30 Ron Peterson, “A Taxing Problem”, Accountancy, November 2002, p. 94.

UL, F. Mills, Book-Tax Differences and Internal Revenue Service Adjustments, Journal of Accounting
Research Volume 36, 1998, p. 343-356.

52 Micheal 7. Calegari, The Effect of Tax Accounting Rules on Capital Structure and Discretionary
Accruals, Journal of Accounting & Economics, Volume 30 No 1 August 2000, p.8.

14
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“Financial accounting in Germany is completely subordinate to tax law.
Available tax provisions can be used only if they are actually recorded for financial
reporting purposes. Consequently, there is no distinction between financial statements

prepared for tax purposes and those published in financial reports.™

“Financial accounting in France is heavily influenced by tax provisions. In fact,

financial statements must meet the needs of tax authorities.”*

“Like Germany, financial accounting must conform to tax accounting in Japan.
However, unlike Germany, taxable income in Japan is based largely on financial
accounting rules contained in the Commercial Code, except in cases where the Code
does not prescribe an accounting treatment. Therefore, the effect of tax considerations

on financial accounting in Japan is less than that in Germany.”55

Thailand is the only country in the sample (among the East Asian countries
Hong Kong, Malaysia, Singapore and Thailand) with explicit linkage between tax and
financial reporting. Thai Tax Law requires conformity between financial and tax
reporting if companies wish to claim expenses for tax purposes. This induces companies
to adopt financial reporting methods that minimize taxes, for example for depreciation
and goodwill, and to smooth reported income. We predict that reported earnings in
Thailand conform more closely to firms’ tax policies and are less oriented to the timely

. . . 56
incorporation of gains and losses.

1.3. Presentation of Financial Statements

Tax Procedural Law number 213, Article 275 and Repeated Article 257 has

authorized the Ministry of Finance to regulate accounting system applications. In terms

3 F. Choi, C. Frost, G. Meek, 1999. International Accounting, Prentice-Hall, Upper Saddle River, NJ,
p-58.

34 A. Fortin, Advances in International Accounting, 1991, p. 65-105.

%3 David A. Guenther, Danging Young, p. 55.

36 Ray Ball, Ashok Robin, Joanna Shuang Vu, Incentive versus Standars: Properties of accounting income
in four East Asian Countries, Journal of Accounting & Economics, Volume 36, December 2003, p. 245.
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of this authority the Ministry of Finance has regulated the following issues with General

Communiqués for the Accounting System:57

a) Basic Accounting Concepts,

b) Explanation of Accounting Policies,

¢) Principles of Financial Statements,

d) Preparation and Presentation of Financial Statements,

e) The Framework Uniform Chart of Accounts, Account Plan and Its Function,

Principles of financial statement express the rules which have been regulated in
the General Communiqués for Accounting Applications to be applied during the

preparation and presentation of basic financial statements.

The entities which fall within the scope of this regulation shall conduct
accounting systems under the rules which are regulated in General Communiqués for
Accounting System Applications; however during the phase in which taxable income is

determined, special regulations in tax legislation shall be taken into consideration.®
1.3.1. Types of Financial Statements
Financial statements include the following tables:>
1-Balance sheet
2-Income Statement
3-Cost of sales
4-Fund flow

5-Cash flow

57 General Communique for Accounting System, Serial Number 1, Item 1.
% Ibid , Item V.
% Ibid, Ttem IIL.

16

www.manaraa.com



6-Profit distribution
7-Changes in equity

The balance sheet and income statement along with their disclosures and
appendices constitute basic financial statements, while all other tables form

supplementary financial statements.”’
1.3.2. Balance Sheet

The balance sheet is the financial statement of an entity on a certain date

presenting the assets and the sources of these assets.”!

In the preparation of the balance sheet, the explanation given in financial
statement principles shall be taken as basis. Assets placed on the balance sheet are
arranged from most liquid to least liquid in terms of the speed of conversion to cash;
liabilities placed on the balance sheet are arranged from the shortest maturity liabilities

to the longest maturity liabilities.®*

Assets consist of current and non-current assets. In the current asset group,
assets that could be converted into cash or used in one year, or in the normal operating
period. In non-current assets, assets that would not be sold or depreciated in one year

under normal circumstances are placed.63

Liabilities consist of short and long term liabilities. Short term liabilities
consist of liabilities which must be paid within a year; long term liabilities consist of
liabilities which will be paid after one year. Equities constitute resources allocated to the

entity by owners or shareholders.**

%0 Ibid, Item II1.

6 Ibid, Item IV/A-1-a.
%2 Ibid, Item IV/A-1-b.
%3 Ibid, Item IV/A-1-c.
5 Ibid, Item IV/A-c.
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Balance sheet principles:

The purpose of balance sheet principles is to define the financial position of an
entity clearly and accurately at a specific date by determining and stating resources
provided by owners and shareholders, retained borrowings, resources provided

externally and assets acquired through the use of these resources.”

All assets, liabilities and equities are presented as gross values on the balance
sheet. This principle is not an obstacle to the preparation of the balance sheet on a net
value basis. The discount items shall be presented clearly under the corresponding

accounts.66

Balance sheet principles relating to assets, liabilities and equities are explained

as follows:®’

Principles relating to assets:

1-Assets that can be converted to cash within one year or in a normal operating

term are classified as current assets on the balance sheet.

2-Assets that cannot be converted to cash within a year or within the entity’s
normal operating period, and services from which the entity benefits for more than a
period, are classified as non-current assets on the balance sheet. Non-current assets that
have a life of less than a year at the end of the balance sheet date are reclassified as

current assets.

3-Allowances for the diminution in value of assets are compulsory in order to
present the assets at their fair values. In the valuation of marketable securities,
receivables, inventories and other current assets, allowances are made where considered
necessary. This principle is also valid for receivables, long term marketable securities,
subsidiaries, associates, and other related items which are classified as non-current

assets.

%5 Ibid, Item I1I/C-5.
% Tbid, Item I1I/C-5.
%7 Ibid, Item I1I/C-5.
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4- Prepaid expenses and accrued revenues shall be determined and recorded
and presented separately on the balance sheet; prepaid expenses are expenses paid in
cash before they are used or consumed; and accrued revenues are revenues earned but

not yet received in cash.

5-Notes receivable classified as current and non-current assets shall be

discounted at the balance sheet date in order to state them at their fair value.

6-Accumulated depreciations of tangible fixed assets and amortizations of

intangible fixed assets shall be presented separately on the balance sheet.

7-Accumulated depletions of depletable assets shall be presented separately on

the balance sheet.

8-All receivables (current or non-current), marketable securities, long term
marketable securities, and other related accounts belonging to shareholders, personnel,
subsidiaries and associates, shall be presented separately on the balance sheet as a basic

principle.

9-Receivables that cannot be determined in certainty shall not be accrued; these

types of receivables are presented in the notes and appendices of the balance sheet.

10-The specialty and scope of guaranties, mortgages given and other
guarantees which do not fall within the scope of the balance sheet shall be specified in
the notes or appendices of the balance sheet. Furthermore, total insurance amounts
related to entities’ assets are clearly presented in the disclosures and appendices of the

balance sheet.

Principles relating to liabilities:

1-Liabilities due in one year or in within the normal operating term of the

entity are presented under short-term liabilities on the balance sheet.

2-Liabilities that are not due in one year or within one year in the normal

operating term of the entity are presented under long-term liabilities on the balance
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sheet. At the end of the term, those liabilities with a maturity of less than one year are

transferred to the short-term liabilities group.

3-All liabilities of the entity that are known and estimated to their appropriate
amounts, including ones that cannot be determined certainty or are controversial, shall
be recorded and determined. Liabilities that are known but cannot be estimated to their

appropriate amounts shall be clearly specified in the notes on the balance sheet.

4- Unearned revenues and accrued expenses shall be determined and recorded
and presented separately on the balance sheet date; unearned revenues are revenues
received in cash before they are earned and accrued expenses are expenses incurred but

not yet paid at the statement date.

5-Notes payable on short and long term liabilities shall be subject to

discounting to state them at their fair values.

6-Current and non-current payables, advances taken and other related account
amounts belonging to shareholders, personnel, subsidiaries and associates shall be

separately presented on the balance sheet as a basic principle.

Principles relating to equities:

1-The rights of owners or shareholders of the entity concerning the entity’s
assets constitute of equity group. The entity’s paid capital at the balance sheet date,
undistributed profit which may be presented under different names generated by as a
result of operations, and net profit (loss) for the term shall be presented in the equity

group on the balance sheet.

2-The paid capital of the entity is presented as a single account on the balance
sheet. However, if the basic capital is separated into different share groups, basic capital
accounts shall be presented on the balance sheet notes in a manner to reflecting each
group’s rights during profit distribution or liquidation or other important special

circumstances.
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3-Capital which has been invested by shareholders is required to remain as
capital. Any loss occurring in the entity and lessening of equity for any reason are

followed up and recorded periodically and totally.

4-The current and previous term’ losses are presented as deductible items under

the equity group in order to state the net equity amounts on the balance sheet.

5-Equities consist of paid capital, capital reserves, retained earnings (profit
reserves), previous terms’ profits (losses), and current term profit (loss). Profit reserves
consist of legal, statutory, extraordinary reserves, the undistributed portion of
operational profit, allowances qualifying as reserves, and special funds. Capital reserves
consist of stock share issuance premiums, shareholders’ cancelled portions, and value
increases in revaluation. Capital reserves shall not be transferred as income to the

income statement.

Current/non-current distinction:

An entity shall present current and non-current assets, and current and non-

current liabilities, as separate classifications on the face of its balance sheet.®

An asset shall be classified as current when it satisfies any of the following

criteria:®

(a) It is expected to be realized in, or is intended for sale or consumption in, the

entity’s normal operating cycle;
(b) It is held primarily for the purpose of being traded;

(o)It is expected to be realized within twelve months after the balance sheet

date; or

(d) It is cash or a cash equivalent, unless it is restricted from being exchanged

or used to settle a liability for at least twelve months after the balance sheet date.

BIAS 1, paragraph 51.
% 1bid, paragraph 57.
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All other assets shall be classified as non-current.”
1.3.3. Income Statement

An income statement is a “form showing the elements used in arriving at a
company’s net income for the accounting period; also called profit and loss statement. It

must be included in annual report.”71

The traditional income statement has been known by many titles. [FRS refer to
this statement as the income statement, but in the EU Fourth Directive and in many
common-wealth countries it is referred to as the profit and loss account; and in the
United States other names, such as the statement of income, statement of earnings, or

. . 72
statement of operations, are sometimes used.

All items of income and expense recognized in a period shall be included in
profit or loss unless a Standard or an interpretation requires otherwise.”> As a minimum,
the face of income statement shall include line items that present the following amounts

for the period:”*
(a) Revenue;
(b) Finance Costs;

(c) Share of the profit or loss of associates and joint ventures accounted for

using the equity method;
(d) Tax expense;

(e) A single amount comprising the total of (i) the post-tax profit or loss of

discontinued operations and (ii) the post-tax gain or loss recognised on the measurement

70 Ibid, paragraph 57.

1 Joel G. Siegel, Jae K. Shim, Dictionary of Accounting Terms, Third Edition, Barron’s Educational
Series, Inc., 2000, p. 221.

2 Barry J. Epstein, Abbas Ali Mirza, International Accounting and Financial Reporting Standards,
John Wiley & Sons, Inc., 2005, p. 47-48.

BIAS 1, paragraph 78.

7 Ibid; paragraph 81.
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to fair value less costs to sell or on the disposal of the assets or disposals group(s)

constituting the discontinued operation; and
(f) Profit or loss.”

As per the Turkish Uniform Chart of Accounts, income statement accounts
consist of gross sales, sale discounts, cost of sales, operating expenses, income and
profits from other operations, expense and losses from other operations, finance

expenses, extraordinary income and profits and extraordinary expense and losses.

Income statement principles:

The principal purpose of the income statement is to provide a clear
classification and presentation of sales, expenses, accounts related to profit and loss and

operating results belonging to certain periods.76

All sales, revenues, profits, costs, expenses and losses are presented using
gross amounts; such sales, revenue and profit items can not be removed from the scope
of the income statement partially or totally through deduction of any cost, expense and

loss items in the income statement.’’

The corresponding income statement principles specified are as follows:”®

a- Unrealised sales, revenues and profits shall not be presented as realised and
those that are realised shall not be presented as more or less than their real value. In
order to present operating results for a certain period or periods accurately, correct

accounting entries shall be made at the beginning and end of the period or periods.

b- Sales and revenues for a certain period shall be compared with the cost and
expenses incurred to generate them. In order to present costs and expenses accurately,
correct accounting entries shall be made at the beginning and end of the period or

periods for inventories, receivables and payables.

73 bid, paragraph 81.

76 General Communique for Accounting System, Serial Number 1, Item III/C/1.
"7 Ibid, Ttem III/C/1.

"8 Ibid, Item III/C/1.
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c- Depreciation, amortization and depletion expenses shall be provided for

tangible, intangible and depletable assets.

d- Costs shall be allocated appropriately between tangible fixed assets,
inventories, repair and maintenance and other expense groups. Direct costs shall be
accrued directly, whereas costs relating to more than one operation shall be accrued

directly and allocated taking into consideration time and usage factors.

e- Unusual and extraordinary profits and losses shall be accrued in the related

period, but shall be presented separately from normal operating results.

f- All profits and losses shall be presented on the income statement of the
current period except for those with a material effect on the financial statements of

previous periods.

g- Allowances shall not be used to transfer the profit of a period to the

subsequent period, or to decrease the current period arbitrarily.

h- In the event that changes occur in the valuation principles and cost method

of the company, the effect of these changes shall be disclosed.

1-Expenses and losses stemming from the consequences of possible future
events or conditional cases, as well as those expenses and losses that can be
approximated to their actual values are reflected on the income statement as accrual.
Income and profit depending on possible future events are not accrued even if they have
a high possibility of occurrence, but are explained in the notes to the financial

statements.

24

www.manaraa.com



2. LITERATURE SURVEY

2.1. Cash on Hand

Cash, the most liquid asset, is the standard medium of exchange and the basis
for measuring and accounting for all other items. It is generally classified as current
assets. To be reported as cash, it must be readily available for the payment of current
obligations, and it must be free from any contractual restriction that limits its use in
satisfying debts.” The audit of cash balances is the last audit area studied because the
evidence accumulated for the cash balances depends heavily on the results of the tests in

all transaction cycles.80

The cash on hand account contains national currency and the Turkish Lira
equivalent of foreign currencies physically held by the business. This account is
credited when payments are made and when money is deposited to the company’s bank

accounts. The account always shows a debit balance.

The balance of the cash on hand account has to be equal to the money
physically held. In addition to valuation, possible cash on hand movements and
positions may indicate the assumptions that penal tax assessments in tax auditing will
arise. The probable results of tax auditing of the cash on hand account are explained

below.
2.1.1. Valuation
2.1.1.1. Valuation of Turkish Lira Cash on Hand

As per Turkish Tax Procedural Law, “the cash on hand based on Turkish Lira is

valued at face value (nominal Value).81

"Keiso, Donald E.& Weygandt, Jerry J., Intermediate Accounting, Ninth Edition, John Wiley & Sons,
Inc., 1998, p. 332.

80Arens, Alvin A. & Loebbecke, James K., Auditing, Seventh Edition, A Simon & Schuster Company,
1997, p.696.

81 Tax Procedural Law, Article: 284.
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As per IAS, cash is a financial asset.®? When a financial asset is recognized
initially, an entity shall measure it at its fair value.*’ After initial recognition, an entity

shall measure financial assets at their fair values.®*

It can be said that fair value is equal to nominal value for cash. Therefore there
is no difference for valuation between Turkish practice and IASs for national

(functional) currency.

The cash on hand based on Turkish Lira does not affect profit/loss account

because of valuation at nominal value (face value) for it.
2.1.1.2. Valuation of Foreign Currencies

According to IAS like Turkish Accounting Standards, “A foreign currency
transaction shall be recorded, on initial recognition in the functional currency, by
applying to the foreign currency amount the spot exchange rate between the functional

currency and the foreign currency at the date of the transaction.®

Cash based on foreign currency is valued at the market value. If there is no
market value for the foreign currency, the exchange rate applied for the valuation is
determined by the Ministry of Finance.® In situations where the exchange rate has not
been determined by the Ministry of Finance, the exchange rates declared by the Central
Bank of the Turkish Republic are required to be used as the basis for the valuation. In
this type of valuation, the foreign currency which has an effective buying exchange rate
is valued with the effective buying exchange rate. If there is no effective buying
exchange rate, then the currency buying exchange rate will be applied for the

. 87
valuation.

821AS 32, paragraph 11.

831AS 39, paragraph 43.

8 Ibid, paragraph 46.

851AS 21, paragraph 21.

86 Tax Procedural Law, Article: 280.

87 Tax Procedural Law, General Communique, Serial Number 283.
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In our country, since there is no foreign currency market, loans and receivables
denominated foreign currencies shall be valued at exchange rates declared by Ministry

of Finance.%®

A difference between Turkish practice and IAS arises for the rates which are
taken as the rates for valuation. As per IAS “For practical reasons, a rate that
approximates the actual rate at the date of the transaction is often used, for example an
average rate for a week or a month might be used for all transactions in each foreign
currency occurring during the period. However if exchange rates fluctuate significantly,
the use of the average rate for a period is inappropriate.”® At each balance sheet date,

foreign currency monetary items shall be translated using the closing rate.”
2.1.1.3. Recognition of Exchange Differences

Valuation of foreign currencies affects profit/loss account due to exchange rate

differences.

On the valuation date, any positive exchange difference of foreign cash on
hand are recorded in cash on hand account as debit and the foreign exchange gains
account as credit; while any negative exchange differences are recorded in cash on hand

account as credit and the foreign exchange losses account as debit.

Exchange differences arising on the settlement of monetary items or on
translating monetary items at rates different from those at which they were translated on
initial recognition during the period or in previous financial statements shall be

recognized in profit or loss in the period in which they arise.”’

Similarly to Turkish Tax System per IAS, “when monetary items arise from a
foreign currency transaction and there is a change in the exchange rate between the
transaction date and the date of settlement, an exchange difference results. When the

transaction is settled within the same accounting period as that in which it occurred, all

88 M. Ali Ozyer, Vergi Usul Kanunu ve Uygulamasi, Tax Expert Association, Third Edition, December
2004, p. 464.

89 1AS 21, paragraph 22.

0 Ibid, paragraph 23.

! Ibid, paragraph 28.
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the exchange difference is recognized in that period. However, when the transaction is
settled in a subsequent accounting period, the exchange difference recognised in each
period up to the date of settlement is determined by the change in exchange rates during

P
each period.”

Some writers say “where the rate of exchange is fairly stable, slight
fluctuations are not taken into consideration at all. A debit balance will signify a loss,
and a credit balance will donate a profit.”” However there is no that kind of flexibility

neither IAS nor Turkish Tax Accounting System.
2.1.2. Examination of Large or Unusual Cash Disbursements

The true nature and source of the cash on hand must be recognized, and in and
out cash activities must be based on verifiable business activities. The cash on hand
must represent the business’ own transactions and property. The cash flow must be

controlled by authorized persons.

Cash activities between related parties are generally scrutinized whether there
are cash transfers between related parties from the perspective of tax audit to evade tax.
On the other hand “while the benefit of engaging in interaffliate cash transfers derives
largely from government-created tax and financial asymmetries, consistently exploiting
these opportunities potentially undermines a company’s goodwill with home and/or host
country governments and could enhance short run profits at the expense of long run

plrofits.”94

2.1.3. Cash on Hand with a Credit Balance

Cash on hand, as an asset account, is debited when cash is collected and is
credited when payments are made for expenses, debts, or for other reasons and when the

company deposits cash to its bank accounts. The account always shows a debit balance

%2 Ibid, paragraph 29.

93 Douglas Garbutt, Carter’s Advanced Accounts, Sir Isaac Pitman & Sons Ltd., Fifth Edition 1962, p.
442,443,

94 Julie H.Collins, Douglas A. Shackelford, Global Organizations and Taxes, Accounting & Economics,
Volume 24 No 2 December 1997, p. 151.
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or zero balance; it never shows a credit balance, since it can not be credited more than
the debit balance. If this happens, it means that there is an error and it must be identified
and corrected in accordance with accounting principles. Otherwise cash on hand

account with a credit balance indicates the following tax evasion possibilities:
1- Concealment of income
2- Fictitious transactions
2.1.4. An Excessive Balance of Cash on Hand

Having a continuously large balance of cash on hand is one of the most
common tax audit areas in balance sheet items. The cash on hand must correspond to
the level of daily business and business volume. Except for days on which a company is
scheduled to make large cash disbursements, the keeping of a large balance of cash on

hand indicates two main possibilities:
1- Various expenses without documentation
2- Cash withdrawn by shareholders

The above mentioned possibilities require penal tax assessment. Therefore if
there are large sums of cash on hand continuously, entities have to calculate interest and
include it in the taxable income. The interest calculated is also subject to value added

tax.
2.1.5. Cash Overages and Shortages

The reasons for the difference between the balance of the cash account and the
cash on hand must be identified and corrected with proper accounting records. If the
reason for the deficiencies of cash can not be identified and there is no person
responsible for the cash on hand, the receivables from shareholders account are debited

and the stock count and delivery deficiencies account is credited.
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In reality, this is the reduction of capital. The reduction of capital, with the

exception of natural disasters, can not be recorded as a loss for taxable profit.95

To record damages as a loss due to natural disaster for taxable profit, the
decision of the Tax Appraisal Commission is required. Even if there is a responsible
person for the cash on hand, and clearly identified reasons for any deficiencies, the loss
still cannot be recorded for taxable profit. It is, however, possible to record the loss for
accounting profit. It is recorded in the other extraordinary expenses and losses account

as debit. However this is a disallowed expenditure by tax law.

If the reasons for the surplus cash on hand are not known, the stock account
and delivery surpluses account is credited temporarily. If the reason for the cash on hand
surpluses can not be identified, this difference must be itemized as a positive increase
between the beginning and ending shareholders equity. According to Income Tax Law,
Article 38, this type of difference is part of the term profit. Therefore a surplus of cash
on hand is recorded in the other extraordinary income and profit account as credit and

included in taxable profit.
2.2. Checks Received

The checks received account is used for checks given by individuals and legal
entities that have not yet been endorsed or given to a bank for collection are recorded.
The checks received account is debited with the face values (nominal values) of checks

and credited when they are collected or endorsed from the bank.
2.2.1. Valuation

Checks received denominated in foreign currency are valued like cash on hand
in foreign currency. On the valuation date, any positive exchange differences of checks
denominated in a foreign currency are recorded in the foreign exchange gains account
as credit, while negative exchange differences are recorded in the foreign exchange

losses account as debit.

% Income Tax Law, Article 88/3.
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Instead of giving money directly without interest, entities may realize transfer
pricing through bartering checks on the same day mutually with those that have

different maturity dates.”®
2.2.2. Discounting of Checks

According to Turkish Commercial Law, a check must indicate an unconditional
definite charge of payment for a certain amount, the person's first name and surname
that will make the payment, the payment place, drawing day and place and drawing
signature.97 According to article 707 of the same law, the check shall be paid on sight.
Any record contrary to this condition is not valid. A check based on a particular due date
is paid on the day it is presented to be paid.”® In other words, checks are direct payment
instruments and legally mean payment in cash. Therefore, any due date on a check is

void.

According to accounting principles and the Capital Market Law, the
discounting of any undue checks to the real (present) value at the valuation date is
compulsory. However, according to tax law, this is a non-deductible expense. It can not

be recorded as expenses for taxable income.

According to a decree (June 10, 2002) of the Fourth Office of Council of State,

checks based on a particular due date shall not be discounted.”

The Tax Lawsuit Office of the General Assembly of the Council of State, with
its decision on 07.04.2000, number 2000/145 have rendered a decree which is that
checks based on a particular due date are legally invalid. Therefore, they can not be

discounted in accordance with Tax Procedural Law Article 281 and 285.

% Onur ELELE, Grup I¢i Sirketlerde Karsilikli Vadeli Cek Diizenlemesi Yoluyla Ortiilii Kazang Dagitimi,
Vergi Diinyasi, July 2002, p. 251.

7 Turkish Commercial Law, Article 692.

% Ibid, Article 707.

% G. Kiirsat Yerlikaya, Vergi Usul Hukuku Bakimindan Vadeli Ceklerin Reeskonta Tabi Tutulamayacagina
Dair Bir Danistay Karari, Mali Pusula, August 2005, p.8.
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2.3. Cash in Banks

A company may have a general purpose bank account in each of several
locations, a payroll bank account, and several special purpose accounts with a separate
general ledger account for each. However, on the balance sheet accounts will be
combined in a single line item for cash.'” Bank reconciliation on December 31,
providing parallel records between a bank and the firms, is required to make sure that

all receipts and payments are mutually included in records.

Most cash receipts and cash disbursements pass through the client’s bank
accounts, and most of the cash balance at year-end is in the client’s bank accounts. Thus
most of the direct tests of the cash balance make use of information obtained directly
from banks. Common practice is for the auditor to confirm the year-end cash balance by
direct correspondence with all banks with which the client has had accounts during the

period.'"!

The cash in banks account contains money deposited and drawn on domestic
and foreign banks and similar financial institutions. The cash in banks account is
debited when cash is deposited in bank accounts, and credited when cash is withdrawn

from banks by a company or by a third party.

Checks given and payment orders (-) represents payments from banks with
checks or payment orders to third parties. This account is credited when checks are
issued or when money orders are given, and debited when they are collected from

banks.
2.3.1. Valuation

Time deposits and demand deposits in banks were valued at recorded value.
However, with an amendment in Tax Procedural Law Article 281, “receivables based on
time deposits and credit contracts are to be taken into consideration with their interest

on the valuation date.”

100 p R. Carmicheal, John J. Willingham, Auditing Concepts and Methods, A Guide To Current
Auditing Theory and Practice, Fifth Edition, p.205.
''D, R. Carmicheal, John J. Willingham, p.373, 374.
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This practice shall be taken into consideration demand deposits accounts for

. o 102
commercial entities not for real persons.

Foreign currency time deposits and demand deposits in banks are valued at the
market value. The effective buying exchange rate published by Ministry of Finance is
applied as the market value. For foreign currencies which do not have effective buying

exchange rates, the foreign exchange buying rate is applied in valuation.

Checks and payment orders given which adjust a company’s bank account are
valued at the face value (nominal value) like cash on hand at the valuation date. Checks
given based on foreign currency are valued at the market value of the foreign currency

written on the checks.

The interest on time deposits or demand deposits in banks during the fiscal

year shall be taken into consideration in gross amounts.

In the case that the net amount is taken, withholding taxes paid can not be
offset of yearly corporate income tax. In the case that the gross amount is taken,

withholding taxes which are recorded as expenses will be incorrect as well.
2.3.2. Recognition of Foreign Currency Cash in Banks

On the valuation date, any positive exchange rate differences of foreign cash in
bank accounts are recorded in the foreign exchange gains account as credit, while any
negative exchange differences are recorded in the foreign exchange losses account as

debit.
2.3.3. Valuation of Time Deposits

According to General Communiqué Number 67 of the Corporate Tax Code, at
the valuation date, any accrued interest amounts from time deposits shall be calculated

and included in the taxable income within the framework of the commercial income

102 Ahmet KAVAK, Vadeli Mevduatin Dénem Sonuna Isabet Eden Faizinin Beyani ve Sorunlari, Mali
Pusula, May 2005, p. 65.
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rulings pursuant to Income Tax Law Articles 38 and 39 and Corporate Tax Law Article

13.

However, the Tax Lawsuit Office General Assembly of the Council of State,
with its 12.10.2001 decision, number 2001/311, rendered a decree canceling the General
Communiqué Number 67 of the Corporate Tax Code related to the valuation of time
deposits in bank accounts. Therefore, any interest obtained from time deposits must be

included in taxable income on the date the interest is paid.

Finally, Tax Procedural Law Article 281 has been clarified with an amendment,

113

to the original law, which states “...receivables are valued with recorded value”; the
amendment also states “receivables based on time deposits and credit contracts will be
taken into consideration with their interest on the valuation date.” With this amendment,
term interest is calculated and included in term taxable income regardless of whether it

is collected.

As per IAS 12, interest revenue is included in accounting profit on a time
proportion basis, but may, in some jurisdictions, be included in taxable profit when cash
is collected. The tax base of any receivable recognized in the balance sheet with respect
to such revenues is nil because the revenues do not affect taxable profit until cash is

collected.'”

2.3.4. Valuation of Repurchase Agreements

A repurchase agreement (repo, rp) is an agreement between a seller and a
buyer, usually of U.S. government securities, whereby the seller agrees to repurchase
the securities at an agreed upon price and, usually, at a stated time. It is widely used as a
money market investment vehicle and as an instrument of the Federal Reserve Board's

monetary policy.'**

13 TAS 12, paragraph 17/a.
194 Friedman, Jack P., Dictionary of Business Terms, Second Edition, Barron’s Educational Series, Inc.
1994, p.517.
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According to General Communiqué Number 67 of the Corporate Tax Law, up
until the valuation date, the accrual of interest amounts for repurchase agreements shall

be included in the taxable profit within the context of commercial income rulings.

The Tax Lawsuit Office General Assembly of the Council of State, with its
decision dated 12.10.2001, number 2001/311, has rendered a decree by which, up to the
valuation date, the accrual of interest amounts for a repurchase agreement will be

included in the taxable profit within the context of commercial income rulings.

Furthermore, the above mentioned amendment of Tax Procedural Law Article
281 states, “receivables based on time deposits and credit contracts are to be taken into
consideration with their interest on the valuation date”. This also includes current
repurchase agreements, which means the term interest of repurchase agreements will be

counted and included in term taxable income regardless of whether it is collected.
2.4. Other Liquid Assets

Other liquid assets consist of tax stamps, matured coupons, bank money orders
and postal money orders (like foreign currency-cash-“in transit). When these liquid
assets are acquired, the other liquid assets account is debited; when they have left the

company’s possession, the 108 Other Liquid assets account is credited.

In order to be classified in Other Liquid Assets, the instruments must be able to
be converted to cash at any time without any loss in value. The Other Liquid Assets
account can only start with a debit balance. Therefore, it can never have a credit

balance.
2.4.1. Valuation

Other liquid assets based on Turkish lira are valued at the face value (nominal
value) or recorded value. On the other hand, other liquid assets (i.e. cash in transit

which are classified) based on foreign currency are valued at market value. If there is no
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market value for the foreign currency, the exchange rate applied for the valuation is

determined by the Ministry of Finance.'”

2.4.2. Checking Credit Card Sales and Invoices

With credit card sales, sellers collect the sale price after a certain time by
paying a commission to the bank arranged by agreement. Commissions paid to banks
are recorded in either the 780 Finance expenses account, or 653 Commission expenses

account as an expense.

The problem arising from sales with credit cards in tax auditing is that invoices
are not prepared on behalf of the customers who use credit cards for payment.
Therefore, invoices must be prepared in the name of the cardholders or at least must

contain all relevant and corresponding information in the company’s records.
2. 5. Marketable Securities and Financial Long Term Assets
2.5.1. In general

Marketable securities are securities such as stock certificates, mutual fund
participation certificates, government and corporate bonds, treasury bills, commercial
papers, asset backed securities and other private and public sector securities (profit and

loss participation certificates and income participation certificates).

As per IAS, a financial asset is any asset that is cash, an equity instrument of
another entity, a contractual right, a contract that will or may be settled in the entity’s

own equity instruments.'*®

As per US GAAP, “Treasury bills, commercial papers, and money market
funds are all examples of cash equivalents.”107 However, in Turkish accounting system,

these financial instruments are classified under marketable securities.

105 Tax Procedural Law, Article 280.
106 TAS 32, paragraph 11.
197 Statements of Financial Accounting Standards 95.
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Marketable securities are acquired to be held as short term investments to
provide interest income from debt securities or dividends or profits from price
fluctuations in the stock certificates. Depending on maturities, marketable securities are

classified as current or non current assets (financial long term assets).

On the other hand, financial non-current assets are long term marketable
securities such as investments in associates, subsidiaries, or other long term investments

in equity securities (bonds and stocks) that are held to achieve long term goals.

These are classified under “investments accounted for using the equity

method” in IASs.'®
Similarly to Turkish Accounting System, per IAS:

“An associate is an entity, including an unincorporated entity such as a
partnership, over which the investor has significant influence and that is neither a

subsidiary nor an interest in a joint venture.”'”

“A subsidiary is an entity, including an unincorporated entity such as a

partnership that is controlled by another entity (known as the paurent).”110

Because stock cannot be depreciated for tax purposes, whereas tangible assets
generally can, buyers usually prefer that any basis step-up apply to the underlying assets
of the acquired subsidiary, rather than to the subsidiary stock. To achieve this in a
taxable sale of a subsidiary stock, the buyer and seller can make a joint election to treat
the sale as if it were actually a sale of the subsidiary’s underlying assets, followed by a

tax-free liquidation of the subsidiary into the parent.'"!

2.5.2. Valuation

According to Turkish Tax Procedural Law, there is no difference between

marketable securities (short term securities) and financial long term assets for valuation.

18 TAS 1, paragraph 68.

' 1AS 28, paragraph 2.

119 Ibid, paragraph 2.

""" Edward L Maydew, Katherine Schipper, Linda Vincent; The Impact of Taxes on the Choice of
Divestiture Method, Journal of Accounting & Economics, Volume 28, No 2, December 1999, p. 121,122.
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Stock certificates are valued at the acquisition cost. Debt securities are valued at market
value. Prior to the amendment of Tax Procedural Law Article 279, all securities

including debt securities were valued at the acquisition cost.

On the other hand, it is not important that stock certificates were issued by an

entity which is in Turkey or another country.112

If there is no market value or if it is understood that the market value has been
formed in collusion, the tax basis for valuation is calculated by taking the acquisition
cost plus any income (including any exchange rate differences) from the time of

acquisition to the valuation date.

IASs and Turkish Tax valuation are different from each other in terms of
valuation. As per IASs, valuation of financial assets is also different for initial and

subsequent valuation.

According to IAS, when a financial asset is recognized initially, an entity shall
measure it at its fair value plus, in the case of a financial asset not at fair value through
profit or loss, transaction costs that are directly attributable to the acquisition or issue of

the financial asset.'">

For the purpose of measuring a financial asset after initial recognition, IAS 39

classifies financial assets into the following four categories:114
(a) Financial assets at fair value through profit or loss;
(b) Held-to-maturity investments;
(c) Loans and receivables; and

d) Available-for-sale financial assets.

12 Giirol UREL, Menkul Kiymetlerin Degerlemesi, Miikellefin Dergisi, April 2002, p. 71.
113 TAS 39, paragraph 43.
"4 1AS 39, paragraph 45.
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IAS states that after initial recognition, an entity shall measure financial assets,
including derivatives that are assets, at their fair values, without any deduction for
transaction costs it may incur on sale or other disposal, except for the following

. . 115
financial assets:

a) Loans and receivables shall be measured at amortised cost using the

effective interest method;

b) Held-to-maturity investment shall be measured at amortised cost using the

effective interest method; and

c¢) Investments in equity instruments that do not have a quoted market price in
an active market and whose fair value cannot be reliably measured and derivatives that
is linked to and must be settled by delivery of such unquoted equity instruments, shall

be measured at cost.

Per IAS, a gain or loss arising from a change in the fair value of financial asset

that is not part of a hedging relationship shall be recognized, as follows:''®

a) A gain or loss on a financial asset classified as at fair value through profit or

loss shall be recognized in profit or loss.

b) A gain or loss an available-for-sale financial asset shall be recognized
directly in equity, through the statement of changes in equity except for impairment
losses and foreign exchange gains and losses, until the financial asset is derecognized, at
which time the cumulative gain or loss previously recognized in equity shall be
recognized in profit or loss. However, interest calculated using the effective interest
method is recognized in profit or loss. Dividends on an available-for-sale equity
instrument are recognized in profit or loss when the entity’s right to receive payment is

established.

!5 Ibid, paragraph 46.
"6 Ibid, paragraph 55.
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2.5.3. Stock Certificates
2.5.3.1. Valuation of Stock Certificates

Stock certificates are valued at acquisition cost. As long as they remain as
assets, any increase or decrease in value will not be included in taxable income.
Whenever they are sold, profit and loss are calculated and included in taxable income.
Any gains are recorded in the 645 Gains on sale of marketable securities account and

losses are recorded in the 655 Losses on sale of marketable securities account.

According to the Council of State’s decree (with which the Tax Administration
concurs), exchange rate differences and interest expenses (finance expenses) shall not to
be included in the acquisition cost of the securities on hand. They are directly recorded

as expenses.
2.5.3.2. Stock Shares of Same Company Purchased at Different Dates

Entities can buy and sell the stock shares belonging to the same company on
different dates and repeatedly. They can be bought and sold on the same day or on
different days and at different prices. A potential problem can arise depending on which
stock shares are sold and which remain on the balance sheet. This determination was

important because it would affect the taxable term profit and loss.

The specific identification method or average cost method could be used in the
valuation of stock shares. There was no clear regulation in the Turkish tax laws
concerning the application of FIFO and LIFO. In an earlier version of Tax Procedural
Law Article 274, LIFO was a permitted method for the valuation of merchandise

inventories but it was not mentioned for the valuation of securities.

Prior to 01.01.2004, Tax Procedural Law Article 274 stated: “Inventories are
valued at cost value. Taxpayers can use the LIFO method for the valuation of purchased
or manufactured merchandise inventories. The taxpayers who have chosen LIFO do not
have to give up this method for five years”; nonetheless, with an amendment to the
Article, the LIFO method has been removed as an approved valuation method starting

from the beginning of the year 2004.
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One of the valuation methods to use in determining which stocks have been
sold is the specific identification method. Because the typesetting and document

59117

number on stock shares are mandatory” "', and also “they are mandatory on bills and

59118

bonds in addition to the serial number” *°, whichever marketable equity securities are

sold or left on hand can be specifically identified.

Other methods which can be applied in the valuation of stock shares are the
average cost and moving average cost methods. Finally, Ministry of Finance stated that

any valuation methods are allowed for valuation of stock shares.'"’

In the ruling letter given by the Ministry of Finance to the Bank Association,
regarding stock share valuation, it was stated that the moving average cost valuation
method shall be used for stock shares belonging to the same company which have been

bought and sold on different dates, and/or at different prices.'*’

In cases when a part of the same type of marketable security or other type of
capital market instrument purchased at different dates are subsequently alienated, the
purchase price to be taken into consideration in the assessment of the withholding tax
base, shall be determined through the application of the first-in-first-out method.
However, daily weighted average price may be taken into account for the purchase-sale

transactions which realized in the same day.121

When marketable security or other capital market instruments are given as a
guarantee or be subject to loan transactions, mentioned securities are considered in
client portfolio. Securities which are subject to loan transaction in cost calculation are

assumed to out of portfolio.122

17 Serial 1 Number 5 Communique of the Capital Market Board published in the Official Gazette, date:
23.06.1989 and Number: 20204.

'8 Serial 11, Number 13 Communique of the Capital Market Board published in the Official Gazette,
date: 14.06.1992 and Number: 21284.

19 Income Tax Law General Communique Number 232, section 2.2.

12022.04.1996 dated and 16964 numbered Opinion of the General Revenues Directorate of the Ministry
of Finance to the Bank Association.

12! Tncome Tax Law, General Communiqué Number 257, section 2-4-1-2.

122 Ibid, Section 2-4-1-2.
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2.5.3.3. Stocks Acquired Due to Capital Increase through Bonus Issues

When capital and profit reserves are used to increase the capital, stock
certificates without charge representing the increase of the capital are given to the
shareholders. Adding capital reserves to the capital does not provide a real capital
increase. Therefore giving stock certificates without charge to shareholders in this
manner is not acceptable as a dividend payment. These kinds of capital reserve items in

terms of tax laws are as follows:

1- Adding the revaluation fund to the capital (Tax Procedural Law Repeated
Article 298, which has been abolished from the beginning of the year 2004)

2- Adding the cost increase fund to the capital (Income Tax Law Article 38,

Last Paragraph, which has been abolished from the beginning of the year 2004)

3- Adding the profit from the sale of property or affiliates’ shares (Corporate
Tax Law, Article 5/ (1)-e).

Stock certificates acquired without charge will be disclosed in the notes of

balance sheets in terms of the number of this kind of stock shares acquired.

At the time of the acquisition of any stock shares without charge, stock
certificates acquired are recorded in the 242 Affiliates or 245 Subsidiaries accounts as
debit at nominal value and in the 640 Affiliates’ dividend income account as credit.
According to Corporate Income Tax Article 5/ (1)/a, dividend income from affiliates
falls within the scope of tax exclusions, and shall not be included in taxable profit.
Affiliates’ profit is also exempted from withholding income tax. (Income Tax Law

Atrticle 94/6-b-ii)

The US tax system subjects retained earnings to dividend taxes upon
distribution to shareholders, while contributed equity is returned to shareholders as a

non-taxable return of capital. From the shareholder’s (proprietary) perspective,
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therefore, retained earnings to should be valued on an after-dividend-tax basis, while

contributed equity should not.'*”
2.5.3.4. Valuation of Foreign Stock Shares

At the valuation date, foreign stock shares are valued at the acquisition cost
like Turkish stock shares. There is no difference between Turkish and foreign stock
certificates for the valuation. At this point a conflict often exists regarding the
classification of the securities as stock certificates or bonds. The main problem is that
some marketable securities are considered to be stock certificates in terms of the laws of
the country in which the security is issued; however, they are considered bonds under
Turkish laws and regulations. This is a crucial contrast for the valuation, since stock

certificates are valued at the acquisition cost and bonds are valued at the market price.

Foreign stocks are the marketable securities representing shareholders' rights
and are issued by foreign companies in accordance with their own countries' laws and
regulations.'** However, in order to value foreign stock shares at the acquisition cost,

they must qualify as stock certificates according to Turkish laws and regulations.

If foreign marketable securities can not be characterized as stock shares and are
instead accepted as bonds according to Turkish laws and regulations, they are valued at
the market value and their income for the term shall be included in taxable income. In
tax auditing, if any suspicious differences arise, it is the auditor’s responsibility to prove
that these differences represent a willful intent to evade paying taxes rather than

valuation differences.

On the other hand, the funds established in foreign countries nonetheless
utilizing Turkish Capital (known in Turkish as mustachioed funds) may indicate
discrepancies in accordance with the “Capital Market Law” and regulations governing

foreign Exchange for the activities in Turkey.

122 Michelle Hanlon, James N. Myers, Terry Shevlin, Dividend Taxes and Firm Valuation: A Re-
examination, Journal of Accounting & Economics, Volume 35, June 2003, p. 120.

124 Capital Market Board' Communique published in Official Gazette, dated: 20.03.1996 and Number:
22586.
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Stock share sales between related parties in terms of Corporate Income Tax

Law Article 5/1-c may be reported as an incidence of transfer pricing.

At the time of the acquisition of stock certificates without charge, the per stock
acquisition cost is recalculated. Stock certificates’ acquisition cost, including stock

certificates without charge, is calculated with the following formula:

Total acquisition cost/ (stock certificates without charge + pre-existing stock

certificates)
2.5.3.5. Issuance Premium of Stock Shares

The amounts arising from sales of stock shares which are issued and sold with
premiums are followed up “issuance premium of stock shares account. The issuance
premium is the difference between issuance price of shares and their nominal values.
These differences shall be accepted as money kept in reserve and followed up issuance

premium of stock shares items.
2.5.4. Investments in Associates

According to Turkish Tax Procedural Law, there is no difference between stock
shares and investment in associates for initial recognition. Both are valued at acquisition
cost. Carrying amount is not increased or decreased to recognise the investor’s share of

the profit or loss after the date of acquisition.

However per IAS, an investment in an associate shall be accounted for using

the equity method.'*

Under the equity method, the investment in an associate is initially recognised
at cost and the carrying amount is increased or decreased to recognise the investor’
share of the profit or loss of the investee after the date of acquisition. The investor’s

share of the profit or loss of the investee is recognised in the investor’s profit or loss.

125 1AS 28, paragraph 13.
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Distributions received from an investee reduce the carrying amount of the

. 126
mvestment.

On the other hand, “the issuance of a stock by a firm has always been a
nontaxable capital transaction to IRS.”'*" According to the Turkish tax system it is also

a nontaxable capital transaction.

In US taxation system, “for individual taxpayers, dividend income is taxed at a
higher effective rate than capital gains income. This penalty is often referred to as a
dividend tax penalty. An actively addressed question in the economics, accounting and

finance literature is whether a dividend tax penalty is capitalized into the return on a

. 128
firm’s common stock.”

2.5.5. Private/Public Sector Bills, Notes and Bonds
2.5.5.1. Valuation

According to the written regulations of the Bills and Bonds Market of the
Istanbul Stock Exchange, Article 2, the following marketable securities can be traded in

the Istanbul Stock Exchange:
- Government bonds
- Treasury bills
- Income participation notes
- Private sector bonds
- Asset - backed securities

- Commercial papers

126 TAS 28, paragraph 11.

127 John R.M. Hand, Terrance R.Skantz, The Economic Determinants of Accounting Choices: The Unique
Case of Equity Carve-Outs Under SAB 51, Journal of Accounting & Economics, Volume 24 No 2 December 1997,
p. 179.

128 Dan Dhaliwal, Oliver Zhen Li, Robert Trezevant, Is a Dividend Tax Penalty Incorporated into the
Return on a Firm’s Common Stocks, Journal of Accounting & Economics, Volume 35, June 2003, p. 155-156.
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- Bonds issued by public administrations and associations
- Other acceptable marketable securities

However only public sector securities are traded in the Istanbul Stock

Exchange.

Therefore, public sector securities are valued at the market price. The other
debt securities are valued at the adjusted buying price'® in which limited term income

shall be included in term taxable profit.

Although Eurobonds are exchanged in the international money markets and
their prices are formed in organized money markets, they are valued at adjusted buying

. 130
price.

Income participation notes shall be valued at adjusted buying price in
accordance with Turkish Tax Procedural Law, Article 279. If they are based on foreign

currency, exchange rate differences shall be included in the adjusted buying price.13 !

Bonds indexed to the inflation rate are also valued at the market price. If there
is no market price, they are valued by the calculating the limited term income, and this
income will be included in term taxable profit. Exchange rate differences, in addition to
interest income, are also included in term taxable profit for bonds indexed to an

exchange rate.

For fund participation certificates, even if less than 51% is invested in Turkish
stock shares, taxpayers may claim that there is no market in which these certificates can
be traded. Therefore they should be valued at acquisition cost. Tax auditors do not agree
with this comment. They say that fund participation certificates’ values are declared
daily and they are convertible to cash depending on these values in any time. Therefore

they shall be valued at market value.

129 The adjusted buying price is the acquisition cost plus income (including exchange rate differences) from
acquisition to the valuation date.

130 The Decree of the Fourth Office of Council of State, dated 15.03.2003 and Basis: 2002/2452, Decision
No: 2003/3203.

BI'M. Ali OZYER, Menkul Kiymetlerin Degerlemesi, Vergi Diinyasi, Number: 214, June 1999, p.76.
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2.5.5.2. Selling Coupons of Government Bonds

Government bonds are generally issued with coupons. Coupons are given to
buyers with the bonds at no extra charge. Bonds and coupons can be sold separately in

the secondary market. Their prices are separately formed in the dynamics of the market.

At the issuance date, bonds and coupons acquired are recorded in total in the
112 Public sector bills, notes, and bonds account. Coupons without charge are noted in
temporary accounts and when they are sold, the sales income from them is recorded in
the 642 Interest income account and included in term taxable profit. The applicable

temporary accounts are then balanced and closed.

For the buyers of coupons from the secondary market, they are assumed to be
just like bonds and are recorded in the Public sector bills, notes, and bonds account.
When they are sold, the sales profit is recorded in the 645 Gain on sale of marketable

securities account and included in term taxable income.
2.5.6. Futures, Forwards and Options

Futures, forward contracts and options are areas carrying potential risks for tax

deferment in Turkish tax accounting.

The primary issue in accounting for a futures contract is whether a change in
the market value of a futures contract should be recognized as a gain or loss in the
reporting period when the market price change takes place, or whether the gain or loss

should be deferred to a later date.'>

SFAS No. 80, “Accounting for Future Contracts” specifies two approaches for
recording and reporting future contracts. The market-value approach and the hedge-
deferral approach. There are two criteria that must be met if the hedge-deferral approach

) 133
is used for future contracts:

132 Thomas R. Dyckman, Ronald E. Dukes, Charles J. Davis; Intermediate Accounting, Fourth Edition,
Volume I, Irwin McGraw-Hill, 1998, p. 684.

133 Statements of Financial Accounting Standards No. 80, “Accounting for Future Contracts”, August
1984.
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-The item to be hedged exposes the company to market price or interest rate

risk.
-The futures contract reduces that risk and is designated a hedge.

The market-value approach must be used if the contract does not meet both
these two criteria. The market-value approach requires that all gains and losses due to
market price changes be recognized in the reporting period when the market value
changes. The hedge deferral approach must be used if both criteria are met. The hedge
deferral approach requires that all gains or losses due to market price changes be

deferred and recognized at the termination of futures contract.'*

Derivatives such as forwards and options are assets and liabilities and should

be reported in the balance sheet at fair value.'?

Fair value is the amount at which an asset or liability could be bought or sold
between two billing parties. Quoted market prices in active markets are the best
evidence of fair value and should be used if available. In the absence of market prices,
the prices of similar assets or liabilities or accepted present value techniques can be

used.'®
2.6. Receivables

Receivables are categorized under two main groups of activities. One is
operating activities and the other is non-operating activities. Receivables arising from
operating activities are stated in the trade receivables group of accounts. This group
consists of accounts receivable, notes receivable, deposits and guarantees given, and
other trade receivables. Receivables representing commercial (operating) activities from
the main company, affiliated companies and subsidiaries are obviously disclosed in

notes.

134 Thomas R. Dyckman, Ronald E. Dukes, Charles J. Davis; p. 684.

'35 Statements of Financial Accounting Standards No.133, “Accounting for Derivative Instruments and
Hedging Activities” 1998.

136 Statements of Financial Accounting Standards No. 107, “Disclosures About Fair Value of Financial
Instruments”, 1991.
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Receivables arising from non-operating activities are classified under the
“other receivables” group of accounts. This group of accounts consists of receivables
from shareholders, subsidiaries, affiliates and personnel as well as other miscellaneous
receivables. If receivables from shareholders, subsidiaries, affiliates and personnel arise
from operating activities, they must be categorized under the trade receivables group of

accounts and disclosed in notes.

All receivables arising from operating activities or non-operating activities are
basically treated in the same way from the tax audit viewpoint. Therefore, all

receivables should be considered under one main heading.
2.6.1. Valuation

Receivables are valued at the recorded value, which is the calculated value of
an asset shown in accounting records. Unmatured notes receivables are allowed to be
discounted to their value on the day of valuation. If any interest rate is stated on the
notes, this rate is applied to the discount. If no interest rate is stated, the Central Bank

Official discount rate is applied.13 !

As per IAS, a contractual right is a financial asset. A contractual right is to
receive cash or another financial asset from another entity; or to exchange financial

assets with another entity under conditions that are potentially favorable to the entity.13 8

When a financial asset is recognised initially, an entity shall measure it at its
fair value plus, in the case of a financial asset not at fair value through profit or loss,
that are directly attributable to the acquisition or issue of the financial asset or financial

liability."*

For the purpose of measuring a financial asset after initial recognition, IAS
39/45 classifies financial assets into four categories. One of them is loans and

receivables.

137 Tax Procedural Law, Article: 281.
138 TAS 32, paragraph 11.
1% Ibid, paragraph 43.
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After initial recognition, receivables shall be measured at amortised cost using

the effective interest method.'*°

Receivables based on foreign currency are valued at the market value of the
foreign currency written on the notes. If there is no market value for the foreign
currency, the exchange rate for the valuation is determined by the Ministry of Finance.
The foreign currency, which has an effective buying rate, is valued at that rate.
However, if there is no effective buying rate for the currency in question, the exchange

buying rate is used for the valuation.
2.6.2. Recognition of Receivables Based on Foreign Currency

Receivables denominated in foreign currency shall be valued at the end of the
year. On the valuation date, any positive exchange rate differences that have arisen from
receivables based on foreign currency are recorded in 646 Foreign exchange gains as
credit, and negative exchange differences are recorded in 656 Foreign exchange losses

as debit.
2.6.3. Discounting of Receivables

The difference in the value of receivables between the nominal (face) value and

present (current) value is called the discounting of receivables.

According to the Tax Procedural Law, notes receivable are allowed to be
discounted to their present value on the date of valuation. The rate of interest indicated
on the notes can be used for discounting. If there is no interest rate indicated on the

notes, the Central Bank's official discount rate can be used as the discount rate.

The amount of reduction for the notes receivable to their net present value is
calculated and recorded in the Discount of notes receivable (-) account as credit and the

Interest expense account as debit.

In order to be able to discount receivables for tax purposes, the receivables

must:

0 1AS 39, paragraph 46.
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- be recorded on a balance sheet

- be documented by a promissory note (a written promise to pay a stated

amount of debt at a stated time)
- have a maturity date (stated time)
- have arisen from trade (operating) activities

Notes receivable arising from non-operating activities and notes of
accommodation are not allowed to be discounted. If they are discounted, they will have

to be added to the taxable profit as non-deductible expenses pursuant to tax laws.

Taxpayers discounting unmatured notes receivable to the present value of the

valuation date must also discount unmatured notes payable in the same way.'*!

In the determination of the interest rate for discounting, if there is an interest
rate written on the notes, this rate shall be applicable. If not, the Central Bank interest

rate for short term advances shall be applicable as the interest rate.

According to accounting principles and Capital Market Law, the discounting of
undue receivables without notes to the present value of the valuation date is compulsory.
At the same time according to tax laws, these are non-deductible expenses. They shall

not be recorded as expenses for taxable income.

The value-added tax of receivables is also not allowed to be discounted. If it is
discounted, it shall also be added to taxable profit as non-deductible expenses in

accordance with tax law.

However there are some opinions they say the value added tax is also possible

to be discounted, since VAT is an element of entity’s receivable.'*?

41 Tax Procedural Law, Article 281.
'42 Ruling letter of the Ministry of Finance, dated 10.08.2001, number 42547.
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2.6.4. Doubtful Receivables

SFAS No. 5 (FASB 1975) requires that firms disclose an unaccrued loss if
there is a reasonable possibility that the firm has incurred such a loss. Firms must accrue

a loss contingency if it is probable and reasonably estimable.'*

The collectibility of receivables may become questionable in some cases. As
per Turkish Tax Procedural Law, depending on the conditions involved in the
acquisition and maintenance operating profit, receivables are to be considered doubtful

o 144
under the following circumstances:

1. Receivables involved in a lawsuit (that is, under consideration by a court of

law), or involved in the execution (enforcement stage) of a court’s decree.

2. Receivables demanded more than one time with a formal written request
(notice of protest) which are not deemed to be worthy of bringing a lawsuit and/or

execution against

Pursuant to the economic value at the valuation date, allowances for doubtful
receivables must be provided to adjust the value of an asset account. Under the
allowance method, an asset offset account (Allowance for doubtful receivable) is
established as a deduction from the face value of account receivables and they are stated

on balance sheets. Special situations for doubtful receivables are as follows:

1- Any guaranteed part of doubtful receivables shall not allowed to be reserved

as an allowance.

2- An allowance for doubtful receivables from shareholders can be allocated
only for the portion of the shareholder’s notes receivable which exceeds that

shareholder’s equity in the company.

143 Criste A. Gleason, Lilian F. Mills, Materiality and Contingent Tax liability Reporting, The Accounting
Review, Volume 77, No. 2, April 2002, p. 318.
144 Tax Procedural Law, Article 323.
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3- Doubtful receivables collected totally or partially in subsequent years are
included in taxable income as income for the year when collected. This situation does

not affect the previous year’s taxable income.

Doubtful receivables which have been recorded as expenses must be tracked in

all seriousness. Otherwise auditors may claim that they are not truly expenses.

Allowances for doubtful receivables are allocated in the year in which
taxpayers file suit or take the debtor to court (Different judicial decrees exist on the

subject).
2.6.5. Allowances for the VAT Part of Doubtful Receivables

Allowance for the VAT part of doubtful receivables is an issue which was
under debate. The Fourth Office of the Council of State, with its 20.12.2000 decision,
number 2000/5371, has rendered a decree in which the value added tax part of
receivables is not allowed to be discounted in accordance with Tax Procedural Law
Articles 281 and 285. The decree defines value added tax as receivable for the tax office
but not receivable for sellers and therefore not allowed to be written off under doubtful

receivables.

However Ministry of Finance has ended this debate through Tax Procedural
Law General Communiqué Serial Number 334. As per the communiqué, in order to be

able to allocate allowances for the VAT part of doubtful accounts:
- All conditions in Tax Procedural Law Article 323 shall be met,
- The receivables shall be recorded in related term’s records,

-The receivables shall be included in related term’s Value Added Tax

145
Returns.

195 Tax Procedural Law, General Communique, Number 334.
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2.6.6. Uncollectible Receivables

Receivables which have no possibility of being collected as to a judicial decree
or a document that gives a certain idea are defined as uncollectible (worthless)
receivables. On the date receivables are characterized as worthless, they are recorded as

. 146
loss at their recorded values.

Uncollectible receivables allowed to be recorded as loss must have affected

term profit/loss.""’

If any allowance has been provided earlier for the uncollectible receivables,
there is nothing to record loss again. However, if the receivable was not previously
classified as doubtful, on the date when it is named an uncollectible receivable, it loses
its economic value and is written off as an expense at the recorded value. It is allowed

as a deduction for the fiscal year in which it becomes worthless.

The purpose of this deduction is to give relief to taxpayers who will otherwise
have to pay tax for the recovery of bad receivables, since the receivable amounts were

reported as income but never collected.

The fact that a debt is deemed worthless and deducted for tax purposes in one
year, and later is collected in whole or in part, does not affect the previous taxable
income. The amount, which has been written off as worthless and used as a deduction

from taxable income, is then treated as income for the year when the debt is paid.

In the event of uncollectible receivables, instead of using the allowance
method, the write off method is used. Under the write off method, uncollectible
receivables (bad debts) are entered directly as a loss and no longer stated in the balance
sheets. Receivables are restated at their collectible amounts without allowances, since

uncollectible receivables will never be collected.

146 Tax Procedural Law, Article 322.
147 N. Kemal Giindiiz, Necati Per¢in, Amortismanlar ve Yeniden Degerleme, Yaklagim Publishing,
Ankara 1997, p.187.
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France is the only country in which firms fail to make provisions for

uncollectible amounts.'*®

On the other hand, as per Tax Procedural Law Article 324, relinquished
receivables shall be held in the corresponding account for at most three years. This is
income for the debtor. During the three years if it is not deducted from the debtor’s term

loss, it shall be added to the term profit of the third year.'*’

In the event of creditor and debtor companies mutually sign agreements (which
have been approved by notary) about creditor’s relinquish from their receivables, for
creditors, the receivables will be relinquished receivables depending on the agreement

document like a judicial decree or a document that gives a certain idea."’
2.6.7. IRS’s Audit Techniques for Notes and Accounts Receivable

As per Internal Revenue Service, analyzing notes and accounts receivable are

as follows:"!

-Check entries in the general ledger control accounts. Look for unusual items,

especially those which do not originate from the sales or cash receipts journals.

-Review detailed schedules of receivables for credit balances. This may
indicate deposits, advance payments or over payments which could be additional

income or unrecorded sales.

-Review detailed schedules for related party loans. Verify interest income is

being accrued.

-Selected credit sales should be traced from the original invoices and postings

through posting in the sales and accounts receivable journals.

148 Sanjai Bhagat, Ivo Welch, Corporate Research & Development Investments International Comparisons,
Journal of Accounting & Economics, Volume 19, 1995, p. 450.

199 Tax Procedural Law, Article 324.

150 Sjikrii KIZILOT, Council of State Decrees and Ruling Letters, 7th Book, Yaklasim Publishing,
Ankara, 2004, p. 1150.

51 www.irs.gov/pub
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-Determine whether accrued income on interest bearing notes or accounts (i.e.

finance charges) has been included in income.
2.6.8. Receivables from Related Parties

All receivables are required to be considered in terms of volume, maturity and
interest rates. If relatively high amounts of receivables from related parties at the date of
maturity are not collected or extended without overdue charges (or relatively low

overdue charges), this may be a case of thin capitalization and/or transfer pricing.

Probably the most efficient means of clandestine transfer of company revenues
(e.g. invisible profits) from the subsidiary to parent firm is through the transfer-pricing

mechanism. >

The transfer price between divisions is not a real transfer of money; it is

generally merely an accounting charge on the divisional books.'”

Basically “in the incidence of transfer pricing, income that is required to stay in

. .. T . . 154
the corporate body is transferred to entities or individuals in various ways.”

Where an asset is purchased with company money in the name of one of the

director shareholders this can give rise to a charge to tax as a distribution.'*®
2.7. Inventories

“Inventories are asset items held for sale in the ordinary course of business or
goods that will be used or consumed in the production of goods to be sold. The
description and measurement of inventory require careful attention because the
investment in inventories is frequently the largest current asset of merchandising (retail)

. . 156
and manufacturing businesses.”

152 http://www.bilgiyonetimi.org/cm/pages/mk]_gos.php

153 Richard A. Lambert, Contracting Theory and Accounting, Journal of Accounting & Economics,
Volume 32 No 1-3 December 2001, p. 66.

154 Mualla ONCEL, Kurumlar Vergisi Acisindan Sermaye Sirketlerinde Ortiilii Kazang ve Ortiilii
Sermaye, Published by Research Institude of Bank and Commercial Law, number: 131, Ankara, 1978, p. 5.

155 peter Vaines, Expensive Holidays, Accountancy, October 2002, p. 108.

136 Keiso, p.394.
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As per IAS 2, inventories are assets: "’
(a) Held for sale in the ordinary course of business;
(b) In the process of production for such sale; or

(c) In the form of materials or supplies to be consumed in the production

process or in the rendering of services.

Types of inventories vary depending on the nature of the business. As a part of
current assets, inventories consist of raw materials and supplies; work in process,

finished goods and merchandise inventory.

A merchandising (commercial) operation has only one type of inventory, which
are commercial goods. The costs of that inventory can be determined directly. They are
mostly the amounts charged by the supplier of the goods. Manufacturing operations, on

the other hand, carry three different types of inventories as follows.
1. Raw materials and supplies,
2. Work in process (semi-finished goods),
3. Finished goods.

Costs included in the various stages of inventory during the transformation of

raw materials into finished goods are the raw material costs, labor and overhead costs.
2.7.1. Valuation
According to Tax Procedural Law, inventories are valued at cost.!®

As per TAS, inventories shall be measured at the lower of cost and net

. 15
realizable value.'”

15T IAS 2, paragraph 6.
158 Tax Procedural Law, Article 274.
59 TAS 2, paragraph 9.
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Accordingly, inventories are valued at cost value and are stated at cost on
balance sheets. However, cost value can not exceed current market value. This is
referred to as the “lower-of-cost-or-market” rule which requires either a cost value
(historical cost) or a current market value (replacement cost) to be assessed, whichever
is lower. If the current market value is lower than the historical cost, current market

value shall be used in valuation.

Net realizable value is the estimated selling price in the ordinary course of
business less the estimated costs of completion and the estimated costs necessary to

make the sale.'®

According to Turkish Tax Law, there is a limitation for the LCM (lower of cost
or market). If the selling price of inventories is 10%, or more than 10% lower of their
historical cost at the valuation date, taxpayers are allowed to apply Tax Procedural Law
Article 267: Equivalent Value or Equivalent Charge (the second criteria is not applicable

here) instead of cost value. This criterion can also be applied for manufactured goods.
2.7.2. Cost of Inventories

According to Tax Procedural Law, goods bought or manufactured are valued

with cost value.'!

Cost value is the total amount of payments and all other expenses related to

. . . 162
acquire an asset and/or to increase its values.

The cost of an inventory item includes all expenditures incurred to bring the

. . .. .. . 163
1tem to 1ts existing condition and location.

In other words, cost value is an amount which refers to the total payments
made for the acquisition of an economic asset or else for the increase in its value, as

well as all expenses associated with them.

160 Ibid, paragraph 6.

161 Tax Procedural Law, Article 274.

' Ibid, Article 262.

163 Accounting Research Bulletin No. 43, “Restatement and Revision of Accounting Research
Bulletins”.
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The cost of inventories shall comprise all costs of purchase, cost of conversion
and other costs incurred in bringing the inventories to their present location and

condition.'®
2.7.2.1. Cost of Purchase

In the light of the cost value description given above, the cost value of goods

purchased is as follows:
- Acquisition cost

- Insurance expenses paid until the goods have arrived at their place of

employment

- Transportation, loading, unloading and porter expenses paid until the goods

arrive at the place of employment
- Finance expenses related to the goods

- For imported goods: the value of CIF (cost, insurance, freight) and import
duties, commissions and other expenses such as interest and commissions paid for

import deposits.

According to the Tax Procedural Law, warehousing and depreciation expenses
are not included in cost value, because these payments are not made for the acquisition

of an economic asset, or for it to increase in value.

Expenditures, which are required to be included in the cost of goods, but have

been recorded directly as expenses shall be checked.

As per IAS, the cost of purchase of inventories comprise the purchase price,
import duties and other taxes (other than those subsequently recoverable by the entity

from the taxing authorities), and transport, handling and other costs directly attributable

!4 1AS 2, paragraph 10.
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to the acquisition of finished goods, materials and services. Trade discounts, rebates and

other similar items are deducted in determining the costs of purchase.165

As per IAS, an entity may purchase inventories on deferred settlement terms.
When the arrangement effectively contains a financing element, that element, for
example a difference between the purchase price for normal credit terms and the amount

paid, is recognised as interest expense over the period of financing.'®
2.7.2.2. Costs of Production

The cost of production (finished goods and work in process) consists of the

following elements:'®’

1- Direct raw materials and supplies expenses: These are the physical items

that are transformed to become part of the finished goods.

2- Direct labor expenses: These are the labor costs to convert raw materials

into finished goods.

3- Factory overhead (general production expenses): This includes all

manufacturing costs other than the direct materials and direct labor costs.

4- General administration expenses (whether to include these in the production

cost or write them off directly as an expense is the taxpayer’s choice)

General administration expenses are the expenses beyond manufacturing.
These expenses are allowed to be given as a share of the cost of manufacturing goods or
to be written off as expenses directly. Taxpayers are free to choose one of them.
However, partial allocation is not allowed. After choosing one of them, it must not be

changed during the fiscal year.

165 Ibid, paragraph 11.
166 Ibid, paragraph 18.
167 Tax Procedural Law, Article 275.
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According to Value Added Tax Law, in cases in which the assessment of value
added tax shall be determined in terms of equivalent value, the general administration

expenses must be included in equivalent value.'®®

The cost of packaging for those products which are required to be sold in
packages must be included in cost value. If those products not required to be sold in
packages necessarily are sold in packages, the cost of the packages shall be recorded as

expenses directly in 760 Marketing, sales and distribution expenses.

Manufacturing wastages and discarded goods are valued with equivalent value
and recorded with these values. After that, these values are deducted from the

manufacturing cost and then the remaining cost shall be the manufacturing cost.

As per 1AS, the costs of conversion of inventories include costs directly related
to the units of production, such as direct labour. They also include a systematic
allocation of fixed and variable production overheads that are incurred in converting
materials into finished goods. Fixed production overheads are those indirect costs of
production that remain relatively constant regardless of the volume of production, such
as depreciation and maintenance of factory buildings and equipment, and the cost of
factory management and administration. Variable production overheads are those
indirect costs of production that vary directly, or nearly directly, with the volume of

. .. . .. 169
production, such as indirect materials and indirect labor.

Per IAS, administrative overheads that do not contribute to bringing
inventories to their present location and condition are excluded from the cost of
inventories.'® Likewise in General Communiqué of Uniform Chart of Accounts, the

portion of administrative overheads will not be shared to cost of production.'”!

168 yalue Added Tax Law, Article 27

199 1AS 2, paragraph 12.

170 Ibid, paragraph 16.

7! Nalan Akdogan, Maliyet Muhasebesi, Gazi Publishing, Tenth Edition, Ankara 2000, p. 67.
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2.7.3. Taking Physical Inventory

According to Tax Procedural Law, entities need to take physical inventory to
determine all assets, receivables and payables on the balance sheet date by means of
counting, measuring, weighing and evaluating the certain type and the nature, in detail,

of the inventory.172

However, in accordance with established practice, where an inventory based on
actual count, measure, weight, and evaluation is not feasible or available, an accurate

estimated inventory for the taxpayer is necessary for tax purposes.

Tax Procedural Law Article 190 states an exemption from taking inventory at
least once a year for pharmacies and big manufacturing companies which have a license
issued by the Ministry of Finance to be allowed to take physical inventory once every

two or three years.
2.7.4. Inventory Overages and Shortages

Waste, breakage, theft, improper entry, failure to prepare or record requisitions,
and any number of similar possibilities may cause the inventory records to differ from
the actual inventory on hand. This requires verification of the inventory records by
actual count, weight, or measurement. These counts are compared with the detailed
inventory records. The records are then corrected to agree with the quantities actually on

hand.'”

The reasons for the difference between recorded inventory and inventory on
hand must be identified and corrected with proper accounting recording entries. If the
reason for the deficiencies of inventory can not be identified, this is a loss of assets
causing reduction in the capital in reality. It can not be recorded as a loss for tax
purposes, because reduction of the capital, except for natural disasters, is not

deductible.!™

172 Tax Procedural Law, Article 186
173 Keiso, p-397
7% Income Tax Law, Article 88/3.
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To record as a loss, due to natural disasters, damages for taxable profit, a
judgment from the appraisal commission is required. Otherwise, no amount can be
recorded as a loss in terms of taxable income. However, it is possible to recognize it as a
loss for commercial profit even if there is no appraisal commission judgment. It is
recorded in the 689 other extraordinary expenses and losses account as debit. However

it is a non-deductible expenditure by tax law.

If the reason for the surplus inventory on hand is not known, the 397 Stock
count and delivery surpluses account is credited temporarily. If the reasons for surpluses
of the inventory on hand can not be identified, this difference creates a positive increase
between beginning and ending shareholders’ equity. According to Income Tax Law
Article 38, this kind of gap is part of the term profit. Therefore any surplus of the
inventory on hand is recorded in the 679 other extra ordinary income and profit account

as credit and included in taxable income.
2.7.5. Inventory Misstatements

As an essential part of accounting, inventories at the beginning and ending of
each fiscal year shall be taken into account to reflect a taxpayer’s income properly.
Correct inventory quantities shall be used in preparing true financial statements. In the
determination of the cost of goods sold by inventory misstatements in which items are
incorrectly included or excluded, the following possibilities should be taken into

consideration at the end of the period.

First assumption: The beginning inventory and purchases are recorded
correctly but not included in the ending inventory although they have not been sold. The
results understate the ending inventory, overstate the cost of goods sold, and understate

the net income. This situation requires penal tax assessment.

Second assumption: The beginning inventory and purchases are recorded
correctly but are included in the ending inventory in higher than actual quantities. The
results overstate the ending inventory, understate the cost of goods sold, overstate net

income for the current year, and understate net income for the next year. Therefore both
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years' net income will be wrong. If the audited year in which net income is understated,

this situation requires penal tax assessment regardless of the previous year.

Third assumption: The goods are not recorded as a purchase and are not
counted in the ending inventory. Results for accounting purposes are an understated
inventory and no effect on the cost of goods sold and net income, because the inventory
error offsets itself. However it requires penal tax assessment for tax purposes, since

these are unrecorded transactions.

Fourth assumption: The purchased goods have been recorded in higher than
actual quantities and are counted in the ending inventory. Results for accounting
purposes are an overstated inventory and no effect on cost of goods sold and net
income, because the inventory error offsets itself for the current year in accordance with

the following formula.
Beginning inventory + Purchases = Cost of goods sold + Ending inventory

However it requires penal tax assessment for the following year, since
beginning inventory and cost of goods sold will be overstated and net income will be

understated.
2.7.6. Inventory Cost Calculation Methods

The most common inventory cost calculation methods are: specific
identification, average, moving average, FIFO (first in first out), and LIFO (last in first
out). According to the General Communiqué concerning Tax Procedural Law 176,
pursuant to the definition of cost value, actual cost must be applied in determining

€Conomic assets.

In accordance with Tax Procedural Law amended article 274 prior to year of
2004, taxpayers were also allowed to measure the cost value of inventories with the last
in first out (LIFO) method as well as other methods of inventory valuation. However

from 01.01.2004, LIFO is not an allowed inventory valuation method for tax purposes
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According to the IAS 2, the cost of inventories of items that are not ordinarily
interchangeable and goods or services produced and segregated for specific projects

shall be assigned by using specific identification of their individual costs.'”

In order to apply specific identification of cost method, remaining amounts of

every group of inventories must be identified in the year end.'”

The cost of inventories other than those dealt with in paragraph 23 shall be
assigned by using the first-in, first- out (FIFO) or weighted average cost formula. An
entity shall use the same cost formula for all inventories with a different nature or use,

different cost formulas may be justified.'”’

Although the US has more detailed accounting regulations and disclosed items
than the rest of the world together, the remaining discretion is enough to have allowed
accounting researchers to produce an empirical comparative literature. There is
considerably more heterogeneity across sample countries. The US is unusual in that

LIFO is very common.'”®
2.7.7. Appropriateness Test of the Output Ratios and the Wastage Ratios

In tax auditing, the output (production) ratios of the sector the company works
in shall be compared with the company's output ratios (derived from the company's
records) to measure whether they corroborate each other or whether they have some

deficiencies in comparison.

In the application of output ratios, wastage ratios for the sector and the
company shall be used in determining the quantity of goods manufactured. Wastages are
the disappearing or remaining parts of the supply and materials during the
manufacturing process. If there is a normal wastage ratio arising from the nature of the

work, an appraisal commission decision is not required.

15 1AS 2, paragraph 23.

176 M. Emin Akyol, M. Kiigiik, Ticari Emtianin Degerlemesi ve Muhasebe Kayitlari, Turmob
Publishing, 2000-16.

T1AS 2, paragraph 25.

'78 Sanjai Bhagat, Ivo Welch, p. 450.
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Abnormal amounts of wasted materials, labor or other production costs shall be

excluded from the cost of inventories.
2.7.8. Allowances for Value Decrease of Inventories

According to Tax Procedural Law Article 278, damages due to the result of
fire, earthquake, or flood, or in cases of spoilage, decay, breakage, cracking, or rust if
there are important value decreases in inventories’ economic value, their valuation shall
be provided by the equivalent value method, pursuant to Article 267 of the Tax

Procedural Law.

However, the above mentioned value decreases must fall within the scope of
normal commercial necessities. Beyond these reasons for the value decreases of
inventories (for example in the case of the goods which are stolen or lost), equivalent
value is not allowed to be applied. Therefore, they are non-deductible expenses for tax

purposes.

Taxpayers claiming their inventories have lost value in the ways mentioned in
Tax Procedural Law Article 278 must prove this to the appraisal commission. To record
a loss due to natural disasters for taxable purposes, a decision of the appraisal
commission is required. The last date to apply to the appraisal commission is the last
day of the fiscal year. However, if the value decrease has arisen from casualty losses, an
application must be made as soon as possible without waiting for the last day of the

fiscal year.

2.7.9. Recognition of the Value Decrease of Inventories

The allowance account is used to record allowances adjusting physical and
economic losses incurred in the value of inventories because of natural disasters,

damages, obsolescence, or other reasons.

According to the Turkish uniform chart of accounts, when the market value
decrease of the inventories has been determined, the 654 Provision expenses account is
debited and the 158 Allowance for decrease in value of inventories account is credited.

When these inventories are either used in business or sold, then a comparison is made
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with the related inventory account and the provision is transferred to the 644 Provisions

no longer required account.
2.7.10. Value Added Tax for Goods in Casualty Losses

According to Value Added Tax Law Article 30/c (with the amendment dated
05.02.2000), the value added tax of goods in casualty losses except earthquake and
flood shall not be deducted from calculated value added tax. Prior to the amendment
dated 5.2.2000, the exemption for earthquakes and floods was not within the scope of
the article. Therefore the Value Added Tax of all goods in casualty losses shall not have
been deducted from calculated value added tax. After 5.2.2000, the Value Added Tax
belonging to those goods lost in earthquakes or floods shall be deducted from calculated

value added tax.

In addition to the value added tax of the goods in casualty losses (except in
earthquakes and floods), the value added tax of goods which have been stolen or lost are
also not allowed to be deducted from the value added tax calculated on taxable

transactions, because they are non-deductible expenses for tax purposes.
2.7.11. Inventories per Internal Revenue Service

As per Internal Revenue Service for specific techniques for analyzing

inventories are as follows:'”’

-Obtain year-end physical inventory sheets and verify that all quantities and

costs have been accurately extended.

-Reconcile total inventory per physical inventory sheets to amounts per books.

Investigate any differences.

-Compare costs per physical inventory sheets to cost per purchase invoice, job

cost reports, etc.

17 www.irs.gov/pub
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-Review the general ledger for inventory write downs, reserves for

obsolescence or other decreases to inventory and test for propriety.
-Check for gross profit variations and investigate any significant differences.
-Verify year and purchases were included in the ending inventory.

-Verify direct costs have been allocated to ending inventory (i.e., freight in,

duty taxes, packaging materials, etc.).

-Determine whether all applicable indirect costs have been properly allocated
to all items of ending inventory. (i.e., raw materials, work-in-process, and finished

goods).
-Verify that ending inventory is the same as the prior year’s ending inventory.

-Verify the ending inventory is the same as the subsequent year’s beginning

inventory.
2.8. Tangible Fixed Assets

Tangible fixed assets are assets acquired for use in the regular operation of a
business. They are expected to provide benefits with an estimated useful life of longer

than one year.

According to the Turkish Uniform Chart of Accounts, tangible fixed assets are
classified as lands, land improvements, buildings, plant machinery and equipment,
motor vehicles, furniture and fixtures, other tangible fixed assets, construction in
progress and advances given. All these sub-accounts are listed in 25 Tangible fixed

assets in Uniform Chart of Accounts.

All tangible fixed assets excluding land are subject to depreciation. Although
land is not subject to depreciation, land improvements which face deterioration are
subject to depreciation. Depreciation of tangible fixed asset accounts is stated under 257

Accumulated depreciation (-), which lasts throughout the life of the asset.
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In IASs, there are three types of tangible fixed assets:
1- Property, plant and equipment are tangible items that:'®

(a) are held for use in the production or supply of goods or services, for rental

to others, or for administrative purposes; and
(b) are expected to be used during more than one period.

2- Investment property is property (land or a building-or part of a building-or
both) held (by the owner or by the lessee under a finance lease) to earn rentals or for

capital appreciation or both, rather than for:'®!

(a) use in the production or supply of goods or services or for administrative

purposes; or
(b) sale in the ordinary course of business.

Owner-occupied property is property held (by the owner or by the lessee under
a finance lease) for use in the production or supply goods or services or for

. . 182
administrative purposes.

3- An entity shall classify a non-current asset (or disposal group) as held for
sale if its carrying amount will be recovered principally through a sale transaction rather

than through continuing use.'®

2.8.1. Valuation
2.8.1.1. Valuation in General

The initial measurement of a tangible fixed asset shall be at cost, including any
expenditure which is necessary to bring the asset into a working condition. Subsequent

related expenditures are also to be included in the cost if they increase the future

'801AS 16, paragraph 6.
181 TAS 40, paragraph 5.
182 1AS 40, paragraph 5.
'83 IFRS 5, paragraph 6.
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economic benefit of the asset. Expenditures incurred after initial recognition must
increase the future economic benefit of the asset to be included in the cost. Otherwise,

they will be recorded as expenses directly.

In valuation after recognition, tangible fixed assets are valued at cost model. As
per cost model, assets shall be carried at its cost less accumulated depreciation.
Revaluation practice has been abolished from the beginning of the year 2004 in Tax
Procedural Law. Prior to 2004, income and corporate taxpayers (except privileged
companies) keeping books on a balance sheet basis might revalue their depreciable
fixed assets and their accumulated depreciations at the end of each accounting period by
multiplying their balance sheet values with the revaluation rate declared by the Ministry

of Finance for that year.

Prior to abolition “If the revalued fixed asset is sold, the revaluation fund
related to this asset should be treated as accumulated depreciation, according to the
Turkish Tax Procedural Law. However this is impossible when the revaluation fund is

added to the capital.184

This means when calculating the cost (or net book value) of a revalued fixed
asset during sales, the revaluation fund amount related to this asset will be deducted
from the book value (revalued acquisition cost) together with its accumulated

depreciation, if the revaluation fund hasn't been added to the capital yet.185

UK generally accepted accounting principles (GAAP) permit fixed assets to be
recognized in financial statements at revalued amounts. Under UK GAAP managers can
increase or decrease the carrying value of assets when asset values fall. Upward
revaluations are discretionary and not permitted under US GAAP, whereas, as under US

GAAP, dawn ward revaluations are required when asset values fall.”!8¢

184 Necdet Sensoy; Selected Topics on Turkish Tax Accounting, Marmara University Publishing,
Number: 550, istanbul 1994, p.55.

185 Necdet Sensoy, p.56.

1% David Aboody, Mary E. Barth, Ron Kasznik; Revaluation of Fixed Assets and Future Firm
Performance: Evidence from the UK, Journal of Accounting & Economics, Volume 26 No 1-3 January 1999, p.
150.
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Companies Act of 1985 sets forth UK GAAP for asset revaluations,
specifically, Alternative Accounting Rules, Part C, Schedule 4. UK GAAP permits
upward revaluations of long lived assets, including many types of intangible assets, but
not goodwill. Dawn ward revaluations are required for all long lived assets, including

goodwill, when the assets carrying amount exceeds its net realizable value.'®’

As per US GAAP, a tangible plant asset is initially recorded in the accounting
records at its acquisition cost. The acquisition cost includes the purchase price (less any
cash discount) plus all other reasonable and necessary expenditures to prepare the asset
for use in operations. Therefore, the cost of a computer would include such costs as
transportation, special wiring and site preparation, installation, and test runs. The cost of
a building would include permit fees, excavation and grading costs, architectural and
engineering fees, and construction costs. For assets constructed for a firm's own use,
portions of the interest expense used to finance the construction are considered part of

the asset cost and debited to the plant asset.'®®

Valuation as per IAS; 1- An item of property, plant and equipment that qualifies

for recognition as an asset shall be measured at its cost.'®

An entity shall choose either the cost model or the revaluation model as its
accounting policy and shall apply that policy to an entire class of property, plant and

- 190
equipment.

According to “cost model” after recognition as an asset, an item of property,
plant and equipment shall be carried at its cost less any accumulated depreciation and
any accumulated impairment losses.'”! As per “revaluation model” after recognition as
an asset, an item of property, plant and equipment whose fair value can be measured

reliably shall be carried at a revalued amount, being its fair value at the date of the

137 David Aboody, Mary E. Barth, Ron Kasznik; p. 152.

138 FASB Statement No. 34, “Capitalization of Interest Cost” (as amended by FASB Statements No. 58
and 62).

139 TAS 16, paragraph 15.

1% Ibid, paragraph 29.

"1 Ibid, paragraph 30.
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revaluation less any subsequent accumulated depreciation and subsequent accumulated

. : 192
1mpairment losses.

2- An investment property shall be measured initially at its cost. Transaction

costs shall be included in the initial measurement.'’

An entity shall choose as its accounting policy either the fair value model or

the cost model and shall apply that policy to all of its investment property.'>*

After initial recognition, an entity that chooses the fair value model shall

measure all of its investment property at fair value (except inability to determine fair

value reliably).'”

After initial recognition, an entity that chooses the cost model shall measure all

of its investment property at cost model.'*®

3- An entity shall measure a non-current asset (or disposal group) classified as

held for sale at the lower of its carrying amount and fair value less costs to sell.
2.8.1.2. Valuation in Tax Procedural Law

All properties as a part of entities are valued at cost value. According to Tax

Procedural Law, below mentioned assets are valued like properties:197
-Detailed and integral parts of real estate;
-Installation (electricity/plumbing/gas/central heating) and machines;
-Ships and other vehicles,

-Intangible assets (Non-material rights),

192 Ibid, paragraph 31.
193 Ibid, paragraph 20.
%4 Ibid, paragraph 30.
13 Ibid, paragraph 33.
1% Ibid, paragraph 56.
197 Tax Procedural Law, Article 269.
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Equipments are valued at cost value. Cost value includes commissions and

shipping charges besides purchase price.198

2.8.2. Determination of the Cost Value

In addition to the acquisition cost (base purchase price), cost value properties

consists of the following expenditures:199

1. Those involved in the acquisition of machines and equipment: customs

duties, outlays made for shipping and installation expenditures.

2. Those concerning the acquisition of land expenditures, incurred in preparing
the land for use, such as excavating and grading of an existing building and the removal
of unwanted existing structures. If any income is provided from an existing building’s

materials, it should be recognized as a cost deduction for parts.

3. Notary, court, value appraisal, broker and announcement expenditures,
special consumption tax, and real estate purchase tax are all either added to the cost
value or recorded as expenses for the current period. Taxpayers are free to choose one of

these two options.

In cases where buildings and ships are constructed or machines and equipment
are manufactured, the cost of construction or production of these tangible fixed assets

replaces the purchase cost.”*

In determining the cost of newly-constructed buildings, the cost of all materials
expended in the construction and any other expenses incurred must be included in the

cost.

The cost of properties which has been constructed consists of the following

items:

-The cost value of the land on which the real estate will be constructed.

1% Ibid, Article 273.
19 1bid, Article: 270.
200 1hid, Article 271
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-If there is an existing building on the land on which real estate will be
constructed, the cost of tearing it down and clearing the land (however, salvage value

must then be deducted)
-Any undepreciated part of the existing building which has been torn down
-Materials of construction
-Labor expenses

-Notary, court, value appraisal and deed registry fees; if preferred, these may

be added to cost value instead of being written off as direct expenses

In a tax audit, the cost of tangible fixed assets manufactured or constructed for
use by a business entity has to be compared with their estimated cost in order to
determine whether there are important differences between the realized and estimated

costs.

Property sales between related parties, in terms of Corporate Income Tax Law

Article 5-(1)/c, may be reported as an incidence of transfer pricing.
2.8.3. Interest Expenses and Exchange Rate Differences

Interest expenses paid or accrued for loans used in the acquisition of tangible
fixed assets shall be included in the cost value of the asset by the end of the fiscal year
in which the tangible fixed assets are capitalized. However, after the end of the fiscal
year, interest expenses paid or accrued may be included in the cost of the tangible fixed

asset or written off as an expense for the year in which the interest is accrued or paid.201

In the same way, exchange differences for loans used in the acquisition of
tangible fixed assets shall be included in the cost value of the asset by the end of the
fiscal period in which the tangible fixed assets are acquired. However, in subsequent

years, they may be included in the cost of the tangible fixed asset and will be subject to

201 General Communique of Tax Procedural Law, Serial Number 163.
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depreciation or written off as an expense for the year in which the interest is accrued or
4,202

pai

Taxpayers are free to choose either to include interest expenses and exchange
rate differences in the cost or to write them off as expenses directly after the year they
are capitalised. Partial allocation is not allowed. After one is chosen, it shall not be
changed. If including the expense/difference in the cost is preferred, after the year they

are capitalized, they shall not be subject to revaluation and cost value increases.

Loan interest and/or exchange differences shall not be recorded directly as

expenses for the capitalization term.

As per IAS, the cost of an item of property, plant and equipment is the cash
price equivalent at the recognition date. If payment is deferred beyond normal credit
terms, the difference between the cash price equivalent and the total payment is
recognised as interest over the period of credit unless such interest is recognised in the
carrying amount of the item in accordance with the allowed alternative treatment in IAS

23'203

Borrowing costs shall be recognised as an expense in the period in which they
are incurred, except to the extent that they are capitalised in accordance with paragraph
11.2% Borrowing costs that are directly attributable to the acquisition, construction or

production of a qualifying asset shall be capitalized as part of the cost of that asset.””

A qualifying asset is an asset that necessarily takes a substantial period of time

to get ready for its intended use or sale.**

Under the allowed alternative treatment, borrowing costs that are directly
attributable to the acquisition, construction or production of an asset are included in the
cost of that asset. Such borrowing costs are capitalised as part of the cost of the asset

when it is probable that they will result in future economic benefits to the entity and the

202 1bid, Serial Number 163 and 187.
203 1AS 16, paragraph 23.

204 TAS 23, paragraph 10.

25 Ibid, paragraph 11.

206 Ibid, paragraph 4.
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costs can be measured reliably. Other borrowing costs are recognised as an expense in

the period in which they are incurred.””’

2.8.4. Increase in Cost Value

Excluding expenditures for normal maintenance, repair and cleaning, any
expenditure which increases the value of real estate, or expands the physical size of the
real estate shall be added to the cost value.””® Expenditure which increases the value of
tangible fixed assets is capitalized and depreciated pursuant to Tax Procedural Code
Article 313 and the related articles. But this capitalization and depreciation is dependent

on the expenditures extending the useful life or expanding function and usefulness.

If the expenditures extend the usefulness and function of the real estate, they
shall be added to the cost value of the real estate and capitalized for depreciation. If they
increase the usefulness and function, depreciation allocations are dependent on the main
assets' depreciation period. These allocations shall not exceed this period. However, if
they extend the useful life of an asset, they are capitalized and depreciated over 5 years
with 20% allocated for each year regardless of the assets' remaining depreciation. On
the other hand, the normal maintenance, repair and cleaning expenditures of real estate

are not capitalized. They are written off as expenses directly.

Similarly as per IAS, an entity does not recognise in the carrying amount of an
item of property, plant and equipment the costs of the day-to-day servicing of the item.

Rather, these costs are recognized in profit or loss as incurred.””

Parts of some items of property, plant and equipment may require replacement
at regular intervals. An entity recognised in the carrying amount of an item of property,
plant and equipment the cost of replacing part of such an item when that cost is incurred

. .. .. 210
if the recognition criteria are met.

207 Ibid, paragraph 12.

208 Tax Procedural Law, Article 272.
209 TAS 16, paragraph 12.

219 1bid, paragraph 13.
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2.8.5. Value Added Tax of Manufactured or Constructed Assets

Prior to the amendment of Value Added Law Articles 3/d, 10/f, 20/3 and 31, in
the case of depreciable tangible fixed assets manufactured or constructed for use by
business entities, they were assumed to have been delivered”'' and had to be computed
with VAT. Value added tax calculated in this way would be deducted in three

installments.?'> However this has not been effective from 1.1.1999.
2.8.6. Value Added Tax Paid for the Acquisition of Automobiles

As a general rule, Value Added Tax paid for acquisitions can be deducted from
the Value Added Tax calculated on taxable transactions. However there is a special

regulation exists for automobiles.

Except for those automobiles used by entities whose total or partial activities
consist of renting cars out or the use of cars in various types of operations, the Value
Added Tax paid as stated on invoices in the acquisition of automobiles is not allowed to

be deducted from the Value Added Tax calculated on taxable transactions.’"

The Value Added Tax paid on the acquisition of automobiles shall be included
in the cost value (capitalized) or expensed directly at the discretion of the taxpayer, but

it is not allowed to be deducted from calculated VAT.>'*

With the amendment of Individual Tax Law Article 68/7, self-employed

taxpayers are also allowed to write off as expenses for automobiles, if they are included

in inventory records.”"

21 VATL,Repealed Article 3/d.

212 1bid, Repealed Article 31.

213 1bid, Article 30/b.

214 value Added Tax, General Communique, Number 23.
215 Individual Income Tax Law, Article 68/7.
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2.8.7. Depreciations
2.8.7.1. Depreciations in General

Tangible fixed assets included in inventory records that are ready to be used by
a business entity actively and are expected to be used for more than one year incurring
physical wear, tear and obsolescence, are subject to depreciation. Furniture and fixtures
costing less than 520 YTL for the year 2006 is allowed to be treated as expense items
directly.*'®

valued at lower than 520 YTL.

Depreciable fixed assets shall not be expensed directly, unless they are

In order to be depreciated, using of capitalised tangible fixed assets is not a
requirement.”’’” According to Ozturk, it is not required to use and to have tangible fixed

asset in the entity to be depreciated.218
As per IAS, depreciation of an asset begins when it is available for use.*"”

The depreciable amount of an asset shall be allocated on a systematic basis

over its useful life determined by Ministry of Finance with General Communiqués.

As per IAS, the useful life of an asset is defined in term’s of the asset’s
expected utility to the entity. The estimation of the useful life of the asset is a matter of

judgment based on the experience of the entity with similar assets.”?’

Ministry of Finance is authorized to determine and change depreciation rates

221
when needed.

As per IAS, each part of an item of property, plant and equipment with a cost

that is significant in relation to the total cost of the item shall be depreciated

separately. 222

216 Tax Procedural Law Article 313.

217 The Decree of the Fourth Office of the Council of State, dated 23.01.1978, Basis 1977/1418, Decision
1978/165.

218 Bunyamin Ozturk, Donem Sonu Envanter ve Degerleme, 4th Edition, 2006, Maliye ve Hukuk
Publishing, p.392.

219 TAS 16, paragraph 55.

220 1bid, paragraph 57.

221 Tax Procedural Law, Article 318.
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In the year in which tangible fixed assets are capitalized, depreciation may be
calculated by applying either the straight line or diminishing balance method (declining

balance method).

Tax depreciation and amortization can differ significantly from financial

.. . . 223
deprematlon and amortization.

No matter which day of the year the tangible fixed assets have been acquired
(except automobiles), they shall be depreciated for the whole year. In the year in which

a tangible fixed asset is sold, depreciation may not be calculated.

Depreciation expenses for past years in which depreciation has not been
allocated, whether intentionally or unintentionally, may not be allocated at any ensuing

years.

Land is not subject to depreciation”** because it has an unlimited life. Other
types of tangible fixed assets do not last forever, because of physical deterioration such
as wear and tear and other factors such as obsolescence and inadequacy; they are
therefore subject to depreciation. Buildings are subject to depreciation, but they are

depreciated at their value before revaluation.

As per IAS, land and buildings are separable assets and are accounted for
separately, even when they are acquired together. With some exceptions, such as
quarries and sites used for landfill, land has an unlimited useful life and therefore is
depreciable assets. An increase in the value of the land on which a building stands does

not affect the determination of the depreciable amount of the building.*”

222 TAS 16, paragraph 43.

223 Micheal J. Calegari, The Effect of Tax Accounting Rules on Capital Structure and Discretionary
Accruals, Journal of Accounting & Economics, Volume 30 No 1 August 2000, p.8.

224 Tax Procedural Law, Article 314.

223 1AS 16, paragraph 58.

79

www.manaraa.com



Whether the usefulness of a plant asset is terminated by physical deterioration
or by obsolescence, it is the objective of depreciation accounting to spread the cost of

the asset over the years of its usefulness in a systematic and sensible manner.**®

Therefore depreciation is a process of cost allocation. It is not a process of
valuation. Also, depreciation is not a process of generating funds to replace a particular
asset. By matching depreciation expenses against revenues, we attempt to recover the

original monetary investments in noncurrent assets made in the past.”*’
2.8.7.2. Methods of Calculating Depreciation

A number of alternative depreciation methods are used to calculate periodic
depreciation charges. Each of them gives different results in determining income for
book purposes as well as for tax purposes. The methods in the Tax Procedural Law that

can possibly be used for calculating depreciation charges are described as follows:

(1) The straight line method: This determines a uniform portion of the asset’s
cost which must be allocated to each fiscal period equally. The formula is expressed as

follows:

Cost of asset - Salvage value/ Number of years in estimated useful life of

asset= Depreciation expense for each year
Mostly the salvage value is assumed to be zero.

Prior to 01.01.2004, Tax Procedural Law Article 315 stated that the maximum
straight line depreciation rate was 20 %. However, the Ministry of Finance could
determine and proclaim different depreciation rates which will be higher or lower than
20 %. In the General Communiqué of Tax Procedural Law Article 153, different
depreciation rates have been proclaimed by the Ministry of Finance, in which buildings

are subject to a 2% depreciation rate.

226 Johnson L. Glenn, Gentry A. James, Finney and Miller’s, Principles of Accounting Introductory,
1982, p. 287.
227 Spiller A. Earl, Financial Accounting, R. D. Irwin, 1971, p.273.
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From the beginning of 2004, taxpayers depreciate their tangible fixed assets
with rates which will be determined and declared by Ministry of Finance. In the
determination of rates which will be declared, useful life of assets shall be taken into

. . 208
consideration.

Taxpayers using the straight line method for depreciation at the outset cannot

later use the declining-balance method.

According to the ruling letter of the Ministry of Finance, in order to be
depreciated, it is not necessarily required that tangible fixed assets be used during the
periods over which a depreciable asset is expected to be used by the enterprise. Even if
they are not used and not expected to undergo physical wear and tear, a decrease in

value still occurs with the passing of time.*”

(2) The declining-balance method: The use of the declining-balance method
results in larger depreciation expenses during the early years of an asset’s life and
smaller depreciation expenses in later years. According to the Tax Procedural Law, in
the declining balance method, the depreciation is calculated by using twice the straight
line rate. In the following years, after deducting the accumulated depreciation from the

acquisition value, the remaining cost will be subject to depreciation each year.
This method uses twice the straight line rate, but not more than 50 %2

Taxpayers using the declining-balance method for depreciation at the
beginning can use the straight line method. At this time, the remaining amount is

depreciated in equal parts over the remaining years.

Tax considerations may lead firms to prefer accelerated depreciation and rapid

. 231
asset write offs.

228 Tax Procedural Law, Article 315.

229 Ministry of Finance, Determination letter dated 20.03.1997 and number 11804.

230 Tax Procedural Law, Repeated Article 315.

21 David A. Guenther, Danging Young; The Association between Financial Accounting Measures and Real
Economic Activity: a Multinational Study, Journal of Accounting & Economics, Volume 29 No 1 February 2000, p.
55.
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(3) Extraordinary depreciation method: The extraordinary depreciation method

is allowed if tangible fixed assets which are subject to depreciation:23 2

1. Lose their value partially or completely due to disasters such as fire,

earthquake, or flood;

2. Become partially or completely unusable because of new inventions

reducing the technical productivity and value of the asset;

3. Are exposed to higher than normal wear and tear because of excessive

productivity, time spent in use, etc.

If any one of the above mentioned cases is applicable, taxpayers can apply to
the Ministry of Finance for the determination of an extraordinary depreciation rate with
a written application. All evidence must be attached to the written application and

submitted to the Ministry of Finance.

As per IAS, a variety of depreciation methods can be used to allocate the
depreciable amount of an asset on a systematic basis over its useful life. These methods
include the straight line method, the diminishing balance method and the units of

production method.*

Extraordinary depreciation method is not an allowed in IAS. However, “to
determine whether an item of property, plant and equipment is impaired, an entity

applies IAS 36 Impairment of Assets.”**

2.8.7.3. Depreciations for Automobiles

As a general rule, no matter which day of the year tangible fixed assets have
been acquired, they shall be depreciated for the whole year. However there exists a

special regulation for automobiles.

232 Tax Procedural Law, Article 317.
23 1AS 16, Article 62.
23 1bid, paragraph 63.
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Except for automobiles used by entities whose total or partial activities consist
of renting cars out or the use of cars in various types of operations, automobiles shall be

depreciated in the short term. The formula to compute depreciation is as follows:
Depreciation for a year x the number of months left / 12

The month in which automobiles are capitalized is accepted as a complete

month.

For those entities whose total or partial activities consist of renting cars out or
the use of cars in various types of operations, no matter which day of the year a tangible

fixed asset has been acquired, it is allowed to depreciate for the whole year.

With the amendment of Individual Tax Law Article 68/7, self-employed
taxpayers are also allowed to write off as expenses of automobiles, if they are included

s 235
1n 1ventory records.

In tax auditing, automobiles sold at a value lower than their insurance value
may create a problematic situation. Automobiles especially sold to personnel at a value
lower than their insurance value shall be deemed as wages and the difference between

the market price and the sale price is considered wages.
2.8.8. Casualty Losses in Tangible Fixed Assets

Tangible fixed assets and their depreciation should be eliminated from the
balance sheet when no future economic benefits can be expected from them. However,
those taxpayers who claim their tangible fixed assets have lost their value because of

natural disaster or fire must prove it to the appraisal commission.

In order to record a loss due to natural disasters for taxable purposes, the
decision of the appraisal commission is required. The last date to apply to the appraisal
commission is the last day of the fiscal year. However, if the value decrease has arisen
from casualty losses, the application must be made as soon as possible without waiting

for the last day of the fiscal year.

235 Individual Income Tax Law, Article 68/7.
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2.8.9. Depreciable Assets per IRS

As per Internal Revenue Service for specific techniques for analyzing

depreciable assets are as follows:**

-Determine if costs relating to the acquisition and installation of assets,

leasehold improvements, etc. have been capitalized with the appropriate useful life.

-Ascertain if the taxpayer has transferred assets to a related party for less than

fair market value.

Determining arm’s length prices for transfers of intangibles is usually more
difficult than for transfers of tangibles. As revealed by Shindler and Henderson’s survey
(1985), the majority of tax audits (80 %) on transfer pricing by the US Internal Revenue

Service examines the transfer of tangibles.237
2.9. Leasing

Turkish Tax Laws and related regulations did not distinguish between finance
(capital) leases and operating leases prior to 01.07.2003. With a provision added to Tax
Procedural Law Repeated Article 290 which is effective on or after 01.07.2003, finance

lease valuation has been regulated.

Prior to 01.07.2003, in practice, the assets in lease transactions were subject to
be allocated as depreciation and revaluation by lessors. Lessees did not have the right to

allocate depreciation and revaluation.

In accordance with Tax Procedural Law Article 283, lease payments are

required to be recorded in the term the lease belongs to, not the term the lease payment

is made.?®

236 www.irs.gov/pub

BTK. Hung Chan, Lynne Chow, An Emperical Study of Tax Audits, Journal of Accounting & Economics,
Volume 23 No 1 May 1997, p. 96.

238 M. Ali Ozyer, Vergi Usul Kanunu ve Uygulamasi, Third Edition, December 2004, Published by
Association of the Board of Tax Experts, p. 535.
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In an operating lease, rent is recognized on a straight-line basis. If rental
payments are uneven, the total scheduled payments ordinarily would be expensed

equally over the lease term.”

There are judicial verdicts and opinions which state that “finance lease costs

may be recorded in the term they are accrued as required by lease contracts.**’

Lease amounts paid in respect to finance lease contracts can be recorded as

expenses in the term in which they are paid or accrued as in a payment plan.**!
2.9.1. Leasing per Tax Procedural Law and IAS

Pursuant to Tax Procedural Law Repeated Article 290, a finance lease is
defined as all the substantial risks and rewards incident to ownership which rest with the
lessee no matter whether or not possession of the leased object will be transferred to the

lessee at the end of the lease.

The lessee has the right to allocate depreciation for the finance lease at market
value or net present value of lease payments, whichever is lower. Interest expenses are

recorded as expenses separately in the year they belong to.

The lessor still has the right to allocate depreciation for any residual value

according to the following formula:
Net balance sheet asset value - Net present value of lease payments.

Of course if the net present value of the lease payments is bigger than the net
balance sheet asset value, profit will arise and then there is no residual value to be

depreciated. Interest income is recorded as income separately in the year it belongs to.

In lease transactions, if any of the following criteria is met, the lease termed to

be called as finance lease. Otherwise it is called an operating lease:

23 Financial Accounting Standard Board Technical Bulletin 85-3, “Accounting for Operating Leases With
Scheduled Rent Increases, 1985, par 1.

240 The Decree of the Board of Tax Sue Offices of Council of State, date 24.01.1997 and Base: 1995/336 ve
Decision: 1997/80.

241 Advice Comission of the Board of Tax Experts; the Decision Number 286/1, Date 28.05.1999.
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-Transferring ownership to lessee at the end of the lease period,

-Having a right to buy the asset on the part of the lessee with a value lower

than fair value,
-A Leasing period which is more than 80% of its useful life,
-The net present value of the lease payments is more than 90% of fair value.

Similarly, according to SFAS 13, a lessee should classify a lease transaction as
a capital lease if it includes a noncancelable lease term and one or more of the four

criteria listed below:
1-The agreement specifies that ownership of the asset transfers to the lessee.
2-The agreement contains a bargain purchase option.

3-The noncancelable lease term is equal to 75% or more of the expected

economic life of the asset.

4-The present value of the minimum lease payments is equal to or greater than

90%of the fair value of the asset.”*?

Noncancelable in this context is cancelable by permission of the lessor or a

new lease with the same lessor.?*

According to Tax Procedural Law Repeated Article 290, concerning lessees,
the liabilities arising from using the rights of assets which have been subject to financial
leasing transactions and the liabilities arising from contracts made are valued with

market value or net present value, whichever is lower.

Concerning lessors, receivables arising from contracts are valued at the total of
all payments which will be made during the lease period. Assets which have been

subject to leasing are valued at the amount which is the net balance sheet value — the net

242 Statement of Financial Accounting Standards, No. 13, par.7, “Accounting for Leases” 1980.
243 Statement of Financial Accounting Standards, No. 98, par.22, “Accounting for Leases: Sale and
Leaseback Transactions Involving Real Estate, ” 1988.
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present value of lease payments. If this value is zero or negative, the difference is
processed as if the assets will be sold. The difference capitalized receivables amount —

net present value of lease payment is valued at unearned revenues for future terms.

With a provision added to Tax Procedural Law Repeated Article 290 which is
effective on or after 01.07.2003, leasing as per Turkish Tax System and IAS almost

became same.

As per IAS, a lease is an agreement whereby the lessor conveys to the lessee in
return for a payment or series of payments the right to use an asset for an agreed period
of time. A finance lease is a lease that transfers substantially all the risks and rewards
incidental to ownership of an asset. Title may or may not eventually be transferred. An

operating lease is a lease other than a finance lease.***

For valuation of IAS, at the commencement of the lease term, lessees shall
recognise finance leases as assets and liabilities in their balance sheets at amounts equal
to the fair value of the leased property or, if lower, the present value of the minimum

lease payments, each determined at the inception of the lease.*®

Per IAS, a finance lease gives rise to depreciation expense for depreciable

assets as well as finance expense for each accounting pelriod.246

Similarly Turkish system in IAS, lease payments under an operating lease shall
be recognised as an expense on a straight-line basis over the lease term unless another

systematic basis is more representative of the time pattern of the user’s benefit.**’

Under UK GAAP, most standard property leases are treated as operating leases.
While this may also be the case under IFRS, a review of each lease will be necessary to

determine this. IFRS requires the land and building elements of a lease to be considered

244 1AS 17, paragraph 4.

245 TAS 17, paragraph 20.
246 TAS 17, paragraph 27.
24T 1AS 17, paragraph 33.
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separately, unless title to the land expected to pass by the end of the lease, then the land

. - 248
element is an operating lease.

Under IFRS finance lease treatment may be required for some building leases.
This leads to a radically different presentation in the accounts. The lessor is required to
account for the lease as a finance transaction de-recognising the leased assets (building)
and recognizing the finance lease receivable. The rental payments it receives are then
split between an operating lease element for the land and finance lease capital and

interest elements on the building.249

“SFAS No.13 mandated that lessees capitalize many leases that were formerly
operating. Mandated capitalization of leases of leases also has the potential to adversely

2% Ernst & Ernst illustrates™' that reported income

affect lessees’ reported income.
under the operating method is higher early in the lease life because the rental expense
under the operating method is less than the sum of the initial interest and depreciation
expense under capitalization. Later in the life of any individual lease, the interest
expense on the capitalized leased diminishes so the income advantage of the operating

method also diminishes.**
2.9.2. Lease Payments Exceeding Depreciation Charges

According to Financial Leasing Law Article 9, assets subject to leasing are
transferred to the lessee, including ownership rights. According to Financial Leasing
Law Article 6, rental costs and payments are freely decided by lessee and lessor. And, in

Financial Leasing Law Article 7, contracts may not be revoked for at least 4 years.

Generally in the early years of leasing, taxpayers select high lease payments
and write off the rental cost as an expense. This often creates big tax advantages when

compared to the depreciation expenses.

248 Andrew Marshall, Structural changes, Accountancy, March 2004, p. 93.

249 Andrew Marshall, p. 93.

20 Samir El-Gazzar, Steve Lilien, Victor Pastena, Accounting for Leases by Lessees, Journal of
Accounting & Economics, Volume 8, No.3, October 1986, p. 218.

! Ernst&Ernst, 1977, Accounting for leases, Financial reporting developments, Retrieval no.38674,
March 1977.

252 Samir El-Gazzar, Steve Lilien, Victor Pastena, p- 218.
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Tax auditors sometimes report high lease payments as non-deductible expenses
for taxable income. The deductible lease payments can not exceed the depreciation
expenses. Auditors say that lease payments related to future terms, even if they have
been paid or accrued in the first year pursuant to the contract, shall be recognized as

prepaid expenses for future years.

However, The Tax Lawsuit Office of the General Assembly of the Council of
State, with its 24.01.1997 decision (number 1997/80), have rendered a final verdict
which states that financial leasing costs can be recognized as expenses for the term in

which they are accrued, regardless of the amount, to determine taxable income.

In tax audit reports, this means auditors must prove that differences have arisen

from intent to evade paying tax.

Another important tax audit issue is leasing transactions between related

persons not in accordance with arm’s length principle.
2.9.3. Leasehold Improvements

The expenditures made by lessees to extend the useful life or to expand the
function and usefulness of leased depreciable fixed assets are called leasehold

impI'OVCI’IlCIltS COsts.

According to Tax Procedural Code Article 327, leasehold improvement costs
can be depreciated during the term of the lease in equal amounts. In the case of the
lessee’s leaving before the expiration date of the lease contract, the leasehold
improvement costs that have not yet depreciated are recorded as expenses at one

: 253
time.

If the term of a lease is uncertain, the depreciation period shall be 5 years.
However if the term of the lease is determined, it should still be depreciated over its
estimated useful life or the remaining term of the lease, whichever is of shorter duration.

The declining balance method can not be used for leasehold improvements, since Tax

253 Tax Procedural Law, Article 327.
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Procedural Law Article 327 rules that equal amounts are used for depreciation.
Revaluation was permitted to be made for leasehold improvements after the amendment

(beginning 29.07.1998) of Repeated Article 298 of the Tax Procedural Law.

If a lessee makes expenditures for expanding the leased asset, or to increase its
value, and regains these expenditures at the end of the lease contract, the special cost
value method may not be employed. These items can be depreciated by the lessee

separately.
2.10. Renewal Fund

According to Tax Procedural Law Article 328, the difference between the cost
value and sale price of tangible fixed assets is realized as profit or loss. However,
depending on certain specific conditions, a gain on the sale of fixed assets is noted

under the renewal fund account on the liability side and not subject to taxation.

In the case of tangible fixed assets sold, the cost value of tangible fixed assets,
accumulated depreciations, and revaluation funds are removed from the records and

they are not stated on the balance sheets subsequent to the removal date.
The conditions that must be met to set aside a renewal fund are as follows:

-The asset sold must be replaced with the same type of asset from the

standpoint of the nature of the business, or

-A decision and action to buy a replacing asset must have been made by the

managers of the company,

-Profit arising from selling the tangible fixed assets must be noted in a special

fund account under profit reserves on the liability side of the balance sheet,

-The fund must be used within three years for the depreciation of a new asset

purchased,

-Books must be kept on a balance sheet basis
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According to the Uniform Chart of Accounts, the 549 Special funds (renewal
funds) account can be used to track the selling profit. The renewal fund may not be
added to the capital unlike the revaluation fund and escalation fund of cost. Moreover, if
the fund is withdrawn from the entity or transferred to other accounts, it shall be subject
to taxable income. After three years, if the renewal fund has not yet been used, it shall

be added to the taxable income for the third year.

The selling of tangible fixed assets between holding companies and related

parties must also be considered as a potential sign of transfer pricing.

In order to use renewal fund benefits, the corresponding conditions must be
met. Renewal must be necessary for business requirement or business management

must have been decided for renewal and set about buying tangible fixed asset.
2.11. Intangible Assets

Intangible assets are items lacking physical substance (e.g., goodwill) or
representing a right granted by the government (e.g., patent, trademark) or by another

company (e.g., franchise).”>*

Indeed, the valuation of many companies now heavily depends on their

intellectual property assets.”

They consist of patents, copyrights, licenses, customer lists, brand names,
franchises, trademarks, trade names, service brands, import quotas, computer software,

marketing rights, specialized know-how, government granted franchises and goodwill.

Under international accounting standards and US GAAP, intangible assets are
defined as both current and non current assets that lack physical substance. In the
Turkish Uniform Chart of Accounts, intangible assets are classified under non current

assets.

254 Joel G. Siegel, Jae K. Shim, Dictionary of Accounting Terms, Third Edition, Barron’s Educational
Series, Inc., p.230.
33 Peter Rayney, Another Brick in the Wall, Accountancy, January 2003, p. 113.
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Intangible assets have two main characteristics. 1- They lack physical
existence. Intangible assets derive their value from the rights and privileges granted to

the company using them. 2- They are not financial instruments.>*®

Like the Turkish Accounting System, FRS 10 (Goodwill and Intangible Assets)

defines “intangible assets” as non-financial fixed asset that: >’
-have no physical substance;

-can be separately identified (i.e., they can be sold separately from the

business); and

-can be controlled through legal rights (such as patent or custody or

confidential data).
2.11.1. Valuation

Intangible assets are valued at cost including all costs of acquisition and
expenditure, such as purchase price, legal fees, and other expenses necessary, to make

intangibles ready for use or to create them.

According to Tax Procedural Law Article 313, intangible assets are subject to
amortization and an amortizable amount should be allocated at cost value. Cost values
are recorded in the related intangible assets account as debit. If their useful life is
known, the amortization period will be this period; if it is not known, then equal

amounts spread over five years will be the amortization period.

The cost of each type of intangible asset should be amortized by systematic

charges to income over the period estimated to be benefited.”®

Therefore the main rule is that the amortizable amount of an intangible asset
should be allocated on a systematic basis over the best estimate of its useful life. In

order to do this the amortization method used should reflect the pattern in which the

236 Statement of Financial Accounting Standards No. 142, Goodwill and Other Intangible Assets.
257 peter Rayney, p.114.
238 ATICPA Opinions of the Accounting Principles Board, No. 17, “Intangible Assets” 1970.
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asset’s economic benefits are expected to be consumed by the enterprise. If that pattern
cannot be reliably determined, the straight-line method should be used. Furthermore,
intangible assets are amortized on a straight-line basis, since tax practice requires a

straight-line approach.

As well as the above mentioned legal regulations, there is a ruling letter given
by the Ministry of Finance which explains that intangible assets such as patents, rights

and computer programs are allowed to be amortized.””

According to IAS 38, an intangible asset shall be measured initially at cost.”®
Expenditure on an intangible item that was initially recognized as an expense shall not

be recognized as part of the cost of an intangible asset at a later date.”'

After recognition, an entity shall choose either the cost model or the
revaluation model as its accounting policy. If an intangible asset is accounted for using
the revaluation model, all the other assets in its class shall also be accounted for using

. . 262
the same model, unless there is no active market for those assets.

The accounting for an intangible asset is based on its useful life. An intangible
asset with a finite useful life is amortised and an intangible asset with an indefinite

useful life is not.>®?

In accordance with IAS 36 Impairment of Assets, an entity is required to test an
intangible asset with an indefinite useful life for impairment by comparing its

recoverable amount with its carrying amount.

An asset is carried at more than its recoverable amount if its carrying amount

exceeds the amount to be recovered through use or sale of the asset. If this is the case,

23 Ministry of Finance Ruling Letter, dated 15.12.1995, number 70020 and dated 03.02.2000, number
4638.

260 1AS 38, paragraph 24.

26! Ibid, paragraph 71.

262 Ibid, paragraph 72.

263 bid, paragraph 89.
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the asset is described as impaired and the Standard requires the entity to recognize an

. - 264
impairment loss.

In performing the review for recoverability, the company would estimate the
future cash flows expected to result from the use of the asset and its eventual
disposition. If the sum of the expected future net cash flows (undiscounted) is less than
the carrying amount of the asset, an impairment loss would be measured and

. . . . . 265
recognized. Otherwise, an impairment loss would not be recognized.

FRS 10 requires goodwill and intangible assets to be amortized or written off
against profits over their useful economic lives. There is a rebuttable presumption that

the economic life of goodwill can not exceed 20 years.**

Intangible assets, most of which are not recognized as accounting assets is
firms’ financial statements, because intangible assets are of substantial economic
importance for many firms and the effects of their non recognition is currently under

debate in the accounting profession.”®’
2.11.2. Transfer Pricing of Intangible Assets

Today’s world is increasingly knowledge-based, “where ideas, concepts and
unique people skills are often essential to a company’s commercial success. Indeed, the

valuation of many companies now heavily depends on their intellectual property (IP)

. - 268
assets, which can command a large premium on sale.”

One of the factors linked to the effective operation of transnational businesses,

and hence to the growth of related-party trade, is the increasing role of valuable

9

intangibles in the economy.26 A recent global transfer pricing survey has drawn

264 1AS 36, paragraph 1.

265 Statement of Financial Accounting Standards No. 121, Accounting for the impairment of long lived
assets, Norwalk, Conn.; FASB, 1994.

266 peter Rayney, p.114.

267 Mary E.Barth, Ron Kasznik, Share Repurchases and Intangible Assets, Journal of Accounting &
Economics, Volume 28 No 2 December 1999, p. 212.

28 peter Rayney, Another Brick in the Wall, Accountancy, January 2003, p.113.

269 Robert Turner, Ernst and Young, Study on Transfer Pricing, Working Paper, December 1996, p.1.
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attention to a changing focus for tax authorities worldwide.”™ In future years, transfer
pricing and issues associated with intangible... will be higher on the radar screen of tax

authorities than ever before.>”!

Valuation, ownership, and transfer pricing methods applied to inter affliate
intangible asset transactions, difficulties could arise when MNEs seek to provide
revenue authorities with the required documentation regarding those transactions.”’?
Transfer pricing is one of the most common tax audit issue for MNEs, since they are
expected, “from the standpoint of the respective tax authorities, to warrant the highest

tax base possible to each and every country where they operate”273

In the case that there have been any transactions with related parties (domestic
taxpayers or foreign entities); the attributes of all transactions are considered in terms of

arm’s length principle from the perspective of tax auditing.
2.11.3. Leasing Transactions from Abroad

Leasing transactions of intangible assets (such as franchising and royalties)
from abroad are subject to value added tax. According to VAT Law Article 9, the party
based in Turkey is responsible for withholding and submitting Number 2 VAT Returns

to the related tax office.
2.11.4. Computer Software Costs

Computer software packages and systems are normally valued at cost value.
Similar to computers and machinery, under normal circumstances software packages
and systems are capitalized and amortized over five years in equal amounts. However
the Ministry of Finance is authorized to permit extraordinary amortization rates, if

necessary.

20 Ernst and Young, “Transfer Pricing 2003 Global Survey: Practices, Perceptions and Trends, p.12.

2! Ernst and Young, International Tax Services, Transfer Pricing Brief, “Tax Authorities Closely
Watching Intangibles in the Transfer Pricing Context,” June 8, 2004, p.1.

272 Ernst and Young, p.8.

23 TInternational Chamber of Commerce, U.S., Transfer Pricing Documentation, Number: 180-
46/1rev.9 final, p.1.

95

www.manaraa.com



According to the Statement of Financial Accounting Standards No.86, All
computer software costs must be expensed until the company has completed planning,
designing, coding, and testing activities necessary to establish that the product can be
implemented to meet its design specifications. Subsequent costs incurred should be

capitalized and amortized to current and future periods.274

Capitalized software costs should be valued at the lower of unamortized cost or
net realizable value. If net realizable value is lower, then the capitalized software cost

should be written down to this value.>”

Financial analysts have reacted almost uniformly against any capitalization.
They believe software costs should be expensed because of the rapid obsolescence of
software and the potential for abuse that may result from capitalizing costs

inappropriately.*’®

All software costs shall be capitalized and amortized in current and future

. 277
periods.

As per Turkish taxation application, computer programs shall be capitalized as

intangible fixed assets.

As a rule of thumb, the asset should be classified as either an intangible asset or
a tangible asset based on a relative or comparative dominance or significance of the
tangible or the intangible component (or element) of the asset. For instance, computer
software that is not an integral part of the related hardware equipment is treated as
software (i.e., as an intangible asset). Conversely, certain computer software, such as the
operating system, that is essential and an integral part of a computer, is treated as part of
the hardware equipment (i.e., as property, plant and equipment as opposed to an

intangible asset).”’®

74 Statement of Financial Accounting Standards No.86.

275 Keiso, p.617.

276 Keiso, p.618.

27 SFAS No. 86, Accounting for the Costs of Computer Software to be Sold, Leased, or Otherwise
Marketed, August 1985.

8 Wiley IFRS 2005, p.237-238.
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On the hand, “an enterprise’s own web site that arises from development and is
for internal or external access is an internally developed intangible asset that is subject
to the requirements of IAS 38. All expenditure on developing such a web site shall be

. : 279
recognised as an expense when incurred.

2.11.5. Leasehold Improvement

Any amounts paid by lessee to make physical improvements constituting an
integral part of leased property are recorded as an intangible asset referred to as a
leasehold improvement. Accountants consider this asset to be intangible because,
although the improvement represents tangible property, the leased possesses only the

legal right to use the improvement during the remaining life of the lease.”*

Leasehold improvements are classified as intangible assets because the
improvements revert to the lessor at the end of the lease. Leasehold improvements are
amortized over the remaining term of the lease or life of the improvements, whichever

. 281
1s shorter.

Like other assets, its cost is allocated as depreciation expense over its useful
life of the asset or the lease term. Theoretically, such assets can be recorded in accounts
descriptive of their nature, such as buildings or plant. In practice, the traditional account
title used is leasehold improvements. Also, traditionally, depreciation sometimes is
labeled amortization when in connection with leased assets and leasehold
improvements. Both depreciation and amortization refer to the process of allocating an

. o 282
asset’s cost over its useful life.

Excluding maintenance, repair and cleaning expenses, 264 Leasehold

improvements consists of expenses which are made for improvements or increasing the

279 SIC-32: Intangible Assets-Web Site Costs, paragraph 7 and 8.

280 penne Ainsworth, Dan Deines, R. David Plumlee, Cathy Xanthaky Larson, Introduction to
Accounting: An Integrated Approach, Volume II, Irwin McGraw, 1997, p. 667.

21 Thomas R. Dyckman, Roland E. Dukes, Charles J. Davis, Intermediate Accounting, Volume I, Forth
Edition, Irwin McGraw Hill, 1998, p. 599.

282 1. David Spiceland, James F. Sepe, Lawrance A. Tomassini, Intermediate Accounting, Volume II,
Second Edition, Irwin McGraw Hill, 2001, p. 679-680.
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economic value of leased immovable which will be left to the owner at the end of the

lease term.

Expenses made are debited to the 264 Leasehold improvements account. If
within the leasing period, these expenses are depreciated or the leasing period is longer

than five years, they are depreciated over five years in equal amounts.

The expenditures made by lessees to extend the useful life or to expand the
function and usefulness of leased depreciable fixed assets are called leasehold
improvement costs. According to Tax Procedural Law Article 327, leasehold
improvement costs can be depreciated over the term of the lease in equal amounts. In
the case of the lessee’s leaving before the expiration date of the lease contract, the
leasehold improvement costs that have not yet been depreciated are recorded as

expenses at one time.

If the lessee sells the leasehold improvements to the lessor before the
expiration date of the lease contract, the lessee has to make out an invoice and calculate
VAT. Any income/profit arising from this transaction is recorded in 679 other
extraordinary income/profit accounts as credit, and any expense/loss is recorded in 689
other extraordinary expense/loss accounts as debit. To close corresponding accounts;
268 Accumulated depreciation is recorded as debit, 264 Leasehold improvement is
recorded as credit. Even the leasehold improvements are transferred to the lessor for

free, they are still subject to VAT at equivalent value.

If the leasing period is not determined and will be longer then 5 years, tax laws
require the longest depreciation period to be five years. However there is no limitation
for generally accepted accounting standards. Therefore even if five years are exceeded,
leasehold improvements can be accepted as expenses in determining commercial
income. However, these amounts will be accepted as non-deductible expenses in

determining taxable income.

All VAT related to leasehold improvements is allowed to be deducted

completely in the term (month) in which the expenses are incurred.
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If the term of the lease is uncertain, the depreciation period shall be 5 years.
However if the term of the lease is determined, it should still be depreciated over its
estimated useful life or the remaining term of the lease, whichever is of shorter duration.
The declining balance method can not be used for leasehold improvements, since Tax
Procedural Law Article 327 states rules that equal amounts are to be used for
depreciation. Revaluation is permitted to be made for leasehold improvements after the

amendment (beginning 29.07.1998) of repeated Article 298 of the Tax Procedural Law.

If a lessee makes expenditures for expanding the real estate, or to increase its
value, and regains these expenditures at the end of the lease contract, the special cost
value method may not be employed. These items can be depreciated by the lessee

separately.
2.11.6. Establishment and Organization Expenses

According to Tax Procedural Law Article 282, first establishment and
organization expenses which have been capitalized are valued at recorded value.”
However whether these expenses are either to be capitalized or written off as expenses
directly is optional for corporate income tax payers (Personal income taxpayers are

required to write them off as expenses at one time).

Corporate Tax Law Article 8/ (1)-b states that first establishment and
organization expenses are allowed to be deducted from revenues for the determination

8% (If these expenses are capitalized, amortizations which will be

of corporate income.
allocated in accordance with Tax Procedural Law are recorded as expenses). If
corporations which have selected capitalization are dissolved within five years, the

remaining part of these expenses is recorded as expenses in the corresponding year.

Generally accepted accounting principles that apply to established operating

enterprises shall govern the recognition of revenue by a development stage enterprise

283 Tax Procedural Law, Article 282.
284 Corporate Income Tax Law, Article 8/(1)-b.
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and shall determine whether a cost incurred by a development stage enterprise is to be

charged to expense when incurred or is to be capitalized or deferred.”®

2.11.7. Research and Development Expenditures

Research is original and planned investigation undertaken with the prospect of
gaining new scientific or technical knowledge and understanding. Development is the
application of research findings or other knowledge to a plan or design for the
production of new or substantially improved materials, devices, products, processes,

systems or services before the start of commercial production or use.

In Turkey’s practice, like first establishment and organization expenses,
research and development expenses which have been capitalized shall be valued at
recorded value. Whether these expenses are either to be capitalized or to written off as
expenses directly is optional for corporate income tax payers. Personal Income tax

payers are required to write them off as expenses at one time.

Prior to Law Number 5228, which amended Corporate Income Tax Law Article
14/6, 20 % of yearly corporate income tax could be deferred over three years without
interest, unless research and development expenditures did not exceed the companies’
own expenditures. Deferred tax was to be paid over three years in equal amounts with

corporate income tax installments.

With the amendment of Corporate Income Tax Law Article 14/6 (from
31/07/2004) and New Corporate Income Tax Law (from 01/01/2006) Article 10/ (1)-a;

Taxpayers are allowed to deduct 40% of these research and development
expenditures that are solely related to new technology and information research in

: . 287
business enterprises.

Deductions shall not be calculated from either those portions of expenditures

which include expenditures not directly related to R&D or amortized deductions for

285 Statement of Financial Accounting Standards, Accounting and Reporting by Development Stage
Enterprises, No.7 Par.10.

286 TAS 38, paragraph 8.

87 Corporate Income Tax Law Article 10/(1)-a.
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depreciable fixed assets not used in R&D activities. The Ministry of Finance is
authorized to determine the required documents, procedures of research and
development expenditures and the scope of expenditures. (See General Communiqué
number 86 published by the Ministry of Finance). Taxpayers can deduct research and
development expenses from taxable income in yearly corporate or personal income tax

returns.

As per IAS, expenditure on research shall be recognized as an expense when it
is incurred.”®® An intangible asset arising from development shall be recognized, if, an
entity can demonstrate the technical feasibility or completing the intangible asset so that

it will be available for use or sale.”®’

IAS states that in the research phase of an internal project, an entity cannot
demonstrate that an intangible asset exists that will generate probable future economic
benefits. Therefore, this expenditure is recognized as an expense when it is incurred.”
Development costs may be capitalized and amortised over future periods in determining
accounting profit but deducted in determining taxable profit in the period in which they

are incurred.”"

Prior to 1975, U.S. firms were permitted to capitalize R&D costs.””> The
difficulties in accounting for the research and development expenditures are identifying
the cost associated with particular activities, projects, or achievements and determining
the magnitude of the future benefits and length of the time over which such benefits
may be realized. Because of these latter uncertainties, the accounting profession has
standardized and simplified accounting practice in this area by requiring that all

research and development costs be charged to expense when incurred.””

288 AS 38, paragraph 54.

89 Ibid, paragraph 57.

>0 Ibid, paragraph 55.

2V TAS 12, paragraph 17/c.

2 Gerald 1. White, Ashwinpaul C. Sondhi, Dov Fried, The Analysis and Use of Financial Statements,
Second Edition, John Wiley & Sons, Inc. 1997, p. 332-333.

293 Statement of Financial Accounting Standards No.2, Accounting for Research and Development Costs,
par.2.
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A country that requires R&D expenditures to be capitalized and amortized,
such as Finland, will have a higher accrual index than a country that requires R&D

expenditures to be immediately expensed.294

The debate surrounding the accounting for R&D expenditures evolves around
the trade-off between the expected benefits of the expenditures-which might qualify
them as an asset, and the uncertainty surrounding these benefits- which precludes them

- 295
from being recorded as assets.”

A firm’s tax environment will also influence its investment decisions including
R&D investments. Firms typically expense R&D in the year they are incurred, and tax
credits are available to off set R&D expenditures.””® However, the higher corporate tax
rates in the future (correlated with current tax rates) may provide a disincentive to

invest.?’
2.11.8. Goodwill

Goodwill is often identified on the balance sheet as the excess of the cost over
the fair value of the net assets acquired. According to Tax Procedural Law, goodwill is

valued at recorded value.”*®

All amounts paid as goodwill are recorded in the 261 Goodwill account as
debit. In the year it has occurred, goodwill shall be capitalized and started to be
amortized over useful life in equal amounts. However VAT paid for goodwill can be

deducted at one time in the corresponding month.

Goodwill amortization should be computed using the straight-line method

unless another method is deemed more appropriate.

24 Mingyi Hung; Accounting Standards and Value Relevance of Financial Statements: An International
Analysis, Journal of Accounting & Economics, Volume 30 No 3 December 2000, 405-406.

295 Charles Shi, On the Trade-off between the Future Benefits and Riskiness of R&D: A Bondholder’s
Perspective, Journal of Accounting & Economics, Volume 35, No.2, June 2003, p. 250.

296 Hall, B.H., 1992, Investment and Research and Development at the Firm Level: Does the Source of
Financing Matter?, Working paper.

297 Sangai Bhagat, Ivo Welch, p. 447.

298 Tax Procedural Law, Article 282.
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Goodwill is recorded only when an entire business is purchased because
goodwill is a “going concern” valuation and cannot be separated from the business as a

whole.?”

Positive goodwill is an asset which arises for numerous reasons, but cannot be
realised separately from the business as a whole. The only way its value can reliably be

ascertained is by selling the business.*”

As per IAS, internally generated goodwill shall not be recognized as an asset
because it is not an identifiable resource (i.e. it is not separable nor does it arise from
contractual or other legal rights) controlled by the entity that can be measured reliably at

301
cost.

For purchased goodwill, SSAP 22 allowed two methods. The normally
accepted treatment would be to write off goodwill immediately against retained reserves
brought forward. Under this method, goodwill would never be shown as an asset in the
balance sheet. The alternative treatment was to carry goodwill as an intangible fixed
asset, to be amortised over its estimated useful life. It was not allowable to carry

goodwill at cost indefinitely.**®

Accounting for Goodwill, permitted both methods to be used, without
expressing a preference, and even allowed either method to be used selectively for each
different acquisition. In practice, nearly all British companies choose immediate write-

off to reserves as their policy for all acquisitions.3 03

FRS 10 states that amortisation should be on a systematic basis, and there is a

rebuttable presumption that useful lives will not exceed 20 years. No residual value may

2% FASB Discussion Memorandum 1976, Conceptual Framework for Financial Accounting and Reporting
Elements of Financial Statements and Their Measurements, Keiso, p.602.
% www.accountingweb.co.uk/cgi-bin/item
30T TAS 38, paragraph 48.
302 www.accountingweb.co.uk/cgi-bin/item
303 Ron Peterson, “Straining Goodwill” Accountancy, June 2002, p. 101.

103

www.manaraa.com



be attached to goodwill, and the straight line method of amortisation should normally be

used. >

UK GAAP permits upward revaluations of long lived assets, including many
types of intangible assets, but not goodwill. Downward revaluations are required for all
long lived assets, including goodwill, when the assets carrying amount exceeds its net

. 305
realizable value.

In certain purchase business combinations, the purchase price is less than the
fair value of the net assets acquired. The difference has traditionally been referred to as
“negative goodwill”. Some people suggest that since arm’s length transactions usually
favor neither party, the likelihood of the acquirer obtaining a bargain is considered
remote, and apparent instances of negative goodwill are more often the result of
measurement error (i.e. fair values assigned to assets and liabilities were incorrect to
some extent) or of a failure to recognize a contingent or actual liability (such as for
employee payment). However, negative goodwill can also derive from the risk of future

losses. >

Negative goodwill should be shown separately on the face of the balance sheet,
below the goodwill heading; a subtotal for the net amount of positive and negative
goodwill should be shown. Negative goodwill should be written off to P&L in the

periods expected to benefit from the associated assets.”"’
2.12. Depleteble Assets

Depleteble assets include expenses that: have a limited life due to the timing
and intensity of production operations, or are closely related to certain assets, or are

made for assets which are wholly subject to consumption. The accounts in this group

304 www.accountingweb.co.uk/cgi-bin/item

305 David Aboody, Mary E. Barth, Ron Kasznik; Revaluation of Fixed Assets and Future Firm
Performance: Evidence from the UK, Journal of Accounting & Economics, Volume 26 No 1-3 January 1999, p.
152.

39 Barry J. Epstein, Abbas Ali Mirza, IFRS: Interpretation and Application of International
Accounting and Financial Reporting Standards, 2005, John Wiley & Sons, Inc. p. 356-357.

7 www.accountingweb.co.uk/cgi-bin/item
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are research expenses and preparation and development expenses, both of which are

related to natural resources.

Research costs are valued at cost and recorded in 271 Research expenses. That
cost is capitalized and depleted in terms of natural resource quantity and reserves, if
exploration efforts are successful. If they are unsuccessful, the cost is written off as a

loss to 659 other extraordinary expenses/losses.

Preparation and development expenses are also valued at cost and recorded in
272 Preparation and development expenses. That cost is capitalized and depleted in
terms of quantity and reserve of natural resources, if exploration efforts are successful.
If they are unsuccessful, the cost is written off as a loss to 659 other extraordinary

expenses/losses.

As per IAS, exploration and evaluation assets shall be measured at cost.*%
After recognition, an entity shall apply either the cost model or the revaluation model to

the exploration and evaluation assets. g

2.13. Prepaid Expenses and Accrued Revenues

Prepayment (payment in advance) is a payment made for goods or services
before they are received. It is treated as deferred debits under the accruals concept, and
it is shown as a debit balance under debtors in the circulating assets of the balance

310
sheet.

As it is necessary to match accounting principle with the calendar year for the
account period of taxation (excluding special account periods), every periods’ revenues

and expenses are recorded in the corresponding year’s accounts.

This group of accounts consists of expenses and revenues that arise in the
current period, but relate to future periods. The accounts stated in this category are as

follows.

%8 IFRS 5, paragraph 8.

399 1bid, paragraph 12.

3S0R, Hussey; A Dictionary of Accounting, Oxford Paperback Reference, Market House Books Ltd., 1995
p. 261.
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2.13.1. Prepaid Expenses

Prepaid expenses are those expenses paid in cash and recorded as assets before
they are used or consumed. As an asset account, prepaid expenses are debited when a
cost is incurred to show the service or benefit that will be received in the future.
Prepayments generally come into existence as rent expenses, insurance expenses and

supplies.

Prepaid expenses are recorded as expenses either with the passage of time or
through use and consumption. Therefore prepaid expenses are a kind of asset-expense
account. Adjusting entries are required to determine taxable income. Prior to

adjustment, assets are overstated and expenses are understated.

According to the Turkish Uniform Chart of Accounts, expenses relating to the
upcoming months/years, which are paid in advance and which should not be recorded in
expense accounts in the current period are followed up, in this account. Prepaid
expenses that will be debited to expense and cost accounts in the upcoming period are
debited to this account. In the following months/years, the account is credited when the

amounts are transferred to related expense accounts.

According to Tax Procedural Law Article 283, prepaid expenses are capitalized

at recorded value.

The minimum term for rent and insurance is usually one year. Insurance
premiums and rent expenses normally are charged to the asset account for prepaid
insurance and rent expenses when paid. At the financial statement date, it is necessary to
debit Insurance/Rent Expenses and credit Prepaid Expenses for any cost that has

expired during the period.

Prepaid expenses will be held in 180/280 Prepaid Expenses accounts until the
term to which those expenses belong arrives. When the term comes, prepaid expenses
are transferred to the appropriate expense account. For this purpose, 180/280 Prepaid
Expenses are debited when a cost is incurred and when the term comes, the prepaid

expense adjusting entry results in a debit to an expense account and a credit to the
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prepaid expense asset account. In other words, with the passage of time, the account is

credited to transfer expenses to related expense accounts.

Although prepaid expenses expire either with the passage of time (for example;
prepaid rent expenses and prepaid insurance expenses) or through use and consumption
(e.g., supplies), Value Added Tax for these expenses can be totally deducted without

waiting for the term they belong to.

From the withholding tax perspective, when prepaid expenses are incurred,
withholding tax must be taken out in the same term, no matter which term the expenses

are related to.

On the financial statement date, it is necessary to audit whether the proper
expense account has been debited and Prepaid Expenses has been credited for the costs

that have expired during the period.

On valuation days, it is necessary to check prepaid expenses whether the
proper amount has been assigned to the term. If the prepaid expenses recorded in 280
Prepaid Expenses for The Following Years have less than one year remaining, they are

transferred to the 180 Prepaid Expenses For The Following Period.

Fees covering multiple years such as subscription fees shall be expensed in

accordance with the appropriate tax term.

The part of the fee belonging to the following tax term shall be capitalized in
the 280 Expenses for Subsequent Years account, and shall be recorded in the

corresponding term as expenses.

Deductible temporary differences, which are temporary differences that will
result in amounts that are deductible in determining taxable profit (tax loss) of future
periods when the carrying amount of the asset or liability is recovered or settled.’'’ A

deferred tax asset shall be recognized for all deductible temporary differences.’'

SITAS 12, paragraph 5.
312 1bid, paragraph 24.
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2.13.2. Accrued Revenues

Accrued revenues are those revenues earned but not yet received in cash or
recorded on the statement date. Some revenues, such as interest arising from time
deposits and rent provided from real estate, may accrue with the passing of time.
Because interest and rent have not been collected yet, they may be unrecorded. Some
revenues, commissions and fees may also result from services that have been
performed. Because only a portion of the total service has been provided, they may be

unrecorded.

An adjusting entry is required to show the receivables that exist on the balance
sheet date and to record the revenue that has been earned during the period. Prior to
adjustment, both assets and revenues are understated. Accordingly, an adjusting entry
for accrued revenues results in a debit to asset account 181/281 Accrued Revenues and a

credit to revenue account 642 Interest Revenues.

Therefore when service is provided or rent revenue/interest revenue accrued,
revenue and receivables are recorded. When cash is received; receivables are reduced.

Revenues do not change at this time.

According to the Turkish Uniform Chart of Accounts, the Accrued Revenues
account represents current period revenues that will be collected from third parties or
revenues to be debited in the following period. At the end of the period, amounts to be
calculated relating to the current period will be debited to this account. In the following
period, when the receivables are collected this account is credited and related accounts

are debited.
2.13.3. Sales Premiums, Revenue Premiums and Discounts

According to the explanation given in Value Added Tax Communiqué Serial

Number 26:

While not shown on invoices and similar documents, at the end of the year or
at the end of a definite term or when a specific sales target has been exceeded, payments

made in the form of sales premiums, revenue premiums, and discounts shall be subject
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to Value Added Tax. This is due to the fact that these types of discounts are not directly

related to the goods sold. Instead they arise from extra work and effort.

Therefore, the work done is a separate service provided by retail companies to
wholesaler companies. In agreements between wholesalers and retailers, if the retail
company is particularly successful, they often receive discounts on further purchases.
Within the scope of VAT Article 4, this qualifies as a service and is therefore subject to

VAT as per Article 1/1.

If these kinds of premiums and discounts have occurred in the previous year

and have been based on documents, they shall be pertinent to taxable income.

Even if an invoice for the current term is to be issued in an upcoming year, the
amount of this invoice is related to, and must be considered a part of, the current year,
and recorded as expenses for the company paying the invoice amount and as revenues

for the issuing company.

For companies taking advantage of them, premium and discounts are debited to
181 Accrued Revenues, and credited to 602 Other Revenues; for providers, they are
debited to 611 Sales Discounts, and credited to 379 Provision for Other Liabilities and

Expenses.
2.14. VAT Received

VAT Received is followed up in this account for calculated VAT on goods
delivered and services rendered, and VAT related to the goods and services for those

transactions which have not been realized or have been abandoned.

VAT received is recorded in this account as credit. Corrections are recorded in
this account as debit. The balance of this account at the end of the taxation period is
compared with the 191 VAT Credit account and/or the 190 VAT Carried Forward
account. After this comparison, if the balance of this account is higher than the balances
of the 191 VAT Credit account and/or the 190 VAT Carried Forward, the remainder in
this account is transferred to the 360 Taxes and Funds Payable account for payments in

maturities.
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2.14.1. Circumstances Requiring VAT Received
Circumstances requiring VAT Received are as follows:

a) Instances in which goods are delivered and services rendered, when the

goods are delivered and the services rendered,

b) Instances in which invoices or similar documents have been given prior to
the delivery of goods or rendering of services, when the invoices or similar documents

are given with a limitation on the amounts on these documents,

c) Instances in which goods are delivered part by part or services are rendered

in a similar manner, when every part of the goods delivered and services rendered,

d) In sales by intermediaries or consignees, when the goods are delivered to

buyers,

e) Instances in which the goods are sent to buyers or persons who are
authorized on the behalf of buyers, when goods have started in transit or the goods have

been given to transporters or drivers,

f) For water, electricity, gas, heating, cooling and similar power distribution

and usage, when these costs are accrued.

g) In export, as per the Customs Code when tax liability payments have been
started, and for those transactions which are not subject to customs tax, when customs

returns have been approved,

In addition to the above mentioned circumstances the following are subject to

VAT;
-The goods delivered and services rendered without charges,
-Returns of goods purchased
In the circumstances mentioned below that VAT which has been previously

deducted shall be recorded as cancelled:
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-Deducted VAT belonging to those transactions which have not realized or have

been abandoned,
-Previously deducted VAT belonging to those goods in casualty losses:

According to Value Added Tax Law, aside from the value added tax of goods in
casualty losses (except in earthquakes and floods), the value added tax of goods which
have been stolen or lost are also not allowed to be deducted from the value added tax
calculated on taxable transactions, because they are non-deductible expenses for tax

313
purposes.

2.14.2. VAT for Goods Delivered and Services Rendered without Charge

VAT for goods delivered and services rendered without charge due to a variety
of reasons is a special issue in tax auditing. The main rule is to calculate VAT for goods

delivered and services rendered without charge.

Income Tax Law Article 63 states that wages and salaries are payments in cash

and/or benefits provided with goods which may be represented by cash.

According to Value Added Tax Law, instances in which the value of a

transaction is not known, the tax base shall be determined using equivalent value.*'*

Equivalent value is used when an asset has no true value or whose value is
unknown or indeterminable, and it should represent the calculated value of a similar
asset if it were sold on the day of valuation. According to this rule the following

transactions are valued at equivalent value.

-Goods withdrawn from enterprises by taxpayers or their husbands or wives, or

their children;3 15

- 316
-Goods given to workers as wages;

313 yvalue Added Tax Law, Article 30/c.

314 Ibid, Article 27.

315 Individual Income Tax Law, Article 41/1.
316 Ibid, Article 63.
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-Donated goods;317

In manufacturing companies, goods given to workers without charge as wages
shall be considered at gross value including withholding tax in the calculation of the
cost of the goods. In these companies, goods given to management personnel are
recorded as expenses directly or as general administration expenses. On the other hand,
in service companies, the goods delivered and services rendered without charge are

recorded as wages and salaries directly.

Since the aforementioned goods and services are accepted wages, their value,
inclusive of VAT, is accepted as net wages, and stoppage income tax shall be withheld
from this amounts. From net values to gross values, stamp tax rate shall be taken into

consideration as well as stoppage income tax rate.
2.14.3. Value Added Tax for Deliveries Subjected to Donations and Grants

According to Value Added Tax Law Article 1, goods delivered and services
rendered within the scope of commercial, industrial, agricultural, and independent
personal activities in Turkey are subject to value added tax. Taking this into
consideration, deliveries made even for donations and grants are subjected to value
added tax. In accordance with Tax Procedural Law Article 267, equivalent value is

applied to calculate value added tax.

On the other hand, those deliveries made in accordance with either Personal
Income Tax Law Article 89/1, which legalizes insurance premiums, other deductions
(including some donations and grants) or Corporate Income Tax Law Article 14/6 which
again legalizes deductible expenses related to donations and grants, are exempted from

value added tax.>'®

Value Added Taxes related to those donations and/or grants mentioned in

Income Tax Code Article 89/1 and Corporate Income Tax Code Article 14/6 are added

317 Individual Income Tax Law, Article 89 and Corporate Income Tax Law, Article 10

318 Value Added Tax Law, Article 17/2-b.
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to the purchase prices and deemed non deductible expenses. Excess of the limits for

deliveries in the case of donations and grants are also deemed non deductible expenses.
2.14.4. The Goods and Services not Subject to VAT

According to VAT Code General Communiqué Number 9, in the application of

VAT, of the benefits provided to personnel, those mentioned below shall not be taxed.
a) Meals for personnel in office or an annex,
b) Company housing or company assigned housing,
c¢) Transportation services for personnel to commute together,
d) Items given to personnel as clothing.

Since these costs are one element of the cost involved in the management
actions of companies, they shall not be taxed, and the applied taxes when these benefits

have been acquired shall be considered deductions.
2.15. VAT Carried Forward

The value added tax carried forward account is the account in which value
added tax is recorded which can not be deducted in one period and therefore will be

deducted in the following period.

At the end of every month, after offsetting the value added tax credit account
from the value added tax received account, the balance of the value added tax credit is
recorded in the value added tax carried forward account as debit, and deductions from

this account in the following period or periods are recorded as credit.

In the long term, profitable businesses produce a payable value added tax
amount, unless goods delivered and services rendered are subject to a reduced rate or
are exempted from value added tax completely. Under these circumstances, the lack of a

VAT Payable amount probably points out some tax deficiencies and discrepancies.
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Value added tax payable has to be paid to the related tax offices. However if
the value added tax credit is larger than value added tax received, at this time value
added tax carried forward has arisen which may be deductible for the subsequent

periods.

1- Taxpayers of value added tax shall arrange their obligatory bookkeeping

records in a way which makes it possible to calculate and audit this tax.
In these records, at a minimum, the following points must be clearly presented.

a- The true nature of taxable transactions, non taxable amounts, calculated tax,

and deductible tax amounts.

b- The true nature and differention of transactions exempted from tax,
comprising deductible and non deductible transactions and calculated deductible tax

amounts.

c- The true nature of non-deductible transactions not able to be deducted and

tax amounts related to these transactions.

d- The changes in taxable and deductible amounts; paid and deleted taxes and

tax refunds.

2- At the end of the term, taxpayers involved with the purchase and sale of
goods have to show the amount of goods on hand in their inventory books and
differentiate those goods subjected to value added tax and those not subjected to value

added tax.

2.16. VAT Credit

Value added tax paid to sellers at the time of the purchase of goods and

services is recorded in and followed up VAT Credit account.

Value added tax arising from the purchase of goods and services is recorded in

the value added tax credit account as debit. Deductions due to legislation and
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adjustments made to this account and the debit balance moved to the value added tax

carried forward account are recorded as credit in the value added tax credit account.

Transactions which are debited in value added tax credit account are the

following:

- Value added tax paid for the purchase of goods and services which are

requirements for business activities.

- Value added tax paid as responsible taxpayers in accordance with Value

Added Tax Law Article 9.

- VAT carried forward for the following period from the balance sheets of

. . 319
companies which has been taken over.

- Value added tax paid for goods and services which are sales returns, non-

verified, or cancelled transactions.
- Value added tax refunded to travelers who are non residents.
- Value added tax belonging to depreciable fixed assets.

Non deductible value added tax is legalized in Value Added Tax Law Article
30. According to this article, those taxes mentioned below are not allowed to be

deducted from taxable transactions.

a) Value added tax shown on purchase invoices related to delivered goods and
rendered services transactions which are non taxable or exempted from value added tax

or included in the cost of these goods and services.

b) Value added tax shown on invoices for the purchase of automobiles
belonging to businesses, excluding entities whose activities are totally or partially

related to renting cars or various types of car related operations.

319 Ruling Letter of Ministry of Finance dated 25.05.1999, number 20666.
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c) Value added tax belonging to goods which are lost, excluding those goods
lost because of on earthquake, flood, disaster or fire which the Ministry of Finance has

declared force majeure (circumstances beyond one’s control
y

d) Value added tax paid for those expenses which are deemed non deductible
during the determination of taxable income according to Income Tax Law and

Corporate Tax Law.

Concerning interconnected business, the main rule for the deduction of value
added tax is that the goods and services for these activities must be related to the same

commercial, industrial, and professional activities.

VAT on non deductible expenses is not permitted to be deducted from value

added tax received.

Value added tax which can not be deducted is also assumed to be a non

deductible expense.**’

VAT on goods given in the place of wages shall not be deducted. The value of
the goods including VAT is accepted as the net wages and is required to be taken as

gross amount.

According to Value Added Tax Law Article 29/1-a and Article 34, in order to
deduct value added tax, it is necessary to show it separately on invoices or similar

documents.

The decision of the Board of the Council of State Tax Offices concurs; stating
that value added tax for goods and services provided within the domestic market or for

. . .. . 321
export must be shown on invoices or similar documents or customs recelpts.

Value Added Tax Law Article 29/3 states that right to deduct may be used in

the taxable term during which related documents have been recorded in required books,

320 The Decree of the 11th Office of the Council of State, dated 04.03.1996, Basis 1995/2202, Decision
1996/1235.

321 The Decree of the Board of the Council of State Tax Offices, dated 28.04.1995, Basis 1994/278,
Decision 1995/147.
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unless the calendar year in which the tax related expenses were incurred has been

exceeded.
Value added tax credit is valued at recorded value.

Exemptions in the Value Added Tax Code Law been legalized in Articles 11,
13, 14,15,16,17 and temporary articles. Since the described exemptions arranged in
Articles 11, 13, 14 and 15 are complete exemptions, value added tax on invoices and
similar documents related to these kinds of exemptions can be deducted. If these

exemptions can not be deducted, then they are refunded.

Value added tax related to other exemptions can not be deducted. It is assumed
to be a non deductible expense in determining taxable income for corporations. These

exemptions are as follows:

: 322
- Customs exemptions,

- Social, military and other exemptions,3 2

- Value added tax paid in the acquisition of participation shares and real estate,

whose gains are added to capital by complete taxpaying corporations,3 #

- Construction contracts that have been entered into with house construction
associations and construction contracts committed to social security associations and

municipalities only for houses smaller than 150 square meters.*>
2.17. Other VAT Issues in Tax Auditing

1- As per Tax Procedural Law General Communiqué Number 334, VAT is
receivable directly arising from goods delivered or services rendered. In order to be able

to allocate an allowance for doubtful receivables arising from the VAT on the

322 Value Added Tax Law, Article 16.
32 Ibid, Article 17.

324 1bid, Temporary Article 10.

325 1bid, Temporary Article 15.
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receivables, the circumstances stated in Article 323 of Tax Procedural law must be met,

and receivables shall be recorded in term records and shall be included in VAT returns.

2- On foreign issued service invoices, VAT must be calculated if any exemption

conditions have not been met.

3- Exchange rate differences arising from payments made abroad for services

rendered are subject to VAT to be applied by the responsible person or entity.

Exchange rate differences arising from transactions which have been based on

foreign currency shall be subject to VAT.

4- The interest paid for credit secured abroad from entities other than banks is

subject to VAT and withholding tax to be applied by the responsible person or entity.

However in the event that loan is secured from a bank or other financial

institutions, the interest paid is not subject to VAT and withholding tax.

5- Interest which has been calculated on shareholder’s debt is subject to VAT

(Different judicial verdicts exist on the subject).

6- The VAT base for payments made abroad is the gross amount. These
services which have been bought are subject to withholding tax per Corporate Income
Tax Law Article 24. These payments which have been made as net amounts will be

taken as gross amounts and the gross amounts will be the tax base for VAT.

7- For domestic sales where the sales price is in foreign currency, any exchange

rate differences shall be subject to VAT.
2.18. Prepaid Taxes and Funds

The prepaid taxes and fund account is the account in which, within a calendar
year, prepaid and deductible income tax, corporate tax and other taxes and funds are

recorded and followed up as required by legislation.
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Prepaid and deductible: income tax, corporate tax and other taxes and funds are
debited to the prepaid taxes and funds account. At the end of the year, to provide to be
deducted from income and corporate tax and funds that will be assessed, they are
debited to 371 Prepaid Tax and Other Liabilities corresponding to the Current Year

Profit account in the 37 Provision for Liabilities and Expenses group of accounts.

However the transferred amount can not be higher than the provisions for tax
and other liabilities to the profit for the period. The untransferred amount remains as the

balance of this account.

Per the Income Tax Law, Withholding taxes from income and yield which are
included on yearly tax returns shall be deducted from the income tax calculated on tax

returns .326

Withhelded taxes in accordance with the Corporate Tax Law from income
which are shown on yearly tax returns are deducted from corporate tax calculated on tax

returns .327

Withelded taxes shall be considered as taxes paid in advance on temporary tax

returns or corporate income tax returns.
2.19. Work and Personal Advances

Advance: A payment on a contract before its completion; the payment of

wages, salaries, or commissions before they have been earned.

The work advances account is the account to record work advances given to
staff and those not on staff who will purchase goods and services, and who will make

expenses and payments on behalf of the business.

When work advances are given, the work advances account is debited. When
the person who gets the advance presents a document of expense or payment, the work

advances account is credited, and the corresponding account is debited.

326 Tncome Tax Law, Article 121.
327 Corporate Tax Law, Article 44.
328 Eric L. Kohler, A Dictionary for Accountants, Prentice-Hall, Inc., Third Edition, 1963, p. 28.
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Advances given to personnel for the purpose of paying expenses and services
which will be made on behalf of a business are noted in the personnel advances account

for personnel and workers’ salaries, wages and travel allowances.

Payments made are recorded in the personnel advances account as debit. Cash
refunds and withelded amounts from payments in progress and the amount on submitted

documents are recorded in the personnel advances account as credit.

In the instance long term work advances on employees who have left from the

company, these advances will be considered as benefits provided to them.

Advances given to employees for which repayment is postponed over a

significant period, may be considered as wages.
Some judicial decrees state there is no need for the valuation of advances.
2.20. Liabilities in General

An essential characteristic of a liability is that the enterprise has a present
obligation. An obligation is a duty or responsibility to act or perform in a certain way.
Obligations may be legally enforceable as a consequence of a binding contract or

statutory requirement. 329

Liabilities result from past transactions or other past events. Thus, for example,
the acquisition of goods and the use of services give rise to trade payables (unless paid
for in advance or on delivery) and the receipt of a bank loan results in an obligation to
repay the loan. An enterprise may also recognize future rebates based on annual
purchases by customers as liabilities; in this case, the sale of the goods in the past is the

transaction that gives rise to the liability.3 30

329 JAS: Framework of Financial Statements, paragraph 60.
39 Ibid, paragraph 63.
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Liabilities are “probable future sacrifices of economic benefits arising from
present obligations of a particular entity to transfer assets or provide services to other

entities in the future as a result of past transactions or events.”!

When a contingency comes into existence after the year-end, a liability can not
be accrued because it didn’t exist at the end of the year. However, if the failure to
disclose the possible loss would cause the financial statements to be misleading, the
situation should be described in a disclosure note, including the effect of the possible

loss on key accounting numbers affected.”

Accounting standards require that the likelihood that the future events will
confirm the incurrence of the liability be categorized as probable, reasonably possible,

or remote.333

If one amount within a range of possible loss appears better than other amounts
within the range, that amount is accrued. When no amount within the range appears
more likely than others, the minimum amount should be recorded and the possible

additional loss should be disclosed.***

A liability shall be classified as current when it satisfies any of the following

criteria:*>
(a) It is expected to be settled in the entity’s normal operating cycle;
(b) It is held primarily for the purpose of being traded;
(c) It is due to be settled within twelve months after the balance sheet date; or

(d) The entity does not have an unconditional right to defer settlement of the

liability for at least twelve months after the balance sheet date.

33! Financial Accounting Standards Board (FASB), Statement of Financial Accounting Concepts, No. 6,
Elements of Financial Statements of Business Enterprises, December, 1980.

332 Financial Accounting Standards Board (FASB), Statement of Financial Accounting Standards No.5,
Accounting for Contingencies, March, 1975, par 11.

333 1bid, par 11.

33% Financial Accounting Standards Board (FASB) Interpretation No. 14, Reasonable Estimation of the
Amount of the Loss, 1976.

33 1AS 1, paragraph 60.
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Current liabilities are obligations whose liquidation is reasonably expected to
require use of existing resources properly classified as current assets, or the creation of

other current liabilities.**®
All other liabilities shall be classified as non-current.>*’

The Uniform Chart of Accounts states that short term liabilities consist of the
liabilities of a company that are paid within one accounting period. Under short term
liabilities: Financial liabilities, trades payable, other payables, advances taken, taxes
payable and other liabilities, provisions for liabilities and expenses, deferred income and

expense accruals and other short term liabilities are classified as subtitles.
2.21. Bank Loans

The most common way for a corporation to obtain temporary financing is to
arrange a short term bank loan. When a company borrows cash from a bank and signs a
promissory note, the firm’s liability is reported as notes payable (sometimes bank loans
or short-term borrowings). About two-thirds of bank loans are short term, but because

many are routinely renewed, some tend to resemble long-term debt.**®

Bank loans are classified under short term liabilities as well as long term
liabilities. The 300 Bank Loans account comprises the amount of short term loans
provided by banks and other financial institutions. Short term loans are recorded as
credit when taken and as debit when paid 400 Bank Loans account comprises long term
loans provided from banks and other financial institutions. Long term loans taken are

recorded in this account as credit. When paid, they are recorded in this account as debit.

A liability that is due on demand or will be due on demand within a year should
be classified as a current liability. Liabilities often become callable by the creditor when
there is a violation of the debt agreement. If an agreement is violated, classification of

the debt as current is required because it is a reasonable expectation that existing

336 American Institute of Certified Public Accountants, Committee on Accounting Procedures, Accounting
Research and Terminology Bulletins, Final Edition, New York: 1961, p.21.

33T1AS 1, paragraph 60.

338 1. David Spiceland, James F. Sepe, Lawrence A. Tomassini, Intermediate Accounting, Second Edition,
p.567.
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working capital will be used to satisfy the debt. Only if it can be shown that is probable
that the violation will be cured within the grace period usually given in these

agreements can the debt be classified as non current.**

Principal installments made for payables within a year and amounts whose
maturities are less than a year are recorded in 303 Principal and Interest Payments of
Long term Loans as credit and when paid are recorded in this account as debit. The 303
Principal and Interest Payments of Long term Loans account includes principal
installments of long term loans which are payable within a year from the balance sheet
date and any remaining part of loans for which the maturity date is less than a year and

those interests which have been accrued but still not paid.
2.21.1. Bank Loan Valuation

According to Tax Procedural Code Article 285, liabilities are valued at
recorded value. Those payables which are based on credit contracts are considered with
interest which will be calculated up to valuation day. The unmatured payables which are
attached may be discounted on valuation day. Discounting notes payable to the value on
valuation day is a procedure to bring the notes’ values to net present value on the
balance sheet. The difference between recorded value and net present value is

transferred to the profit/loss for the term account.

For companies which have used credit, in the form of bank loans, these loans
are assumed to be account payables and due to they are not based on notes, discounting
of their values on valuation day is not allowed under the Tax Procedural Code. The
document utilized between a bank and credit user is a form of contract (and not notes
payable) Therefore the valuation process for bank loans is different in comparison with
notes payable. On valuation day, the interest from the date on which credit was issued to
valuation day is recorded in the 780/797 Finance Expenses account as debit and in the

300/400 Bank Loans account as credit.

33 Financial Accounting Standards Board (FASB), Statement of Financial Accounting Standards No.78,
Classification of Obligations that Are Callable by the Creditor, December 1983.
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According to Accounting System General Communiqués, account
receivables/payables are allowed to be discounted. However when taxable income is

calculated, these amounts shall be considered as non deductible expenses.

According to Law Number 5228 which has amended the Tax Procedural Law,
liabilities are valued at recorded value. Those payables which are based on deposit or
credit contracts are considered with interest which will be calculated up to valuation
day. For receivables, a parallel law amendment has been enacted in Tax Procedural Law

Article 281.

Prior to the amendment of Law Number 5228, bank loans’ interest had to be
recorded as expenses when it matured. The reason for this was that since banks are
authorized to change interest rates before the maturity dates themselves, it was

impossible to calculate interest for interim periods.

On valuation dates, according to amended articles 281 and 285 of the Tax
Procedural Law, in the determination of taxable income, credit interest up to the
valuation date shall be considered expenses, while deposit interest up to valuation date

is considered to be income.

2.21.2 The Valuation of Bank Loans in Foreign Currencies

Tax Procedural Law states that foreign currencies are valued at market value. If
there has been collusion in the establishment of market value, purchase value shall be
used in valuation. If there is no market value, then the rate applied will be determined
by the Ministry of Finance. This article is applicable for accounts and notes receivable

in foreign currencies.

Positive exchange differences for payables and receivables in foreign
currencies are transferred to the 646 Foreign Exchange Gains account. Negative
exchange differences for option 7/A are followed up in 780 Finance Expenses, and for
option 7/B, in 797 Finance Expenses. On the valuation date, these accounts are

transferred to the 690 Profit (Loss) for the Period account.
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For positive exchange differences, companies shall use account number 646.
However for negative exchange differences, 656 Foreign Exchange Losses shall not be
used. According to the explanation presented in the Uniform Chart of Accounts, loans
related to exchange rate differences can not be transferred to this account; instead, they

must be recorded in the 780/797 Finance Expenses accounts.
2.21.3. Transfer Pricing and Thin Capitalization of Bank Loans

1-Back to back loans between related companies are transactions which may

not be in accordance with the arm’s length principle.

Although a variety of types of intercompany loans exist, the most important
methods at present are direct loans, back-to-back financing, and parallel loans. Direct
loans are straight extensions of credit from the parent to an affiliate or from one affiliate
to another. The other types of intercompany loans typically involve an intermediary. A
back-to-back loan may offer several potential advantages when compared with a direct
intercompany loan. Two of the most important advantages are to avoid currency
controls and reduce taxes. In the typical arrangement, the parent company deposits
funds with a bank in country A that in turn lends the money to a subsidiary in country

B.The bank simply acts as an intermediary.340

2-Interest rates and exchange differences concerning liabilities from related
banks are the most likely to be audited from the perspective of transfer pricing and thin

capitalization.
2.21.4. The Transfer of Bank Credits and Related Expenses

In group companies, especially within holding companies, one firm with a
higher credit rating may secure a loan with better terms to be transferred inclusive of all

interest and expenses to directly or indirectly related firms.

Credit transferred in this way provides commission revenues for the firms

securing credit and lower cost loans for the other companies.

340 Alan C.Shapiro, Foundations of Multinational Financial Management, 1991, Ally and Bacon, p. 347.
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In the application of this process, the firm securing credit does not record these
transactions in any way by simply transferring the credit with a bank slip. Under these
circumstances, the company securing credit has to issue an invoice to the receiving
company. All interest and commissions shall be subject to Value Added Tax from this

type of loan transfer.

Of course, the receiving company is allowed to deduct the Value Added Tax
which is shown on this invoice. The invoice shall be issued at the moment such a

service has been rendered.

From the perspective of taxation methodology for Value Added Tax, if this kind
of service is rendered continuously, instead of the issuance of a single invoice for the
entire credit expenses, monthly invoices shall be preferred. Those expenses directly
related to this credit shall also be included on the invoice in the same month the bank
has accrued them. This is important in the submission of Value Added Tax returns in the

month in which the expenses are incurred.

According to Value Added Tax Law Article 20, the taxable value of deliveries
and services is total amount of credit expenses including the interest, and other values,

services and benefits.

The transactions of those bank loans secured by one company and used by
another company or companies for free are assumed to be a service rendered, and thus,
under Value Added Tax Law Article 27/1, the related Value Added Tax shall be
calculated with the application of equivalent value. Under these circumstances, taxable

value consists of interest expenses, services, and other values and benefits.
2.21.5. Borrowing Costs in IASs

Borrowing costs shall be recognized as an expense in the period in which they

are incurred, except to the to the extent that they are capitalized in accordance with

paragraph 1134

31 TAS 23, paragraph 10.
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In opposition to Turkish practice, as per IAS 23, paragraph 11, borrowing costs
that are directly attributable to the acquisition, construction or production of a

qualifying asset shall be capitalized as part of the cost of that asset.**?

A qualifying asset is an asset that necessarily takes a substantial period of time

to get ready for its intended use or sale.
2.22. Bonds and Notes Issued
2.22.1. In General

Firms frequently raise capital by issuing debt, and debt contracts.”* In its
simplest form, a debt contract specifies a sequence of interest and principal payments to
be made by a firm (as a legal entity) to the debt holders, in return for funds they

344
return.

A long term bond produces two cash flows: (1) periodic interest payments
during the life of the bond, and (2) the principal (face value) paid at maturity. At the
date of issue, bond buyers determine the present value of these two cash flow using the
market rate of interest. The periodic interest payments represent an annuity, and the
principal represents a single-sum problem. The current market value of the bonds is the

combined present values of the interest annuity and the principal amount.”*’

The Uniform Chart of Accounts states that the bonds issued by companies
whose period of maturity is longer than one year shall be followed up in the 405 Bonds
Issued account. In the instance that the bonds issued are convertible to stock certificates,
or are convertible to cash in the early phase, the amounts and nature shall be specified in

the footnotes.

The bonds issued are recorded in the 405 Bonds Issued account at their

nominal value as credit. The principal payments and interest on the bonds, which are

342 1bid, paragraph 11.

3 Joy Begley, Gearld A.Feltham, An Emperical Examination of the Relation between Debt Contracts and
Management Incentives, Journal of Accounting & Economics, Volume 27 No 2 April 1999, p. 229.

344 Joy Begley, Gearld A.Feltham, p.232.

5 Keiso, p.277-278.
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payable within one year from the balance sheet date, are recorded as debit to 405 Bonds
Issued and as credit to the 304 Principal, Installment and Interest Payments of Bonds

account.

Within one year of the balance sheet date, the principal and installments of
bonds to be paid and interest which have accrued but not yet been paid are followed up

in the 304 Principal, Installment and Interest Payments of Bonds account.

The above mentioned principal and installments of bonds and their interests are
credited to the 304 Principal, Installment and Interest Payments of Bonds account and

debited when they are paid.

On the other hand, the funds provided from short term money and capital
market instruments such as finance bonds and bank bonds circulating in the market are
followed up in the 305 Bonds and Notes Issued account. When the marketable securities
which are described in this account are issued, the nominal value of such securities is
credited to the 305 Bonds and Notes Issued account and other related accounts are
debited. When such securities are paid, the 305 Bonds and Notes Issued account is
debited.

2.22.2. Valuation of Bonds and Notes Issued

As per Tax Procedural Law Article 286, corporations shall value the bonds they

have issued at the nominal (face) value.

Nominal value has been described in Tax Procedural Law Article 266. The

article states that “The nominal value is the value indicated on all types of notes, stock

. 347
certificates and bonds.”

The meaning of the valuation of bonds at the nominal value is that the accrued

interest to come into being prior to maturity is not to be taken into consideration, in

other words this interest is not to be expensed.348

346 Tax Procedural Law, Article 286
“3*7 1bid, Article 266
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The aforementioned finance expenses for that entity to whom the bonds have
been issued shall be taken into consideration for taxable income in the year they are

paid.349

Interest rates and exchange differences concerning bonds and notes issued from
related related parties are the areas to be audited from the perspective of transfer pricing

and thin capitalization.
The valuation procedures of bonds issued are as follows:
2.22.2.1. The Valuation of Bonds Issued Below Nominal Value

A lump-sum payment note is a debt instrument that contains a promise to pay a
specific amount of money at the end of a specific period of time. Lump-sum payment
notes are often called non interest bearing notes because the note specifies only a face
value and a due date. Thus the note does not have a face interest rate; it specifies only

the amount the borrower promises to pay back at a future date.”

The difference between the nominal value and selling price of bonds, notes and
other marketable securities which concern the upcoming period is followed up in the

308 Issuing Differences of Marketable Securities account.

The difference between the nominal value and selling price of bonds, notes and
other marketable securities which concern future years is followed up in the 408 Issuing

Differences of Marketable Securities account.

The difference between the nominal value of bonds and notes and their selling
price are recorded in the 408 Issuing Differences of Marketable Securities account as
debit. The portion which will be depleted in next term is transferred to the 308 Issuing
Differences of Marketable Securities account by crediting the 408 Issuing Differences

of Marketable Securities account.

348 Tax Expert Association, Preparation Guide for Returns, 2005, p. 935-936.

39 M. Emin AKYOL, Muzaffer KUCUK, Uniform Chart of Accounts and Financial Statements,
Yaklasim, p.1419.

330 Ainsworth, P., Daines, D., David Plumblee, R., Introduction to Accounting, Second Edition, 2000, p.
617-618.
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The difference for the upcoming period, between the selling price and the
nominal value of bonds, notes, or other marketable securities and the amounts
transferred from 408 Issuing Differences of Marketable Securities account is recorded
in the 308 Issuing Differences of Marketable Securities account as debit; the depleted
amounts corresponding to the maturity of the securities are credited to the 308 Issuing

Differences of Marketable Securities account.
2.22.2.2. Bonds Indexed to Foreign Currency, Gold or another Asset

As per Income Tax Law General Communiqué, in transactions relating to
marketable securities or other capital market instruments indexed to foreign currency,
gold or another asset, during the determination of the withholding base, the equivalents
of the concerned assets in YTL prevailing on the date of transaction are taken as the

purchase price and price of sale.

In the valuation of bonds issued which have been indexed to foreign
currencies, inflation rates or other values, the differences between the indexed value and
nominal value are finance expenses for the companies which have issued the bonds and
finance income for the companies which have bought the bonds, in the determination of

term profit for accounting purposes.

The above mentioned differences discussed under subheadings numbers 1 and
2 are allowed as deductible expenses for commercial income, and non deductible

expenses for taxable income.

According to Turkish Tax Procedural Law provisions, since all bonds shall be
valued at nominal value, the difference between indexed and nominal value is a non
deductible expense. Therefore the difference to be added to term profit for accounting

purposes shall be declared.™"

331 Riiknettin KUMKALE, Tekdiizen Hesap Plam, Seckin Publishing, Ankara 2004, p.966.
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2.22.2.3. The Valuation of Bonds Issued with Term Coupons

A periodic payment note is a debt instrument that contains a promise to make a
series of equal payments consisting of both interest and principal at equal time intervals
over a specified time period. Periodic payment notes are typically called installment
notes. The difference between the total amount repaid and the face amount of the note is

. 352
the interest expense.

Bonds are sometimes issued with coupons. Coupons are paid once in three
months, six months or yearly. As per Income Tax Law General Communiqué Number

257, the purchase price for bonds with Coupons is as follows:

During the purchase of a bond with coupon, if an accrued interest is available,
the accrued interest total is accepted as the coupon purchase price; and the clean
transaction price (Clean Price = Contract Price — Accrued Interest) is accepted as the
purchase price of the bond. For a bond, accrued interest, implies the coupon interest that
is required to be added on the clean transaction price and that proportional to the period
of holding of the bond, and is calculated through the multiplication of ratio of the
number of days, that have lapsed during the period lasting from the last coupon date to
the value date to the number of days of coupon period, with the coupon interest to be

paid.

Finance expenses (coupon interest payments) shall be taken into consideration
in the calculation of corporate profit for the term in which the coupons have been paid.
These expenses are accepted as deductible expenses for taxable income as well as profit

for accounting purposes.
2.22.2.4. The Valuation of Bonds/Notes Denominated in Foreign Currency

On the valuation date, the exchange differences of bonds and notes issued
denominated in a foreign currency are subject to valuation. The Tax Procedural Law

states that foreign currencies are valued at market value. If there has been collusion in

352 Ainsworth, P., Daines, D., David Plumblee, R., Introduction to Accounting, Second Edition, 2000, p.
616.
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the establishment of market value, the purchase value shall be used in valuation. If there

is no market value, then the rate applied will be determined by the Ministry of Finance.

Positive exchange differences for bonds and notes issued in foreign currencies
are transferred to the 646 Foreign Exchange Gains account. Negative exchange
differences for option 7/A are followed up in 780 Finance Expenses, and for option 7/B,
in 797 Finance Expenses. On the valuation date, these accounts are transferred to 690

Profit (Loss) for the Period.

As per Income Tax Law General Communiqué, in cases when the marketable
security or other type of capital market instrument is denominated in foreign currency,
foreign exchange differences shall not be taken into consideration during the assessment
of the withholding base. The rate of exchange prevailing on the date of the transaction
will be taken as the basis; and in the absence of such a rate of exchange, the buying rate

of exchange announced by the Turkish Central Bank shall be taken as the basis.
2.23. Trade Payables
2.23.1. In General

Payables are categorized under two main groups of activities. One is operating
activities and the other is non-operating activities. Payables arising from operating
activities are stated in the trade payables group of accounts. This group of items consists
of accounts payable (suppliers), notes payable, deposits and guarantees taken, and other
trade payables. Payables representing trading (operating) activities from the main
company, affiliated companies and subsidiaries are obviously shown in detail in the

notes.

Payables arising from non-operating activities are classified under the “other
payables” group of accounts. This group of accounts consists of payables from
shareholders, subsidiaries, affiliates and personnel as well as other miscellaneous
payables. If payables from shareholders, subsidiaries, affiliates and personnel arise from
operating activities, they must be categorized under the trade payables group of

accounts and explained in the notes.

132

www.manaraa.com



2.23.2. Accounts Payable

The obligations to pay goods and services that have been acquired on open

account from suppliers are called accounts payable.

Most trade credit is offered on open account. This means that the only formal
credit instrument is the invoice. Because the time until payment usually is short
(often30, 45, or 60 days), these liabilities typically are non interest bearing and are

reported at their face amounts.*>

It is sometimes difficult to distinguish between accounts payable and accrued
liabilities, but it is useful to define a liability as an account payable if the total amount
of the obligation is known and owed at the balance sheet date. The accounts payable
account therefore includes obligations for the acquisition of raw materials, equipment,
utilities, repairs, and many other types of goods and services that were received before

the end of the year.3 >

Attention must be paid to transactions occurring near the end of one accounting
period and at the beginning of the next. It is essential to ascertain that the record of
goods received (the inventory) is an agreement with the liability (accounts payable) and

that both are recorded in the proper period.3 >

As per Turkish Uniform Chart of Accounts, obligations without a promissory
note arising from an entity’s purchases of all goods and services in relation to trading
activities are followed up in the 320/420 Accounts Payable (Suppliers) accounts. The
accounts payable from partners, main companies, subsidiaries and affiliates shall be
shown in the footnotes. When an obligation without a promissory note arises, the

Accounts Payable account is credited; when it is paid this account is debited.

Accounts payable to foreign companies is also followed up in this account.

Accounts payable based on foreign currency are valued at the exchange rate determined

353 1. David Spiceland, James F. Sepe, Lawrence A. Tomassini, Intermediate Accounting, Second Edition,
2001, p. 566.

354 Alvin A. Arens, James K. Loebbecke, Auditing An Integrated Approach, Seventh Edition, 1997, p.
590.

33 Keiso, p.618
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by the Ministry of Finance. The foreign currency, which has an effective buying rate, is
valued at that rate. However, if there is no effective buying rate for the currency in

question, the exchange buying rate is used for the valuation.

On the valuation date, any positive exchange rate differences that have arisen
from accounts payable based on foreign currency are recorded in 646 Foreign Exchange
Gains, and negative exchange differences are recorded in the 780/797 Finance Expenses
account. Exchange rate differences followed up in the cost accounting account are

transferred to 660 Short Term Borrowing Expenses account on the income statement.

Interest, additional charges and indemnities related to accounts payable are
recorded in the 320/420 Account Payable account as credit and recorded in the related
income statement account as debit. These expenses shall be taken into consideration in

determining profit for accounting purposes.
2.23.3. Notes payable

Notes payable differ from accounts payable in that they are formally
recognized by a written promissory note. Often these are of a somewhat longer term

than open accounts and sometimes they bear interest.**®

The principal and interest payments on the notes must be made in accordance
with the terms of the loan agreement. For short term loans, a principal and interest
payment is usually required only when the loan becomes due; but the loans over 90

days, the note usually calls for monthly or quarterly interest payments.3 o7

As per The Turkish Uniform Chart of Accounts, obligations with promissory
notes arising from an entity’s purchases of all goods and services in relation to trading
activities are followed up in 321/421 Notes Payable accounts. The accounts payable
from partners, main companies, subsidiaries and affiliates shall be shown in the
footnotes. When an obligation with a promissory note arises, the Accounts Payable

account is credited; when it is paid this account is debited.

356 1. David Spiceland, James F. Sepe, Lawrence A. Tomassini, p. 567.
357 Alvin A. Arens, James K. Loebbecke, p. 675.
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Notes payable to foreign companies are also followed up in this account. Notes
payable based on foreign currency are valued at the exchange rate determined by the
Ministry of Finance. The foreign currency, which has an effective buying rate, is valued
at that rate. However, if there is no effective buying rate for the currency in question, the

exchange buying rate is used for the valuation.

On the valuation date, any positive exchange rate differences that have arisen
from notes payable based on foreign currency are recorded in 646 Foreign Exchange
Gains, and negative exchange differences are recorded in the 780/797 Finance Expense
account. Exchange rate differences followed up in the cost accounting account are

transferred to 660 Short Term Borrowing Expenses account on the income statement.

Interest, additional charges and indemnities related to notes payable are
recorded in the 321/421 Notes Payable account as credit and recorded in the related
income statement account as debit. These expenses shall be taken into consideration in

determining profit for accounting purposes.
2.23.4. Valuation

All payables are valued at the recorded value, which is the calculated value of a
liability shown in accounting records. Immature notes payable are allowed to be
discounted to their value on the day of valuation. If any interest rate is stated on the
notes, this rate is applied to the discount. If no interest rate is stated, the Central Bank

Official discount rate is applied.3 o8

Payables based on foreign currency are valued at the market value of the
foreign currency written on the notes. If there is no market value for the foreign
currency, the exchange rate for the valuation is determined by the Ministry of Finance.
The foreign currency, which has an effective buying rate, is valued at that rate.
However, if there is no effective buying rate for the currency in question, the exchange

buying rate is used for the valuation.

338 Tax Procedural Law, Article: 281.
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On the valuation date, payables based on foreign currency, any positive
exchange rate differences that have arisen from payables based on foreign currency are
recorded in 646 Foreign Exchange Gains as credit, and negative exchange differences

are recorded in 656 Foreign Exchange Losses as debit.
2.23.5. Discounting of Payables

Maturity value, the amount that will be paid at maturity, is the principal plus
total interest for the life of the note. The amount of the discount on a note is the

difference between its value on the date of discount and its value at maturity.3 %

According to the Tax Procedural Law, notes payable are allowed to be
discounted to their present value on the date of valuation. The rate of interest indicated
on the notes can be used for discounting. If there is no interest rate indicated on the
notes, the Central Bank's official discount rate can be used as the discount rate. The
amount of reduction for the notes payable to their net present value is calculated and

recorded in the Discount of Notes Payable (-) account.
In order to be able to discount payables for tax purposes, the payables must:
-be recorded on a balance sheet,

-be documented by a promissory note (a written promise to pay a stated

amount of debt at a stated time),
-have a maturity date (stated time),
-have arisen from trade (operating) activities.

Notes payable arising from non-operating activities and notes of
accommodation are not allowed to be discounted. If they are discounted, they will have

to be added to the taxable profit as non-deductible expenses pursuant to tax laws.

3% Richard F. Kochanek, A. Douglas Hillman, Financial Accounting, 1990, p.448
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Taxpayers discounting unmatured notes receivable to the present value at the

valuation date must also discount unmatured notes payable in the same Way.360

In the determination of the interest rate for discounting, if there is an interest
rate written on the notes, this rate shall be applicable. If not, the Central Bank interest

rate for short term advances shall be applicable as the interest rate.

According to accounting principles and Capital Market Law, the discounting of
undue payables without promissory notes to the present value at the valuation date is
compulsory. At the same time according to tax laws, these are unacceptable amounts.

They shall not be taken into consideration in the determination of taxable income.

The value-added tax of payables is also not allowed to be discounted. If it is
discounted, it will also be added to taxable profit as non-deductible expenses in

accordance with tax law.
2.23.6. Payables between Related Parties

All payables are required to be considered in terms of volume, maturity and
interest rates. Between related parties, if high amounts of payables at the date of
maturity are not paid or extended with relatively high/low overdue charges, this may be

a case of thin capitalization and/or transfer pricing.

Interest and exchange rate differences concerning liabilities from related
companies are the most likely to be audited from the perspective of thin capitalization

and transfer pricing.

In the instance that an entity has given loans without calculating interest,
transfer pricing review is made; in the instance an entity has given loans with calculated

interest, a thin capitalization review is made for the debtor.*"!

In tax auditing, when auditors scrutinize loan interest which has been recorded

as an expense, they will look into the loans positions that have caused this interest. If

360 Tax Procedural Law, Article 281.
31 Arif BASER, Ortiilii Kazang Ortiilii Sermaye Sarmalna Iliskin Céziim Onerileri, Vergi Diinyast,
March 2001, p. 235.
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the loans subjected to interest qualifies as thin capitalization and corporation hasn’t
written off this interest as a non deductible expense, auditors set taxable income

differences by rejecting the concerned expenses. At this time, the term “disguise” is

used to express that an application of collusion has been made.**

Interest paid for loans taken from an entity’s partners can be recorded as
expenses on the condition that the loan which has been made doesn’t have the

appearance of thin capitalization.
2.23.7. Loans from Stockholders as per IRS

As per Internal Revenue Service for specific techniques for analyzing loans

from stockholders are as follows:**

-Review loan agreements to determine if there is true debtor-creditor
relationship. Large liabilities in relation to capital stock may indicate a “thin

capitalization” situation.

-Determine the source of funds advanced by shareholders to ensure no outright

diversion of corporate receipts.

-Review the rates of interest and the scheduled dates of repayment to ensure

transactions are at arms-length. If “loans” are “equity capital” then:
-Disallow interest expense; treat as dividends.
-Disallow bad debt deductions claimed by the shareholder.
-Treat the entire repayment as a dividend.
In order to audit above mentioned situations, auditors:

-Analyze composition of account balance.

362 Abdurrahman Akdogan, Tiirk Vergi Sistemi ve Uygulamasi, Third Edition, Gazi Publishing, Istanbul

2001, p. 198

3 .
393 www.irs.gov/pub
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-Determine if corporation is “thinly capitalized”
-Consider factors bearing on debt and equity.

-Review recording of interest expense and determine that interest accrued at

year end is paid within statutory period.
2.23.8. Other Issues for Transfer Pricing and Thin Capitalization

Treasury Loss:

There is no regulation in Tax Codes concerning whether treasury loss is

necessary or not to determine disguised capital or disguised profit.

In the case that treasury loss has been determined; there is no doubt that
disguised profit distribution and thin capitalization have been applied. However if there

is no treasury loss, the issue is being debated. Different ideas and judicial verdicts exist.

If there are conditions specified in the Law, the provision for disguised profit
distribution shall be applied. There is no need to research whether there has been

364
treasury loss.

Exchange Rate Differences:

Some opinions states that exchange rate differences calculated on specific
terms or on valuation day for money which has been given to an entity by partners as

loans are the cost of usage for this money by the entity and this qualifies as interest.

When a loan has been given to a corporation, any differences that arise due to

exchange rate fluctuations is not a value acquired for a service rendered, so the

exchange rate differences shall not be taxed.*®

3% The General Board of Appeal Comission of Taxes, dated 03.04.1957, Register: 101, Decision Number:
104.

365 The Decree of General Board of Council of State Tax Court Offices, dated 14.04.1995 and Basis:
1994/201, Decision No: 1995/124.
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For exchange rate difference expenses arising from the Turkish Lira losing
value against foreign currencies, there is no way for these expenses to be considered as

interest which has been paid on thin capitalization.366

Exchange rate differences, even if related to thin capitalization, are not rejected
as expenses, because it is impossible that any subject which has not been clearly

specified in Law will be included in the scope of taxation through commentary.*®’

An exchange rate difference is not income or a benefit; moreover it is not a
service or a value provided. Therefore it is impossible to be considered within the scope

. 368
of interest.

In the text of article (Corporate Income Tax Code Article 16), although the
word “interest” is used, the important point here is to pay extra money as a result of thin
capitalization and deduct it from corporate taxable income. This can be a portion of

participation in profit or exchange rate differences as well as interest.’®”

In the instance where elements such as exchange rate differences arising as a
result of valuation fall within the scope of thin capitalization, the valuation will not
depend on anything of substance, therefore deduction of these elements from taxable

income for the term is impossible.3 70

Value Added Tax:

Financial transactions occurring between taxpayers are called services rendered
from the viewpoint of Value Added Tax. Service rendered is subject to value added tax
as per VAT Code Article 4. Basically financial services are subject to Banking and

Insurance Transaction Tax. However, as per The Law Number 6802 Article 30,

366 The Decree of Fourth Office of Council of State, dated 23.12.1998 and Basis: 1994/3295, Decision No:
1998/5516.

367 Mustafa Ozyijrek, Finansal Forum Journal, 15.11.2001.

3% Mahmut Sekdur, Kur Fark: ve Ortiilii Sermaye Uzerine Farkli Bir Degerlendirme, Vergi Diinyasi,
April 2001, p. 236.

39" A. Naci Arikan, Sirket Ortaklarimin Déviz Cinsinden Sirkete Verdikleri Ortiilii Sermaye Cinsinden
Bor¢lara Hliskin Kur Farklarinin Vergisel Durumu, Vergi Diinyas1, November 2000, p. 231.

370 Mesut Koyuncu, Ortiilii Sermaye Niteligindeki Yabanct Para Cinsinden Bor¢lanmalarla Ilgili Olarak
Olusan Kur Farklarimin Gider Niteligi, Vergi Diinyasi, 1999, p. 216.
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taxpayers of Banking and Insurance Transaction Tax are banks, financiers and insurance

companies. Therefore these transactions should be subject to VAT.

If disguised capital is determined to be within the context of Corporate Income
Tax Code Article 16, the interest which has been paid or calculated is a non deductible
expense in the determination of corporate income as per Corporate Income Tax Code
Article 15/2. Therefore VAT which is shown on invoices belonging to these kind of

expenses is not allowed to be deducted as per VAT Code Article 30/d.

If disguised profit distribution is determined to be within the in the context of
Corporate Income Tax Code Article 17, the disguised profit which has been distributed
is a non deductible expense in the determination of corporate income as per Corporate
Income Tax Code Article 15/3. Therefore VAT which is shown on invoices belonging to

these kind of expenses is not allowed to be deducted as per VAT Code Article 30/d.

Corporate Income Tax Code Article 17 is an article only concerned with
Corporate Income Tax. Value Added Tax base difference will not be set up within the
terms of this article. The transaction which can be performed is to re-evaluation the
event to VAT Code Article 17. In auditing, this situation will cause differentiation

between VAT and Corporate Income Tax bases.””!

Money that capital companies have made their partners use is considered to be
disguised profit distribution under Corporate Income Tax Article 17; interest must be
calculated on the aforementioned money. The interest that will be calculated is also
being the financial service cost for the partners from the capital companies, VAT must

be calculated on this amount.’”?

In the transaction of lending money to partners through current accounts, the
VAT base is the interest amount accrued in the name of the partners for this transaction.

VAT shall be calculated on this interest amount.

371 Adnan ERSOY, Ortiilii Kazan¢ Miiessesesi ve KDV Boyutu, Vergi Diinyasi, February 2004, p. 104
372 Erdal Sénmez, Garip Ayvaz, Ortaklar Cari Hesabi ve Ortiilii Sermaye, Vergi Diinyas1, October 1997,
p. 194.
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In the instance that the transaction of lending money to partners were made
without interest or low interest rate relatively to equivalents, VAT base will be interest

amounts found after interest calculation process.3 3

Determination of Equivalent Value:

The existence of transfer pricing shall be based on a calculation of differences
to compare with equivalents. Selling and purchasing goods, financial transactions and
wage payments are shown as differences from the perspective of the determination of

equivalencies.

For transactions of purchasing and selling goods, if an entity’s internal
equivalents exist, these equivalent values shall be taken as the basis. In the case of
goods withdrawn from entities; if they have been withdrawn for free, all equivalent
value will considered as disguised profit distribution. If they are withdrawn at low
values, the difference between the equivalent value and the purchasing/selling value will

be assumed to be disguised distributed profit.

In financial transactions, if commercial credit has been withdrawn, the interest
rate shall be used as an entity’s internal equivalent interest rate. If no credit has been
withdrawn, the average interest rate of financial institutions, taking maturity into

consideration, or Central Bank advance transactions discount rates will be used.

In the case of giving debt to the company’s partner for free, interest must be

accrued at the rate of rediscount interest.>’*

In the transfer of bank credit between entities, the bank interest rate shall be

used at the same rate.

In leasing transactions, if there is an equivalent value within an entity, this
equivalent shall be taken into consideration. To do this, if there are leasing values for

previous terms, net present value should be adjusted in terms of these values. If there is

373 Mehmet ALTINDAG, Abdullah TOLU; Sermaye Sirketlerinin Ortaklarina Faizsiz veya Diisiik Faizle
Bor¢ Para Vermelerinin BSMV ve KDV Karsisindaki Durumu, Vergi Diinyasi, July 1997, p. 191.
374 The Decree of 3rd Office of the Council of State, Basis No: 1998/1700, Decision No: 1999/3185.
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no an equivalent value an entity, leasing values in same areas can be determined and

taken as equivalents.

The most difficult determination of equivalent transactions is determining

wages’ equivalents.

One of the natural results of business life is that a company’s partners and their
relatives may work in a company’s management. For the aforementioned people, if they
work in positions which are appropriate to their skills and the wages for these positions

. . e qe . . . . . 375
are a normal level; disguised profit distribution is not a consideration.

From this perspective, to show or to research equivalent corporations is not to

go further than the forced application of this process.’’®

In the determination of disguised profit distribution, the equivalent value
within an entity should be researched in the first place. Research for an equivalent
outside the entity should be an applied method in the event the equivalent inside the

entity cannot be determined.””’

The term “equivalent” as per judicial verdicts is to be accepted as the value that
those entities doing business in the same areas take as a basis for the same transactions

or at least for very similar transactions.’’®

In the provision concerning disguised profit distribution in the Corporate

Income Tax Code, bringing the criteria of a designated percent for sales etc., instead of

equivalent entities’ criteria, can eradicate the negative results of this application.3 ”

375 Musa Ormeci, Kurumlar Vergisi Kanunu Uygulama Esaslar1, istanbul, 1995, p.571-572

376 Abdurrahman Akdogan, Vergilerin incelenmesi ve Degerlendirilmesi, Second Edition, Gazi
University, Publishing No. 165/54, Ankara 1996, p.199

37 H. Hiiseyin Savas, Ortiilii Kazan¢ Dagituminda Emsal ve Damstay’'in Konuya Yaklasumi, Vergi
Diinyasi, Number 234, February 2001, p.170-171.

378 Murat Basaran, Tezcan Atay, Kurum Fonlariun Ortaklara ve Aralarindaki Hukuksal ve/veya Ekonomik
Bag Bulunan Diger Sirketlere Kullandirimast Eyleminin Ortiilii Kazang Dagitim Merkezinde KDV Agisindan
Almagik Bir Yaklagimla Tartisilmas: II, Yaklasim, Year :9, Number: 102, June 2001, p.146.

37 Yagar Mehtibay, Avrupa Toplulugunda Vergi Uyumlastirmasi ve Tiirk Kurumlar Vergisi, Turhan
Publishing, Ankara 1996, p.479
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2.23.9. Transfer of Bank Loans to Related Parties

In credit transfer transactions, a company which has made credit contract with
a financial entity transfers the credit to another company. In this way the transferring

company has rendered a service to Transferee Company.

In a credit transfer transaction, the company which is one side of a credit
contract which has been made with a financial entity has to consider this to be service

rendering for a different service is to be presented to the company using the credit.

According to Value Added Tax Law Article 20, the taxable value of deliveries
and services is the total amount of credit expenses including the interest, and other
values, services and advantages. Therefore all interest and commissions shall be subject
to Value Added Tax from this type of loan transfer. The invoice shall be issued at the

moment such a service has been rendered.

The related Value Added Tax shall be calculated with the application of
equivalent value as per Value Added Tax Code Article 27/1.

Concerning corporate income tax, this shall also be subject to taxation at
equivalent value, since it is financial service rendering without charge. However, in
order to be disguised capital or disguised profit distribution, interest rates from the bank

to the credit taker and from the credit taker to credit holder are different.

“The European Court of Justice has issued what is being called a landmark
judgment on the taxation of multinational companies in the case of C-324/00. What
happened is that a German company borrowed money from a related company in the
Netherlands. The German tax authorities argued that the company was thinly capitalized
and that the interest paid on the loan should be re-characterised as a distribution. The tax

authorities claimed that it was justified:

-to prevent the transfer of profits from one jurisdiction to another;
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-to provide consistency with the OECD Model Treaty imposing the arm’s

length principle between connected companies.”3 80

2.24. Partners’ Current Account

Entities may have commercial activities and/or financial relationships with
their partners. In this context, work advance payments, deposited money, payables and
receivables are followed up in the partners’ current account. In commercial activities, as
per the Turkish Uniform Chart of Accounts, 120/130 Buyers (Accounts Receivable),
320/420 Suppliers (Accounts Payable) are generally used as the partners’ current
account. For the financial relationship, the 131/231 Receivables from Shareholders
account and the 331/431 Payables to Shareholders account are generally used the

partners’ current account.

One of the most common areas faced in tax auditing is partners’ current
account. Through using this account, money withdrawn from entity without interest or
with relatively low interest may be used by partners in a disguised way. Therefore
calculating proper interest rate for money withdrawn by partners from the partners’
current account and recording it in the 642 Interest Income account is required.

Otherwise, they may be considered as thin capitalization.

The capital advance account is not different from the partner’s current account.
In the instance money given to partners while there is no debt to them, this is finance
service rendering. Payments which have been in the name of a capital advance are
receivables from partners. Interest has to be accrued for these receivables. Otherwise the
corporation would distribute corporate income without being taxed that is transfer

. .38l
pricing.

380 Peter Vaines, A Landmark Case, Thin Capitalisation, Accountancy, February 2003, p. 118.
381 Osman DERELI, Sermaye Avanslarmn Ortiilii Kazang Dagitimi Acisindan Irdelenmesi, Vergi
Diinyasi, November 2003, Number: 267, p. 79

145

www.manaraa.com



In the application of transfer pricing between two entities, whether tax evasion
has occurred or not shall be taken into consideration for taxes that were paid or will be

paid by the two entities.”®

During the evaluation of transfer pricing, it is necessary to consider the manner

of distribution and the person involved alongside the results which have arisen.”®

The important thing here is that through these transactions, the entity is

deprived of corporate income which has been transferred to a partner and/or partners.**

Even if profit has been distributed in hidden ways, unless it has been deducted
from taxable income, it cannot be reviewed, since the case in which it is reviewed not

profit distribution, but the deduction of profit distribution from taxable income.

From the view point of taxation, the issue which is unacceptable and is
reviewed is the deduction of interest expenses which have been paid for that capital

used in a disguised way.

There is no provision in the law that transfer pricing shall be recalculated from
transfer pricing by means of adding the amount of transfer pricing to the partner’s

payables in the following yealr.385

For entities other than capital corporations, it is impossible to assess pursuant
to 15/3 (Corporate Income Tax Article 15/3) because of the transactions lined up in the

Article 17.3%

For entities other than capital corporations, those elements of income which

have been transferred outside of the corporation will be included in taxable income; the

acceptance of any other result is unthinkable.”’

2 The Decree of the Fourth Office of the Council of State, dated 19.10.1988, Basis No: 1987/4703,
Decision No: 1988/3511

383 The Decree of the Fourth Office of Council of State, dated: 13.10.1987, Basis No:1987/2585, Decision
No: 1987/2881.

% Miinir Bellek, Ortaklar Cari Hesabun Bor¢ Kalntist Her Zaman Ortiilii Kazang Dagitimi Sayilir mi?,
Miikellefin Dergisi, March 2005, Number 15, p.12

385 Tax Legislation Platform of CPAs of istanbul, 15 July 2002, p. 27.

3% Selahattin Paklar, Kurumlar Vergisi Kanunu, istanbul 1984, p.431.
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2.25. Unearned Revenues and Accrued Expenses
2.25.1. Unearned Revenues

Revenues received in cash and recorded as liabilities before they are earned are
called unearned revenues. Such items as rent, magazine subscriptions, and customer
deposits for future service may result in unearned revenues. Unearned revenues are the
opposite of prepaid expenses. When the payment is received for services to be provided
in a future accounting period, an unearned revenue (a liability) account should be
credited to recognize the obligation that exists. Unearned revenues are subsequently
earned through rendering service to a customer. The recognition of earned revenue is
delayed until the adjustment process. Then adjusting entry is made to record the revenue
that has been earned and to show the liability that remains. A liability-revenue account
relationship therefore exists with unearned revenues. In the typical case, liabilities are
overstated and revenues are understated prior to adjustment. Thus the adjusting entry for
unearned revenues results in a debit (decrease) to a liability account and a credit

(increase) to a revenue account.’®

Calculated VAT concerning incomes which are collected in advance must be

declared in the term in which an invoice or similar document has been issued.*®’

As per Tax Procedural Code Article 287, incomes collected in advance which
belong to future years are valued at recorded value. Incomes collected in advance will
be held until the term to which they belong, at which time they are recorded in the

income account for the related terms.

In the event, leasing value which have been paid in advance related to more
than one year, each year’s leasing value is recorded as income in that year. The leasing
value belonging to the first year is recorded as income at the end of the term and the
leasing values belonging to future years are recorded in the 480 Deferred Incomes for

Future Years.

337 Yilmaz Ozbalci, Kurumlar Vergisi Kanunu, Ankara 1984, p.263-265
388 Keiso, p-83.
389 value Added Tax Law, Article 10/b.
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“Firms can also defer taxable income by deferring the recognition of revenue.
In order to protect government revenues, the tax rules are designed to prevent taxpayers

from understating revenues or overstating expenses.”390

If a receivable is due on terms exceeding one year, the proper valuation is the
present value of future payments to be received, determined by using an interest rate
commensurate with the risks involved at the date of the receivable’s creation. In many
situations the interest rate commensurate with the risks involved is the rate stated in the

agreement the payee and debtor.””!

Unearned revenues or advances result from customer prepayments for either
performance of services or delivery of product. They may be required by the selling
enterprise as a condition of the sale or may be made by the buyer as a means of
guaranteeing that the seller will perform the desired service or deliver the product.
Unearned revenues and advances should be classified as current liabilities at the balance
sheet date if the services are to be performed or the products are to be delivered within

one year or the operating cycle, whichever is longer.3 o2

Some transactions do not result in a one-time delivery of a product or service,
but rather in continual delivery. For example, revenue from contractual arrangements
allowing others to use company assets (such as revenues from rent, interest, lease
payments, and royalties) is recognized as time passes or as the asset is used. Revenue is

earned with the passage of time and is recognized accordingly.393

Per same article, revenues which have been collected but belong to future
periods are valued at recorded value. These types of revenues are recorded as revenues

in the year to which they belong to.

30 David A. Guenther, Edward L. Maydew, Sarah E.Nutter; p. 233

1 Wiley GAAP, 2005, p.221.

392 1bid, 2003, p.561.

3% Thomas R. Dyckman, Roland E. Dukes, Charles J. Davis, Intermediate Accounting, The Fourth
Edition, Volume I, Irwin McGraw Hill, 1998, p. 268.
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2.25.2. Accrued Expenses

Expenses incurred but not yet paid or recorded at the statement date are called
accrued expenses. Interest, rent, taxes, and salaries can be accrued expenses. Accrued
expenses result from the same causes as accrued revenues. Adjustments for accrued
expenses are necessary to record the obligations that exist at the balance sheet date and
to recognize the expenses that apply to the current accounting period. A liability-
expense relationship exists with accrued expenses. Prior to adjustment both liabilities
and expenses are understated. Therefore the adjusting entry for accrued expenses results
in a debit (increase) to an expense account and a credit (increase) to a liability

account.394

At the end of the accounting period, a company may have incurred or
accumulated expenses that have not been paid in cash or recorded. These unpaid and
unrecorded expenses are called accrued expenses. Examples of accrued expenses
include salaries earned by employees but not yet paid and interest expense incurred but

not yet paid.395

“The accrual method requires expense recognition in the accounting period in
which the expense is incurred. In addition, under the matching principle some expenses
(e.g., warranty claims) are estimated and recorded before they are paid. In contrast, an
item may not be deducted for tax purposes until three conditions are satisfied: all of the
events that determine the taxpayer’s liability for the expense have occurred, the amount
of the taxpayers’ liability can be determined with reasonable accuracy, and economic
performance has occurred. In the case of a liability that requires a payment for property
or services, economic performance are deemed to occur as the property or services are

provided to the taxpayer.”**°

“If all three conditions are met, the expense will be deductible for tax purposes
in the current year and will also be properly accrued in the current year financial

statements. Thus, deductibility of an accrued expense for tax purposes is a sufficient but

394 Keiso, p.84-85.
3% Richard F. Kochanek, A. Douglas Hillman, Financial Accounting, 1990, p.132.
3% David A. Guenther, Edward L. Maydew, Sarah E.Nutter, p. 232.
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not a necessary condition for accrual of the expense for financial statement

397
purposes.”

As per Tax Procedural Law Article 287, expenses which have not yet been paid
and belong to the current year are valued at recorded value. These types of expenses are

recorded as expenses in the year to which they belong to.
2.25.3. Taxable and Deductible Temporary Differences

Temporary differences are differences between the carrying amount of an asset

or liability in the balance sheet and its tax base. Temporary differences may be either:*”®

(a) Taxable temporary differences, which are temporary differences that will
result in taxable amounts in determining taxable profit (tax loss) of future periods when

the carrying amount of the asset or liability is recovered or settled; or

(b) Deductible temporary differences, which are temporary differences that will
result in amounts that are deductible in determining taxable profit (tax loss) of future

periods when the carrying amount of the asset or liability is recovered or settled.

A deferred tax liability shall be recognized for taxable temporary
differences.’ A deferred tax asset shall be recognized for all deductible temporary

differences.**
2.26. Gross Sales

Gross sales comprise total values which have been received or accrued from
goods sold or services rendered in the scope of the main activities of a business.
Subsidies related to goods sold and services rendered, installment maturity differences
on the date of sale, exchange rate differences arising exports in the relevant term, and
tax refunds are shown in gross sales. VAT shall not be included in gross sales. Gross

sales are divided into domestic sales, foreign sales and other income.

37 David A. Guenther, Edward L. Maydew, Sarah E.Nutter, p. 232-233.
3B IAS 12, paragraph 5.

39 1bid, paragraph 15.

400 Tbid 12, paragraph 24.
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Income from domestic and foreign subsidiaries which has been acquired by a
holding company is followed up in this group of accounts, since the income constitutes

part of the main operating income for the holding company.

When the business makes a sale then the proceeds of the sale are a positive part
of the profit calculation which is referred to as revenue. On the other hand, this

. . . . 401
operating process involves the consumption of some business resources, as expense.

To calculate net sales revenue on the income statement, merchandising
businesses maintain three accounts to collect transaction data: Sales account, the sales
returns and allowances account, and the sales discounts account. Using the balances in
these accounts at the end of the period, net sales revenue is calculated. The revenue
account “‘sales” records total or gross sales of merchandise for cash or on credit. Sales

. .. . 402
of merchandise are recorded by debiting cash or accounts receivable.

2.26.1. Sale of Goods

Sales or service revenues are charges to customers for the goods and/or

services provided during the period.403

Revenue from the sale of goods shall be recognised when all the following

conditions have been satisfied:***

(a) the entity has transferred to the buyer the significant risks and rewards of

ownership of the goods;

(b) the entity retains neither continuing managerial involvement to the degree

usually associated with ownership nor effective control over the goods sold;

(c) the amount of revenue can be measured reliably;

401 David Alexander, Christopher Nobes; A European Introduction to Financial Accounting, Prentice
Hall, 1994, p.17

402 Richard F. Kochanek, A. Douglas Hillman, “Financial Accounting”, 1990 by Harcourt Brace
Jovanovich, Inc., p. 242-243.

403 Barry J. Epstein, Ervin L. Black, Ralph Nach, Patrick R. Delaney, Interpretation and Application of
GAAP, 2005, John Wiley & Sons, Inc., p. 71.

494 1AS 18, paragraph 14.
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(d) it is probable that the economic benefits associated with the transaction will

flow to the entity; and

(e) the costs incurred or to be incurred in respect of the transaction can be

measured reliably.

If the entity retains significant risks of ownership, the transaction is not a sale
and revenue is not recognised. An entity may retain may retain a significant risk of
ownership in a number ways. Examples of situations in which the entity may retain the

.. . . 405
significant risks and rewards of ownership are:

(a) when the entity retains an obligation for unsatisfactory performance not

covered by normal warranty provisions;

(b) when the receipt of the revenue from a particular sale is contingent on the

derivation of revenue by the buyer from its sale of goods;

(c) when the goods are shipped subject to installation and the installation is a

significant part of the contract which has not yet been completed by the entity; and

(d) when the buyer has right to rescind the purchase for a reason specified in

the sales contract and the entity is uncertain about the probability of return.
2.26.2. Rendering of Services

When the outcome of a transaction involving the rendering of services can be
estimated reliably, revenue associated with the transaction shall be recognised by
reference to the stage of completion of the transaction at the balance sheet date. The

outcome can be estimated reliably when all the following conditions are satisfied:**°

(a) the amount of revenue can be measured reliably;

(b) it is probable that the economic benefits associated with the transaction will

flow to the entity;

405 Ibid, paragraph 16.
4% bid, Paragraph 20.
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(c) the stage of completion of the transaction at the balance sheet date can be

measured reliably; and

(d) the costs incurred for the transaction and the costs to complete the

transaction can be measured reliably.

The recognition of revenue by reference to the stage of completion of a
transaction is often referred to as the percentage of completion method. Under this
method, revenue is recognised in the accounting periods in which the services are

407
rendered.

Revenue is recognised only when it is probable that the economic benefits
associated with the transaction will flow to the entity. However, when an uncertainty
arises about the collectibility of an amount already included in revenue, the
uncollectible amount, or the amount in respect of which recovery has ceased to be
probable, is recognised as an expense, rather than as an adjustment of the amount of

revenue originally recognised.*”®
2.26.3. Transfer Prices for Tax Purposes (IRC 282)

As per IRS sales auditing techniques “test check pricing and compare with
sales to unrelated entities” is a step.409 Internal Revenue Code Section 282 states that
arm’s length regulations link the calculation of a multinational’s transfer price to a

comparable transaction between uncontrolled (independent) parties.410

All other things equal, a multinational firm wants to set the transfer price to
allocate all profit to the division in the lower tax jurisdiction Uncontrolled parties
presumably have no such tax incentive when they negotiate a price with each other. As a
result, an uncontrolled transaction price represents a fair division of profit across
divisions, at least according to the logic underlying the arm’s length philosophy. Under

the regulations, the firm derives a fair transfer price for tax purposes by observing

07 Ibid, paragraph 21.

08 Tbid, paragraph 22.

409 www.irs.gov/pub

0 US Treas. Reg. Section 282.
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(inferring) the price of an actual (or hypothetical) uncontrolled sale of a good
comparable to the good transferred between the multinational’s divisions. Despite these

regulations, a firm can still shift income in two ways.411

First, because it is difficult to identify comparable, uncontrolled transactions,
the tax auditor often can identify only a range acceptable transfer prices. Hence, the
auditor can not always detect a deviation from the true arm’s length price. Second,
because the firm’s investment choices may affect the definition of comparability, the
firm can manipulate the transfer price ex ante by distorting investment. The common
perception is that the tax enforcement and/or ambiguity of existing regulations give

. . . . 412413
firms too much ex post discretions over the tax transfer price

The transfer price must lie between the marginal cost of production and the
domestic selling price.*' Because the firm’s input decisions can not affect the
exogenously specified arm’s length price, there is no ex ante shifting. Although the firm
can choose an arbitrary transfer, the probability of regulatory intervention increases as
the selected transfer price deviates from the arm’s length price. The firm balances

income shifting against penalty avoidance.*"”

2. 27. Domestic Sales

Total values which have been received or accrued in response to goods sold
and services rendered to individuals and legal entities in domestic sales are followed up
in the 600 Domestic Sales account. When sales are realized, the sales amount is credited
to this account. Domestic sales are recorded in this account with gross values. On the
date of sale, discounts shall not be included in the gross sale amount. The gross sale

amount is the VAT base. Installment maturity differences, premiums and similar

11 Michael J. Smith, Ex Ante and Ex Post Discretion over Arm’s Length Transfer Prices, The Accounting
Review, Volume 77, No. 1, January 2002, p.161-162.

412 Micheal J. Smith, p. 161-162, (Graham, G, Clinton Sets Sights on Foreign Companies, The Financial
Times, June 24 1992).

13 Micheal J. Smith, p. 161-162, (Judis, J. A Great American Rip-Off: Phony Pricing Helps Foreign Firms
Evade U.S.Ttaxes, San Diego Union Tribune, August 18, 1993).

414 Samuelson, L., The Multinational Firm With Arm’s Length Transfer Price Limits, Journal of
International Economics, 13 (4): 365-374, 1982.

M5 Kant, C., Endogenous Transfer Pricing and the Effects of Uncertain Regulation, Journal of
International Economics, 24 (2): 147-157, 1988.
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incomes related to sales which are calculated subsequently and invoiced separately are
not followed up in this account. They are followed up in the 602 Other Income account.
Those goods sent to consignees or goods already on consignment elsewhere are not

subject to being recorded as income unless they are sold.

In the current term, sales income which has been collected as prepayment but is
related to subsequent terms and has been recorded in the 600 Domestic Sales account is
recorded in the 600 Domestic Sales account as debit, and in the 380/480 Deferred

Income for the Subsequent Months/Years to which it belongs as credit.

Those sales income amounts belonging to the current term, which had been
collected as prepayment in the previous term and transferred to the 380/480 Deferred
Income for the Subsequent Months/Years account, are recorded in the 380/480 Deferred
Income for the Subsequent Months/Years account as debit, and in the 600 Domestic

Sales account as credit.
2.28. Export Sales

Total values which have been received or accrued from goods sold and services
rendered to individuals and legal entities abroad are followed up in the 601 Export sales

account. When sales are realized, the sales are credited to this account.

Export sales are recorded in this account with gross values. The expenses
corresponding to these sales are not deducted from sales income but are recorded in
expense accounts. Sales to domestic entities based on foreign currency but not
registered as exports are not included in foreign sales. Positive exchange rate
differences related to sales abroad up to the end of the current year are accepted as
revenues and recorded in the 601 Export Sales account. Sales denominated in foreign
currency are valued at the exchange buying rate of the Turkish Republic Central Bank

on the date of sale.

Transactions to tax havens shall be considered from the perspective of thin
capitalization and/or transfer pricing. Therefore transactions for goods delivered and

services rendered, or vice versa, to tax havens must be strictly documented.
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The audit guidelines issued by the SAT target the enterprises having
transactions with affiliates in tax havens, such as the British Virgin Islands and

Bermuda.*'

Sales to companies in free zones may be audited especially concerning whether

transfer pricing has been applied in accordance with the arm’s length principle.

Group companies in tax haven territories and/or free zones which trade almost
entirely with other group companies and which are designed solely to launder profits

out of the tax system are always under observation.

Transfer pricing refers to the pricing of goods and services within a multi-
divisional organization. Goods from the production division may be sold to the
marketing division, or goods from a parent company may be sold to a foreign
subsidiary. The choice of the transfer prices affects the division of the total profit among
the parts of the company. It can be advantageous to choose them such that, in terms of

bookkeeping, most of the profit is made in a country with low taxes.*!”

The issues are mentioned below are very crucial from the perspective of tax

audit.
-All inter-group sales and purchases
-All money owed to and from inter group companies

A tax haven is a place where certain taxes levied at a low rate or not at all.
Among tax havens, different jurisdictions tend to be havens for different types of taxes,
and for different categories of people and/or companies. One way a person or company
takes advantage of a tax haven is by moving to, and becoming resident for tax purposes
in, the tax haven. Another way for an individual or a company to take advantage of a tax
haven is to establish a separate legal entity (an offshore company, trust or foundation),

subsidiary or holding company in the tax haven. Assets are transferred to the new

MoK, Hung Chan, Lynne Chow, p. 97.
7 http://en.wikipedia.org/wiki/Transfer_pricing
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company or trust so that gains may be realised, or income earned, within this legal

entity rather than earned by the beneficial owner.*'®

2.29. Other Income

Subsidies provided by the government such as tax refunds, installment maturity
differences on the date of sale, and price stability support premiums for export are
followed up in the 602 Other Income account. Subsidies, tax refunds, installment
maturity difference payments, and price stability support premiums which have arisen

due to activities in the term are credited to the 602 Other Income account.

Sales premium income is added to the term profit. Even in situations where it
has not yet been calculated by sellers, they are calculated and recorded as income by
buyers. Income accruals are recorded in the 181 account. When sellers send the
premium statement, adjusting records are made. Since sales premiums are related to the
income directly, they are recorded in 602 Other Income or the 649 Other Ordinary
Income and Profit account as credit and transferred to the 690 Term Profit and Loss

account at the end of the term.
2.30. Sales Deductions

Sales deductions comprise values which have to be deducted from gross sales
to reach net sales. Sales deductions are divided into returns from sales, sale discounts

and other deductions.

Since cash discounts, returns, and other allowances reduce the amount of cash
inflow expected, they reduce the value of the asset. And it follows that these items also
reduce the amount of revenue involved and should be accounted for as revenue

. 41
reductions.*"”

18 hitp://en.wikipedia.org/wiki/Tax_haven
419 R F. Salmonson; Basic Financial Accounting Theory, Wadsworth Publishing Company, Inc., 1969, p.
100
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2.30.1. Return from Sales

Returns from sales comprise invoice amounts from goods sold and returned.
The returned amount from sales is debited to the 610 Return from Sales account and
credited to the corresponding account. Returns from sales are the same as the purchase
of new goods. An invoice which has been issued by a buyer in the same amount is

recorded in the 610 Returns from Sales account.

A customer may return merchandise because it is not exactly as ordered, or the
customer may be entitled to an allowance, or a reduction of the amount owed, for
defective or broken goods not returned. The effect of an entry to record a return or
allowance is the opposite of a sale. However, when cash or the customer’s account is
credited, an account entitled “sales return and allowances”, a contra account to sales, is

debited.**®
2.30.2. Sales Discounts

All kinds of cash and quantity discounts which are made subsequent to the
issuance of an invoice and the realization of sales are placed in the sales discounts

account.

A cash discount is a specific deduction for buyers in response to cash payments

prior to the due date in credit sales.

A quantity discount is a deduction in the specified rate or quantity for buyers

due to high volume purchases exceeding certain amounts.

Sales discounts are debited to the 611 Sales Discount account, and credited to

the corresponding receivables account.

On the discounted invoices, the VAT base is the value after the discount. For
this kind of discount, the seller sends a statement of account and wants the buyer to

issue an invoice.

20 Richard F. Kochanek, A. Douglas Hillman, p. 243.
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Customers who pay within a stated time period may be offered a reduction
from the invoice price called a cash discount. Cash discounts are computed on the
invoice amount, and payment terms to obtain the discount are stated on the invoice.
Since a discount reduces the amount actually received from the sale, it is recorded as a

debit to sales discounts.**!
2.30.3. Other Deductions

Transportation expenses for goods sold which have been paid by the seller
during the transportation of the goods; compulsory deductions for goods sold which are
flawed, missing or damaged during transportation; and sales taxes (excluding VAT),

funds etc. are shown in the 612 Other Deductions account.

Other deductions for goods sold or services rendered are debited to the 612
Other Deductions account without being deducted from sales revenue, and credited to

the corresponding account.
2.31. Cost of Sales

The cost of sales comprises the cost of goods and services sold such as finished
goods, semi-finished goods, raw materials, commercial goods, and inventory

movements of an entity within the term.

In other words, cost of sales includes all expenses made for the production or
purchase of goods and services which have been sold or transferred to the buyers in the

term.

The realization of revenue from sales marks the time and measures the amount
of (1) recapture of costs previously advanced in productive efforts, and (2) capture of
additional assets (income) representing amount of compensation for capital service

rendered, responsibility taken, risk assumed in the process of production.**

421 Richard F. Kochanek, A. Douglas Hillman, p. 245.
422 William E. Thomas; Reading in Cost Accounting Budgeting and Control, South-Western Publishing
Company, 1968, Third Edition, p. 186.
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Per IAS 2, the cost of inventories shall comprise all costs of purchase, costs of
conversion and other costs incurred in bringing the inventories to their present location

and condition.**’

The costs of purchase of inventories comprise the purchase price, import duties
and other taxes (other than those subsequently recoverable by the entity from the taxing
authorities), and transport, handling and other costs directly attributable to the
acquisition of finished goods, materials and services. Trade discounts, rebates and other

similar items are deducted in determining the costs of purchase.424

The costs of conversion of inventories include costs directly related to the units
of production, such as direct labor. They also include a systematic allocation of fixed
and variable production overheads that are incurred in converting materials into finished

425
goods.

When inventories are sold, the carrying amount of those inventories shall be
recognized as an expense in the period in which the related revenue is recognised. The
amount of any write-down of inventories to net realisable value and all losses of
inventories shall be recognized as an expense in the period the write-down or loss
occurs. The amount of any reversal of any write-down of inventories, arising from an
increase in net realisable value, shall be recognised as reduction in the amount of

. . . . . . . 426
inventories recognized as an expense in the period in which the reversal occurs.

As per Turkish Uniform Chart of Accounts, the total cost of finished goods
sold is credited to the 152 Finished Goods account and debited to the 620 Cost of
Finished Goods Sold account. The cost of commercial goods sold comprises the cost of
commercial goods and similar items purchased with the purpose of sale without being

subject to any change.

The cost of commercial goods sold is credited to the 153 Commercial Goods

account and debited to the 621 Cost of Commercial Goods Sold account. The cost of

23 1AS 2, paragraph 10.
24 Ibid, paragraph 11.
425 Ibid, paragraph 12.
26 1bid, paragraph 34.
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services produced is recorded in the 622 Cost of Services account. The 622 Cost of
Services Sold account is debited: in service businesses using the 7/A alternative, the 741
Service Production Cost Reflection account is credited; in small businesses using 7/B,

the 799 Production Cost account is credited.

Expenses made for acquiring other sales revenues related to the main operating
activities of a business are followed up in the 623 Cost of Other Sales account. Cost of

Other Sales is debited to the 623 Cost of Other Sales account.

Purchased goods without documentation in the form of either bank transfer
receipts or check payments, and lacking pertinent shipping documentation, may indicate

discrepancies from the tax auditing perspective.
2.32. Cost of Imported Goods

1- All expenses related to imported goods shall be added to the cost. Per Tax
Procedural Law Article 262, in the cost of goods purchased, the cost value comprises
purchase value and expenses related to this purchase such as transportation,

commission, customs taxes and other expenses.

2- Maturity differences paid for imported goods are accepted as financial
services and subject to Withholding Tax per Corporate Income Tax Law Article 30 and

are also subject to VAT to be applied by the responsible person or entity.

3- Discounts not suited to the arm’s length principle on imported goods may be

problematic from the perspective of the VAT tax base and customs tax base.

4- Additional invoices in the form of licenses, royalties etc. related to imported
goods which have arrived previously may present a problem. As per Customs Law, it
can be claimed that they are required to be included in the VAT tax base and customs tax

base.

5- Interest and commission expenses and exchange differences:
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According to General Communiqué Number 238, exchange rate differences for
imported goods until the goods are brought to the place of employment must be
included in cost value. After the goods have become a part of inventory, the exchange
rate differences shall either be included in the cost value or written off as expenses

directly.

Interest and commission expenses shall also be included in cost value or

written off as expenses directly.

Overdue charges stated on invoices when the goods have been bought are
eliminated directly from the cost. However, overdue charges arising from payments that

have not been paid on the due date are directly written off as expenses.

Similar to overdue charges, discounts stated on invoices when the goods have
been bought are eliminated from the cost. However, discounts arising from early
payments shall not be deducted from the cost value. They are recorded as income for tax

purposes.

Purchase discounts stated on invoices when the goods have been bought are
eliminated directly from the cost. However, purchase discounts at the end of the term

are directly written off as income.

Sales premiums are recorded as income for tax purposes. According to Value

Added Tax Law Article 26, sales premiums are not related to the cost of goods bought.
2.33. Research and Development Expenses

For research and development expenses made to decrease the cost of
production, increase sales, and apply new production styles and technology, the
following expenses are recorded in the 630 Research and Development Expenses

account:

-Those which have not been capitalized,
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-And of capitalized expenses, those which have been amortized for a portion of

the term.

At the end of the term, the expenses related to this function and followed up in
the 7th group of accounts, in the 7/A alternative, the 751 Research and Development
Reflection account is credited; in 7/B, the 798 Expense Varieties Reflection account is

credited, and 630 Research and Development Expenses account is debited.

In the calculation of research and development deductions only 40 % of
research and development expenses for new technology and information research are

permissible which have been incurred by the entity.**’

The deduction of research and development shall not be calculated from those
expenses which are not directly related to research and development activities and from
depreciation amounts for depreciable fixed assets which have not been used for research

and development activities.*®

Deferment of research and development expenses should be done from

calculated corporate income tax which is prior to offsets.
2.34. Marketing, Sales and Distribution Expenses

The expenses made for marketing, sales and distribution activities related to
goods and services consist of indirect raw material, indirect labor, personnel expenses,
benefits and services provided externally, various expenses, taxes and duties, and

portions of depreciation and amortization.

The expenses related to this function and followed up in the 7th group of
accounts, at the end of the term, in alternative 7/A, the 761 Reflection account for
Marketing, Sales, and Distribution is credited; in 7/B, the 798 Reflection account for
Expense Varieties Reflection is credited, and 631 Marketing, Sales and Distribution

expenses account is debited.

421 Corporate Income Tax Law, Article 14/6.
28 Tbid, Article 14/6.
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The below mentioned expenses incurred from warehouse to customers are

accepted as marketing, sales, and distribution expenses.
-Labor expenses for marketing,
-Employee wages for marketing,
-Indirect raw material for marketing,
-Insurance expenses for marketing,
-Traveling expenses for marketing,
-Benefits and services provided from external sources for marketing,
-Distribution expenses,
-Advertisement, promotion, sample expenses,
-Export freight expenses,
-Sales commissions,
-Exhibition expenses,
-Vehicles and equipment expenses for sales and distribution,
-Leasing expenses,
-Depreciation for fixed assets concerning marketing and sales,
-Taxes and fees,
-Sales incentive expenses.
2.35. General and Administrative Expenses

The expenses made for the general administrative functions of a business

consist of indirect raw materials, indirect labor, personnel expenses, benefits and
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services provided externally, various expenses, taxes and duties, and depreciation

expenses which cannot directly be connected to the cost of goods sold or production.

The expenses related to these functions and followed up in the 7th group of
accounts, at the end of the term, in alternative 7/A, the 771 Reflection account for
General Administration Expense is credited; in 7/B, the 798 Reflection account for
Expense Varieties is credited, and 632 General Administration Expenses account is

debited.

The budgetary control of the foregoing items of expense and income, the
general and administrative expenses can appropriately be separated from other charges
and other credits.*”” General administrative activity includes some functions which

relate to all other activities, but are not strictly administrative in nature.**°
General administration expenses:
-Indirect raw material expenses,
-Indirect labor expenses,
-Employee wages and expenses,
-Benefits and services provided from external sources,
-Taxes and fees,
-Depreciation and depletion expenses,
-Other expenses.
General expenses:
-Wages

-Insurance expenses

2% Herman C. Heiser; Budgeting Principles and Practice, The Ronald Press Company, 1959, p. 279.
430 1. Brooks Heckert, James D. Wilson, Business Budgeting and Controls, The Ronald Press Company,
1955, p. 371.
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-Expenses such as personnel education

-Finance expenses

-Leasing expenses

-Heating, lighting, and water expenses

-Communication expenses

-Advertising expenses

-Representation (special events marketing) and hospitality expenses
-Stationary expenses

-Fixture and equipment expenses

-Fees paid to professional associations

-Normal maintenance and repair expenses for real estate or tangible fixed

assets which are valued like real estate
-Payments which are compulsory by law
-Other general expenses
2.35.1. Wages

1- Those wages paid abroad which originate from a company in Turkey must

necessarily be subjected to withholding tax in Turkey.

2- All kinds of benefits provided to personnel are subject to tax as wages. All
expenses, such as telephone, rent, transportation, fees, and traveling, paid on behalf of
personnel shall be subject to tax as wages. The payments are accepted as net amounts.
Therefore, the tax base shall be taken as a gross amount. Sales premiums, bonus

premiums and similar payments are also accepted as wages.
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3- A house provided for an employee by his employer is exempted from tax up
to 100 m2. As per Individual Income Tax Law, the exceeding part is accepted as wages

and subject to tax with gross amounts.*’

4- Private insurance expenses which do not exceed the social insurance portion
for personnel are allowed to be deducted from taxable income. As per Individual
Income Tax Law, the exceeding part is accepted as wages and subject to tax with gross
amounts.** From the perspective of the stamp tax, including the exempted part as a

total premium gross amount shall be subject to tax.

5- As per Individual Income Tax Law, allowances for clothing other than that
makes up a uniform are subject to tax as wages.*> VAT included in the value shall be

considered as wages.

6- The true nature of petrol expenses given to managers for their private cars is
accepted as wages. Per Individual Income Tax Law, exemption is only allowed for

. . . . . 434
service vehicles which carry all personnel in their commute to and from work.

7- Turkish personnel receiving wages from foreign employers may be required
to submit tax return. Per Individual Income Tax Law, wages paid in foreign exchange to
service personnel by employers whose business headquarters are not in Turkey and who

are limited liable taxpayers are excluded as Wages.43 >

In order for a corporate taxpayer to be able to deduct salaries, the salaries must

be reasonable and, in addition, must be paid for personnel services actually rendered.**
2.35.2. Insurance Expenses

In tax auditing, limitations on insurance costs to be paid abroad shall be taken

into consideration.

43! Individual Income Tax Law, Article 23/9.
432 Ibid, Article 63/9.

433 1bid, Article 61.

434 Ibid, Article 23/10.

“435 Ibid, Article 23/14.

436 US Treas. Reg. Section 162.181.
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Per Individual Income Tax Law, insurance contracts must be made with a

company whose headquarter are in Turkey.437

The interest payments for insurance premiums abroad which have not been
paid in maturity are accepted to be the same as interest arising from receivables.
Therefore interest payments for insurance premiums abroad are subject to withholding

tax per Corporate Income Tax Law Article 30.
2.35.3. Finance Expenses

Finance expenses comprise interest, exchange rate differences, credit
commissions and other similar expenses incurred from loans and not being added to the

cost of assets are followed up in the 66 Finance Expenses.

Borrowing costs are interest and other costs incurred by an entity in connection

with the borrowing of funds.**®

Borrowing costs may include:**
(a) interest on bank overdrafts and short-term and long-term borrowings;

(b) amortisation of discounts or premiums relating to borrowings;

(c) amortisation of ancillary costs incurred in connection with the arrangement

of borrowings;

(d) finance charges in respect of finance leases recognised in accordance with

IAS 17 Leases; and

(e) Exchange differences arising from foreign currency borrowings to the

extent that they are regarded as an adjustment to interest costs.

Short term borrowing expenses is the account in which interest and other

similar expenses which are not being added to the cost of assets and are related to loans

437 Individual Income Tax Law, Article 89.
“BIAS 23, paragraph 4.
3 bid, paragraph 5.
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with a maturity of at most one year are followed up in the 660 Short term borrowing

expenses account.

At year’s end, finance expenses followed up in the 7th group of accounts, for
the 7/A alternative, the 781 Finance Expense Reflection account is credited; for 7/B, the
798 Expense Varieties Reflection account is credited, and the 660 Finance Expenses

account is debited.

The interest and similar expenses related to loans with a maturity of more than

one year are followed up in the 660 Long term borrowing expenses account.

In the determination of commercial income, in order to be considered a

deduction, financial expenses shall be related to the business like all other expenses.**

There shall be allowed as a deduction all interest paid or accrued within the

taxable year on indebtness.**!

Interest means compensation for the use or forbearance of money. Interest is
the amount which one has contracted to pay for the use of borrowed money. Interest for
income tax purposes is only interest upon indebtedness, and not all obligations are

indebtedness.**

With respect to stated interest accruing on an indebtness over a term of years
but payable only at maturity, a taxpayer on an accrual basis may not deduct full amount

in year of payment but must claim annual deductions of interest as it accrues.**?

2.35.3.1. Financial Expenses Concerning Loans Utilized by Other Entities

Those businesses withdrawing unnecessary credit to be used by another entity
may not consider any related expenses for this credit as deductible expenses in the

. . .. 444
determination of commercial income.

40 The Decree of thel3th Office of the Council of State, dated 22.01.1975 and Basis Number: 1973/187,
Decision Number 1975/216.

441 US Treas. Reg. Section 163.

442 Ibid, Section 163.4.

443 1bid, Section 163.19.
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From the standpoint of tax legislation, the origin of this credit and the
circumstances under which it was obtained are not important. The importance lies in the
determination of whether this credit has been utilized in the acquisition and

maintenance of income.

Businesses that have withdrawn credit may extend it to others within this
framework. In this situation, the related expenses shall be recorded in the records of

. . . ., 445
whichever business has used this credit.

2.35.3.2. Finance Expenses Concerning Goods Purchased or Produced

Allocation of any portion of interest and commission expenses paid by
businesses to banks or similar credit institutions for loans which have been withdrawn
to provide financing is not compulsory for ending inventory. Accordingly, taxpayers
shall record such payments as expenses directly; or, if they wish, they may add the

portion to the cost of the goods.446

Exchange rate differences from the date of purchase of goods up to their
inclusion in a business inventory must be included in the cost. If exchange rate
differences arise later concerning the goods remaining in the inventory, they are

recorded as expenses in the related years or are included in the cost. ™’

2.35.3.3. Interest Expenses Related to Loans for Investment Financing and

Exchange Rate Differences Arising due to Import of Assets

Those interests for loans related to the foundation period of a company which
have been used for investment financing are to be added to the investment cost to be

depreciated with tangible fixed assets; those interests for loans related to the time of

4 The Decree of the Third Office of Council of State, dated: 02.02.1989 and Basis Number: 1988/1751,
Decision Number: 1989/269.

445 The Decree of the Fourth Office of Council of State, Date: 28.09.2000 and Basis Number 19998/3838,
Decision Number 2000/3856.

446 General Communique of Tax Procedural Law, Serial Number 238, Part B.

47 Ibid, Serial Number 238, Part B.
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active business for a company are to be directly recorded as expenses or to be added to

the cost to be deprecia‘[ed.448

Those exchange differences arising due to the use of foreign currency loans for
export of tangible fixed assets, or arising due to the valuation of loan installments
concerning these fixed assets, have to be added to the cost of the fixed assets up to the
end of the term in which the fixed assets have been acquired; those exchange
differences arising subsequent to the end of the term in which the fixed assets have been
acquired are to be directly recorded as expenses or to be added to the cost to be

depreciated.*”’

The preference for whether those loan interests belonging to the term in which
the loan is secured are directly recorded as expenses or depreciated has to be decided at
the outset. In the event that recording directly as an expense is preferred, this is not
allowed to be switched in the subsequent years to the addition of expenses to the cost to
be depreciated; if, at the outset, depreciation is preferred, a subsequent switch to

recording directly as an expense is not possible.450

Up to the end of the term in which tangible fixed assets have been acquired
through the use of foreign currency loans, unfavorable exchange differences for
businesses have to be added to the cost; favorable exchange differences have to be
deducted from the cost. For those negative or positive exchange differences arising
subsequent to the end of the term in which tangible fixed assets have been acquired,
taxpayers have the right either to record them directly as expense/income or to add them

to the cost.

Interest and exchange differences arising prior to investment, for the
investment credit which has been kept in banks to be spent on investments, have to be
directly recorded to the final accounts instead of adding them to the cost of

. 451
mvestment.

48 Tax Procedural Law, General Communique Serial Number 163.

““Ibid, Serial Number 163.

430 Ruling Letter of Ministry of Finance, dated 17.10.1991 and number 74460.
31 Ruling Letter of Ministry of Finance dated 20.03.2002, number 12363.
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Loan interests which have been used in the acquisition of tangible fixed assets
and have arisen up to the date on which the assets have been capitalized have to be

included as an element of the acquisition cost.
2.35.3.4. Finance Expenses Concerning the Purchase of Stock Shares

Finance expenses and exchange differences arising subsequent to the purchase
of stock shares, which have been purchased through the use of credit, have to be directly

452
recorded as expenses.

Since stock shares are valued at purchase value, those elements such as finance
expenses and exchange rate differences which arise subsequent to the purchase date are
not allowed to be added to the purchase cost. This is the difference between valuation of

purchase value and cost value.
2.35.4. Distribution of Collective Expenses in Holding Companies

In practice, holding companies and their subsidiaries and affiliates or group
companies have some collective expenses (pooled cost). In some situations, these
collective expenses are itemized on only one expense document and each entity does its
records based on this document copy. This situation is not acceptable in terms of Tax
Procedural Law documentation procedure and the application of Value Added Tax in tax
auditing. In tax auditing, auditors claim that the firms whose names are on invoices are
responsible for the management of electric, water, postal and other services. Therefore
these companies are considered to be intermediary service provider by auditors and so
these companies shall calculate for every company’ proportion which are benefited from
these services and have to issue invoices for every single company separately including

value added tax.

Corporate Income Tax Code General Communiqué Number 33 states that
financing is a kind of service, the cost of which shall be distributed among related

companies which are using these services. In order to be recorded as expenses, between

432 Ruling Letter of Ministry of Finance dated 21.05.1999, number 20289.
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related companies, all services must be definitely rendered and the types of service must
be specified with details on invoices, and if there is more than one service on an

invoice, every service amount must be shown separately.

In practice, it is not common to see the transfer of bank loans as thin
capitalization. However, if the prices and amounts for goods and services between
related parties are obviously higher or lower than other transactions of a similar nature,
or free of charge, this is a strong indication of transfer pricing. This situation may be

transfer pricing and require penal tax assessments in tax auditing.

In order to prevent penal tax assessment, companies should institute sales
policies for goods that are consistent and adhere to the same guidelines, regardless of
whether the purchaser is a shareholder, affiliate, subsidiary, personnel, or any other

party. Therefore, above mentioned services shall be rendered with a fair profit margin.

In the invoicing of services by holding companies, the nature and the cost of
the service shall be specified in detail on the invoice. If a distribution key is used, the
underlying principles of this key shouldn’t change from year to year. The cost must be

commensurate with the service rendered.

The rules to Turkish holding companies for distribution of collective expenses
are also applicable to foreign capital companies in Turkey whose invoices arriving from
their headquarters which are in abroad. However, the tax administration in particular

does not tend to accept the expense distribution approach for these companies.
2.35.5. Vehicle Expenses

As per Income Tax Law, expenses for vehicles, which are part of an entity or

leased and are used in the business, are allowed in the calculation of net profit.45 3

Accordingly all expenses for all vehicles which are included and used in

business are allowed to be recorded as expenses. Prior to 1999, half of the expenses of

453 Income Tax Law, Article 40/5.
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automobiles and other vehicles which were being used for personnel necessities were

allowed to be recorded.

Outside of normal repair, maintenance and cleaning expenses for vehicles,
those expenses made to increase the value of a vehicle shall be added to the cost value

of the vehicle and shall be depreciated as per Tax Procedural Law Article 269 and 272.

Those expenses increasing the value of an asset which are required to be added
to cost value are expenses extending the economic life of the asset or increasing the
functions of the vehicle in normal economic life. These types of expenses are not

allowed to be directly recorded as vehicle expenses.

Expenses which are made for the renewal of engine elements and those
expenses which are made for the frame of vehicles are required to be added to the cost

to be depreciated.

On the other hand, those exchange rate differences arising subsequent to the
end of the term in which the fixed assets have been acquired, are to be directly recorded
as expenses or to be added to the cost to be depreciated. However the preference for
whether those loan interests belonging to the term in which the loan is secured are
directly recorded as expenses or depreciated has to be decided at the outset. In the event
that recording directly as an expense is preferred, this is not allowed to be switched to

the addition of expenses to the cost to be depreciated, or vice versa, in subsequent years.

Expenses and depreciations of vehicles such as yachts, cutters, boats, speed
boats, planes and helicopters which are not directly related to the main activities of the

entity, are not considered to be expenses or depreciable in the determination of income.
IRS auditing techniques for automobile expenses are as follows"*:

-Obtain list of persons for whom automobiles are purchased or leased and

determine business purchase.

434 www.irs.gov
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-Where employees receive reimbursement for use of personal automobiles

assure that proper accountability is made to employer.

-Assure that reimbursements and allowances to employees are included in

employees’ income required.
2.36. Dividend Income from Subsidiaries and Affiliates

Dividend income provided from subsidiaries in which the company holds a
capital share is followed up in the 640 Dividend Income from Subsidiaries account.
Income or loss arising from sales of marketable securities such as stock shares and

bonds are not recorded in this account.

Dividend income from affiliated companies is followed up in the 641 Dividend

Income from Affiliates account.

Dividend income provided from full liable corporations due to participation
from their capital is excluded from corporate income tax. This is to prevent double
taxation. Since the subsidiaries which have acquired these gains have already been
taxed, if the company providing dividends from subsidiaries is taxed for these gains, it

will be the second time they are taxed.
2.37. Interest Income

The interest income account is the account in which interest income provided

from all kinds of short and long term financial investments is followed up.

Turkish-lira time deposits and demand deposits in banks are valued at recorded
value. What is more, with an amendment in Tax Procedural Law Article 281,
“receivables based on time deposits and credit contracts are to be taken into

consideration with their interest on the valuation date.”

This also includes current repurchase agreements, which means the term
interest for repurchase agreements will be counted and included in the term taxable

income regardless of whether it is collected up to the end of the term.
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Interest income provided from time deposits or demand deposits in banks
during the fiscal year must be included in taxable income as a gross value. Withholding
taxes held by banks are recorded in the 193 Prepaid Taxes and Funds account and net

income is recorded in the 102 Banks account as debit.
2.38. Gains on the Sale of Marketable Securities

The gains on the sale of marketable securities account is the account in which
gains on the sale of marketable securities are followed up. When marketable securities
are sold, the positive difference between the cost value and the sales value is recorded as

credit in the 645 Gains on Marketable Securities account.

Stock certificates are valued at the acquisition cost. As long as they remain as
assets, any increase or decrease in value will not be included in taxable income.
Whenever they are sold, profit and loss are calculated and included in taxable income.

Any gain is recorded in the 645 Gains on Sale of Marketable Securities account.

The 111 Private Sector Securities or 112 Public Sector Securities accounts are
debited for the total amount of interest income and exchange rate differences for bills,
notes and bonds; and 642 Interest Income or 646 Foreign Exchange Gains are credited.
In this way on the balance sheet, bills, notes and bonds are replaced with new values
that include interest income and foreign exchange gains, and on the income statement,

the interest income and foreign exchange gains are placed in the term taxable profit.
2.39. Foreign Exchange Difference Gains/Losses

Exchange difference is the difference resulting from translating a given number

of units of one currency into another currency at different Exchange rates.*>

The foreign exchange gains account is the account in which foreign exchange
gains are followed up. (Exchange rate differences arising from exports in the term are

transferred to the 601 Export Sales account, not the 646 Foreign Exchange Gains

33 1AS 21, paragraph 8.
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account). Gains arising from exchange transactions are credited to the 646 Foreign

Exchange Gains account.

On the valuation date, any positive exchange rate differences of foreign cash in

bank accounts are recorded in the Foreign Exchange Gains account as credit.

Foreign exchange gains come into being in two ways. One of them is when
foreign currency which the company has held as cash on hand, cash in banks or checks
received accounts, leaves the company’s possession. The other one comes into being as
a result of valuation on valuation days. Pursuant to Tax Procedural Law, assets,
receivables and payables denominated in foreign currencies shall be valued at the
foreign currency exchange rate which has been issued by the Ministry of Finance. As a
result of this valuation, the difference between recorded values and values reached with

valuation will comprise foreign exchange gains/losses.

When monetary items arise from a foreign currency transaction and there is a
change in the exchange rate between the transaction date and the date of settlement, an
exchange difference results. When the transaction is settled within the same accounting
period as that in which it occurred, all the exchange difference is recognised in that
period. However, when the transaction is settled in a subsequent accounting period, the
exchange difference recognised in each period up to the date of settlement is determined

by the change in exchange rates during each period.456
2.40. Discount Interest Income

The discount interest income account is the account in which discount interest
income is followed up. Discount interest income occurring on notes payable at the end
of the term, and interest income occurring from the cancellation of a discount on notes
receivable at the beginning of the next year are followed up in the 647 Discount interest

income account.

According to Tax Procedural Law, notes payable are allowed to be discounted

to their present value on the date of valuation. The rate of interest indicated on the notes

436 1AS 21, paragraph 29.
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can be used for discounting. If there is no interest rate indicated on the notes, the
Central Bank’s official discount rate can be used as the discount rate. The amount of
reduction for the notes payable to their net present value is calculated and recorded in

the Discount of notes payable (-) account.

Per the Uniform Chart of Accounts, calculated discount amounts are recorded
in the 322, 422, 327, 427 discount of notes payable accounts as debit and are recorded

in the 647 Discount Interest Income account as credit.
2.41. Allowance Expenses
2.41.1. Allowance for Marketable Securities

Allowances for losses arising from significant and continuous decreases in
market values of marketable securities are followed up in the 119 Allowance for
Decrease in Value of Marketable Securities (-) account in order to offset the effect of the

losses.
2.41.2. Allowance for Doubtful Receivables

As per Turkish Tax Procedural Law, depending on the conditions involved in
the acquisition and maintenance operating profit, receivables are to be considered

doubtful under the following circumstances:*’

1. Receivables involved in a lawsuit (that is, under consideration by a court of

law), or involved in the execution (enforcement stage) of a court’s verdict

2. Receivables demanded more than one time with a formal written request
(notice of protest) which are not deemed to be worthy of bringing a lawsuit and/or

execution against

As per U.S. Treasury Regulation Section 161.12, a liability may not be taken as

deduction for income tax purpose if it is contingent or if the obligation is in dispute; the

457 Tax Procedural Law, Article 323.
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liability accrues only in year in which the obligation becomes fixed, and if disputed, in

year in which dispute is finally resolved.

Pursuant to the economic value at the valuation date, allowances for doubtful
receivables must be provided to adjust the value of an asset account. Under the
allowance method, an asset offset account (Allowance for doubtful for receivables) is
established as a deduction from the face value of account receivables and they are stated

on balance sheets. Special situations for doubtful receivables are as follows:

1- Any guaranteed part of the receivables must not be included in the

allowance.

2- An allowance for doubtful receivables from shareholders can be allocated
only for the portion of the shareholder’s notes receivable which exceeds that

shareholder’s equity in the company.

3- Doubtful receivables collected totally or partially in subsequent years are
included in taxable income as income for the year when collected. This situation does

not affect the previous years’ taxable income.
2.41.3. Allowances for Value Decrease of Inventories

According to Tax Procedural Law Article 278, damages due to the result of
fire, earthquake, or flood, or in cases of spoilage, decay, breakage, cracking, or rust if
there are important value decreases in inventories’ economic value, their valuation shall
be provided by the equivalent value method, pursuant to Article 267 of the Tax

Procedural Law.

However, the above mentioned value decreases must fall within the scope of
normal commercial necessities. Beyond these reasons for the value decreases of
inventories (for example in the case of those goods which are stolen or lost), equivalent
value is not allowed to be applied. Therefore, they are non-deductible expenses for tax

purposes.

38 US Treas. Reg. Section 161.12.
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Taxpayers claiming their inventories have lost value in the ways mentioned in
Tax Procedural Code Article 278, must prove this to the appraisal commission. To
record a loss due to natural disasters for taxable purposes, a decision of the appraisal
commission is required. The last date to apply to the appraisal commission is the last
day of the fiscal year. However, if the value decrease has arisen from casualty losses, an
application must be made as soon as possible without waiting for the last day of the

fiscal year.

The allowance account is used to record allowances adjusting physical and
economic losses incurred in the value of inventories because of natural disasters,

damages, obsolescence, or other reasons.

According to the Turkish uniform chart of accounts, when the market value
decrease of the inventories has been determined, the 654 Provision Expenses account is
debited and the 158 Allowance for decrease in value of inventories account is credited.
When these inventories are either used in business or sold, then a comparison is made
with the related inventory account and the provision is transferred to the 644 Provisions

no longer required account.
2.42. Losses on Marketable Securities Sales

The 655 Losses on the Sale of Marketable Securities account is the account in
which losses on the sale of marketable securities are followed up. When marketable
securities are sold, the negative difference between the sale value and the cost value is

recorded as debit in the 655 Losses on Marketable Securities account.

Stock certificates are valued at the acquisition cost. As long as they remain as
assets, any increase or decrease in value will not be included in taxable income.
Whenever they are sold, profit and loss are calculated and included in taxable income.

Any loss is recorded in the 655 Losses on sale of marketable securities account.

Unless they are sold, only for accounting profit, important value decreases in
inventories’ economic value, their valuation shall be provided by the equivalent value

method, pursuant to Article 267 of the Tax Procedural Law.
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However, the above mentioned value decreases must fall within the scope of
normal commercial necessities. Beyond these reasons for the value decreases of
inventories (for example in the case of those goods which are stolen or lost), equivalent
value is not allowed to be applied. Therefore, they are non-deductible expenses for tax

purposes.

Taxpayers claiming their inventories have lost value in the ways mentioned in
Tax Procedural Code Article 278, must prove this to the appraisal commission. To
record a loss due to natural disasters for taxable purposes, a decision of the appraisal
commission is required. The last date to apply to the appraisal commission is the last
day of the fiscal year. However, if the value decrease has arisen from casualty losses, an
application must be made as soon as possible without waiting for the last day of the

fiscal year.

The allowance account is used to record allowances adjusting physical and
economic losses incurred in the value of inventories because of natural disasters,

damages, obsolescence, or other reasons.

According to the Turkish uniform chart of accounts, when the market value
decrease of the inventories has been determined, the 654 Provision Expenses account is
debited and the 158 Allowance for decrease in value of inventories account is credited.
When these inventories are either used in business or sold, then a comparison is made
with the related inventory account and the provision is transferred to the 644 Provisions

no longer required account.
2.43. Foreign Exchange Losses

Foreign exchange losses account is the account in which foreign exchange
losses are followed up (Exchange rate differences arising from loans are not recorded in

this account; they are recorded as finance expenses).

On the valuation date, any negative exchange rate difference of foreign cash in

bank accounts is recorded in the Foreign exchange loss account as debit.
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Foreign exchange losses come into being in two ways. One of them is when
foreign currency which the company has held as cash on hand, cash in banks or checks
received accounts, leaves the company’s possession. The other one comes into being as
a result of valuation on valuation days. Pursuant to Tax Procedural Law, assets,
receivables and payables denominated in foreign currencies shall be valued at the
foreign currency exchange rate which has been issued by the Ministry of Finance. As a
result of this valuation, the difference between recorded values and values reached with

valuation will comprise foreign exchange gains/losses.
2.44. Discount Interest Expenses

The discount interest expense account is the account in which discount interest
expenses are followed up. Discount interest expenses occurring on notes payable at the
end of the term, and interest expenses occurring from cancellation of a discount on
notes receivable in the beginning of the subsequent year are followed up in the 657

Discount interest expense account.

According to Tax Procedural Law, notes receivable are allowed to be
discounted to their present value on the date of valuation. The rate of interest indicated
on the notes can be used for discounting. If there is no interest rate indicated on the
notes, the Central Bank's official discount rate can be used as the discount rate. The
amount of reduction for the notes receivable to their net present value is calculated and

recorded in the Discount of notes receivable (-) account.

Per the Uniform Chart of Accounts, calculated discount amounts are recorded
in the 122, 222, 137, 237 discount of notes payable accounts as credit and are recorded

in the 657 Discount Interest Income account as debit.

Taxpayers discounting unmatured notes receivable to the present value of the

valuation date must also discount unmatured notes payable in the same way.459

459 Tax Procedural Law, Article 281.
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2.45. Deductible and Non Deductible Expenses
2.45.1. Requisite Conditions for Deduction of General Expenses

a) Incurred expenses shall be directly related to acquiring and maintaining

commercial income.
b) Expenses for tangible fixed assets shall not be accepted.

If expenses are incurred for the purchase of tangible fixed assets, there will be

no general expenses to be deducted as the tangible fixed assets will be depreciated.
c) All expenses shall qualify as deductible expenses under the law.

As per IRC Section 161.41. To be deductible as an ordinary and necessary
business expense, an expenditure must be paid or incurred during the taxable year, must
be made to carry on a trade or business. To be deductible as a business expense in
computing income tax, an item must be paid or incurred by taxpayer within the taxable
year, incurred in carrying on a trade or business, and must be both ordinary and
necessary. For an item to qualify as an “ordinary and necessary expense” deductible

under this section, five requirements must be met:*¢°
1- Item must be paid or incurred during taxable year
2- must be for carrying on any trade or business
3- must be an expense
4-must be necessary

5-must be ordinary

60 US Treas. Reg. Section 161.41.
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Determination whether expenditure is ordinary expense deductible in
computing net income must be made on basis of what is ordinary for particular business

in which it is incurred.*®!

Ordinary expense is one that is normally to be expected, in view of
circumstances facing business, and a necessary expense is one that is appropriate and

helpful to the business.**

To be deductible as an “ordinary and necessary” expense paid or incurred
during the taxable year in carrying on any trade or business” the item must be not only a
business expense but also such an expense that it is both ordinary and necessary,
“ordinary” meaning normal, usual or customary, and the fact that and obligation to pay

has arisen is not sufficient to authorize the deduction.*®?

Deductions for income tax purposes are statutory. Deduction is a matter of

legislative grace and may be taken only when permitted by statute.***

Before an expense becomes deductible for income tax purposes, all events
which fix amount and liability of tax payer must have occurred. General rule as to
deductibility is that there can be no loss for tax purposes on amounts which never been

reported as income.*®’

In asserting a claim for deduction, taxpayer must show that he has satisfied
every requirement of appropriate statute and its accompanying regulations. Taxpayers
desiring to take deduction for income tax purposes must comply with statutory and

regulatory requirements related thereto.**
2.45.2. Deductible Expenses in Individual Income Tax Law

The deduction of the following expenses is allowed for the determination of net

profit.

461 Ibid, 162.57.
462 Ibid, 162.59.
463 1bid, 162.60.
464 Ibid, 161.7.
465 Ibid, 161.8.
466 1bid, 161.9.
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1. General expenses made for the acquisition and maintenance of commercial
income (Taxpayers who are active in exportation, construction, repair, assembling and
transportation abroad are also allowed to deduct a lump expense, for amounts equal to at
least 0.5 % of their earnings incurred as foreign currency from these activities for the

- - 467
equivalent of business expenses abroad).

2. Food and lodging expenses for employees and workers at the place of
business or in its annexes, treatment and drug expenses, clothing expenses under Article
27, insurance premiums and retirement payments (The conditions of insurance
premiums and retirement payments to be deducted are: They must be paid to insurance
companies or retirement and relief funds in Turkey, and insurance companies or

retirement and relief funds must have the status of a legal entity).468

3. Under the condition they are relevant to the business; losses, damages and

indemnities paid based on contract, or judicial decree, or by order of the law.*®

4. Travel and lodging expenses relevant to the business and commensurate with

the importance and length of the work.*7

5. Expenses for vehicles which are acquired through leasing or are assets of an

entity and used in business.*’!

6. Taxes, dues, and charges such as building, land, consumption, stamp and

municipal taxes on the condition of relevance to the entity.472

7. Depreciations in compliance with Tax Procedural Law Provisions.*”?

8. Fees paid by companies to unions. (On condition however that monthly fees

paid cannot exceed daily total net payment of Wages).474

47 1ITL, Article 40/1.
468 Ibid, Article 40/2.
469 Ibid, Article 40/3.
470 Ibid, Article 40/4.
471 1bid, Article 40/5.
472 Ibid, Article 40/6.
473 Ibid, Article 40/7.
474 1bid, Article 40/8.
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9. Contribution margins paid by companies to individuals’ retirement systems.
(Total payment of contribution margins which have been paid by employers or
employees and have been considered in determination of the tax base shall neither
exceed 10 % of monthly wages nor national total minimum wage for a year. Outside the
individual retirement system, premiums paid for personal certificates of insurance shall

not exceed 5% of monthly wages acquired in payment month.*"

10. In procedures and principles specified by the Ministry of Finance: food,
cleaning, clothing and heating cost values donated to associations and foundations

which act as food banks with the aim of helping poor people.*’®

2.45.3. Non-deductible Expenses in Individual Income Tax Law

The deduction of the following expenses is not allowed for the determination

of net profit:

1. Money withdrawn or other assets in kind taken from the entity by owners of
the entity, or by a spouse or children. (The value of other assets taken from an entity are

valued at equivalent value and added to that withdrawn by the owners of the entity).477

2. Salaries, wages, bonuses, commissions, and compensations paid to the

owners of the entity, or to their spouses, or to their minor children.*”

3. Interest on capital invested in the entity by the owners of the entity.479

4. Interest on current accounts or other types of receivables owed to the owners

of the entity or to their spouses, or to their minor children.**

5. All fines and tax penalties and compensations arising from misdemeanors by

the owners of the entity. (Compensations which are written as fines on contracts shall

not be considered to qualify as punitive compensation).*®!

475 Ibid, Article 40/9.
476 Ibid, Article 40/10.
477 1bid, Article 41/1.
478 Ibid, Article 41/2.
47 Ibid, Article 41/3.
430 1bid, Article 41/4.
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6. Fifty percent of the announcement and advertisement expenses of all alcohol
and alcoholic drinks, and tobacco products. (The Council of Ministers is authorized to

increase this rate to 100% or to decrease it to 0%).482

7. Expenses and depreciations of maritime vehicles with engines such as
yachts, cutters, boats, speed boats and of air vehicles such as planes and helicopters
acquired by leasing or recorded as assets of the entity, which are not directly related to

the main activities of the entity.**

8. Deduction of a certain portion of financial expenses for taxpayers who value
inventories with LIFO method or revalue their fixed assets. (Interest expenses,
commissions, overdue charges, exchange rate differences, and any other expenses or
cost elements, except expenses added to the cost of investment) arising from the loans
used for a tax entity are subject to financial expense restrictions which are 25% of total
expenses and costs after applying the reduction rate. (This provision was repealed from

the beginning of 2004)***

9. Compensation expenses paid due to material and immaterial losses which

have arisen through press or radio and television broadcasting activities.*®
2.45.4. Deductible Expenses in Corporate Income Tax Law

In the determination of corporate income calculated as commercial profit, the

following expenses are allowed to be deducted from the proceeds:

1. Expenses from the issuance of stock certificates and bonds. (These expenses
comprise paper and printing expenses, court, notary and other certification and

registration expenses, stamp dues, and other fees and dues paid for issuance,

81 Ibid, Article 41/5
482 1bid, Article 41/6.
83 Ibid, Article 41/7.
84 Ibid, Abolished Article 41/8.
435 1bid, Article 41/9.
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commissions given to banks for issuance, expenses for the registration of stocks and

bonds in the stock market and all other kinds of similar expenses).486

2. Organization and establishment expenses at founding. (In the case wherein
these expenses have been capitalized, the depreciation to be allocated from these values

: 487
as per Tax Procedural Law is recorded as an expense).

3. Expenses made for Board of Trustee meetings, and merger, dissolution, and

S 488
liquidation expenses.

4. In insurance and reinsurance companies, contingencies relevant to insurance
contracts which are valid on balance sheet date. (In life insurance companies using
mathematical prediction models, the expenses invested in marketable securities whose

dividends and interests are exempted from tax shall not be shown as expenses).489

Insurance technical reserves consist of the following:
- . . 490
a. Undetermined damage contingencies

. . . . 491
b. Unacquired premium contingencies

c. Life mathematic contingencies492

5. Research and development deductions calculated at 40 % of research and
development expenses which are only for new technology and information research
which have been incurred by the entity. The deduction of research and development
shall not be calculated from those expenses which are not directly related to research
and development activities and from depreciation amounts for depreciable fixed assets

which have not been used for research and development activities.*”

486 CITL, Article 8/(1)/a.
87 Ibid, Article 8/(1)/b.
88 Ibid, Article 8/(1)/c.
8 Ibid, Article 8/(1)/e.
490 Ibid, Article 8/(1)/e-1.
1 Ibid, Article 8/(1)/e-2.
492 Ibid, Article 8/(1)/e-3.
493 Ibid, Article 10/(1)/a.
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2.45.5. Non-deductible Expenses in Corporate Income Tax Law

In the determination of corporate income, the following expenses are not

allowed to be deducted.

1. Interest paid or calculated on equity.***

2. Interest paid or calculated on thin capitalization.495

3. Interest paid or calculated on transfer pricing.**®

4. Reserves of any kind or under any name (including all types of reserves
allocated pursuant to Turkish Commercial Law, special laws for entities or main
contract and regulatory decisions as well as allowances which have been allocated by

banks in terms of Bank Law).*"’

5. Corporate income tax, all fines and tax penalties, late payment fees and

interests as per the Law Concerning Public Receivables Collection Procedure.*®

6. Losses arising from sales of marketable securities at lower than nominal

.. . . L. 4
values, commissions paid, and all kinds of similar expenses. %

7. Fifty percent of the announcement and advertisement expenses of all alcohol
and alcoholic drinks, and tobacco products. (The Council of Ministers is authorized to

increase this rate to 100% or to decrease it to 0%).500

8. Expenses and depreciations of maritime vehicles with engines such as
yachts, cutters, boats, speed boats and of air vehicles such as planes and helicopters
acquired by leasing or recorded as assets of the entity, which are not directly related to

the main activities of the entity.”"’

49 Ibid, Article 11/(1)/a.
49 Ibid, Article 11/(1)/b.
4% Ibid, Article 11/(1)/c.
7 Ibid, Article 11/(1)/g.
9% Ibid, Article 11/(1)/d.
49 Ibid, Article 11/(1)/e.
300 bid, Article 11/(1)/.
501 Ibid, Article 11/(1)/f.
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9. Compensation expenses paid due to material and immaterial losses which

. . .. . 502
have arisen through press or radio and television broadcasting activities.

302 Ibid, Article 11/(1)/h.
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3. FIELD STUDY

3.1. Introduction

Tax evasion is a term used to describe illegal arrangements where liability to

tax is hidden or ignored, i.e. the taxpayer pays less tax than he is legally obliges to

pay'503

This field study is part of the dissertation entitled “Tax Review of Basic
Financial Statement Items and A Correlating Field Study to Determine Common Tax
Evasion Issues”. The purpose of this survey is to determine the importance and
prevalence of particular evasion points in basic financial statement items from the tax

audit standpoint.

Probable deficiencies and discrepancies which may indicate tax evasion in tax
auditing have been listed at the end of the field study. In the determination of the level
of importance and prevalence of probable tax deficiencies and discrepancies, the

following evaluation scale was applied:
(5) Very common and highly important
(4) Quite common and important
(3) Somewhat common and important
(2) Slightly common and not very important
(1) Neither common nor important

According to the evaluation scale above, for each item of the basic financial
statements, a number was assigned to evaluate potential tax deficiencies and
discrepancies in terms of prevalence and importance. Only one number for each

situation was chosen.

303 Susan M. Lyons, International Tax Glossary, Revised 3rd Edition, IBDF Publications, p.115.
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Respondents’ comments on the deficiencies and discrepancies as well as any
further deficiencies and discrepancies that they thought they should have been added,
were appreciated in the “Comments/Additions” section at the end of every group of
items. Subsequent to completing the list, two questions about usefulness and

practicability of tax discrepancies and deficiencies list were answered by tax auditors.
3.1.1. Respondents

Respondents to be communicated with have to be knowledgeable about the
pertinent issues. Therefore, in this research, nonrandom sampling technique has been
used. “In this type of sampling, some members of the population may not have any

chance of being selected in the sample.” "

People who are knowledgeable about tax deficiencies and discrepancies are tax
auditors and they are not willing to share their experiences with others, because of their
official duties. Therefore they were assured that their identities would be held in total

confidence.

In the field study, respondents were selected as to two main criteria. First one
was the tax audit reports they produced and the second one was the discrepancies in
assessment they determined in their tax audit reports. 10 qualified and willing
professionals who were recognized as among the most successful auditors participated.
In the field study, these 10 auditors were determined to fall well within an acceptable
range of respondents due to the nature of the research, which is exploratory and

qualitative rather than statistical and quantitative research.

For the data collection process, the questionnaire was given to tax auditors by
hand and any questions or need for clarification that arose during the answering process
were addressed. Accordingly, the survey respondents were interviewed and their verbal

answers and comments were written down by the author of this dissertation.

304 Mann, P., Statistics for Business and Economics, John Wiley & Sons, Inc., Canada, 1995, p.361.
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3.1.2. Three Criteria for Good Measurement

True measurement of concepts requires a process of assigning precise scores or

numbers to the attributes of people or objects.505

The purpose of exploratory research is to indicate the concept to be
investigated. For example, in the research for this thesis the determination of the focal
points of tax deficiencies & discrepancies was the concept to be investigated. There are
three major criteria for evaluating field study measurements: reliability, validity, and

sensitivity.
3.1.2.1. Reliability

Reliability applies to a measure when similar results are obtained over time and
across situations. Broadly defined, reliability is the degree to which measures are free

from error and therefore yield consistent results.”*

As the questions in the opinion survey correspond with almost every heading in
the Turkish Uniform Chart of Accounts, they were designed to cover the vast majority
of possible tax deficiencies & discrepancies. At the same time, the tax professionals’
varied levels of experience and backgrounds also provided a great variety of potential
situations encountered. Given these two facts, the similarity of results obtained from
such different perspectives and across so many questions demonstrates a high level of

reliability in the research conducted.
3.1.2.2. Validity

The purpose of measurement is to measure what we intend to measure-but this
obvious goal is not as simple as it sounds at first. Validity addresses the problem of
whether a measure measures what it is supposed to measure. If it does not measure what

we designate it to measure, there will be problems.””’

305 jum C. Nummally, Psychometric Theory , New York: McGraw-Hill, 1967, p. 2.

306 3. Paul Peter, “Reliability: A Review of Psychometric Basis and Recent Marketing Practice” Journal of
Marketing Research, February 1979: 6-17.

*7 Zikmund, William G., Business Research Methods, Third Edition, October 1990, p. 262.
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What it is intended to measure in this research was to determine and reveal the
probable deficiencies and discrepancies which lead to tax evasions in basic financial
statement items from the tax audit standpoint. The items presented in the opinion survey
have been formulated to follow the structure of the Turkish Uniform Chart of Accounts,
thus covering a full spectrum of tax auditing deficiencies and discrepancies. Moreover,
to increase validity, an appeal for the comments of the varied participating professionals
is stated after every group of subpoints enumerated in the survey, in the instance that

any further deficiencies and discrepancies may exist outside those covered in the survey.
3.1.2.3. Sensitivity

Sensitivity refers to an instrument’s ability to accurately measure variability in
stimuli or responses. A more sensitive measure, with numerous items on the scale, may

be needed.”®

As the opinion survey presented to tax auditing professionals is the research
instrument for this thesis, the number of items and detail of each item are intended to
create a high level of sensitivity in the research conducted. Moreover, the five point
scale applied by respondents to each question accurately measured the variability of

responses.
3.2. Evaluation of the Field Study

The rates of prevalence and importance of tax discrepancies and deficiencies
have been ranked by taking into consideration the results from the aforementioned

“Field Study” conducted with tax auditors. (See Appendices 5.1, 5.2, 5.3)

Ranking and evaluation as well as other particular points emphasized by tax

auditors will be discussed and assessed in following sections.

08 Zikmund, William G., p. 264.
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3.2.1. Cash on Hand

During the exploratory research, the tax discrepancy and deficiency risks
concerning cash on hand were determined to comprise 5 subpoints. The first 2
subpoints, “large or unusual cash disbursement” and “excessive balance of cash on
hand” were graded by all tax auditors with the full five points which means they are

“very common and highly important” issues in tax auditing.

On the other hand “cash on hand with credit balance” got only 1 point (neither
common and nor important at all) from all participants except one person who gave 2
point (slightly common and not very important). “Cash overages and shortages” got 1
point from all participants. “Valuation of foreign currencies” got 19 in total and 1.9 on
average meaning the issue was determined to be “slightly common and not very

important”

The tax discrepancy and deficiency points concerning the prevalence and

importance cash on hand and the total and average grades given by tax auditors are as

follows:
D&D sub points for the cash on hand Total grade Average
Large or unusual cash disbursement 50 5.0
Excessive balance of cash on hand 50 5.0
Valuation of foreign currency 19 1.9
Cash on hand with credit balance 11 1.1
Cash overages and shortages 10 1.0

Tax auditors’ comments and additions for cash on hand are as follows:

-Cash on hand overages and shortages can be only encountered for

insignificant amounts.

-Transaction volume of cash and cash equivalents in a year is significant. One
of the most important issues in tax auditing is the ratio between yearly transaction
volume of cash and cash equivalents and the capital and/or the sales volume of an entity.
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In the case when sales/purchase volume is low, but cash movements from cash on hand
and/or cash movements in bank accounts are relatively high, the entities shall be

targeted in the initial investigation of a tax audit.

3.2.2. Checks Received

During the exploratory research, the tax discrepancy and deficiency risks
concerning checks received were determined to comprise 4 points. None of these were
given 4 points “quite common and important” or 5 points “very common and
important”. Subpoints 1, 2 and 3 “transfer pricing using bartering checks”, “thin
capitalization using bartering checks” “discounting of checks”, were graded at 3 points
on average “somewhat common and important”. “Valuation of checks denominated in
foreign currency” was given 21 in total, and 2.1 on average, meaning “slightly common

and important”.

The tax discrepancy and deficiency points concerning for prevalence and

importance checks received and the total and average grades given by tax auditors are as

follows:
D&D sub points for checks received Total grade Average
Transfer pricing using bartering checks 33 33
Thin capitalization using bartering checks 31 3.1
Discounting of checks 29 2.9
Valuation of checks denominated in foreign currency 19 1.9

As per tax auditors’ comments and additions, between related parties, when
one side gives checks which are payable within a specified length of time in response to
checks they were paid, these funds are thereby being used without interest by related

parties.
3.2.3. Cash in Banks
During the exploratory research, the tax discrepancy and deficiency risks

concerning cash in banks were determined to comprise 5 subpoints. No subpoint in this
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group received a grade of 4 or higher. “Interest income of time deposits”, with a total of
31, and 3.1 on average received the most points in this group, and was determined to be
“somewhat common and important”. The other 3 subpoints received approximately 2

points on average; slightly common and not very important”.

The tax discrepancy and deficiency points concerning for prevalence and

importance cash in banks and the total and average grades given by tax auditors are as

follows:
D&D sub points for the cash in banks Total grade Average
Interest income of time deposits 31 3.1
Exchange rate valuation of foreign currencies 22 2.2
Recognition of interest income 20 2.0
Interest income of repurchase agreements 19 1.9

Tax auditors’ comments and additions for cash in bank are as follows:

-Shareholders, subsidiaries and/or associates’ investment and deposits accounts
shall be investigated from the perspective of relationship to the entity. These accounts
may be arisen from the funds which were transferred to the entity. In the determination

of the income and fund transfers, related parties’ bank account details must be provided.

-The funds transferred to offshore are important from the perspective of 1)

Interest income, and 2) Foreign exchange differences.
3.2.4. Other Liquid Assets

The tax discrepancy and deficiency risks concerning other liquid assets were
determined to comprise 2 subpoints. However, auditors did not find either subpoint to
be of importance, and rated both subpoints accordingly. “Valuation of foreign currency”
received 1 point from every participant, indicating that it is viewed as “neither common
nor important”. “Checking credit card sales and their invoices” only received 2 points

from 3 participants, while the rest gave it 1 point.
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The tax discrepancy and deficiency points concerning the prevalence or
importance of the “other liquid assets” group and the total and average grades given by

tax auditors are as follows:

D&D sub points for the other liquid assets Total grade Average
Checking credit card sales and their invoices 13 1.3
Valuation of foreign currency in transit 10 1.0

3.2.5. Stock Certificates

The tax discrepancy and deficiency risks concerning stock certificates were
determined to comprise 5 subpoints. Of these, “stock sales to related parties as transfer
pricing” and “valuation of foreign stock shares” were graded by the participants to
indicate “very common and highly important” tax evasion categories, receiving 45 and
46 total points respectively, or 4.5 and 4.6 points each on average. For the remaining
three subpoints, “valuation of stock certicates” received a total of 39 (an average of 3.9),
indicating that this is a “quite common and important” issue in tax auditing, while
“determination of sale profit (loss) for stock shares of same company purchased”
received a total of 29 (2.9 on average) making this a “somewhat common and
important” issue. Finally, Allowances for value decreases of stock certificates; whether
adjustments done for tax purposes received a total of 16 points (1.6 on average), making

it a “slightly common and not very important” issue.

The tax discrepancy and deficiency points concerning the prevalence or
importance of the “stock shares” group and the total and average grades given by tax

auditors are as follows:

D&D points for the stock certificates Total grade Average

Valuation of foreign stock shares 46 4.6

Stock sales to related parties as transfer pricing 45 4.5

Valuation of stock certificates 39 39

Sale profit for shares due to capital increase 29 29
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Allowances for value decreases of stock certificates; 16 1.6

whether adjustments done for tax purposes

As per tax auditors’ comments and additions, derivatives in companies’
portfolios are sometimes reported as stock shares and so valuation differences may be

important.
3.2.6. Marketable Securities Other Than Stock Shares

The tax discrepancy and deficiency risks concerning “Marketable securities
other than stock shares” were determined to comprise 4 subpoints. According to the
survey participants, all these subpoints are potential indicators of tax evasion. Of these,
“futures, forward contracts and options used for tax deferral” and “the activities in
Turkey funds considered to be foreign but in fact Turkish” were found to be “very
common and highly important”, receiving a total of 47 and 46 points, respectively, or an
average of 4.7 and 4.6. “Valuation of fund participation certificates” had a total of 42
points, or 4.2 on average, and “valuation of bills and bonds” received 39 total points, an

average of 3.9 making it a “quite common and important” issue.

The tax discrepancy and deficiency points concerning the prevalence or
importance of the “marketable securities” group and the total and average grades given

by tax auditors are as follows:

D&D sub points for marketable securities other | Total grade Average

than stock shares

Futures, forward and options used for tax deferral 47 4.7
The funds considered to be foreign but in fact Turkish 46 4.6
Valuation of fund participation certificates 42 4.2
Valuation of bills and bonds 39 39

Comments offered by the participants concerning tax deficiencies and

discrepancies other than those arising from the exploratory research phase indicated the
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importance of the funds that appear to be foreign but are in fact Turkish. During the
auditing, the funds may be considered to be transfer of credit from abroad for a

specified commercial or financial operation.
3.2.7. Receivables

The tax discrepancy and deficiency risks concerning “receivables” were
determined to comprise 6 subpoints. Of these, “transfer pricing through receivables”
and “thin capitalization through receivables” in particular were found to be ‘“very
common and highly important”, receiving a total of 46 and 45 points, respectively, or an
average of 4.6 and 4.5. Other than these two subpoints, “doubtful receivables, if
properly adjusted” had a total of 31 points, or 3.1 on average; “uncollectible receivables
if properly adjusted” received 30 total points, an average of 3.0; and “discounting of
receivables, if properly adjusted” had a total of 29 points, or 2.9 on average — all three
of these subpoints were, according to their averages, considered to be “quite common
and important” issues. “Valuation of receivables based on foreign currency”, with 19
total points (1.9 on average) was evaluated as a “slightly common and not very

important” issue.

The tax discrepancy and deficiency points concerning the prevalence or
importance of the “receivables” group and the total and average grades given by tax

auditors are as follows:

D&D sub points for receivables Total grade Average
Transfer pricing through receivables 46 4.6
Thin capitalization through receivables 45 4.5
Doubtful receivables, if properly adjusted 31 3.1
Uncollectible receivables if properly adjusted 30 3.0
Discounting of receivables, if properly adjusted 29 29
Valuation of receivables based on foreign currency 19 1.9
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In addition to the subpoints arising from the exploratory research phase,
comments offered by the survey participants concerning tax deficiencies and

discrepancies for the receivables are as follows:

-In the compliance determination of doubtful receivables, an analysis is
necessary for whether the sales volume and doubtful receivables are commensurate or

not.

-Thin capitalization through receivables may be come into being by means of

receivables which are not collected from related parties to fund them.

-In transfer pricing through receivables, whether a contract and/or a decision by
the board of directors specifying sales and/or purchases conditions are researched by tax

inspectors.
3.2.8. Inventories

The tax discrepancy and deficiency risks concerning the “Inventories” group of
accounts were determined to comprise 8 subpoints. Of these, “appropriateness test of
output ratios and wastage ratios” at a total of 43 points, 4.3 on average; “cost of goods
sold; whether calculated properly” at a total of 42, on average 4.2; and “inventory
errors” at a total of 39, on average 3.9 were all found to be “quite common and
important” issues in tax auditing. “Equivalent value in valuation, if properly applied” at
a total of 29 points, on average 2.9, was found to be a “somewhat common and
important” issue. Both “lower of cost or market rule, if properly applied” and
“allowances for value decrease of inventories” had a total of 19, on average 1.9, making
them “slightly common and not very important” issues, while “inventory overages and
shortages” at a total of 11, on average 1.1, making it “neither common nor important at

all” issues.

The tax discrepancy and deficiency points concerning the prevalence or
importance of the “inventories” group and the total and average grades given by tax

auditors are as follows:
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D&D sub points for inventories Total grade | Average
Appropriateness test of output ratios and wastage ratios 43 4.3
Cost of goods sold; whether calculated properly 42 4.2
Inventory errors 39 39
Equivalent value in valuation, if properly applied 29 2.9
Lower of cost or market rule, if properly applied 19 1.9
Allowances for value decrease of inventories 19 1.9
Inventory overages and shortages 11 1.1

In addition to the subpoints arising from the exploratory research phase,
comments offered by the questionnaire participants concerning tax deficiencies and

discrepancies for the “inventories” group of accounts are as follows:
-Inventory mistakes may concern interim tax periods.

-Especially in manufacturing entities, determination of part of secondary
materials, scraps, supplies, raw materials which belong to the period and their resell

shall be considered as an issue in tax auditing.
3.2.9. Tangible fixed assets

The tax discrepancy and deficiency risks concerning “tangible fixed assets”
were determined to comprise 10 subpoints. Of these, both “transfer pricing through real
estate sales” with a total of 46, on average 4.6, and “depreciations, whether allocated
appropriately” with a total of 45, on average 4.5 were deemed “very common and
highly important” issues, while “loan interest and/or exchange differences recorded
directly as expenses for the capitalization term” with a total of 41, on average 4.1 was
found to be a “quite common and important” issue. “Determination of the cost value of
tangible fixed assets purchased, manufactured, or constructed” with a total of 33, on
average 3.3; “improvements that increase the cost of real estate, whether included in the
cost or written off as expenses directly” with a total of 32, on average 3.2; “Assets in
casualty losses to be based on appraisal commission decision” with a total of 30, on

average 3.0; and “renewal fund, whether allocated properly” with a total of 28, on

202

www.manaraa.com



average 2.8 were rated as “somewhat common and important” issues in tax auditing.

“Value Added Tax paid at acquisition for automobiles” with a total of 18, and an

average of 1.8 was found to be a “slightly common and not very important” issue, while

“tangible fixed assets with completed useful life, but still in records; unrecorded sales of

tangible fixed assets as scrap” with a total of 12, on average 1.2 were deemed to be

“neither common nor important” issues.

The tax discrepancy and deficiency points concerning the prevalence or

importance of the “tangible fixed assets” group and the total and average grades given

by tax auditors are as follows:

D&D sub points for tangible fixed assets Total grade Average
Transfer pricing through real estate sales 46 4.6
Depreciations, whether allocated appropriately 45 4.5
Loan interest and/or exchange differences recorded 41 4.1
directly as expenses for the capitalization term

Determination of the cost value of tangible fixed assets 33 33
purchased, manufactured, or constructed

Improvements that increase the cost of real estate; 32 32
whether included in cost or written off as expenses

Assets in casualty losses not to be based on appraisal 30 3.0
commission decision

Renewal fund; whether allocated properly 28 2.8
Value Added Tax paid on acquisition for automobiles 18 1.8
Assets completed useful life, but still in records; 12 1.2
unrecorded sales of tangible fixed assets as scrap

3.2.10. Leasing

The tax discrepancy and deficiency risks concerning “leasing” were

determined to comprise 5 subpoints. Of these, “transfer pricing through leasing

transactions” with a total of 47, on average 4.7, was deemed a “very common and
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highly important” issue, while both “for operational leasing, whether lease payments are
recorded as expenses in equal amounts” with a total of 42, on average 4.2, and “for
lessee, depreciations whether allocated appropriately (the rule of lower of market or net
present value of lease payments)” with a total of 39, on average 3.9 were rated as “quite
common and important” issues. “Leasehold improvements; whether depreciated over
the term of the lease in equal amounts” with a total of 27, on average 2.7 was found to
be a “somewhat common and important” issue, and “interest expenses for lease
payments” with a total of 13, on average 1.3 was considered a “neither common nor

important” issue.

The tax discrepancy and deficiency points concerning the prevalence or
importance of the “leasing” group and the total and average grades given by tax auditors

are as follows:

D&D sub points for leasing Total grade | Average
Transfer pricing through leasing transactions 47 4.7
For operational leasing, whether lease payments are 42 4.2

recorded as expenses in equal amounts

For lessee, depreciations whether allocated appropriately 39 39

Leasehold improvements; whether depreciated over the 27 2.7

term of the lease in equal amounts

Interest expenses for lease payments 13 1.3

3.2.11. Intangibles

The tax discrepancy and deficiency risks concerning “Intangibles” were
determined to comprise 6 subpoints. Five of these subpoints were given a rating of 4
points or higher. “Transfer pricing of intangible assets” received the full 5 points from
all respondents, 50 points in total, while “Leasing of intangible assets abroad; whether
VAT and withholding tax withheld from gross payments” received 4 points from only
two respondents, while the remaining eight gave it the full 5 points for an total of 48
points; both of the above supoints were thus deemed “very common and highly

important” issues. Other than these top two issues, “amortization of intangible assets”
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with a total of 42, on average 4.2; “computer software costs, whether capitalized or
expensed” with a total of 41, on average 4.1; and “valuation of intangible assets” with a
total of 40, on average 4.0 were felt to be “quite common and important” issues in tax
auditing. Of the intangible fixed assets group, only the “capitalized establishment and
organization expenses written off expenses directly” sub point, with a total of 21 points,

on average 2.1, was rated as a “slightly common and not very important” issue.

D&D points for intangible assets Total grade | Average
Transfer pricing of intangible assets 50 5.0
Leasing of intangible assets abroad 48 4.8
Amortization of intangible assets 42 4.2
Computer software costs, whether capitalized or expensed 41 4.1
Valuation of intangible assets 40 4.0
Capitalized establishment and organization expenses 21 2.1
written off expenses directly

In addition to the subpoints arising from the exploratory research phase,
comments offered by the survey participants concerning tax deficiencies and

discrepancies for the “intangible fixed assets” are as follows:

-Capitalization of intangibles is under debate. From some perspectives,
intangibles such as know how, compilation, and movies should be recorded directly as

expenses. However, from the auditors’ perspective, these shall be capitalized.
-Internet sites should be taken as workplaces and capitalized.
3.2.12. Depleteble Assets

The tax discrepancy and deficiency risks concerning “depleteble assets” were
determined to comprise only 1 subpoint. Of the auditors, 7 gave this issue only 1 point,
deeming it “neither common nor important”, while the remaining three gave it 2 points,
raising its importance only to “slightly common and not very important”. With a total of
13 points, on average 1.3, “valuation of depleteble assets” was considered ‘“neither

common nor important” either.
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D&D sub points for depleteble assets Total grade Average

Valuation of depleteble assets 13 1.3

As per tax auditors’ additions, “depleteble assets” group of accounts may be

important tax audit issue in terms of types of operations of entities.
3.2.13. Prepaid Expenses and Income Accruals

The tax discrepancy and deficiency risks concerning “prepaid expenses and
income accruals” were determined to comprise 2 sub points. Of these, “accrued
revenues; whether correct amounts are recorded in related income accounts” with a total
of 41 points, on average 4.1, and “prepaid expenses, whether correct amounts are
recorded in related expense account” with a total of 39, on average 3.9 were both found

to be “quite common and important” issues in tax auditing.

D&D sub points for prepaid expenses and income | Total Grade Average
accruals
Accrued revenues; whether correct amounts recorded 41 4.1

in related income accounts

Prepaid expenses; whether correct amounts recorded 39 39

in related expense account

3.2.14. VAT Credit

The tax discrepancy and deficiency risks concerning VAT Credit were
determined to comprise 4 subpoints. None of these received an average importance
rating of 3 points or greater from the respondents. “Value added tax on invoices for the
purchase of automobiles to businesses” with a total of 23, on average 2.3, and “value
added tax on the goods which are lost” with a total of 22, on average 2.2, were
determined to be “slightly common and not very important” issues. “Value added tax
paid for expenses deemed non-deductible per IITL and CITL” with a total of 14, on

average 1.4, and “value added tax on purchase invoices related to transactions which are
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non-taxable or exempted from value added tax” with a total of 13, on average 1.3, were

considered to be “neither common nor important” issues.

D&D sub points for VAT Credit Total grade Average
Value added tax on invoices for the purchase of 23 2.3
automobiles

VAT of the goods which are lost or stolen 22 2.2
Value added tax paid for expenses deemed non 14 1.4

deductible per IITL and CITL

VAT on purchase invoices related to transactions which 13 1.3

are non-taxable or exempted from value added tax

According to the tax auditors, tax deficiencies and discrepancies for value
added tax credit will not be examined directly from movements in this account but

rather from movements in related accounts.
3.2.15. VAT Received

The tax discrepancy and deficiency risks concerning VAT Received were
determined to comprise 5 subpoints. None of these received an average score of 4 points
or more. “Goods delivered and services rendered without charge” with a total of 37, on
average 3.7, received the highest risk rating in this group — close in value, according to
the valuation chart outlined above, to a “quite common and important” issue in tax
auditing. “VAT of the goods in casualty losses” with a total of 26, on average 2.6, was
deemed to be a “somewhat common and important” issue, while the remaining
categories received a rating of “neither common nor important”: “returns of goods
purchased” had a total of 12 points, on average 1.2; “VAT for transactions not realized
or abandoned” had a total of 11, on average 1.1; and “VAT received, if calculated

properly” had a total of 10, on average 1.0.
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D&D sub points for value added tax received Total grade Average
Goods delivered and services rendered without charges 37 3.7
VAT of the goods in casualty losses 26 2.6
Returns of goods purchased 12 1.2
VAT for transactions not realized or abandoned 11 1.1
VAT received; if calculated properly 10 1.0

As per tax auditors’ comments and additions, the accuracy of VAT received can
be determined through an examination of sales. Term sale trends can be examined in

terms of piling sales up.
3.2.16. Work Advances

The tax discrepancy and deficiency risks concerning “work advances” were
determined to comprise 2 subpoints. Both subpoints in this group received a grade of 4
or higher. “Valuation of advances” with a total of 42, 4.2 on average; and “transfer
pricing through work advances” with a total 41, and 4.1 on average were determined to

be “quite common and quite important.

The tax discrepancy and deficiency points concerning the prevalence and

importance work advances and the total and average grades given by tax auditors are as

follows:
D&D sub points for work advances Total grade Average
Valuation of advances 42 4.2
Transfer pricing through work advances 41 4.1

3.2.17. Bank loans

The tax discrepancy and deficiency risks concerning “bank loans” were
determined to comprise 4 subpoints. The first 2 sub points, “transfer pricing through

G

bank loans” “thin capitalization through bank loans” were graded by all tax auditors
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with the full five points which means they are “very common and highly important”

issues in tax auditing.

On the other hand “bank loan valuation” got 29 in total, and 2.9 on average;

“valuation of bank loans in foreign currencies” 28 in total, and 2.8 on average meaning

these issues were determined to be “slightly common and not very important”.

The tax discrepancy and deficiency points concerning the prevalence and

importance of the bank loans group and the total and average grades given by tax

auditors are as follows:

D&D sub points for the bank loans Total grade Average
Transfer pricing through bank loans 50 5.0
Thin capitalization through bank loans 50 5.0
Bank loan valuation 29 29
Valuation of bank loans in foreign currencies 28 2.8

3.2.18. Bonds and Notes Issued

During the exploratory research, the tax discrepancy and deficiency risks

concerning “bonds and notes issued” were determined to comprise 3 sub points. All 3

sub points, “valuation of bonds and notes issued”, “transfer pricing through bonds and

notes issued”, and “thin capitalization through bonds and notes issued” were graded by

all tax auditors with the full five points which means they are “very common and highly

important” issues in tax auditing.

The tax discrepancy and deficiency points concerning for prevalence and

importance bonds and notes issued and the total and average grades are as follows:

D&D sub points for bonds and notes issued Total grade Average
Valuation of bonds and notes issued 50 5.0
Transfer pricing through bonds and notes issued 50 5.0
Thin capitalization through bonds and notes issued 50 5.0
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3.2.19. Trade Payables

During the exploratory research, the tax discrepancy and deficiency risks
concerning ‘“trade payables” were determined to comprise 4 sub points. “Thin
capitalization through partners’ current account” was graded by all tax auditors with the
full five points which means they are “very common and highly important” issues in tax
auditing. “Transfer pricing through trade payables”, and  “thin capitalization through
trade payables” were graded mostly 4 and 5 by the tax auditors indicating these are
“very common and highly important” issues in tax auditing. On the other hand
“discounting of payables” got 22 on total, and 2.2 in average; meaning the issue was

determined to be “slightly common and not very important”.

The tax discrepancy and deficiency points concerning the prevalence and
importance of the “trade payables” group and the total and average grades given by tax

auditors are as follows:

D&D sub points for trade payables Total grade | Average
Thin capitalization through partners’ current account 50 5.0
Transfer pricing through trade payables 46 4.6
Thin capitalization through trade payables 45 4.5
Discounting of payables 22 2.2

3.2.20. Unearned Revenues and Accrued Expenses

The tax discrepancy and deficiency risks concerning “unearned revenues” and
“accrued expenses” were determined to comprise 2 subpoints. “Unearned revenues;
whether recorded as revenues in the related term” got 32 in total, 3.2 on average;
“accrued expenses; whether recorded as expenses in the related term” 29 in total, 2.9 on

average; meaning the issues were determined to be “somewhat common and important”.

The tax discrepancy and deficiency points concerning the prevalence and
importance of the “unearned revenues” and “accrued expenses” group and the total and

average grades given by tax auditors are as follows:
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D&D sub points for unearned revenues and accrued | Total grade | Average

expenses

Unearned revenues, whether recorded as revenues in the 32 3.2

related term

Accrued expenses, whether recorded as expenses in the 29 2.9

related term

3.2.21. Sales and Purchases

The tax discrepancy and deficiency risks concerning “sales and purchases”
were determined to comprise 11 subpoints. “Sales without invoices”, “transfer pricing
of sales”, “purchases with fake invoices”, and “transfer pricing of purchases” were
graded by all tax auditors with the full five points which means they are “very common

and highly important” issues in tax auditing.

On the other hand “determination of cost of sales” got 43 in total, 4.3 on
average; “purchased goods without documentation” 42 in total, 4.2 on average; “sales to
companies in free zones/tax havens” 41 in total, 4.1 on average; “sales premium income
not added to the term profit” 39 in total, 3.9 on average; “unrecorded purchase discounts
36 in total, 3.6 on average; meaning these issues were determined to be “quite common

and important”.

“Financing elements on deferred settlements not included in gross sales”
received 31 in total, 3.1 on average; “net sale amount taken as VAT base instead of gross
amount” 30 in total, 3.0 on average; meaning these issues were determined to be “
somewhat common and somewhat important”. None of the sales and purchases issues

were given less than 30 in total.

The tax discrepancy and deficiency points concerning the prevalence and
importance of the “sales and purchases” group and the total and average grades given

by tax auditors are as follows:
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D&D sub points for the sales and purchases Total grade Average
Sales without invoices 50 5.0
Transfer pricing of sales 50 5.0
Purchases with fake invoices 50 5.0
Transfer pricing of purchases 50 5.0
Determination of cost of sales 43 4.3
Purchased goods without documentation 42 4.2
Sales to companies in free zones/tax havens 41 4.1
Sales premium income not added to the term profit 39 39
Unrecorded purchase discounts 36 3.6
Financing elements on deferred settlement not included 31 3.1
in gross sales
Net sale amount taken as VAT base instead of gross 30 3.0
amount

3.2.22. Imported Goods

The tax discrepancy and deficiency risks concerning “Imported goods” were

determined to comprise 5 sub points. “Transfer pricing of imported goods”, “discounts

of imported goods not suited arm’s length principle” were graded by all tax inspectors

with the full five points which means they are “very common and highly important”

issues in tax auditing.

On the other hand “valuation of imported goods at cost value” got 47 in total,

4.7 on average; “financing elements on deferred settlement for imported goods” got 46

in total, 4.6 on average; meaning these issues were also determined to be “very common

and highly important” issues in tax auditing.

The tax discrepancy and deficiency points concerning the prevalence and

importance of “imported goods” and the total and average grades given by tax auditors

are as follows:
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D&D sub points for imported goods Total grade | Average
Transfer pricing of imported goods 50 5.0
Discounts of imported goods not suited to arm’s length 50 5.0
Valuation of imported goods 47 4.7
Financing elements on deferred settlement for import 46 4.6
3.2.23. Research and Development Expenses
The tax discrepancy and deficiency risks concerning “research and

development expenses” were determined to comprise 2 subpoints. “Research and

development expenses written off as expenses directly” got 33 in total, 3.3 on average;

“More than 40% of research and development expenses written of as expenses” 32 in

total, 3.2 on average; meaning the issues were determined to be “somewhat common

and important” issues in tax auditing. The tax discrepancy and deficiency points

concerning the prevalence and importance of “research and development expenses” and

the total and average grades given by tax auditors are as follows:

D&D sub points for research and development | Total grade | Average
expenses

Research and development expenses written off as 33 33
expenses directly

More than 40% of research and development expenses 32 3.2
written of as expenses

3.2.24. Establishment and Organization Expenses

During the exploratory research, the tax discrepancy and deficiency risks

concerning ‘“‘establishment and organization expenses” were determined to comprise

only one subpoint. “Capitalized establishment and organization expenses written off as

expenses directly” got 21 in total, 2.1 on average meaning the issue was determined to

be “slightly common and not very important” in tax auditing.
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3.2.25. Marketing, Sales and Distribution Expenses

The tax discrepancy and deficiency risks concerning “marketing, sales and
distribution expenses” were determined to comprise 2 subpoints. “Marketing, sales and
distribution expenses belonged to the goods in inventories” got 43 in total, 4.3 on
average meaning the issue was determined to be “quite common and important” in tax
auditing. “Inappropriate expenses recorded as marketing, sales and distribution
expenses” got 33 in total, 3.3 on average meaning the issue was determined to be

“somewhat common and somewhat important” in tax auditing.

The tax discrepancy and deficiency points concerning the prevalence and
importance of “marketing, sales and distribution expenses” and the total and average

grades given by tax auditors are as follows:

D&D sub points for marketing, sales and | Total grade Average

distribution expenses

Marketing, sales and distribution expenses 43 4.3

belonged to the goods in inventories

Inappropriate expenses recorded as marketing, 33 33

sales and distribution expenses

3.2.26. General Administration Expenses

The tax discrepancy and deficiency risks concerning general administration
expenses were determined to comprise 3 subpoints. “High business expenses” got 33 in
total, 3.3 on average; “transfer of private expenses to business” 32 in total, 3.2 on
average; and “inappropriate expenses recorded as general administration expenses” got
30 in total, 3.0 on average; meaning all issues were determined to be “somewhat

common and important” in tax auditing.

The tax discrepancy and deficiency points concerning prevalence and
importance of “general administration expenses” and the total and average grades given

by tax auditors are as follows:
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D&D sub points for general administration expenses Total grade | Average

High business expenses 33 33
Transfer of private expenses to business 32 3.2
Inappropriate =~ expenses  recorded as  general 30 30

administration expenses

3.2.27. Vehicle Expenses

The tax discrepancy and deficiency risks concerning vehicle expenses were
determined to comprise 3 subpoints. “Expenses for vehicles which are not part of an
entity, leased, or used in the business” got 44 in total, 4.4 on average; “expenses made to
increase the value of a vehicle” 41 in total, 4.1 on average meaning both issues were

determined to be “quite common and important” in tax auditing.

The tax discrepancy and deficiency points concerning prevalence and
importance of “vehicle expenses” and the total and average grades given by tax auditors

are as follows:

D&D sub points for vehicle expenses Total grade | Average

Expenses for vehicles which are not part of an entity, 44 4.4

leased, or used in the business

Expenses made to increase the value of a vehicle 41 4.1

3.2.28. Wages

The tax discrepancy and deficiency risks concerning “wages” were determined
to comprise 3 subpoints. “Wages paid abroad from Turkey by a Turkish company” got
43 in total, 4.3 on average; “all kinds of benefits in gross amounts provided for
employees” 42 in total, 4.2 on average meaning both issues were determined to be
“quite common and important” in tax auditing. On the other hand, Private insurance
expenses more than social insurance got 26 in total, 2.6 on average meaning the issue

was determined to be “somewhat common and important” in tax auditing.
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The tax discrepancy and deficiency points concerning the prevalence and

importance of “wages” and the total and average grades given by tax auditors are as

follows:
D&D sub points for wages Total grade Average
Wages paid abroad from Turkey by Turkish company 43 4.3
All kinds of benefits in gross amounts provided for 42 4.2
employees
Private insurance expenses more than social insurance 26 2.6

3.2.29. Dividend Income from Subsidiaries and Associates

“Income/loss arising from sales of stock shares recorded in the dividend
income” got 13 in total, 1.3 on average meaning the issue was determined to be “neither

common nor important” issue in tax auditing.
3.2.30. Interest Income

As it has already been included in the cash in banks group in the balance sheet

items, interest income herein is not evaluated again as income statement items.
3.2.31. Gains/Losses on the Sale of Marketable Securities

As it has already been included in the marketable securities group in the
balance sheet items, gains/losses on the sale of marketable securities herein are not

evaluated again as income statement items.
3.2.32. Foreign Exchange Gains/Losses

As it has already been included in the balance sheet items wherever necessary,

foreign exchange gains/losses are herein not evaluated again as income statement items.
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3.2.33. Discount Interest Income/Expenses

As it has already been included in the receivables and payables group in the
balance sheet items, discount interest income/expenses herein are not evaluated again as

income statement items.

3.2.34. Allowance Expenses

As it has already been included in the marketable securities, receivables and
inventories groups in the balance sheet items, allowance expenses herein are not

evaluated again as income statement items.
3.2.35. Finance Expenses

The tax discrepancy and deficiency risks concerning finance expenses were
determined to comprise 10 sub points. “Finance expenses involved in capitalization”
and “finance expenses involved in transfer pricing” were graded by all tax auditors with
the full five points which means they are “very common and highly important” issues in

tax auditing.

On the other hand “finance expenses not properly calculated” 43 in total, 4.3
on average; “improper allocation of finance expenses concerning goods purchased or
produced” 42 in total, 4.2 on average; “finance expenses concerning loans utilized by
other entities” 41 in total, 4.1 on average; “finance expenses related to loans used for
investment financing and exchange differences arising due to import of tangible fixed
assets for foreign credit” 41 in total, 4.1 on average; “finance expenses concerning the
purchase of stock shares” 39 in total, 3.9 on average, “finance expenses not related to
the business” 39 in total, 3.9 on average; meaning all issues were determined to be

“quite common and important” in tax auditing.

The tax discrepancy and deficiency points concerning prevalence and
importance finance expenses and the total and average grades given by tax auditors are

as follows:
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D&D sub points for finance expenses Total grade | Average
Finance expenses involved in thin capitalization 50 5.0
Finance Expenses involved in transfer pricing 50 5.0
Distribution of finance expenses in holding companies 44 4.4
Finance expenses not properly calculated 43 4.3
Improper allocation of finance expenses concerning 42 4.2
goods purchased or produced

Finance expenses concerning loans utilized by others 41 4.1
Finance expenses related to loans used for investment 41 4.1
financing and exchange differences arising due to import

Finance expenses concerning the purchase of shares 39 39
Finance expenses not related to the business 39 39

3.3. Determination of Focal Points

Probable deficiencies and discrepancies which may indicate tax evasion in tax

auditing listed above per item groups on the balance sheet and income statement, the

following evaluation scale was applied: (5) Very common and highly important, (4)

Quite common and important, (3) Somewhat common and important, (2) Slightly

common and not very important, (1) Neither common nor important..

In this section, the focal points of the deficiencies & discrepancies encountered

by tax auditors, as explained in the field study, are classified and discussed for the

whole list.

In the determination of the level of importance and prevalence of probable tax

deficiencies and discrepancies, the following evaluation scale in total was applied:

Total Grade

45-50 Very common and highly important
35-44 Quite common and important
25-34 Somewhat common and important
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15-24 Slightly common and not very important

10-14 Neither common nor important at all

Particular deficiencies and discrepancies from the tax audit standpoint that
have been determined to be applicable for this survey have been put in order according

to the scores below, ranked from the highest scoring items to the lowest.
3.3.1. Very common and highly important D&D sub points for all groups

Total grade Average

1-Large or unusual cash disbursement 50 5.0
2-Transfer pricing of intangible assets 50 5.0
3- Thin capitalization through partners’ current account 50 5.0
4- Transfer pricing through bank loans 50 5.0
5- Thin capitalization through bank loans 50 5.0
6- Finance expenses involved thin capitalization 50 5.0
7- Finance Expenses involved transfer pricing 50 5.0
8-Excessive balance of cash on hand 50 5.0
9- Valuation of bonds and notes issued 50 5.0
10- Transfer pricing through bonds and notes issued 50 5.0
11- Thin capitalization through bonds and notes issued 50 5.0
12- Sales without invoices 50 5.0
13- Transfer pricing of sales 50 5.0
14- Purchases with fake invoices 50 5.0
15- Transfer pricing of purchases 50 5.0
16- Transfer pricing of imported goods 50 5.0
17- Discounts of imported goods not suited arm’s

length principle 50 5.0
18- Leasing of intangible assets abroad 48 4.8
19- Valuation of imported goods 47 4.7
20- Futures, forward contracts and options used for tax

deferral 47 4.7
21- Transfer pricing through leasing transactions 47 4.7
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22- Transfer pricing through trade payables

23- The funds considered to be foreign but in fact Turkish
24- Transfer pricing through receivables

25- Financing elements on deferred settlement

for imported goods

26- Valuation of foreign stock shares

27- Transfer pricing through real estate sales

28- Thin capitalization through receivables

29- Stock share sales to related parties

30- Depreciations, whether allocated appropriately

31- Thin capitalization through trade payables

46
46
46

46
46
46
45
45
45
45

4.6
4.6
4.6

4.6
4.6
4.6
4.5
4.5
4.5
4.5

3.3.2. Quite common and important D&D sub points for all groups

1- Distribution of finance expenses in holding companies

Total grade Average

44

2- Expenses for vehicles which are not part of an entity, leased,

or used in the business

3- Wages paid abroad from Turkey by a Turkish company
4- Appropriateness test of output ratios and wastage ratios
5- Finance expenses not properly calculated

6- Determination of cost of sales

7- Marketing, sales and distribution expenses belonged to the

goods in inventories

8- Purchased goods without documentation

9- For operational leasing, whether lease payments
recorded as expenses in equal amounts

10- All kinds of benefits in gross amounts provided
for employees

11- Valuation of fund participation certificates

12- Cost of goods sold; whether calculated properly
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43
43
43
43

43
42

42

42
42

4.4

4.4
4.3
4.3
4.3
4.3

4.3
4.2

4.2

4.2

4.2
4.2

www.manaraa.com



13-Amortization of intangible assets 42

14- Improper allocation of finance expenses concerning goods

purchased or produced 42
15- Valuation of work advances 42
16- Transfer pricing through work advances 41

17- Finance expenses concerning loans utilized by other

entities 41
18- Finance expenses related to loans used for investment
financing and Exchange differences arising due to import

of tangible fixed assets for foreign credit 41
19- Computer software costs whether capitalized or expensed 41
20- Expenses made to increase the value of a vehicle 41
21- Loan interest and/or exchange differences recorded

directly as expenses for the capitalization term (for tangible
fixed assets) 41

22-Accrued revenues; whether correct amounts recorded

in related income account 41
23- Sales to companies in free zones/tax havens 41
24- Valuation of intangible assets 40

25— Prepaid expenses; whether correct amounts are recorded in

related expense account 39
26- Valuation of bills and bonds 39
27- Valuation of stock certificates 39
28- Inventory errors 39

29- For lessee, depreciations for financial leasing whether
allocated appropriately (the rule of lower of market or

net present value of lease payments) 39
31- Sales premium income not been added to the term profit 39
32- Finance expenses concerning the purchase of stock shares 39
33- Finance expenses are not related to the business 39
34- The goods delivered and services rendered without

charges 37
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4.2

4.2
4.2
4.1

4.1

4.1
4.1
4.1

4.1

4.1
4.1
4.0

39
39
39
39

39
39
3.9
39
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35- Unrecorded purchase discounts 36

3.6

3.3.3. Somewhat common and important D&D sub points for all groups

1- Transfer pricing using bartering checks received 33
2- Determination of the cost value of tangible fixed asset
purchased, manufactured, or constructed 33
3- Inappropriate expenses recorded as marketing, sales

and distribution expenses 33
4- High business expenses as general administration expenses 33
5- Research and development expenses written off as expenses
directly 33
6- More than 40% of research and development expenses

written of as expenses 32
7- Improvements that increase the cost of real estates

(tangible fixed assets); whether included in cost or written off

as expenses directly 32
8- Discount interest income/expenses 32
9- Transfer of private expenses to business 32

10- Unearned revenues; whether recorded as revenues in the
related term 32

11- Financing element on deferred settlement not included

in gross sales 31
12- Thin capitalization using bartering checks received 31
13- Interest income of time deposits for cash in banks 31
14- Doubtful receivables, if properly adjusted 31
15- Uncollectible receivables if properly adjusted 30

16- Tangible fixed assets in casualty losses to be based on
appraisal commission decision 30
17- Net sales amount taken VAT base instead of gross amount 30
18- Inappropriate expenses recorded as general administration

expenses 30

222

33

33

33
33

33

3.2

3.2

3.2

3.2

3.2

3.1

3.1

3.1
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3.0
3.0

3.0
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groups

19- Discounting of checks received 29
20- Determination of sale profit (loss) for stock shares acquired
due to capital increase 29

21- Accrued expenses; whether recorded as expenses in the

related term 29
22- Bank loan valuation 29
23- Equivalent value in valuation, if properly applied 29
24- Discounting of receivables, if properly adjusted 29
25- Valuation of bank loans in foreign currencies 28

26- Renewal fund (for tangible fixed assets); whether

allocated properly 28
27- Leasehold improvements; whether depreciated over the

term of the lease in equal amounts 27
28- VAT of the goods in casualty losses, whether they are

added to calculated VAT 26

29- Private insurance expenses more than social insurance 26

29

29

2.9

2.9

2.9

2.9

2.8

2.8

2.7

2.6
2.6

3.3.4. Slightly common and not very important D&D sub points for all

1-Value added tax on invoices for the purchase of
automobiles to businesses 23

2- Exchange rate valuation of foreign currency cash in banks 22

3- Allowances for value decreases of stock certificates 16
4- Value added tax of the goods which are lost 22
5- Discounting of trade payables 22

6- Capitalized establishment and organization expenses

written off expenses directly 21
7- Interest income not included in taxable income as a gross
value 20
8- Recognition of interest income for cash in banks 20

9- Valuation of checks received denominated in foreign
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currency 19
10- Interest income of repurchase agreements for cash

in banks 19
11- Valuation of receivables based on foreign currency 19

12- Lower of cost or market rule, if properly applied (for

inventories) 19
13- Allowances for value decrease of inventories 19
14- Valuation of foreign cash on hand 19

15- Value Added Tax paid at the acquisition of automobiles
(tangible fixed assets); 18

1.9

1.9
1.9

1.9

1.9

1.9

1.8

3.3.5. Neither common nor important D&D sub points for all groups

1- Value added tax paid for expenses which are deemed
non deductible per IITL and CITL 14
2- Value added tax on purchase invoices related to

transactions which are non-taxable or exempted from

value added tax 13
3- Interest expenses for lease payments 13
4- Valuation of depleteble assets 13

5- Checking credit card sales and their invoices for other

liquid assets 13
6-Tangible fixed assets completed depreciation life, but still

in records; unrecorded sales of tangible fixed assets’ as scrap 12
7- Returns of goods purchased 12
8- Cash on hand with credit balance 11

9- Transactions not realized or abandoned (VAT Received) 11

10- Inventory overages and shortages 11

11- VAT Received; if calculated properly 10

12- Overages and shortages cash on hand 10

13- Valuation of foreign currency in transit 10
224

1.4

1.3
1.3
1.3

1.3

1.2
1.2
1.1
1.1
1.1
1.0
1.0
1.0

www.manaraa.com



4. CONCLUSION

4.1. Focal Points of Tax Deficiencies and Discrepancies

As stated in the introduction to this dissertation, a corporate tax audit is defined
as an examination of a corporation’s books and documents to determine that its records
and reporting requirements are in accordance with tax legislation as prescribed by tax
laws and supplementary legislation. The first section of this study is correspondingly
preoccupied with exploratory research conducted on basic financial statement items.
This research has determined a number of problematic areas in the tax literature which

has led to potential tax deficiencies and discrepancies.

However, it was determined that empirical qualitative research had to be
conducted to gain a better understanding of the focal points of problematic deficiencies
and discrepancies. Accordingly, the list of probable deficiencies and discrepancies was
configured as an opinion survey to be presented to a selected group of professionals, in
order to determine how they would evaluate the findings of the exploratory research
phase of this study concerning probable tax deficiencies and discrepancies uncovered in
basic financial statement items during tax auditing. The survey was organized to test the

frequency of each item on the list on a scale of one (none) to five (most common).

These results narrowed the focus of the literature research conducted because
they ordered the deficiencies and discrepancies from the most to least likely to occur, as
well as taking into consideration any further problematic areas identified by those tax

auditors who took part in the field study.

Through a comparison of the data collected from the selected professionals, the
correlating focal points of those deficiencies and discrepancies most frequently
encountered in basic financial statement items during tax auditing have been identified

in the “Determination of Focal Points” part.

Accordingly the most common and important tax deficiencies and

discrepancies faced in tax auditing are transfer pricing and thin capitalization. Besides
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transfer pricing and thin capitalization, “large or unusual cash disbursement”,
“excessive balance of cash on hand”, “valuation of bonds and notes issued”, “sales
without invoices”, “purchases with fake invoices”, “leasing of intangible assets from
abroad, valuation of exported goods, futures, forward contracts and options used for tax
deferment”, “Turkish funds considered to be foreign”, “valuation of foreign stock
shares”, and “depreciations” are the other most common and important issues in tax

auditing.

There is no comprehensive transfer pricing legislation in the Turkish Tax
System. But thin capitalization and transfer pricing are covered in Corporate Tax Code
Article 16 and 17 indicating some major characteristics of transfer pricing.”” However,
regulations concerning thin capitalization and transfer pricing have been rearranged in

new Corporation Tax Law Article 12 and 13.

One of the most important results determined in this research is that transfer
pricing and thin capitalization issues relate to several accounts on the balance sheet and
income statement. Balance sheet and income statement items concerning thin
capitalization and transfer pricing are shown below with their total grades and averages
received in the field study for all groups.

Total grade Average

1-Transfer pricing of intangible assets 50 5.0
2- Thin capitalization through Partners’ current account 50 5.0
3- Transfer pricing through bank loans 50 5.0
4- Thin capitalization through bank loans 50 5.0
5- Finance expenses involved in thin capitalization 50 5.0
6- Finance expenses involved in transfer pricing 50 5.0
7- Transfer pricing through bonds and notes issued 50 5.0

30 Mehmet AKTAS, Uluslar aras1 Transfer Fiyatlandirmasi ve Tiirk Vergi Sistemindeki Konumu,
Yaklasim Publishing, November 2003, Number: 131, p.84.
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8- Thin capitalization through bonds and notes issued 50 5.0

9- Transfer pricing through sales 50 5.0
10- Transfer pricing through purchases 50 5.0
11- Transfer pricing through imported goods 50 5.0

12- Discounts of imported goods not suited to arm’s length

principle 50 5.0
13- Transfer pricing through leasing transactions 47 4.7
14- Transfer pricing through trade payables 46 4.6
15- Transfer pricing through receivables 46 4.6
16- Transfer pricing through tangible fixed assets’ sales 46 4.6
17- Thin capitalization through receivables 45 4.5
18- Stock shares sales to related parties as transfer pricing 45 4.5
19- Thin capitalization through trade payables 45 4.5
20- Transfer pricing through work advances 41 4.1
21- Sales to companies in free trade zones/tax havens 41 4.1
22- Transfer pricing using bartering checks 33 3.3
23- Thin capitalization using bartering checks 31 3.1

The tax discrepancy and deficiency risks concerning thin capitalization and
transfer pricing were determined to comprise 23 sub points. The first 12 sub points were
graded by all tax auditors with the full five points which means they are ‘“very common

and highly important” issues in tax auditing.
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The tax discrepancy and deficiency risks concerning thin capitalization and
transfer pricing issues between 13-21 sub points were determined to be “quite common

and important” in tax auditing.

The last two tax discrepancy and deficiency risks concerning “thin
capitalization and transfer pricing issues” sub points number 22 and 23 were determined

to be “somewhat common and important in tax auditing.

Very common and highly important issues other than transfer pricing and

thin capitalization

The tax discrepancy and deficiency risks concerning cash on hand were
determined to comprise 5 sub points. The first 2 sub points, “large or unusual cash
disbursement” and “excessive balance of cash on hand” were graded by all tax auditors
with the full five points which means they are “very common and highly important”

issues in tax auditing.

The transaction volume of cash and cash equivalents in a year is significant.
One of the most important issues in tax auditing is the ratio between yearly transaction
volume of cash and cash equivalents and the capital and/or sales volume of an entity. In
the case that sales/purchases volume is low, but cash movements from cash on hand
and/or cash movements in bank accounts are relatively high, the entities shall be

targeted in the initial investigation of a tax audit.

The tax discrepancy and deficiency risks concerning cash in banks were
determined to comprise 5 sub points. No sub point in this group received a grade of 4 or
higher. However according to tax auditors, shareholders, subsidiaries and/or associates’
investment and deposits accounts shall be investigated from the perspective of their
relationship to the entity. These accounts may arise from the funds which have been
transferred to the entity. In the determination of the income and fund transfers, related

parties’ bank account details must be provided.

Other subpoints graded as very common and highly important issues in tax

LN

auditing are “valuation bonds and notes issued”, “sales without invoices”, “purchases
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with fake invoices”, “leasing of intangible assets from abroad”, “valuation of imported
goods”, “futures, forward contracts and options used for tax deferral”, “Turkish funds
considered to be foreign but in fact Turkish”, “Financing elements on deferred
settlement for imported goods”, “valuation of foreign stock shares”, “depreciations;

whether allocated appropriately”.

The issues other than thin capitalization and transfer pricing shown above were
not given high ratings as much as these two central issues. Accordingly, the following
sections explore these two issues (thin capitalization and transfer pricing) in greater

depth.
4.2. Thin Capitalization

Sub points graded as very common and highly important issues in tax auditing
for thin capitalization are “thin capitalization through Partners’ current account”, “thin
capitalization through bank loans”, “finance expenses involved in thin capitalization”,
“thin capitalization through bonds and notes issued”, “thin capitalization through

receivables”, “thin capitalization through trade payables.

One the most common and important tax deficiencies and discrepancies faced
in tax auditing is thin capitalization. It was stated in Corporate Tax Law Article 16.
However, regulations concerning thin capitalization have been rearranged in new
Corporation Tax Law Article 12. International practices, especially OECD practice,

have been taken into consideration in the amendments.

As per the article, in the instance wherein the ratio of borrowings from partners
or from persons related to partners exceeds triple the borrowing shareholder’s equity at
any time within the year, the portion in excess of three times the shareholder’s equity

shall be taken into account as thin capitalization for the related year.
In the application of this article, “persons related to partners” is defined as:

- A corporation in which the partner directly or indirectly owns at least 10% of

shares, or voting rights or right to receive dividends.
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- a corporation or an individual that directly or indirectly owns at least 10 % of
the capital, or voting rights or right to receive dividends from a partner or corporation

related to the partner.

The above mentioned ratios shall be jointly taken into account for lending

shareholders and the persons related to shareholders.
According to the amendments in the article:
- The “continuous use of the loan” requirement has been abolished,

- For related party loans, only the portion exceeding three times the

shareholder’s equity shall be considered as thin capital,
-The related persons for partners are defined,

-Those situations which shall not be considered as thin capitalization are

separately specified.

According to these new regulations, due to the extremely high ratio of allowed
borrowings (1 to 3 in regular situations, and if banks and similar institutions are
involved 1 to 6) from partners or from persons related to partners is allowed, the issue
of thin capitalization will henceforth not be a very common nor highly important issue

in tax auditing.
4.3. Transfer Pricing

Transfer pricing is a tax security provision to keep corporate income and in this
way to preserve shareholders’ benefits. As one of the most important issues for
corporations, transfer pricing is stated in Corporate Tax Law Article 17. However,
regulations concerning transfer pricing have been rearranged in new Corporation Tax
Law Article 12. International practices, especially OECD practice, have been taken into

consideration in the amendments.

As per the new regulation, related parties are defined and methods are

prescribed to determine transfer prices.
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"Transfer pricing" is an increasingly important and contentious area of the tax

law in the U.S. and around the world.>'°

The transfer pricing literature has examined a number of different incentive
problems: one is the “allocation of effort between products that are sold externally
versus products that are transferred internally, and tax effects of transfer pricing versus

. . 511
incentive effects.”

The objectives of international transfer pricing focus on minimizing taxes,
duties, and foreign exchange risks along with enhancing a company’s competitive

.. . . . . . . 512
position and improving its relations with foreign governments.

On the other hand, charging a high transfer price may help an MNC draw
profits out of a country that has stringent controls on foreign remittances, it may allow
an MNC to shift income from a country that has high income tax rates to a country that

has low rates.’"

As tax administrators become more aggressive in seeking revenues, transfer
pricing examinations and litigation have increased in number and scope, and taxpayers

have become increasingly vulnerable to double (or even triple) taxation.”"

In the result of the field study, those sub points graded very common and
highly important issues in tax auditing for transfer pricing are “transfer pricing through
intangible assets”, “transfer pricing through bank loans” “finance expenses involved in
transfer pricing”, “transfer pricing through bonds and notes issued”, “transfer pricing
through sales”, “transfer pricing through purchases”, “transfer pricing through imported
goods”, “discounts of imported goods not suited to arm’s length principle”, “transfer
pricing through leasing transactions”, “transfer pricing through trade payables”,

“transfer pricing through receivables”, transfer pricing through tangible fixed assets’

310 hitp://www.jonesday.com/transfer_pricing/

1 Richard A. Lambert, p. 66.

s12 Ray H. Garrison, Eric W. Noreen, Managerial Accounting, Ninth Edition, 2000, p.587.
313 Ray H. Garrison, Eric W. Noreen, p.587.

14 http://www.jonesday.com/transfer_pricing/
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sales”, “stock shares sales to related parties as transfer pricing”, “transfer pricing

LT3

through work advances”, “sales to companies in free trade zones/tax havens”.

Accordingly, there is no doubt that, the most common and important tax
deficiencies and discrepancies faced in tax auditing are found in the issue of transfer

pricing.

If corporations enter into transactions regarding the purchase or sale of goods
or services with related parties, where the prices are not set in accordance with the arm’s
length principle, then profits are considered to be distributed in a disguised manner
through transfer pricing. Disguised profit distributions through transfer pricing are not

accepted as tax deductible in the determination of corporate income.

Purchasing, selling, manufacturing and construction transactions, leasing
transactions, borrowing and lending, transactions which require premiums, salaries and
similar payments are considered as the purchase or sale of goods or services in every

situation and under all conditions.

Accordingly, the phrase purchase or sale of goods or services comprises all
economic, financial, commercial activities and employment relations between related

parties.

In the text of the new regulation, all transactions with entities resident in
countries or regions which have been proclaimed to cause harmful tax competition by

the Council of Ministers, are considered to have been carried out with related parties.

Arm’s length principle is defined as the application of the same prices for the
purchase or sale of goods or services between related parties as the prices that would be

determined had the same transactions been carried out between unrelated persons.
4.4. Unique Responses

One of the most important facets of qualitative research is the inclusion of
professional respondents’ own experience in the field. To accommodate and encourage

the tax inspectors polled to share their valuable experiences and thereby contribute
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directly to the findings of the research, the questions listed below were asked. The

professionals’ responses are also listed and analyzed in-depth throughout this section.

In the current approach to tax auditing, a great deal of time is lost due to the
non-standardization inherent in today’s tax auditing techniques in Turkey. Therefore,
respondents were accordingly asked the following two questions: whether the tax
deficiencies and discrepancies identified in the survey would be helpful during the tax
auditing processes, and whether a standardized auditing process would be

implementable.

Two questions at the end of the tax discrepancies and deficiencies list would be

answered were as follows:

1- Do you think the deficiencies and discrepancies listed in the survey would

be helpful during the tax auditing?

Yes No

Comments...
2- Do you think a standardized audit would be implementable, and if not, why?

Yes No

Comments...

1. In response to the first question, every professional agreed that the list in
this survey would, indeed, be helpful during the auditing process. Three respondents
stated unconditionally that it would be helpful, while the remaining seven people found
the list would be helpful under certain conditions. The first condition is that the tax
professionals utilizing this list must have relatively the same amount of experience and
knowledge. According to these seven respondents, an independent analysis of the items
in the list is necessary; however, this alone is not sufficient for some items. For transfer
pricing and thin capitalization in particular, in-depth analysis must be conducted.

Moreover, connections and effects between accounts must be defined and analyzed,
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because most of the time, tax deficiencies and discrepancies are not related to a single
account but rather to a number of accounts, requiring the scrutiny of the relationships
between accounts as well. Therefore, the determination of tax deficiencies and
discrepancies for one account is a proper and useful initial process during an audit;
nevertheless, the majority of the time, in order to reach all potential deficiencies and
discrepancies, an examination based on principles rather than on specific rules is
necessary. The helpfulness of the prepared, standardized list will accordingly depend on
the knowledge, experience, and performance of the tax inspectors involved in any

particular audit.

2. In their answers to the second question, the same three tax professionals
who stated unconditionally that the list in the survey would be helpful (in question one),
also unconditionally agreed that standardized auditing would be implementable. The
remaining seven respondents — those who answered the list would be helpful under
certain conditions in the first question — responded that standardized auditing would
also be implementable under certain conditions. According to this second group,
standardized implementation would be difficult, since each entity’s size and type of
operation is unique, requiring a correspondingly unique focus on specific accounts and
transactions in the tax auditing process. Therefore, a standardized audit cannot be
applied due to these widely varying differences in operations. However, a standardized
tax audit could be applied through an approach which takes into account certain basic

principles for different types of entities.
4.5. Conclusion

At the current time, according to the data collected in the field study, the most
important issues in tax auditing are thin capitalization and transfer pricing. However in
the near future, the frequency and importance of thin capitalization will decrease due to
the extremely high ratio of permitted borrowing between related parties because of new
regulation in corporate income tax law. Simultaneously, with the expansion of
multinational corporations, transfer pricing is in the process of becoming even more

important and prevalent than it already is.
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One of the most important defaults to form a standard tax audit index is that the
issues of transfer pricing and thin capitalization may be related to several items on the
balance sheet and income statement. Therefore, in the determination of transfer pricing
and thin capitalization, many items must be considered and evaluated together. The
issues relating to transfer pricing and thin capitalization show application differences

from entity to entity and/or from sector to sector.

On the other hand, the best approach to tax auditing is the utilization of a
standardized list of tax deficiency and discrepancy on the part of experienced,
knowledgeable, and high performing tax auditing professionals. While this research
indicates that such a standardized list would quite probably time saving and effective, it
is necessarily limited tool in and of itself as tax deficiencies and discrepancies are most
likely to be uncovered in the relationship between multiple accounts rather than the

examination of any single account.

Another conclusion to be drawn from the research herein is that each tax
examination is unique. The standardized list of items presented in the field study as a
result of the exploratory research phase, is a suggested list, neither all inclusive nor
required in every tax examination. The accounts and transactions to be focused on must

be decided by the tax professionals involved in any particular audit.
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APPENDIX 1: Questionnaire in English

A Tax Review of Basic Financial Statement Items and a Corrrelating Field

Study to Determine Common Tax Evasion Issues

This survey is part of ongoing research for a dissertation entitled “Tax Review of
Basic Financial Statement Items and A Correlating Field Study to Determine Common
Tax Evasion Issues”. The purpose of this survey is to determine the importance and
prevalence of particular evasion points in basic financial statement items from the tax

audit standpoint.

Probable deficiencies and discrepancies which may indicate tax evasion in tax
auditing are listed below. This research is solely directed towards corporations. In the
determination of the level of importance and prevalence of probable tax deficiencies and

discrepancies, the following evaluation scale will be applied:

(5) Very common and highly important

(4) Quite common and important

(3) Somewhat common and important

(2) Slightly common and not very important

(1) Not common nor important at all

For each item of the basic financial statement, assign a number according to the
evaluation scale above, evaluating potential tax deficiencies and discrepancies in terms
of prevalence and importance. Choose only one number for each situation. Your
comments on the deficiencies and discrepancies included in the list, as well as any
further deficiencies and discrepancies that you think should be added, would be

appreciated in the “Comments/Additions” section at the end of every group of items.

There are two questions at the end of the tax discrepancies and deficiencies list.
Subsequent to completing this list, these questions will be answered. Your significant

contributions are greatly appreciated.
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Balance Sheet Items

1. Cash on hand

1.1. Large or unusual cash disbursement
1.2. Valuation of foreign currency

1.3. Cash on hand with credit balance
1.4. Excessive balance of cash on hand
1.5. Cash overages and shortages

1.6. Comments/Additions...

2. Checks received

2.1. Discounting of checks

2.2. Valuation of checks denominated in foreign currency
2.3. Transfer pricing using bartering checks

2.4. Thin capitalization using bartering checks

2.5. Comments/Additions...

3. Cash in banks

3.1. Exchange rate valuation of foreign currencies
3.2. Interest income of time deposits

3.3. Interest income of repurchase agreements
3.4. Recognition of interest income

3.5. Comments/Additions...

4. Other liquid assets
4.1. Valuation of foreign currency in transit
4.2. Checking credit card sales and their invoices

4.3. Comments/Additions...
5. Stock certificates

5.1. Valuation of stock certificates

5.2. Allowances for value decreases of stock certificates; whether
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adjustments done for tax purposes

5.3. Stock share sales to related parties as transfer pricing

5.4. Determination of sale profit (loss) for stock shares acquired due to

capital increase
5.5. Valuation of foreign stock shares

5.6. Comments/Additions...

6. Marketable securities other than stock shares

6.1. Valuation of bills and bonds

6.2. The funds considered to be foreign but in fact Turkish

6.3. Valuation of fund participation certificates

6.4. Futures, forward contracts and options used for tax deferral

6.5. Comments/Additions...

7. Receivables

7.1. Valuation of receivables based on foreign currency
7.2. Discounting of receivables, if properly adjusted
7.3. Doubtful receivables, if properly adjusted

7.4. Uncollectible receivables, if properly adjusted

7.5. Thin capitalization through receivables

7.6. Transfer pricing through receivables

7.7. Comments/Additions...

8. Inventories

8.1. Inventory overages and shortages

8.2. Inventory errors

8.3. Cost of goods sold; whether calculated properly

8.4. Lower of cost or market rule, if properly applied

8.5. Equivalent value in valuation, if properly applied

8.6. Appropriateness test of output ratios and wastage ratios
8.7. Allowances for value decrease of inventories

8.8. Comments/Additions...
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9. Tangible fixed assets

9.1. Determination of the cost value of tangible fixed asset

purchased, manufactured, or constructed ()
9.2. Improvements that increase the cost of real estates; whether included

in cost or written off as expenses directly ()
9.3. Transfer pricing through real estate sales ()
9.4. Loan interest and/or exchange differences recorded directly as

expenses for the capitalization term ()
9.5. Depreciations, whether allocated appropriately ()

9.6. Tangible fixed assets completed depreciation life, but still in records;

unrecorded sales of tangible fixed assets’ as scrap ()
9.7. Renewal fund; whether allocated properly ()
9.8. Assets in casualty losses not to be based on appraisal commission

decision ()
9.9. Value Added Tax paid at the acquisition of automobiles ()

9.10. Comments/Additions...

10. Leasing transactions

10.1. Transfer pricing through leasing transactions ()
10.2. For lessee, depreciations whether allocated appropriately (the rule

of lower of market or net present value of lease payments) ()
10.3. For lessee, interest expenses for lease payments ()
10.4. For operational leasing, whether lease payments recorded as

expenses in equal amounts ()
10.5. Leasehold improvements; whether depreciated over the term of the

lease in equal amounts ()

10.6. Comments/Additions...

11. Intangible assets
11.1. Valuation of intangible assets ()

11.2. Amortization of intangible assets ()
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11.3. Transfer pricing of intangible assets ()
11.4. Leasing of intangible assets abroad; whether value added tax and
Withholding tax has been withheld from gross payments ()
11.5. Computer software costs, whether capitalized or not ()
11.6. Capitalized establishment and organization expenses written off
expenses directly ()

11.7. Comments/Additions...

12. Depleteble assets
12.1. Valuation of depleteble assets ()
12.2. Comments/Additions...

13. Prepaid expenses and income accruals

13.1. Prepaid expenses; whether correct amounts recorded in related

expense account ()
13.2. Accrued revenues; whether correct amounts recorded in related

income accounts ()

13.3. Comments/Additions...

14. VAT Credit

14.1. Value added tax on purchase invoices related to transactions which

are non-taxable or exempted from value added tax ()
14.2. Value added tax on invoices for the purchase of automobiles ()
14.3. Value added tax of the goods which are lost or stolen ()

14.4. Value added tax paid for expenses deemed non deductible per
IITL and CITL ()
14.5. Comments/Additions...

15. VAT Received

15.1. VAT received,; if calculated properly ()

15.2. Goods delivered and services rendered without charges ()

15.3. Returns of goods purchased ()
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15.4. Transactions not realized or abandoned ()
15.5. Value added tax of the goods in casualty losses ()
15.6. Comments/Additions...

16. Work advances
16.1. Valuation of advances ()
16.2. Transfer pricing through work advances ()

16.3. Comments/Additions...

17. Bank loans

17.1. Bank loan valuation ()
17.2. Valuation of bank loans in foreign currencies ()
17.3. Transfer pricing through bank loans ()
17.4. Thin capitalization through bank loans ()
17.4. Comments/Additions...

18. Bonds and notes issued

18.1. Valuation of bonds and notes issued ()
18.2. Transfer pricing through bonds and notes issued ()
18.3. Thin capitalization through bonds and notes issued ()
18.4. Comments/Additions...

19. Trade payables

19.1. Discounting of payables ()
19.2. Thin capitalization through trade payables ()
19.3. Transfer pricing through trade payables ()
19.4. Thin capitalization through Partner current account ()
19.5. Comments/Additions...

20. Unearned revenues and accrued expenses

20.1. Accrued expenses; whether recorded as expenses in the related

term ()
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20.2. Unearned revenues; whether recorded as revenues in the related
term ()

20.3. Comments/Additions...

Income Statement Items

1. Sales and purchases

1.1. Financing element on deferred settlement not included in gross sales
1.2. Net sale amount taken as VAT base instead of gross amount

1.3. Sales premium income not added to the term profit

1.4. Determination of cost of sales

1.5. Purchased goods without documentation

1.6. Sales without invoices

1.7. Transfer pricing of sales

1.8. Sales to companies in free zones/tax havens

1.9. Purchases with fake invoices

1.10. Transfer pricing of purchases

e N N N e N N e e e T e
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1.11. Unrecorded purchase discounts

1.12. Comments/Additions...

2. Imported goods
2.1. Valuation of imported goods
2.2. Financing elements on deferred settlement for imported goods

2.3. Transfer pricing of imported goods

~ A~~~
~ O~~~

2.4. Discounts not suited arm’s length principle

2.5. Comments/Additions...

3. Research and development expenses

3.1. Research and development expenses written off as expenses directly ( )
3.2. More than 40% of research and development expenses written

of as expenses ()

3.3. Comments/Additions...
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4. Establishment and organization expenses
4.1. Capitalized establishment and organization expenses written off
expenses directly ()

4.2. Comments/Additions...

5. Marketing, sales and distribution expenses

5.1. Inappropriate expenses have been recorded as marketing, sales and
distribution expenses ()
5.2. Marketing, sales and distribution expenses belonged to the goods

in inventories ()

5.3. Comments/Additions...

6. General administration expenses

6.1. Inappropriate expenses recorded as general administration expenses ()
6.2. High business expenses ()
6.3. Transfer of private expenses to business ()
6.4. Expenses for vehicles which are not part of an entity or leased, or used

in the business ()
6.5. Expenses made to increase the value of a vehicle ()

6.6. Comments/Additions...

7. Wages

7.1. Wages paid abroad from Turkey by a Turkish company ()
7.2. Private insurance expenses more than social insurance ()
7.3. All kinds of benefits in gross amounts provided for employees ()

7.4. Comments/Additions...

8. Dividend income from subsidiaries and associates ()
8.1. Income arising from sales of stock shares recorded in the dividend
income ()

8.2. Comments/Additions...

244

www.manaraa.com



9. Interest income

9.1. Time deposits not taken into consideration with their interest

on the valuation date ()
9.2. Repurchase agreements not taken into consideration with their

interest on the valuation date ()
9.3. Interest income not included in taxable income as a gross value ()

9.4. Comments/Additions...

10 Gains/losses on the sale of marketable securities ()

10.1. Comments/Additions...

11. Foreign exchange gains/losses
11.1. Foreign exchange gains/losses have not been properly valued and
included in taxable income ()

11.2. Comments/Additions...

12. Discount interest income/expenses
12.1. Interest income/expenses not properly calculated and included
in taxable income ()

12.2. Comments/Additions...

13. Allowance expenses

13.1. Allowance for diminution in the value of marketable securities ()
13.2. Allowance for doubtful receivables ()
13.3. Valuation for allowance for value decrease of inventories ()

13.4. Comments/Additions...

14. Finance expenses

14.1. Finance expenses not properly calculated ()
14.2. Distribution of finance expenses in holding companies ()
14.3. Finance expenses concerning loans utilized by other entities ()

14.4. Finance expenses related to loans used for investment financing
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and exchange differences arising due to importation of tangible
fixed assets for foreign credit

14.5. Finance expenses concerning the purchase of stock shares
14.6. Finance expenses involved thin capitalization

14.7. Finance Expenses involved transfer pricing

~ A~ N~~~
~ O~~~ ~ ~

14.8. Finance expenses not related to the business

14.9. Improper allocation of finance expenses concerning goods
purchased or produced ()
14.10. Comments/Additions...

QUESTIONS

1- Do you think the deficiencies and discrepancies listed in the questionnaire

would be helpful during the tax auditing?

Yes No

Comments...

2- Do you think a standardized auditing would be implementable, and if not,
why?
Yes No

Comments...
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APPENDIX 2: Questionnaire in Turkish

Finansal Tablo Kalemlerinin Vergisel Analizi ve Yaygin Vergi Kacak

Konularim Saptayan Baglantilhh Bir Alan Calismasi

Bu arastirma “Temel Mali Tablo Kalemlerinin Vergisel Analizi ve Yaygin Vergi
Kacak Konularim1 Saptayan Baglantili Bir Alan Calismasi” konulu doktora tezi igin
yapilan ¢alismanin bir pargasidir. Arastirmanin amaci vergi incelemesinde temel mali
tablo kalemleri yoniinden vergi kacaklarimin 6nem ve yayginlik derecelerini tespit

etmektir.

Temel mali tablo kalemlerinin vergisel analizi sonucunda vergi kacaklarina yol
acabilecek olasi hata ve noksanliklar asagida siralanmistir. Arastirma kurumlar vergisi
miikelleflerine yoneliktir. Hata ve noksanliklarin hangi oranda onemli ve yaygin

oldugunun belirlenmesinde asagida yer alan derecelendirme tablosu uygulanacaktir.

(5) Cok yaygin ve ¢cok énemli
(4) Oldukg¢a yaygin ve dnemli
(3) Kismen yaygin ve dnemli
(2) Az yaygin ve 6nemli degil
(1) Hi¢ yaygin ve hi¢ 6nemli degil

Derecelendirme tablosunda yer alan bes kategoriyi kullanarak temel mali tablo
kalemlerinin her biri i¢in vergi kayip ve kacaklariin sizce ne kadar yaygin ve 6énemli
oldugunu puanlaymiz. Her bir durum i¢in sadece bir say1 veriniz. Yorumlarinizi ve size
gore vergi kacagi konusu olabilecek olan ancak listede yer almayan hususlar her hesap

grubunun sonundaki yorumlar/ilaveler satirina ekleyiniz.

Vergi vergi kayip kacaklar listesinin sonunda iki adet soru bulunmaktadir.

Puanlama islemleri tamamlandiktan sonra bu sorular cevaplandirilacaktir.

Yaptigimiz 6nemli katki nedeniyle igten tesekkiirler.
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Bilanco Kalemleri
1. Kasa
1.1.Biiyiik ya da asir1 tutarlarda nakit 6demeler
1.2. Yabanci paralarin degerlemesi
1.3. Kasanin alacak bakiyesi vermesi
1.4. Asin tutarlarda kasa bakiyesi
1.5. Kasa sayim fazlalik ve noksanliklar

1.6. Yorumlar/ilaveler...

2. Alinan ¢ekler

2.1. Ceklerin reeskonta tabi tutulmasi

2.2. Yabanci paraya dayali ¢ceklerde degerleme
2.3. Cek takas1 yoluyla transfer fiyatlandirmasi
2.4. Cek takas1 yoluyla ortiilii sermaye

2.5. Yorumlar/ilaveler...

3. Bankalar

3.1. Yabanci paralarin kur degerlemesi
3.2. Vadeli mevduatin faiz geliri

3.3. Reponun faiz geliri

3.4. Faiz gelirlerinin muhasebelestirilmesi

3.5. Yorumlar/ilaveler...

4. Diger hazir degerler
4.1. Yoldaki yabanci paralarin kur degerlemesi
4.2. Kredi kart1 ile satiglar ve fatura bilgilerinin karsilastirilmasi

4.3. Yorumlar/ilaveler...

5. Hisse senetleri
5.1. Hisse senetlerinin degerlemesi
5.2. Hisse senetlerinin deger diisiikliigti karsiliklar; sayet karsilik ayrilmigsa mali kar

icin diizeltme yapilip/yapilmadigi
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5.3. liskili kisilere hisse senedi satislart
5.4. Sermaye artis1 nedeniyle iktisap edilen hisse senetlerinin satig kar zararinin tespiti
5.5. Yabanci hisse senetlerinin degerlemesi

5.6. Yorumlar/ilaveler...

6. Hisse senetleri disinda kalan menkul kiymetler

6.1. Tahvil ve bonolarin degerlemesi

6.2. Yabanci fon olarak degerlendirilen ancak gercekte yabanci olmayan fonlar
6.3. Fon katilma belgelerinin degerlemesi

6.4. Futures, forward ve opsiyonlarin vergi ertelemesi i¢in kullanilmasi

6.5. Yorumlar/flaveler...

7. Alacaklar

7.1. Yabanci paraya dayali alacaklarin degerlemesi
7.2. Alacaklarin reeskontu

7.3. Siipheli alacaklar

7.4. Degersiz alacaklar

7.5. Alacaklar vasitasiyla ortiilii sermaye

7.6. Alacaklar vasitasiyla transfer fiyatlandirmasi

7.7. Yorumlar/flaveler. ..

8. Stoklar

8.1. Stok fazlalik ve noksanliklar

8.2. Stok hatalari

8.3. Satilan mallarin maliyetinin tespiti

8.4. Maliyet bedeli ya da emsal bedelin diisiik olaninin uygulanmasi
8.5. Degerlemede emsal bedel uygulamasinin dogrulugu

8.6. Fire oranlar1 ve iiriin rasyolarinin uygunluk testi

8.7. Stoklarin deger diisiikliigii karsiliklarinin ayrilmasi

8.8. Yorumlar/ilaveler...

9. Maddi duran varliklar
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9.1. Satin alman, iiretilen ya da insa edilen maddi duran varliklarin maliyet bedelinin
tespiti

9.2. Gayrimenkullerin 6zel maliyet bedellerinin aktiflestirilmesi ya da dogrudan gider
yazilmasi

9.3. Gayrimenkul satiglan vasitasiyla transfer fiyatlandirmasi

9.4. Finansman giderlerinin ve/veya kur farklarinin aktiflestirilmek yerine dogrudan
gider yazilmasi

9.5. Amortismanlarin uygunlugu

9.6. Amortisman siiresini dolduran ve halen kayitlarda géziiken maddi duran
varliklarin hurda satiglarinin kaydedilmemesi

9.7. Yenileme fonunun uygunlugu

9.8. Takdir komisyonu kararina dayanmayan zayi olan mallar

9.9. Binek oto iktisabinda ddenen KDV

9.10. Yorumlar/ilaveler...

10. Leasing Islemleri

10.1. Leasing islemleri vasitasiyla transfer fiyatlandirmasi

10.2. Kirac1 i¢in amortisman uygulamasinin dogrulugu (borsa rayici ya da kira
O0demelerinin net bugiinkii degerinin diisiik olani ile degerleme)

10.3. Kirac1 i¢in kira ddemelerinin faiz giderleri

10.4. Operasyonel leasing’de kira ddemelerinin esit dagitilmamasi

10.5. Ozel maliyet bedellerinin kira donemi siiresince esit tutarlarda amorti
edilip/edilmedigi

10.6. Yorumlar/ilaveler. ..

11. Maddi olmayan duran varliklar

11.1. Maddi olmayan duran varliklarin degerlemesi

11.2. Maddi olmayan duran varliklarin amortismant

11.3. Maddi olmayan duran varliklarin transfer fiyatlandirmasi

11.4. Yurt disindan maddi olmayan duran varlik kiralanmast; briit 5demeler iizerinden
KDV ve stopaj yapilip/yapilmadig

11.5. Bilgisayar yazilimlarinin aktiflestirilip/aktiflestirilmedigi
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11.6. Aktiflestirilen kurulus ve orgiitlenme giderlerinin dogrudan gider yazilmasi

11.7. Yorumlar/ilaveler ...

12. Ozel tiikenmeye tabi varliklar
12.1. Ozel tiikenmeye tabi varliklarin degerlemesi

12.2. Yorumlar/ilaveler ...

13. Pesin 6denen giderler ve gelir tahakkuklar

13.1. Pesin 6denen giderler; dogru tutarlarin ilgili gider hesaplarina
kaydedilip/kaydedilmedigi

13.2. Gelir tahakkuklari; dogru tutarlarin ilgili gelir hesaplarina
kaydedilip/kaydedilmedigi

13.3. Yorumlar/Ilaveler. ..

14. Indirilebilir KDV

14.1. KDV ye tabi olmayan yada muaf tutulan islemlerle ilgili alis faturalarinda
gosterilen KDV

14.2. Binek otomobillere ait faturalarda gosterilen KDV

14.3. Calinan ya da kaybolan mallarin KDV

14.4. GVK ve KVK’na gore indirilmesi kabul olunmayan giderlerin KDV

14.5. Yorumlar/ilaveler ...

15. Hesaplanan KDV

15.1. KDV’nin dogru hesaplanip/hesaplanmadigi
15.2. Bedelsiz mal ve hizmet teslimleri

15.3. Satin alinan mallarin iadesi

15.4. Gergeklesmeyen yada iptal edilen islemler
15.5. Zayi olan mallarin KDV

15.6. Yorumlar/ilaveler ...

16. Is avanslari

16.1. Avanslarin degerlemesi

16.2. Is avanslar1 vasitasiyla transfer fiyatlandirmasi

251

www.manaraa.com



16.3. Yorumlar/ilaveler...

17. Banka kredileri

17.1. Banka kredilerinin degerlemesi

17.2. Yabanci paraya dayali banka kredilerinin degerlemesi
17.3. Banka kredileri vasitasiyla transfer fiyatlandirmasi
17.4. Banka kredileri vasitasiyla ortiili sermaye

17.5. Yorumlar/ilaveler...

18. Cikarilmis tahvil ve bonolar

18.1. Cikarilmis tahvil ve bonolarin degerlemesi

18.2. Cikarilmis tahvil ve bonolar vasitasiyla transfer fiyatlandirmasi
18.2. Cikarilmis tahvil ve bonolar vasitasiyla ortiilii sermaye

18.3. Yorumlar/ilaveler ...

19. Ticari borglar

19.1. Borg¢larin reeskontu

19.2. Ticari borglar vasitasiyla ortiilii sermaye

19.3. Ticari borglar vasitasiyla transfer fiyatlandirmasi
19.4. Ortaklar cari hesab1 vasitasiyla ortiilii sermaye

19.5. Yorumlar/ilaveler ...

20. Gelecek donemlere ait gelirler ve gider tahakkuklar

20.1. Gelecek donemlere ait gelirler; doneme isabet eden kismin gelir
kaydedilip/kaydedilmedigi

20.2. Gider tahakkuklar1; doneme isabet eden kismin gider kaydedilip/kaydedilmedigi

20.3. Yorumlar/laveler ...
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Gelir Tablosu Kalemleri

1. Satiglar ve alislar

1.1. Briit hasilata dahil edilmeyen vade farklar

1.2. KDV matrahi olarak briit satig hasilati yerine net satis tutarinin esas alinmasi
1.3. Dénem karina ilave edilmeyen satis primleri

1.4. Satig maliyetlerinin tespiti

1.5. Belgesiz satin alinan mallar

1.6. Faturasiz satiglar

1.7. Satiglarin transfer fiyatlandirmasi

1.8. Serbest bolgedeki/vergi cennetlerindeki firmalara yapilan satislar
1.9. Sahte belgeye dayal aliglar

1.10. Aliglarin transfer fiyatlandirmasi yoluyla satin alinan mallar
1.11. Kaydedilmeyen alis iskontolar

1.12. Yorumlar/ilaveler...

2. Ithal edilen mallar

2.1. Ithal edilen mallarin degerlemesi

2.2. Ithal edilen mallarin vade farklari

2.3. Ithal mallarda transfer fiyatlandirmasi
2.4. Emsale uygun olmayan iskontolar

2.5. Yorumlar/ilaveler...

3. Arastirma ve gelistirme giderleri
3.1. Aragtirma ve gelistirme giderlerinin dogrudan gider yazilmasi
3.2. Aragtirma ve gelistirme giderlerinin %40’dan fazlasinin gider kaydi

3.3. Yorumlar/ilaveler...

4. Kurulus ve orgiitlenme giderleri
4.1. Aktiflestirilen kurulus ve orgiitlenme giderlerinin dogrudan gider yazilmasi
4.2. Yorumlar/ilaveler...

5. Pazarlama, satis ve dagitim giderleri
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5.1.Pazarlama, satis ve dagitim giderleri olarak kaydedilen uygun olmayan giderler
5.2. Dénem sonunda stokta bulunan mallara ait pazarlama, satig dagitim giderleri

5.3. Yorumlar/ilaveler...

6. Genel yonetim giderleri

6.1. Genel yonetim giderleri olarak kaydedilen uygun olmayan giderler

6.2. Yiiksek isletme giderleri

6.3. Ozel harcamalarin isletmeye gider kaydedilmesi

6.4. Isletmeye dahil ya da kiralik olmayan ya da isletmede kullanilmayan araglarin
giderleri

6.5. Aracin degerini artiran giderler

6.6. Yorumlar/ilaveler...

7. Ucretler

7.1. Tirkiye’de yerlesik bir Tiirk sirketinin yurt dis1 ticret ddemeleri
7.2. Sosyal giivenlik 6demelerini asan 6zel sigorta giderleri

7.3. Calisanlara 6denen her tiirlii faydalarin briit tutarlar

7.4. Yorumlar/Ilaveler ...

8. Bagl ortakliklar ve istiraklerden kar paylart
8.1. Hisse senetleri satig karlarinin temettii geliri olarak kaydedilmesi

8.2. Yorumlar/ilaveler ...

9. Faiz gelirleri

9.1. Vadeli mevduatin doneme isabet eden kisminin gelir yazilmamasi
9.2. Reponun déneme isabet eden kisminin gelir yazilmamasi

9.3. Faiz gelirlerinin gayri safi tutarlarla gelir kaydedilmemesi

9.4. Yorumlar/ilaveler...

10. Menkul kiymet satis karlari/zararlar

10.1. Yorumlar/ilaveler ...
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11. Kambiyo karlari/zararlar

11.1. Kambiyo kar/zararlarinin dogru olarak degerlenip vergiye tabi kara dahil
edilmesi

11.2. Yorumlar/ilaveler ...

12. Reeskont faiz gelirleri/giderleri

12.1. Reeskont faiz gelirleri/giderlerinin dogru olarak degerlenip vergiye tabi kara
dahil edilmesi

12.2. Yorumlar/ilaveler ...

13. Karsilik giderleri

13.1. Menkul kiymet deger diisiikliigii karsiliklar
13.2. Siipheli alacaklar karsiliklart

13.3. Stok deger diisiikligii karsiliklar

13.4. Yorumlar/ilaveler ...

14. Finansman giderleri

14.1. Finansman giderlerinin uygun hesaplanmamasi

14.2. Holding sirketlerde finansman giderlerinin dagitim

14.3. Diger isletmelere kullandirilan borglara iligkin finansman giderleri

14.4. Yatirimlarin finansmaninda kullanilan bor¢lanmalara iliskin finansman giderleri
ve yabanci krediyle ithal edilen maddi duran varliklarin ithali nedeniyle olusan kur
farklar

14.5. Satin alinan hisse senetlerine iligskin finansman giderleri

14.6. Ortiilii sermaye vasitasiyla finansman giderleri

14.7. Transfer fiyatlandirmasi vasitasiyla finansman giderleri

14.8. Isletmeyle ilgili olmayan finansman giderleri

14.9. Satin alinan yada iiretilen mallara iligkin finansman giderlerinin uygun
hesaplanmamas1

14.10. Yorumlar/ilaveler ..................
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Sorular

I- Arastirmada belirlenen vergi kayip ve noksanhiklari listesi sizce vergi

incelemelerinde fayda saglar m1?

Evet Hayir

Yorumlar ...

2- Standartlara dayali vergi incelemesi sizce miimkiinmiidiir. Miimkiin degil ise

neden?

Evet Hayir

Yorumlar ...
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APPENDIX 3: Table of Tax Deficiencies and Discrepancies

A|/B|C|D|E|F|G| H|TI|J| Tot. | Av.

BALANCE SHEET ITEMS

Cash on hand

Large or unusual cash disbursement S|S5[S5|5|5]|5[5]5|5]5 50 5.0
Valuation of foreign currency 2121112222 ]2]|2]2 19 1.9
Cash on hand with credit balance 1|11 j1 1|1 |2(1]1]1 11 1.1
Excessive balance of cash on hand S|S5[S5|5|5]|5[5]5|5]5 50 5.0
Cash overages and shortages

Checks received

Discounting of checks 313133 313 412 29 2.9
Valuation of checks denominated in 202 (212|123 ]1]2]2 19 1.9
foreign currency

Transfer pricing using bartering checks 31314 (13[4[5]12]4]3]2 33 33

Thin capitalization using bartering checks 2131343142 ]5]3]2 31 3.1

Cash in banks

Exchange rate valuation of foreign 3121221223222 22 2.2
currencies

Interest income of time deposits 3 413133 313 31 3.1
Interest income of repurchase agreements 2111212141211 ]2]2]1 19 1.9
Recognition of interest income 2021213121211 ]3]2]1 20 2.0
Other liquid assets

Valuation of foreign currency in transit 1111 j1rj1rj1(1j1]1 10 1.0
Checking credit card sales and their 1121|1211 (1(2]1 13 1.3
invoices

Stock certificates

Valuation of stock certificates 3144|4143 [5[4]14]4 39 3.9

Allowances for value decreases of stock 1j1(212(2(2|2]1|2]1 16 1.6
certificates

Stock share sales to related parties as 4145|5454 ]|5|5]|4 45 4.5
transfer pricing

Determination of sale profit for shares 213131333412 (2]|4 29 29
acquired due to capital increase

Valuation of foreign stock shares 4155145514 ]5]4]5 46 4.6
Marketable securities other than stock

shares

Valuation of bills and bonds 414151414 (3[4[3]4]4 39 39

The funds considered to be foreign but in 5151445545415 46 4.6
fact Turkish

Valuation of fund participation certificates | 4 | 4 | 5|4 |5 |4 |4 |3 |45 42 4.2

Futures, forward contracts and options 5{4[5|5|5|5|5(44]5 47 4.7
used for tax deferral

Receivables

Valuation of receivables based on foreign 20212122212 |2]2 19 1.9
currency

Discounting of receivables, if properly 31313 (2134|3422 29 29
adjusted

Doubtful receivables, if properly adjusted 313|424 |3[3(2]3]|4 31 3.1
Uncollectible receivables, if properly 31312133 |3[4(3]2]4 30 3.0
adjusted

Thin capitalization through receivables 515145544544 45 4.5
Transfer pricing through receivables 515145545454 46 4.6
Inventories
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Inventory overages and shortages 1111|121 |1]|1]1 11 1.1
Inventory errors 5 4 39 3.9
Cost of goods sold; whether calculated 414|514 444|544 42 4.2

properly

Lower of cost or market rule, if properly 20113212 |13|1](2|2]1 19 1.9
applied

Equivalent value in valuation, if properly 3132413323313 29 2.9
applied

Appropriateness test of output ratios and 4145|5444 ]|5(4]|4 43 4.3
wastage ratios

Allowances for value decrease of 21212 (2|11 (2(2]|2]2]|2 19 1.9
inventories

Tangible fixed assets

Determination of the cost value of tangible | 3 | 4 | 4 | 3 |2 |2 |4 |4 |43 33 33
fixed assets

Improvements that increase the costofreal | 3 | 3 |4 |3 |3 |4 (33|33 32 3.2
estates

Transfer pricing through real estate sales 5151414554554 46 4.6
Loan interest and/or exchange differences 4131414544445 41 4.1
Depreciations, whether allocated 415|514 4|54 |5|5]|4 45 4.5

appropriately

Unrecorded sales of tangible fixedassetsas | 1 | 2 | 1 [ 1 | 1|2 |1 |1|1]1 12 1.2
scrap

Renewal fund; whether allocated properly 31233241 (3]3]4 28 2.8

Assets in casualty losses nottobebasedon | 3 | 3 |2 |3 |4 |3 |32 |43 30 3.0
appraisal commission decision

Value Added Tax paid at the acquisitionof | 1 [ 2 |2 |2 2|1 |2 |2]|2]2 18 1.8
automobiles

Leasing transactions

Transfer pricing through leasing 515|554 |5|4|5|5]|4 47 4.7
transactions

For lessee, depreciations whether allocated | 3 | 4 | 5|4 |4 |4 (4|4 |3 |4 39 3.9
appropriately

For lessee, interest expenses for lease 1(1{2(2|1|1|1|12]1 13 1.3
payments

For operational leasing, whether lease 4141514444145 4 42 4.2
payments recorded as expenses equally

Leasehold improvements; whether 2131313133233 ]2 27 2.7

depreciated over the term of the lease in
equal amounts

Intangible assets

Valuation of intangible assets 4141513445344 40 4.0
Amortization of intangible assets 4131414551414 ]4]5 42 4.2
Transfer pricing of intangible assets S|S5[S5|5|5]|5[5]5[5]5 50 5.0
Leasing of intangible assets abroad S|5[5|5]4]|5[5|5]5]4 48 4.8
Computer software costs, whether 414154143 |4]|4|5]4 41 4.1

capitalized or not

Capitalized establishment and organization | 2 | 2 | 2 | 2|3 |2 |2 |2 |2 ]2 21 2.1
expenses written off expenses directly

Depleteble assets

Valuation of depleteble assets 11|12 (1]2|1]1]1]2 13 1.3

Prepaid expenses and income accruals

Prepaid expenses, whether correctamounts | 4 | 4 | 4 (4 |4 |5 |3 |4 |43 39 3.9
recorded in related expense account

Accrued revenues,whether correctamounts | 4 | 3 |4 |4 | 5|4 |4 |44 |5 41 4.1
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recorded in related income accounts

VAT Credit

VAT on purchase invoices related to {11211 j2(1]1]2 13 1.3
transactions which are non-taxable or
exempted from VAT

Value added tax on invoices for the 21213 (3123 (2]|2]2]|2 23 2.3
purchase of automobiles

Value added tax of the goods which are 2021232232 (|2]2 22 2.2
lost or stolen

Value added tax paid for expensesdeemed | 1 [ 2 | 1 |1 [2 |1 |1 |1]|2]2 14 1.4
non deductible per IITL and CITL

VAT Received
VAT received; if calculated properly 1({1)j1 |1 {111 |{1]1]1 10 1.0
Goods delivered and services rendered 3144|144 (3|414|3]|4 37 3.7
without charges
Returns of goods purchased 1111 1111 1 12 1.2
Transactions not realized or abandoned 1|1 (1171 1111 11 1.1

Value added tax of the goods in casualty 2103121213 |3|3(3|2]3 26 2.6
losses

Work advances

Valuation of advances 414155 42 42

3%}
N
N
[
3%}
[

Transfer pricing through work advances 4151514434444 41 4.1

Bank loans

Bank loan valuation 213|333 |4|2(2|4]3 29 2.9
Valuation of bank loans in foreign 213|133 (3|13|2(3|3]3 28 2.8
currencies

Transfer pricing through bank loans S|S5[S5|5|5]|5[5]5]5]5 50 5.0
Thin capitalization through bank loans S|S5[S5|5|5]|5[5]5]5]5 50 5.0
Bonds and notes issued

Valuation of bonds and notes issued 5|5[5|5[|5]|5|5|5]5]5 50 5.0

Transfer pricing through bonds and notes S|5|5(5|5|5|5|5|5]|5 50 5.0
issued

Thin capitalization through bonds and S{5|5|5[5|5|5|5|5]5 50 5.0
notes issued

Trade payables

Discounting of payables 20312122 |2]|3]2(2]2 22 2.2
Thin capitalization through trade payables 414145555454 45 4.5
Transfer pricing through trade payables 514 |5[|5|5|5]|4]4|5]4 46 4.6
Thin capitalization through partners’ S{5|5(|5[5|5|5|5|5]5 50 5.0
current account

Unearned revenues and accrued

expenses

Accrued expenses; whether recorded as 313(3(2(413(3|2|3]|3 29 2.9

expenses in the related term

Unearned revenues; whether recorded as 312 (3(3(4(4(3|4|3]|3 32 3.2
revenues in the related term

INCOME STATEMENT ITEMS

Sales and purchases

Financing element on deferred settlement 3133343 [3(3]|4]2 31 3.1
not included in gross sales

Net sale amount taken as VAT baseinstead | 4 | 3 [ 3 |3 |3 |2 |4 |3 |3 ]2 30 3.0
of gross amount

Sales [Iremium income not added to the 414151443 (3|4|4]|4 39 3.9
term profit

Determination of cost of sales 51414 (414|454 ]|5|4 43 4.3
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Purchased goods without documentation 414151343 |4|5]|5]|5 42 4.2
Sales without invoices S|S5|S5|5[5]|5|5|5]5]5 50 5.0
Transfer pricing of sales S|5|5(5[5|5|5[5|5]5 50 5.0
Sales to companies in free zones/taxhavens | 4 | 5|4 |4 |3 | 5|4 |44 |4 41 4.1
Purchases with fake invoices S|S5|S5|5[5]5|5|5]5]5 50 5.0
Transfer pricing of purchases S|5|5(5[5|5|5[5|5]5 50 5.0
Unrecorded purchase discounts 3141443444313 36 3.6
Imported goods

Valuation of imported goods 415553 |5|5[|5]|5]|5 47 4.7
Financing elements on deferred settlement | 4 | S | 5| 5[5 |5 |3 (4|55 46 4.6

for imported goods

Transfer pricing of imported goods S15|5|5]|5|5|5[5|5]5 50 5.0

Discounts not suited arm’s length principle | S | S | 5|5 |5 |5 |5 |5 |55 50 5.0

Research and development expenses

Research and development expenses 3121244414334 33 33
written off as expenses directly

More than 40% of research and 3121234414334 32 32
development expenses written off as
expenses

Establishment and organization
expenses

Capitalized establishment and organization | 2 | 2 |3 |2 |2 |2 |1 3|22 21 2.1
expenses written off expenses directly

Marketing, sales and distribution
expenses

Inappropriate expenses recorded as 313|413 (13[5(3|3[|3]3 33 33
marketing, sales and distribution expenses

Marketing, sales and distributionexpenses | 4 | 4 |4 |4 |5 |4 | 5|4 |5 |4 43 4.3
belonged to the goods in inventories

General administration expenses

Inappropriate expenses recordedas general | 3 | 3 |3 |2 |4 |3 (34|23 30 3.0
administration expenses

N
w

High business expenses 313|342 [5]3]|3 33 3.2

N
9]

Transfer of private expenses to business 3151212 (13[2]3]|3 32 3.2

Expenses for vehicles whicharenotpartof | 4 | 5 |5 |54 |53 (4|45 44 4.4
an entity or leased, or used in the business

Expenses made to increase the value of a 4125|554 |3|4]4]|5 41 4.1
vehicle

Wages

Wages paid abroad from Turkey by a 415|543 (445|514 43 4.3
Turkish company

Private insurance expenses more than 214121332 (4]12]2]2 26 2.6

social insurance

Finance expenses

Finance expenses not properly calculated 4141414455445 43 4.3

Distribution of finance expensesinholding | 5 |4 |4 |5 |5 |3 |5 |4 |5]|4 44 4.4
companies

Finance expenses concerning loans utilized | 4 | 4 | 4 |4 |3 |4 | 5|4 |5 |4 41 4.1
by other entities

Finance expenses related to loansusedfor | 4 |4 |4 |3 |4 |4 |55 |4 |4 41 4.1
investment financing and exchange
differences arising due to import of assets

Finance expenses concerning thepurchase | 3 |4 |3 |5 |4 |4 |54 |3 |4 39 3.9
of stock shares

Finance expenses involved thin S|IS5[S5|5|5]5[5]5]5]5 50 5.0
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capitalization
Finance Expenses involved transfer pricing | 5 50 5.0
Finance expenses not related to the 4143|453 [4]4]|5]|3 39 3.9
business
Improper allocation of finance expenses 41415134 (3|5|5(5]|4 42 4.2
concerning goods purchased or produced

9}
9}
9}
9}
9}
9}
9}
9}
9}
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