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Abstract

The true and fair view in much Italian company is not applied in financial reporting. The
company often applies a different principle which is affected by tax legislation. This “new”
principle can be called: the “tax true and fiscally fair” principle. An empirical research I
conducted in Italy has shown that Italian financial statements are “contaminated” by regulations
that differ from accounting standards. In fact, many Italian financial statements are not
prepared according to national and/or international accounting standards, but rather based on
tax laws upon the occurrence of fiscal interference in the final financial statements assessments,
the balance sheet and income statement can no longer be considered true and correct as they are
influenced by regulations that have nothing to do with the determination of the valuations of the

financial statements.
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Introduction

The true and fair view is the most important principle for
a financial reporting. In Italy, the company that does not adopt
IAS/IFRS must prepare the financial reporting based on the
civil legislation and Italian accounting standards. In other
Country, the company must prepare the financial reporting
based on the legislation of the Country where it is the registered
office. Therefore, a financial statement can be defined as
“true and fair” when it has been prepared in the light of
correct accounting standards, i.e., the International Financial
Reporting Standards and the National Financial Reporting
Standards (in Italy, issued by “OIC”, Organismo italiano di
contabilita, the Italian Accounting Organisation Standards
Setter) [1] or pursuant to the legislation of any other Country.
The true and fair principle [2] is included in the European
Union’s regulations which, although applied in the various
countries of the Union do not present a univocal interpretation
[3-7]. In fact, in the numerous states of the EU, this principle
has been interpreted in different ways and with different
substantial, linguistic and philosophical meanings [8-12]. In
Italy, about 95% of companies do not adopt IFRS, but prepare
their financial statements based on the statutory provisions of
the Civil Code and the applicable national financial reporting
standards. However, since the relationship between Civil
Code provisions and tax/revenue law has constantly evolved
over the last 20 years, to best understand the present situation,
we should first shortly summarise the main literature about
initiatives of lawmakers concerning financial reporting and
taxation in different Countries. The goal of this work is to
investigate whether most Italian financial statements can be
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defined as “true and fair” or, on the contrary, these documents
are affected by tax regulations that should not have an impact
on corporate financial reporting [13-19].

Impact of tax rules on final valuations in the financial
statements of Italian companies

We will synthesize the situation by discussing the results
of an empirical research conducted in 2003-2005 and 2009-
2014 and part of some on-going research. By analysing these
findings and comparing data, we may be able to understand
whether most Italian financial statements are actually true
and fair or if the values booked in these reports have been
determined only for tax purposes [20] without reflecting
the economic substance of transactions, in which case the
financial statement could not be defined as “true and fair” but
rather as “tax-true and fiscally-fair” [20,21].

As regards financial reporting, the relationship between
Civil Code statutory provisions and tax laws [22] underwent
four main changes:

In 1991, Italy adopted the IV EEC Directive and
introduced two specific items in the profit and loss
account before calculating the operating result: Value
adjustments, made exclusively to comply with tax
laws; and Provisions, created exclusively to comply
with tax laws. At that time, companies could overtly
and lawfully recognise tax-related items, not based on
economic facts, in their profits and loss statements.

As a consequence, profits were also the result of tax
accounting, but their impact was highlighted by the amounts
recognised in the two above-mentioned items. So, in theory,
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all the items before 24 and 25 of the Profit and Loss Statement
would have been true and fair. The reason for the use of this
conditional verb form will be explained in the following

pages.

o In 1994, items 24 and 25 of the profit and loss account
were eliminated. The new legislation permitted
the posting of value adjustments and provisions
determined exclusively in compliance with tax laws
(although without an obligation to highlight them as
special items), provided that the reasons for these
value adjustments and tax items be explained in
the Explanatory Notes, where their nature of items
determined and booked exclusively for tax purposes,
and therefore devoid of any economic meaning,
should eventually be highlighted. During those years,
each item of the profit and loss account could contain
portions exclusively related to taxes.

Under said laws, the notion of “true and fair view” for
a financial statement took on a very peculiar meaning: in
the presence of tax-related items lawfully posted without a
correspondence with economic facts, the balance sheet and
the profit and loss account did not give a true and fair view
of the financial situation of a company.

However, the true and fair view was ensured by
compliance with the provision set forth in point no. 14 of
art. 2427 of the Civil Code, since the Explanatory Notes
were, and still are today, an integral part of the financial
statements. Even though the balance sheet and the profit and
loss account contained items that were not “true and fair”,
the information provided in the Notes would contribute to
give a really true and fair view of the financial situation of
the company since the whole of the forms that make up the
financial statements included the balance sheet, the profit and
loss account (or income statement) and the explanatory notes.
The determination of economically correct values was in any
case compulsory for the financial statement to be lawfully
prepared according to the legislation, even before the reform
[15,16]. In fact, this tax interference in statutory reporting did
not translate into the opportunity to automatically account
for taxes in the balance sheet or profit and loss account, but
rather into the possibility to account for taxes whenever this
brought a real tax benefit that could be translated into paying
lower taxes. This obviously required the determination of
two values: the “true and fair value” and the “tax-deductible
value”. This meant that the possibility to enter a tax item
other than the economic cost was permitted by article 2426
of the Civil Code only in the event that the tax value to be
deducted exceeded the amount of the production factor
actually consumed by the company. In the opposite case,
however, if the economic value exceeded the tax-deductible
value, the writer of the financial statement must book the
economically correct cost. In fact, when the actual economic
cost exceeded the tax cost, posting the tax-deductible value
would have unlawfully overestimated the economic result,
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which would have resulted in an amount “inflated” by the
recognition in the financial statement of lower values than
those corresponding to the actual consumption of the factors
consumed. If costs had been determined uncritically based on
the fixed percentages established by the Ministry of Finance,
without any simultaneous economic analysis, we would have
obtained an unlawful financial statement that did not offer
the “true and fair view” required by article 2423 of the Civil
Code.

» In 2003, based on the reform passed on January 1%,
2004, the statutory regulations mentioned above
were eliminated and the tax law was amended [23].
The new tax law allowed companies to deduct values
determined only for tax purposes from their tax
return (without recognising anything in the financial
statement) because they were considered to be devoid
of economic content. For this deduction, companies
had to fill a specific page called “Quadro EC” (EC
Form) in the tax return with fiscally deductible items
that could not be recorded in the accounts because
they were not true and fair and, if they were not
shown in the “EC Form” they would have no longer
been eligible for tax deduction purposes. So, if, for
example, the maximum limit of depreciation was 10%,
but according to the “true and fair view principle”, the
amount to be recognised in the financial statement was
only 4%, a 6% amount could be shown in the EC Form
and therefore be regularly deducted for tax purposes.
This reform, effective since January 1%, 2004, was in
principle meant to ensure that financial statements
provide a “true and fair view” of the situation of a
company because each tax item was admitted for
deduction by being separately recognised in the tax
return with the simultaneous recognition of a true and
fair value in the balance sheet. Even in this case, the
reason for the use of the conditional verb form will
be clarified below. With the new reform of corporate
law (Legislative Decree no. 6/2003) the term “true”
passed, at least from a legal perspective, from
referring to the truthfulness of financial reporting to
meaning “contextual truthfulness of the balance sheet
and profit and loss statement”.

Legislative Decree no. 6/2003 eliminated the last
paragraph art. 2426 and point no. 14 of article 2427 of the
Civil Code. Consequently, effective from 2004, tax items
without a correspondence with economic values could no
longer be posted to the balance sheet and in the profit and
loss account. The reform “eliminated” any interference of
taxes in financial reporting. The use of inverted commas
refers to the fact that, as we will see in the following pages,
there was a wide gap between the regulations and corporate
practice. According to the 2003 legislation, all the companies
were legally provided with the appropriate technical tools to
be able to prepare a true and fair financial statement without
losing any tax benefit.



Obviously, compliance with the legislation required
a significant amount of work from the people who
had to prepare the financial statements, as they had to
determine economically correct values stemming from
the implementation of correct accounting criteria and then
calculate the tax deductible amount, after which, and not
before that, they could prepare a true and fair financial
statement and determine taxes correctly [24].

In 2008, the option to deduct, only in the tax return,
tax-relevant amounts without an economic content
was repealed. So, these are the requirements of the
current legislation: if a cost is recognised in the profit
and loss account, it is theoretically tax-deductible;
otherwise, if it is not recognised in the profit and loss
account, it cannot be deducted from taxes; Since the
tax law has established some maximum limits for
the deductibility of costs, if the item shown in the
balance sheet is below that limit, tax deductibility will
be total; otherwise, if the cost shown in the balance
sheet exceeds this statutory limit, the excess of the
cost may not be deducted. After the 2008 reform, the
requirement of entering only true and fair items in the
balance sheet should have forced, at least theoretically,
accountants to use correct reporting principles with
the objective, inter alia, to facilitate international
harmonization. Only later, and particularly when
filing tax returns and consequently determining
the applicable taxes, would said accounting people
monitor the presence of any discrepancy between
balance sheet items and tax-deductible amounts. At
present, the financial statement is required to contain
only true and fair values, regardless of the fact that
any tax benefit might be lost. The presence of tax-
deductible costs exceeding economic costs should not
affect the financial statement, which should still be
prepared based on true and fair values, outside any
tax-related consideration [16].

Empirical research on the tax influence into financial
reports

Therefore, at present, the financial statements of Italian
companies that do not adopt IFRS must be prepared by using
the fundamental (economically correct) principles set forth in
the Civil Code and in the National financial report standards,
which fully implement the Civil Code, while tax laws are
only used to determine taxes. If each company behaved this
way, Italian financial statements would be true and fair. But
unfortunately, this is not the actual situation. The accountants
often apply tax laws to valuate items of the balance sheet
and profit and loss account. In Italy, this behaviour is
defined as “tax interference”. The consequence of an
improper use of tax laws is that the financial statement is not
economically correct, so its values are not true and fair.These
considerations were deduced from the results of an empirical
research I conducted with the aim of evaluating whether the
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Italian financial statements follow the true and fair principle,
or they are tainted by the application of principles which
divert from the substantial representation of economic fact.
The years considered for the research were 2003-2005 and
2009-2014 because, in these periods of time, the statutory
and tax regulations have been subjected to modifications.
Thus, the aim of the research was to verify if the change in
the legislation had had an impact on the application of the
principle that the items of financial report should be recorded
according to the “true and fair view” principle. The latter is
still on-going, but the first results obtained from the analysis
of financial statements show that balance sheet items are
still “tax contaminated” today. The first part of the research
consisted in analysing the financial statements filed by a
sample of 550 small and medium enterprises based in the
entire Italian territory from 2003 to 2005. The second part
of the research has been designed in successive stages and
the first stage has been completed with the analysis of 500
financial statements of small and medium enterprises based
in the entire Italian territory from 2009 to 2014. While the
research is still on-going, these preliminary findings have
already provided some interesting insight. While we know
that a sample of 500 companies is not statistically significant,
we believe that the analysis of the results of the two
investigations is still very interesting.

The objective of the research was not to identify the
actual behaviour of all the Italian companies based on
statistically significant samples, but rather to identify the
most characterizing trends of financial reporting among
Italian SMEs by analysing samples that could highlight some
common trends in the valuation of the items of the balance
sheets of SMEs (Small Medium Enterprise) that we may
define as “no required IFRS adopters”. The comparison of
the results of the two studies after 10 years show how, in spite
of the changes made to the legislation over this time span, the
“tax contamination” of data in most financial statements has
remained a constant feature of Italian financial statements.
This means that, even if the regulatory framework is changed
and in spite of time passing by, the people who prepare
financial statement in Italy in most cases tend to enter values
determined for tax purposes. Therefore, these items, affected
by the tax legislation, do not provide a “true and fair view” of
the financial standing of the company, but provide a financial
statement that we would like to call only “tax-true and
fiscally-fair”. As underlined although we are in the presence
of an international standardization in each country there is
however the tendency to persist with the national traditions.
Before we pass to the analysis of the results of these two
research studies, I would like to highlight how every reform
passed by lawmakers specified the obligation to determine:

e True and fair values
e Tax details

From 1991 to the present time, all the reforms have
always required the dual calculation of the true and fair value,
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and the tax amount. This is compulsory because the former
value is the entry of the financial statement, while the latter is
used to assess taxes.

The empirical research ¢ state condotta to investigate
the correctness of reporting practices. This paper will only
highlight the most interesting results of both studies. The
researchers interviewed or administered questionnaires to
the accounting personnel who prepared financial statements
in the companies surveyed. The main objective of both
studies was to highlight the differences between true and
fair values and tax-purpose values. The coincidence between
the two amounts would show that the people who prepare
financial statements determine balance sheet and profit and
loss account values according to the tax law, because it is
statistically impossible that the true and fair values and tax-
purpose values are always the same. In case two values are
coincident, the circumstance may be considered as a mere
coincidence. However, the persistent equivalence of the
values, in time, implies that the items of financial statement
are nothing more than the tax deductible amount [16-19]. This
fact would prove that the financial reports are in according to
the tax rules and not to the “true and fair view”; tax rules
which should not taint the financial statementlt should be
first pointed out that the goal of the tax law is to limit the
discretionary power of taxpayers. These are very strict rules
that establish threshold limits and prevent subjective action.
These laws are not meant to determine true and fair profits,
but rather to prevent the reduction of the taxable income.
On the other side, the purpose of statutory regulations and
accounting standards is to help companies prepare true and
fair financial statements. These are strict rules, but do not
establish threshold limits and are highly subjective. Clearly,
the coincidence between balance sheet items and tax-
purpose values would indirectly demonstrate the application
of tax regulations in annual reporting, with the consequent
“contamination” of the financial statement by the tax law.

Issues addressed in empirical research on the impact of
tax rules on final fiscal assessments

The questionnaire used for the empirical research included
some questions on the items of financial reports. The goal of
the answers was to understand whether the financial statement
was drawn up following the principle of “true and fair”, or
according to tax norms which have no sort of connection with
the profit and loss and balance sheet. The question inserted in
the questionnaire was chosen so as to point out the behavior of
accountants regarding the main financial report items which
require a subjective evaluation. In short, the common part of
the two questionnaires concerned balance sheet items and
accounting behaviour of the holding. The first 5 applications
requested, with reference to tangible fixed assets, goodwill,
intangible fixed assets, final receivables and inventories
respectively, if the value entered in the balance sheet were
lower, higher or equal to that required by tax regulations.

Then there was a question on the inclusion in the balance
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sheet of items, not deductible for tax purposes, linked to
shareholdings. Subsequently, information was subsequently
requested on the type of leasing contracts and, in particular, it
was asked whether the company had signed leasing contracts
with a different duration from that allowing the full deduction
of annual leasing instalments. The eighth and ninth questions
asked whether the company had to change substantially it’s
admit the tenth question concerned the points of reference
that the budget drawers considered as elements to be taken
into account. In particular, we asked what changes the
company had implemented in administrative procedures
and assessment processes because of the change in civil law.
The tenth question concerned the points of reference that
the budget drawers considered as elements to be taken into
account. In particular, we asked: Which provisions did you
adopt for your reporting process?

Multiple answers are permitted.
* Civil code (article 2423 and the following)

* National accounting principles and/or International
Financial Reporting Standards

e Tax law

With this question, we wanted to understand whether the
financial statement editor knew that, at least on a theoretical
level, the points of reference for the preparation of financial
statements should be the civil law and accounting principles
in Italy, OIC principles. We will try to highlight the reasons
why financial statements can be prepared by entering tax
values in balance sheet and profit and loss account items by
analysing and discussing the outcome of these two surveys.
There are three main reasons:

1) Determining the tax values to be used for the
calculation of taxes and true and fair amounts requires
a double calculation rather than directly entering tax
values in financial statements. This implies a double
administrative work and double efforts dedicated to
the preparation of the balance sheet and profit and loss
account.

2) Booking non-deductible values requires double
calculations that extend over time, since the operating
result is determined on the basis of true and fair items,
while the tax income derives from the use of the
values required by the tax law. This requires double
determinations for the entire period covered by the
differentiation between tax value and true and fair
details (e.g. for the depreciation of tangible assets):
the double calculation period spans throughout the
life of the multi-year asset, as the differences between
tax values and true and fair items will cover the entire
life of the multi-year asset and, in some cases, even
several years thereafter).

3) Often posting true and fair items causes the loss of
tax benefits that would instead have been enjoyed if



tax values had been reported. Obviously, this issue
is perceived as very important by Italian companies,
with the consequent tendency to waive the frue and
fair view principle in favour of lower taxes payable.

So, to introduce the discussion, we may start by saying
that the research studies described above prove unequivocally
that the “tax contamination” of Italian financial statements is
very frequent, as demonstrated by the results of the 2003-
2005 and 2009-2013 surveys. We specifically selected these
studies, which have been conducted at a 10-year distance
from one another, with the intention of highlighting the
evolution of the behaviour of Italian SMEs in this domain.

Tax interference in civil rules: operational aspects within
enterprises

From the analysis of answers obtained in the
questionnaires, it was observed how, very frequently, the
accountants apply the tax rules instead of the “true and fair
view” principle. In this paper I do not explain the analytical
results of the research. I will synthesize the result of the
empirical research. In every response, it can note that the value
write in financial reporting is, often, not the real economic
value but the tax value imposed by fiscal Italian legislation.
In 95-96% of the analyzed companies, the value in financial
reporting was the same of the maximum deducible by the tax
legislation. For tangible assets property, plant and equipment,
the value coincident with the tax-deducible values was about
97%. For tangible multi-year assets, a clear prevalence has
become clear over time of the coincidence between values
determined according to economic-technical criteria and
values required by the tax law as a maximum deductibility
limit, compared to the cases where a divergence between the
two amounts (true and fair value and tax value) is observed.
As we see, the percentages of coincidence were even higher in
2003-2005. From 2009 to 2014, the coincidence percentages
between balance sheet items and tax values has reduced by
a few points, but still remains very high, so much so that it
exceeds 91% every year. Clearly, there has been in the past
and there still is a “tax contamination” of balance sheet
items because it is impossible for the maximum deductible
limit to exactly coincide with the true and fair depreciation.
As regards this item, we may therefore state that there has
been an improper (wrong) application of the tax law in the
financial statement. Furthermore, we should point out that
there should have been a significant differentiation between
2003 data and 2004 data. As changes in the legislation prove,
in fact, while tax values could be recognised in the financial
statement, and highlighted in the Notes, in 2003, in 2004
this was no longer allowed, as companies had to fill the EC
Form to indicate the deductibility even of portions of items
not recognised in the financial statement, but deductible.
The divide that should have logically characterised the two
periods was not detected, as 2003 data are very similar to
2004 data (with a relative absence of particular explanations
in the explanatory notes concerning items recognised
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only for tax purposes and not “true and fair””). This means
that items were posted in 2003, 2004 and 2005 financial
statements according to the same principles: those of tax
accounting. Simply, the financial statement contained items
for a maximum tax deductibility amount without explaining
that at least a portion of that amount was not economically
true/reliable/faithful. Therefore, the 2004 reform did not
materially affect accounting practices in Italy, because the
valuation criteria did not change. We should point out that
the percentage of lower values is zero. In order not to miss
the option to deduct amortization and depreciation that would
be fiscally irrelevant if they were not reported, no company
seems to have recognised values lower than the maximum
tax deductibility limit. This is a further proof of the “tax
contamination” of financial statements. Also the amortization
of goodwill, presents the same situation. For about 70% of
the company the value write in financial reporting is the same
of the maximum tax deductible value. The amortization of
goodwill shows a high coincidence rate, although lower than
that of the depreciation of tangible assets, between tax value
and true and fair items. To better understand the situation,
we should point out how in 2005 the tax law concerning this
item was amended: while, before 2005, 1/10 (one tenth) of
the amortization could be deducted, in 2005 the proportion
was changed into 1/18 (one eighteenth). In spite of this,
over 60% of the surveyed companies considered the 1/10
amortization of goodwill economically correct for 2003 and
2004 and 1/18 for 2005, which undoubtedly shows that the
balance sheet item was determined on the basis of the tax
law. Any other interpretation would overturn the rules of
statistics. From 2003 to 2005 we can notice a slight increase
in the upper value, but this amount is too limited to account
for the facts observed above. The situations did not change
much after a decade. In the 2009-2014 period, over 62% of
the companies considered tax amortization as “true and fair”,
as there is a perfect coincidence between the two amounts.
This shows that financial statements are often still prepared
by applying taxation criteria rather than economic criteria.
As a consequence, more and more items are true and fair
only from a tax perspective, rather than as they should be.
The analysis of the amortization of intangible assets shows
how the interference of tax values has increased in financial
reporting. In 2003-2005, almost 90% of companies believed
that tax amortization was a true and fair value. In 2009-2014,
this percentage reached 99%. There is no need to further
investigate the issue. As a matter of fact, it clearly appears that
the amortization booked in the financial statement is the tax
deductible value. Over time, the “tax contamination” of this
item increased and the financial statement has increasingly
become only “tax-true and fiscally-fair”. For the value
of doubtful credit (or bad credit) the situation is different.
Doubtful credit (or bad credit) is the only item in the financial
statement where the true and fair value reflects a change over
time. While, in the 2003-2005 periods, the coincident values
accounted for about 60%, in the 2009-2014 periods they were
reduced to about 42%. Simultaneously, values recognised in
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the financial statement were higher, even if greater than those
deductible for tax purposes.

The situation reveals two important aspects:

. Bad or doubtful credit is the only item in the financial
statement that presents considerably higher values than tax
items. For this item we may say that the use of the “true and
fair” notion is more widespread. This specific situation is
certainly due to the deteriorated national economic situation,
which caused the number of bankrupt or insolvent companies
to increase.

. In spite of the above, we should still point out that
a 42% of companies considering a bad credit percentage
of 0.50% to be “true and fair” is a definitely very high
percentage. It is almost impossible to believe that 42% of
Italian companies consider it sufficient to write down bad
credit for 0.50% and, even more surprisingly, that said bad
credit is exactly equivalent to the tax percentage. Even though
for bad or doubtful credit the situation looks less evident than
for the items analysed in the following pages, we may still
say that many Italian companies use the bad credit percentage
established by the tax law without having a clear idea of what
is the amount of the true and fair value of the balance sheet
item. Although to a lesser extent, the notion of “true and fair
only for tax purposes” is also found in connection with the
writing off of trade receivables, which, almost by magic, for
over 42% of Italian companies seem to perfectly coincide
with the items posted under the tax law.

The inventories of the company are a very important
value in a financial reporting. Also for this value, the
tax legislation is the real current legislation. Even for
inventories, we observed the same situation described for
the other items: clearly enough, valuation according to
statutory requirements and valuation according to accounting
standards coincide with the tax value. All this confirms our
previous considerations: unless we consider the results of
the survey to be mere random occurrences, most financial
reports seem to adjust balance sheet values to tax values
with the purpose of avoiding troublesome calculations and
double data processing (for tax purposes or to give a true
and fair view). And obviously, one primary purpose is to
avoid not being able to use the tax deduction option for profit
and loss account items, which, if of a lower amount than
the tax value, would not be considered as a “tax cost”. In
summary, the tax law seems to deeply affect the behaviour of
the directors of most Italian companies during the valuation
of their inventories. In the questionnaire, I requested
information about non deducible equity investiment write in
financial reporting. Even for this item there is a substantial
overlapping between the value recognised in the balance
sheet and the tax deductible amount, even though the tax law
is much more complex and structured than the indications of
accounting standards and the Civil Code. We may therefore
state that equity investments are written down in the financial
statement only if they are simultaneously tax deductible,
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otherwise no write-down is made, even though it would be
required for a “true and fair view”.This item is added to those
that transform the financial statement from a “true and fair”
report to a “tax-true and fiscally-fair” report. We know that
for a report to be a true and fair view of the financial standing
of a company, it must faithfully reflect its global financial
situation. The outcome of the studies reported above shows
that so many balance sheet items do not reflect real facts,
but are only items considered to be deductible by the Inland
Revenue, with very strict limits. The financial statements
of many Italian small and medium enterprises increasingly
depart from a fair presentation of corporate facts. This
is the reason why we say that financial statements are
becoming only “tax-true and fiscally-fair” documents. The
questionnaire contained a question concerning the duration
of lease agreements. In particular, companies were asked to
say if they had signed lease agreements that did not allow for
the tax deductibility of lease payments. The 100% company
had lease agreements that allow the total deductibility of lease
payment. There is no need here to further comment the data
shown in the table above. Virtually all the Italian companies
sign lease agreements based on the tax legislation with the
objective to entirely deduct their annual payments. For this
item there is a perfect overlapping between the tax value
and the balance sheet item. So we see the financial statement
becoming increasingly “true and fair” only for tax purposes.
The question no. 8 and 9 were a “proof” of the company’s
sensation in accounting field. Therefore the values were often
the tax value and in the time the behaviour doesn’t change
for this accounting determinations, the response had to be:
we don’t have had a considerable increase in time in the
reporting process and we don’t substantially reorganize our
reporting process in the years. Therefore, questions 8 and 9
were asked only in the questionnaire of the 2003-2005 study.
They could be defined as “psychological questions” since
their goal was not to explore the reporting practices of the
company, but rather to assess the psychological impact of
the reforms and the thought of the personnel entrusted with
accounting tasks. In theory, all the companies that had made
significant changes to their accounting practices to implement
the new provisions of the reform effective from January 1%,
2004 should have answered “Yes” to questions 8 and 9.
About 70% of the company have responded that the change
of legislation had induced much administrative work. It is a
“fake” because, in fact, they have not made any substantial
change in the companies' final assessment but the sensation
of the company is distorted from the idea that the changes
in laws, always, cause business problems and aggravation
of administrative work. This occurs even if, in reality, the
company does not change any of the administrative processes
in progress.

However, the bizarre element is that no differentiation is
seen between 2003 and 2004-2005 items for all the financial
statements analysed in the study. The reality is that companies
generally tend to recognise tax values before and after the



reform in the certainty that they were “true and fair”. As a
consequence, the reform cannot be said to have significantly
impacted the situation, as the analysis of the data provided
above would seem to prove. Obviously, this is part of the
typical attitude of resistance to change of each organization,
where each change is perceived as a burden even if it has
virtually no consequence. Question no. 10 was asked in the
2009-2014 questionnaire to challenge the competency of the
people who prepared financial statements, in order to assess
whether they were aware that recognising tax items in the
balance sheet was wrong from an accounting perspective,
unless the items were also “true and fair”. The answers to
question no. 10 were: As we have already highlighted above,
question 10 was structured as follows: Which provisions did
you adopt for your reporting process? (Multiple answers are
permitted.)

a) Civil code (article 2423 and the following)

b) National accounting principles and/or International
Financial Reporting Standards

¢) Tax law

The findings of the study show how over 16% of
companies prepare their financial statements in compliance
with tax laws. This means that over 16% of the people who
prepare financial statements do not know that the document
must meet the “true and fair view” requirement and not
only comply with the tax law. Only 51-52% of companies
prepare their reports correctly in compliance with the Civil
Code and accounting standards. This, while showing, on the
one hand, that there is still much to do to spread the correct
reporting methodology, raises another issue, on the other:
since we have shown how in many cases balance sheet items
derive from the enforcement of tax laws and therefore are not
true and fair, answer no. 10 shows, at least partially, some
bad faith or, to put it better, the awareness that the correct
methodology would require compliance with the Code and
accounting standard, and not with tax laws. Since many items
coincide with tax values, it is statistically unlikely that the
tax value coincides with the true and fair item. So question
no. 10 reveals that many companies know what they should
do, but recognise incorrect values in financial statements for
convenience and to avoid a double administrative work.

Conclusion

The findings provided above suggest that many Italian
financial statements of small and medium enterprises that
are “no IFRS adopters” are “true and fair” not on the whole,
but only from a tax accounting perspective. This has three
significant sets of implications:

1) Disclosure implications — A financial statement
prepared only according to tax accounting rules does
not reflect the actual financial standing of the company.
Communication with the external world is biased, with the
consequence that the stakeholders of the organization (e.g.
corporate creditors, shareholders, employees, backers and
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investor) for whom the financial statement is the source of
information concerning the entity, are presented with data that
do not actually describe the real situation, either in strictly
financial terms or as regards the larger environmental impact
of the organization, including its economic performance [24].
The ultimate consequence of this is that external stakeholders
are left in the condition of making decisions based on values
that do not reflect the real situation of the enterprise in which
they have an interest [25-28].

2) Internal management implications — In most cases,
general accounting books are also the source of useful
information to be used for the control of the organization;
the determination of the costs and returns of a product,
calculated on the basis of tax values without any economic
content, potentially leads to a wrong decision-making
process, because they are grounded on false and unfair
information and assumptions [28-32]. I apologize with the
reader for using this comparison, but this behaviour reminds
me of someone who reviews the financial statement in depth
in the awareness that it is false. To implement a decision-
making process on data without a concrete meaning may lead
to management policies not aimed at maximizing efficiency
and effectiveness, which inevitably adversely impacts the
cost-performance of the company [33-37].

3) Legal implications — Entering non-true and non-fair
values in a financial statement implies that the “true and fair
view” requirement set forth in art. 2423 of the Civil Code
is not fulfilled. This invalidates and eventually nullifies
the financial statement [38-41]. As a consequence, anyone
having a legal interest may challenge that financial statement
in a trial. Failure to meet the requirements of providing a
“true and fair view” of the financial situation of a company
makes that company vulnerable because anyone having any
kind of interest, including non-commercial interests or other
interests not related to equity, may bring an action against
that financial statement before a judge in a court. Recognising
false values is obviously illegal, regardless of the fact that
said values contain an over- or under-valuation of income
[42-44]. In fact, the instrument is invalidated both in the
event that costs contain a negative income component that
does not exist from an economic point of view (e.g. booking
a greater tax cost than the commercially true value) and in the
event that a cost is not booked in the financial statement even
though it should have been (e.g. recognition of a lower cost
than the true value of the production factor). The first type
of behaviour is generally implemented to reduce the taxable
income, while the second option is used when the need is felt
to do some “window dressing” with the purpose of presenting
a corporate situation more favourable than the real situation,
in the awareness that this would cause an increase of taxable
income. The analysis of the reasons underlying the adoption
of such an illegal accounting practice has no statutory
significance. In fact, it does not seem possible to “index”
the reasons why an existing cost is not booked or a non-
existent value is booked in the accounts. The “justifications”
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that underlie the wrong accounting may, at most, be taken
into consideration when tackling the issue of the criminal
significance of the invalidity. In Italy, in criminal charges
of false accounting, the reason takes on a legal significance,
which does not happen with civil offences. A false financial
statement is an illegal financial statement and the resolution
made to approve such a document is null and void, since it
violates the right of information that is today unanimously
recognised to all the external stakeholders of a company.
If the aforesaid statements are shared, it is not possible to
deny the nullity of a financial statement that we may defined
as “contaminated” by tax interferences. If, on the one
hand, recognising a high non-existent cost or not booking
a substantial “real” cost would undoubtedly invalidate the
financial statement, on the other hand, we find it natural not to
consider valid and “true” a document presenting exactly the
situations described above after “importing” in the profit and
loss account and balance sheet tax values that have nothing
to share with “economically correct” accounting values.
In this regard, we cannot but also mention the technical
problems companies certainly encounter when faced with
the calculation of a true and correct income, economic
result and capital. Managing tax data is complex per se
and the coexistence of said values with general ledgers of
different amount, i.e. “statutorily true”, inevitably introduces
more accounting complexity. However, the problem cannot
be resolved, because any action undertaken to simplify
accounting practices by “contaminating” the financial
statement with tax accounting is an illegal behaviour under
the legislation. For a “true and fair view” to be such, in fact,
there must be a previous valuation of costs and revenues,
without which no information can be posted to a financial
statement to be defined as “legal”. At this point, we should
wonder whether the introduction in the [41-43] financial
statement of subjective tax-deductible values (estimates
and guesswork) automatically and unequivocally causes
the nullity of the meeting’s resolution. The answer to this
question is not univocal. If the tax assessment coincides with
the economic substance of the item, the financial statement is
true and consequently perfectly legal. However, in this case,
the lawfulness of the financial statement does not derive from
the fact that posting tax items in the balance sheet and profit
and loss account is legally acceptable pursuant to art. 2423
of the Civil Code, but rather from the fact that those values
correspond, by mere coincidence, with the economically
correct determination of the event to be reflected in the
financial statement [44-48] If, on the contrary, the tax item
does not identify the value determined according to statutory
criteria, then its recognition in the financial statement
creates the conditions for which the approval resolution can
be nullified [49]. Uncritically importing tax values in the
financial [50-52] statement implies the nullity of the approval
resolution due to the unlawfulness of the scope, provided,
of course, that said amounts do not economically correspond
[53-55] to the reality to be described by the balance sheet,
profit and loss account and explanatory notes. In this case, the
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mere consideration of the equivalence of the tax cost and the
economically correct cost is not significant for the purpose
of a possible unlawfulness of the financial statement. The
findings of the surveys conducted in the years 2003-2005 and
2009-2014 suggest that there is still a long way to go before
really true and fair financial statements are prepared [56-59].
Changing deeply-rooted behaviour (introducing tax values
rather than true and fair amounts in financial statements) is
a steep road to walk, and a very long one indeed, certainly
difficult to complete. The only factor that may lead to achieve
this objective is a general cultural change [60-64] which
means companies should slowly start to understand the
significance of the internal, external and legal reasons that
underlie the suggestion, or better the obligation, to prepare
true and fair financial statements.[65] The road will be long
and difficult, but the cultural changes that have taken place in
Italy over the last few years in terms of corporate disclosure
allow some [66-67] optimistic predictions on the fact that the
objective to have true and fair financial statements without
considering the related tax values may be achieved — slowly,
but relentlessly.
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