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ABSTRACT The assessment of taxable earnings is of fundamental importance for
the corporate tax burden. Therefore it is often subject of political discussions and
is either witnessing a constant process of change. Against this background, the
aim of this paper is to analyse the structure of the assessment of taxable earnings
in Germany. This can be used to obtain information on the possibilities for future
national developments in Russia. We start with an overview of the areas of
application of the different methods for the assessment of earnings. It shows that the
complete comparison of a company’s operating assets (so-called tax balance sheet)
and the statement based on the net income method are the most important methods.
The fundamental difference between this two methods: the statement based on the
net income method is controlled by the inflow and outflow principle (flow value
statement), the stock value statement, which makes it necessary to draw up two
balance sheets (one at the start of the year and one at the end of the year, underlies
the comparison of the company’s operating assets. Therefore the analysis focuses on
these two methods. It shows, that the complete comparison of a company’s operating
assets is more accurate but although much more costly than the statement based on
the net income method. The analysis is supported by practical examples, which are
also used to illustrate the differences between the two main methods.
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HIGHLIGHTS

1. The complete comparison of a company’s operating assets (so-called tax balance
sheet) and the statement based on the net income method are the most important
methods of the assessment of taxable earnings in Germany

2. The complete comparison of a company’s operating assets is more accurate but
although much more costly than the statement based on the net income method

3. The inventory of the structure of the assessment of taxable earnings in Germany can
be used to obtain information on the possibilities for future national developments
in Russia
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AHHOTAIV Onenka Hajioroob1araeMov IIprObUIN MMeeT BakKHeTIIlee 3HaUeHVIe
VTS HaJIOTOBOUT Harpy3Ku B cdepe Ou3Heca 1 IIO3TOMY SBJISETCS IIPEIMETOM ITOJIV-
TUYECKVX AVICKYCCUT V1 IIpeTepIieBaeT IIOCTOSIHHbIe M3MeHeHs. C yu4eToM aKTyaslb-
HOCTM 1Ipo0GsIeMbl, cpOPMyJIMpOBaHa IieJIb MCCIIEIOBAHNS: aHAIN3 3aKOHOIATEIIbHO
YCTaHOBJIEHHBIX METOJIOB OLIeHKV HaJIoroods1araeMort mpmobsumi B l'epmanmm, vx J10-
CTOVIHCTB M HEIOCTAaTKOB, a TaKKe OCOOEHHOCTEN VX IPaKTIIeCKOro IPVMEHEeHVIS.
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JlaHHBIVI aHAJIV3 MOXXET OBITH VICIIONIb30BAH VIS M3Y4YeHWS IIePCIIEKTIB COBEepIIeH-
CTBOBAHWSI HAJIOTOBOVI CVICTEMBI 11 pa3BuTist OusHeca B Poccum. B craTpe paccmarpm-
BaIOTCsL cpepbl MPVUMEHEHNST Pas/IMIHBIX MEeTOHOB OLIeHKM IIpmObUIN. BoIsgBIIeHO,
YTO BKHEVIIVMMI V3 HWUX SBJIIOTCS METOJI IIOJIHOTO CPaBHEHVS OIlepallIOHHBIX
aKTVMBOB KOMITAaHWM (HaJIOTOBBIV OaJlaHC) M MeTOJl OCHOBAHHBIVI Ha OLIEHKE YVCTOV
npubbUIA. [71aBHOE OT/IVYME STMX METOIOB B TOM, UTO IIEPBBIVI IIOCTPOEH Ha OCHOBE
corocTaBIeHyst OaslaHCoB Ha Hadaslo M KOHEI] TOf1a, YTO M IIO3BOJISIET CPAaBHIBATH
oIlepaloHHble aKTMBBI, a BTOPOV 0asupyeTcss Ha IIPUHIIUIIE JEHEXHOro I0TOKa
(TIoCTyIUTEHNS M pacXOHOBaHWS JEHEXHBIX CpeficTB). B pabore mogpobHO ormckiBa-
eTcs IpVIMEHEeHNe yKa3aHHBIX MeTOHOB. [TpoBeeHHEIN aHaIN3 TI0Ka3ajl, 9TO CpaB-
HEHEe OIIePAIOHHBIX aKTVBOB KOMITAHM SIBJISIETCST 00JTee TOUHBIM METOIOM, XOTS
¥ Topasao 0osiee TOPOTOCTOSIIVIM, YeM OTU€THOCTh, OCHOBAHHAsI Ha METOLE UMCTOM
npuObUIN. AHAJIN3 OATBEPKIAETCS IPAKTIIeCKMI IIpyIMepaMi

KITFOUEBBIE CJIOBA Hasiory, HasiorooGsiaraemasi mpvOeuib, bastarc, 3akoH o Ha-
JIoTe Ha IIPUOBUIL B ['epMaHMIL, OT9€THOCTh, OCHOBAHHAS Ha METOIe YVCTOV IIPUObUI

OCHOBHBIE ITOJIOKEHWA

1. OcHOBHBIMIM MeTOIIaMV OLIEHKV HaJjIoroodsiaraeMovt Ipmbsum B I'epMmanmn sBiIs-
IOTCSI METOJI, ITOJTHOT'O CPaBHEHISI OTIePALVIOHHBIX aKTMBOB KOMITAaHN (TaK HasbIBae-
MBIVI HaJIOTOBBIVI OaJlaHC) ¥ MeTOJT OCHOBAaHHBIIT Ha OLleHKe YMCTOV IpUObUIN

2. ITortHOe cpaBHEHVIe OIIepallIOHHBIX aKTVBOB KOMITAHWI SIBJISIeTCSI OOoJlee TOUHBIM,
XOTSI V1 TOPaszo Gosiee JOPOrOCTOSIIINM, YeM OTYETHOCTh, OCHOBAHHAs! Ha METOJIE M-
CTOVI IPMOBUIN

3. VlccrremoBaHmie MeTO/IOB OIIEHKM Hajoroobaraemort mpubeum B I'epmarv Mo-
JKeT OBITh VCITOIb30BAHO [JISI COBEPIIIEHCTBOBAHIS HAJIOTOBOVL CHCTEMBI 11 PasBUTIS
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Ousneca B Poccum

Introduction

The assessment of taxable earnings is
used to determine the earnings that will
be the basis of assessment for taxation pur-
poses with regard to profit income types. The
assessment is of fundamental importance
for the corporate tax burden. Therefore it
is often subject of political discussions and
is either witnessing a constant process of
change. This provides a motive for exam-
ining the assessment of taxable earnings
in other countries. Doing so, clues on the
possibilities for future national developments
can be obtained. The aim of this paper is to
analyse the structure of the assessment of
taxable earnings in Germany.

We contain the paper on the so-called
profit incomes. These consist of income-
from trade or business enterprises, income
from agriculture and forestry and income
from self-employment (Section 2 (2) (1) (1)
of the German Income Tax Act (EStG)").

! The Federal Ministry of Justice and Con-
sumer Protection provides virtually all of the latest
Federal laws free of charge on its website at http:/ /
www.gesetze-im-internet.de/. Here you can re-
trieve the various laws and ordinances, as amend-
ed. Certain laws can also be retrieved in English by
selecting “Translations” from the menu.
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There are a number of different meth-
ods available for the assessment of taxable
income, the areas of application for which
are described in greater detail further.
This relates in particular to the complete
comparison of the company’s operating
assets (so-called tax balance sheet), the
incomplete comparison of the company’s
operating assets, statements based on the
net income method, the assessment of
earnings according to average rates and
the assessment of earnings by the tonnage.

The area of application of the vari-
ous methods for the assessment of earn-
ings is primarily determined by whether
the party subject to taxation in question
is a trade or business enterprise. A trade
(and, thus, a trade or business enterprise)
can be operated by means of commercial
certification or by means of certain legal
forms. If a trade or business enterprise
is established, the method to be applied
for the assessment of taxable earnings
shall be in accordance with a legal obliga-
tion to keep records. This may arise either
from non-fiscal provisions (including in
particular from the German Commercial
Code (HGB)) or from fiscal provisions
(Section 141 of the German Fiscal Code
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(AO)): All traders within the meaning of
Section 1 et seq. of the German Commer-
cial Code (HGB) shall be subject to a legal
obligation to keep records according to
the German Commercial Code; this shall
include all tradespeople who are not al-
ready regarded as traders and exceed cer-
tain size characteristics according to fiscal
provisions. Parties subject to taxation who
have a legal obligation to keep records must
assess their earnings using the complete
comparison of the company’s operating
assets, whilst also taking into account the
various principles under commercial law
(so-called authority, for more information
see Section 2.1)2. If there is no resulting legal
obligation to keep records and accounts are
not maintained on a voluntary basis, earn-
ings must be assessed using the statement
based on the net income method®.
Non-traders within the context of
the assessment of earnings include self-
employed individuals and farmers and
foresters. Self-employed individuals are
individuals who are aiming to achieve
sustainable profit, predominantly through
their own efforts, without being depen-
dent on receiving instructions, and acting
at their own expense and risk. Commercial
law does not stipulate any legal obligation
to keep records for these individuals. If they
maintain their accounts on a voluntary ba-
sis, they must assess their earnings using
the incomplete comparison of the compa-
ny’s operating assets, or, in all other cases,
they must do this using the statement based
on the net income method. As for farmers and
foresters, there is a legal obligation to keep
tax records according to Section 141 of the

2 Traders who do not exceed specific size
characteristics in accordance with Section 241a
of the German Commercial Code (HGB) and are
not obliged to keep records according to Section
141 of the German Fiscal Code (AO) are an excep-
tion to this. They are entitled to assess their earn-
ings using the statement based on the net income
method.

> If a trade or business enterprise operates
commercial vessels in international traffic, there
is the option available on request, in accordance
with Section 5a of the German Income Tax Act
(EStG), to assess earnings according to the ton-
nage carried during the course of operation, this
applying by way of derogation from the princi-
ples stated above.
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German Fiscal Code (AO), assuming they
do not exceed the size characteristics laid
down therein or maintain their accounts
on a voluntary basis. In such cases, they
must assess their earnings using the in-
complete comparison of the company’s
operating assets. If the accounts are not
maintained, earnings must in principle be
assessed using the statement based on the
net income method*.

Below is a detailed explanation of the
complete comparison of the company’s
operating assets and the statement based
on the net income method, both of which
are the most important methods for the
assessment of earnings. The assessment of
earnings by tonnage and the assessment
of earnings according to average rates are
no longer taken into account below as a
result of their limited area of application.
The incomplete comparison of the compa-
ny’s operating assets does not require any
further consideration either as it is virtu-
ally identical to the complete comparison
of the company’s operating assets [1-3].

Analysis of the complete comparison
of the company’s operating assets

Principles. The complete compari-
son of the company’s operating assets
(so-called tax balance sheet) stipulates the
balance sheet-oriented assessment of
earnings, i.e. earnings are calculated as
the difference between the operating as-
sets at the end and at the start of a finan-
cial year (Section 4 (1) (1) of the German
Income Tax Act (EStG)). The operating
assets are made up of components that
increase their value on the one hand and
reduce their value on the other hand. The
components increasing the value of oper-
ating assets are referred to as assets. These
include active assets (referred to under
commercial law as assets) and deferred
expenses and accrued income; passive
assets (referred to under commercial law
as liabilities) and deferred income and ac-
crued expenses function as liabilities that
reduce the value of operating assets. The
difference between the two is the equity,

* If the special provision stated in Section 13a
of the German Income Tax Act (EStG) applies,
earnings may also be assessed using average rates.
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which is also referred to as net assets. This
is highlighted in the following Figure:

balance sheet for the 31/12/17 Liabilities
Equity
(= net income)
Passive assets
Passive accruals

Assets

Active assets

Active accruals

Earnings are represented by the
change in value between equity at the end
of a given year compared to the start of
the financial year. Accordingly, the assess-
ment of earnings is performed using stock
values as opposed to flow values. The fol-
lowing example highlights this, whereby
earnings total € 5k (53-48):

Assets Balance sheet for the 31/12/01 (in T€) Liabilities

Fixed Assets Equity 48

Intangible assets 10 Borrowed capital

Tangeble assets 50 Non-current liabilities 73

Financial assets _5 65| Current liabilities 22 95

Current Assets

Supplies 40

Claims 30

Securities 5

Liquid assets _3 78 .
13 185

Assets Balance sheet for the 31/12/02 (in T€) Liabilities

Fixed Assets Equity 53
Intangible assets 8 Borrowed capital
Tangeble assets 55 Non-current liabilities 69
Financial assets _5 68 | Current liabilities 18 87
Current Assets
Supplies 42
Claims 25
Securities 5
Liquid assets _4 72 _
140 140

The provisions regarding the scope of
the operating assets to be recognised (ac-
counting on its merits; for more informa-
tion see Section 3.2) and their valuation
(accounting by value; for more informa-
tion see Section 3.3) are subject to the vari-
ous commercial provisions in place. This is
referred to as authority [4, p. 138; 5]. Ac-
cordingly, the various commercial ac-
counting provisions are authoritative for
the tax balance sheet unless they contra-
dict the fiscal standards in place (Section 5
(1) (1) of the German Income Tax Act
(EStG)). However, if there are indeed such
standards in place, regardless of wheth-
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er they are structured as an option or as
a mandatory standard, then they shall
override any commercial provisions in
place (accounting and/or valuation reserves).
This authority has always been subject
to extensive discussions with regard to
its grounds and scope [6, pp. 324-326; 7].
Lawmakers have resolutely abided by this
authority to the present day, although it
has been increasingly eroded away in re-
cent times past.

Accounting on its merits. Account-
ing on its merits determines the scope of
the operating assets to be accounted for. As
illustrated above, this involves active and
passive assets as well as deferred expenses
and accrued income and deferred income
and accrued expenses. These are all illus-
trated below.

The term “active asset” is not defined
by law. The company assumes active as-
sets are involved if there are economic val-
ues which can be estimated independent-
ly and can also be transferred individually
or together with the company [8-11]. This
results in a large group of potential ac-
tive assets which can be systematised ac-
cording to a number of different criteria.
The respective form with regard to the
individual criteria will in turn primarily
determine the provisions to be applied
for the valuation. A distinction is made
between the following criteria and associ-
ated forms [12-14]:

Criterion
Depreciability

Forms

Depreciable versus
non-depreciable

Acquisition versus

Acquisition, i.e. access

to operating assets production

Mobility Movable versus
immobile

Materiality Tangible versus
intangible

Purpose Fixed assets versus

current assets

It should be noted that active assets do
not need to be recognised (option) if their
net value is no more than € 410 (Section 6
(2a) of the German Income Tax Act (EStG);
so-called low-value assets). An explicit rec-
ognition ban is applicable to intangible fixed
assets acquired free of charge (Section 5 (2) of
the German Income Tax Act (EStG)).
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The term “passive asset” is not legally
codified either. A passive asset shall be as-
sumed in the literature if there is a legal or
de facto obligation to third parties which
results in an economic burden and which
was earned or incurred during the course
of the past financial year, assuming the oc-
currence and utilisation of such a liability
is indeed likely [14-17]. If the situation
involves an obligation that is secure both
on its merits as well as by value, this is re-
ferred to as a liability, or a provision in all
other cases [18]. The law stipulates a num-
ber of special regulations for recognising
provisions which are merely referred to
here (see: Section 5 (2a-4b) of the German
Income Tax Act (EStG)).

Deferred expenses and accrued income re-
fer to payments made prior to the report-
ing date that will only constitute expenses
a specific period of time after the report-
ing date (Section 5 (5) of the German In-
come Tax Act (EStG)). The corresponding
situation applies to deferred income and
accrued expenses. Classic application sce-
narios for accruals and deferrals arise in
the case of long-term debt obligations for
which payments have been made and/or
sent in advance (such as lease agreements
where the reporting party is a tenant or
landlord).

Accounting by value. Accounting by
value governs the valuation of active and
passive assets to be recognised (accruals and
deferrals are not subject to any valuation).
The valuation may be split into the initial
valuation and the subsequent valuation.
While the initial valuation relates to the
valuation of the asset in question upon ini-
tial recognition, the subsequent valuation
governs the valuation conducted in subse-
quent years until the asset is retired from
the operating assets. The valuation of ac-
tive and then passive assets is illustrated
to begin with below.

With regard to the initial valuation of
active assets, the law in force stipulates
two primary valuation criteria in the form
of procurement costs and production
costs (Section 6 (1) (1) of the German In-
come Tax Act (EStG)).

The acquisition costs are therefore rel-
evant in the event of an acquisition. By
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definition, they are made up of all of the
payments individually attributable to the
asset in question that were necessary to
acquire the asset in question and trans-
form it into an operationally ready state
(Section 255 (1) of the German Commer-
cial Code (HGB)). The following cost com-
ponents specified in detail are attributed
to them:

Acquisition price
Acquisition price reductions
Incidental acquisition costs
Subsequent acquisition costs
Acquisition costs

I+ +

The following example highlights this:

Tradesperson L acquires a machine
from the USA at a net purchase price of €
200,000 in January of year 1. The following
additional costs are also incurred in con-
junction with this acquisition:

- Freight costs ex-works € 3,000;

- Duty € 10,000;

- Import sales tax € 38,000;

- Concrete foundations for the ma-
chine (directly attributable): € 4,000.

The purchase price is paid by way of
exchange, with the remaining costs be-
ing paid by cheque and/or cash. The ex-
change total of € 226,000 includes bill dis-
counting and fees of € 26,000. The general
administration costs incurred as a result of
the purchase negotiations totalled € 3,000.

L is able to deduct the import sales tax
from his sales tax liability in accordance
with Section 15 (1) (2) of the German Turn-
over Tax Act (UStG). The ordinary useful
life of the machine is 4 years.

Determination of acquisition costs: In
addition to the purchase price, the ancillary
costs that are financially linked to the pur-
chase directly also form part of the acquisi-
tion costs for an asset. However overheads,
including any administrative overheads,
do not form part of the acquisition costs.
The import sales tax deductible as input tax
does not form part of the acquisition costs
either. However, duty does indeed form
part of the incidental acquisition costs. Bill
discounting and fees are considered to be
financing costs as opposed to acquisition
costs for the acquired asset.

The acquisition costs for the machine
can be determined as follows:
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Bill amount
. Financing costs
Net purchase price

Incidental acquisition
costs

Freight

Duty

Concrete foundations
Acquisition costs
within the meaning of
Section 6 (1) (1) of the
German Income Tax
Act (EStG)

€ 226,000
€ 26,000
€ 200,000

.\

€ 3,000
€10,000
€4,000 €17,000

€ 217,000

On the contrary, production costs shall
be authoritative if the assets have been
produced in-house. By definition, these
production costs include all disburse-
ments resulting from the consumption of
goods and the use of services for the pro-
duction of an asset, its expansion or a sub-
stantial improvement beyond its original
condition (Section 255 (2) of the German
Commercial Code (HGB)). Unlike acquisi-
tion costs, there is no restriction on direct
costs, meaning therefore that production-
related overheads can be included, whereas
there is an inclusion option for non-produc-
tion-related overheads and capitalised inter-
est under certain circumstances as well
[19]. The inclusion options must therefore
be exerted in accordance with the com-
mercial balance sheet (Section 6 (1) (1b) of
the German Income Tax Act (EStG)). De-
tails of the cost components can be found in
the following Figure:

Produc- Direct material costs
tion- + Direct production costs
related |+ Special direct Inclu-
direct costs| production costs sion
Produc- |+ Material overheads obli-
tion- + Production overheads |gation
related + Depreciation of fixed
overheads| assets

+ Administrative costs
Non-pro- |+ Costs of social amenities
duction- |+ Costs of voluntary I
related social benefits InF u-
overheads |+ Costs for the company su?n

pension scheme option

Financing |+ Capitalised interest
costs

= Production costs

The following example highlights
this:
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The following costs are reported in a
cost allocation sheet for year 1 (in € million):

200
20

Raw materials

Auxiliary and operating
materials

Warehousing, material transport 20
and testing,

including any personnel

expenses incurred

Production department wages

and salaries:

150
40
50

production wages
salvage remuneration
salaries 240

Employer contributions to social

security scheme attributable to

the Production department:
accruing to Production wages
accruing to salvage
remuneration

30

48
528

accruing to salaries
= Subtotal
Depreciation on production
facilities:
scheduled depreciation
(normal allowance for
depreciation)
unscheduled depreciation

additional imputed
depreciation on the difference
between replacement costs and
acquisition costs of the assets

Interest rates:

capitalised interest directly
attributable to products

other capitalised interest

imputed capitalised interest
Taxes:

corporation tax

business tax

100

20

20 140

40

100

60 200
50
20 70

Voluntary company pension 70

scheme
400
150
1,558

General administration costs
Distribution costs
= Total costs in year 1:

A total of 100,000 manufactured goods
have been made in year 1. As of 31/12/01,
the reporting date, there were still 10,000
units of these manufactured goods stored
in the warehouse. It can therefore be
assumed that the manufactured products
stored in the warehouse incurred, on
average, the same manufacturing costs
per unit as the average of all manufactured
products made in year 1.



Journal of Tax Reform. 2017. T. 3, No 1. C. 18-28

ISSN 2412-8872

Determination of production costs:
a) Lower value limit (inclusion obligations):
The lower value limit is made up of the ma-
terial and production costs, which in turn
are made up of the direct costs and over-
heads. This also includes the depreciation
of fixed assets, insofar as such depreciation
is caused by production. The depreciation
of fixed assets is represented by scheduled
depreciation, as opposed to unscheduled
depreciation and imputed depreciation.
Accordingly the lower value limit is
made up of the following (in € million):
200
20

Raw materials

Auxiliary and operating
materials

Warehousing, material transport
and testing, including any
personnel expenses incurred

= Material costs

Production department wages
and salaries

Employer contributions to social
security scheme attributable to
the Production department
Scheduled depreciation on
production facilities

= Production costs

20

240

388
= Lower value limit of all 628
manufactured goods made in

year 1

= Lower value limit of the
manufactured goods present on
31/12/01 (10 % * 628 =)

b) Upper value limit = lower

value limit plus inclusion options
Options exist for the following

costs (in € million):

General administration costs

Voluntary company pension

scheme

Capitalised interest directly
attributable to products

= Costs to be included

62.8

400
70

40

510

€ 51 million worth of these costs are
products still present as at the reporting
date (=10 % * 510).

The upper value limit is made up of
the costs subject to mandatory inclusion
and the costs to be included. It therefore
totals € 113.8 million (= 62.8 + 51).

The following costs arising in this par-
ticular case must not be included in the
production costs:

- unscheduled depreciation;
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- imputed depreciation (this involves
a profit element according to the nominal
value principle);

- interest not directly attributable to
the goods;

- imputed capitalised interest (profit
element);

- corporation tax (not accounted for
production, but rather for taxable earn-
ings);

- business tax (not accounted for pro-
duction);

- distribution costs.

The acquisition and/or production
costs are subject to depreciation losses at
the level of the subsequent valuation of ac-
tive assets (mostly referred to in tax legisla-
tion as allowance for depreciation (AfA =
Absetzung fiir Abnutzung)). This can be
differentiated in the form of scheduled
and unscheduled depreciation. Scheduled
depreciation must therefore be effected
solely on depreciable assets. This results
in the acquisition and/or production costs
being spread over the period of time that
the assets form part of the operating as-
sets (Section 7 (1) (1) of the German In-
come Tax Act (EStG)). In order to define
this period of time, reference is typically
made in practice to so-called “allowance
for depreciation” (AfA) tables published
by the tax authorities, which contain stan-
dardised useful lives for different assets.
Unscheduled depreciated may be effected on
all active assets, subject to certain condi-
tions applying. This results in a one-off re-
duction in value which can be attributable
to exceptional technical or economic wear
or to lower acquisition or sales prices. The
provisions regarding the effecting of un-
scheduled depreciation are particularly
differentiated and are regularly the sub-
ject of disputes between parties subject to
taxation and tax authorities [20].

The acquisition and/or production
costs are also relevant to passive assets with
regard to the initial valuation. However,
given that there is no acquisition and/or
production of these assets in the literal
sense, reference is instead also made to the
basis of the settlement value in accordance
with commercial law. This is the amount
that is required to settle the underlying
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liability. In the case of monetary payment
obligations, this amount corresponds to
the nominal amount, whereas for pay-
ment in kind obligations it corresponds to
the respective amount required to settle
the liability whilst taking into account all
production-related direct costs and over-
heads based on current price and cost ra-
tios. If the residual term of passive assets
is more than 12 months, the assets in ques-
tion must be discounted using an interest
rate of 5.5 % (Section 6 (1) (3) (1), No. 3a,
Bs. e) (1) of the German Income Tax Act
(EStG)). The tax deferral effect, i.e. the
benefit resulting from the fact that a tax
payment is only made at a later date, is
compensated for here by way of the pre-
mature profit-reducing allocation. As part
of the subsequent assessment, passive assets
must be depreciated in an unscheduled
manner under certain circumstances if the
value on the reporting date exceeds the
settlement value entered previously.

Analysis of the of the statement
based on the net income method

With regard to the statement based on
the net income method, earnings are cal-
culated as the surplus of operating income
net of operating expenses (Section 4 (3) of the
German Income Tax Act (EStG)).

Total of all operating income
./. Total of all operating expenses
Earnings (Section 4 (3) of the
German Income Tax Act (EStG))

The following example highlights
this:

A tax adviser has the following in-
come and expenses during the course of a
calendar year:

Income:

January to December: Regular
consultancy fees:

March: Receipt of consultancy fee
charged the previous year:

€ 480,000

€900

August: Reimbursed income tax
for the year:

September: Proceeds from the
sale of a € 100 PC to be posted
(acquisition costs which have
not yet had a profit-reducing
effect by way of “allowance for
depreciation” (AfA)):

€9,500

€300
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December: Advance for a legal
challenge yet to be made: 400
Expenses:

January to December: Office rent:
January to December: Salaries and
ancillary costs:

January to December: Office
materials and other costs (office
cleaning, lighting, heating etc.):
January to December: Life
insurance and health insurance
contributions for the tax
consultant and his wife:
February: Acquisition of
undeveloped plot of land for a
separate office building:

€400

€ 36,000

€ 270,000

€ 14,500

€ 15,800

€230,000
March: Loan repayment for a
professional loan:

March: Interest on loans for the
months of January to March of
year 12 (for a professional loan):
June: Acquisition of a PC
(expected useful life of 3 years):

€ 50,000

€500

€ 3,000

June: Acquisition of several
low-value assets with respective

acquisition costs of less than € 150: € 1,600

The tax consultant’s earnings from
freelance work are calculated using a
statement based on the net income meth-
od (Section 4 (3) of the German Income
Tax Act (EStG)):

Income
Consultancy fees 481,300
Sales proceeds PC 300
Total income 481,600
./ . Expenditure
“Book value” of sold PC 100
Office rent 36,000
Salaries 270,000
Office materials and other 14,500
expenses
Interest on loans 500
Low-value assets 1,600
Acquired PC

Procurement costs June 12 3,000

./ . Allowance for depre-

ciation for 7 months:

3,000.:3*%7/12 583 583
Total expenditure 323,283
= Profit 158,317

Notes to operating income:
- the consultancy fees totalling

€ 481,300 are made up of current earn-
ings for the calendar year, earnings from
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the previous year 10 (accrual principle;
Section 11 of the German Income Tax Act
(EStG)) and advances;

- the reimbursed income tax is a per-
sonal tax. It is to be recognised neither as
an operating expense upon payment, nor
as operating income upon reimbursement
(Section 12 (3) of the German Income Tax
Act (EStG)). The entire sales proceeds for
the PC are counted as income, whereas the
acquisition costs (book value) not yet as-
serted during the course of the “allowance
for depreciation” (AfA) are, however,
counted as operating expenses.

Notes to operating expenditure:

- the residual value of the PC must be
treated as an expense with a profit-reduc-
ing effect. The payments actually made
for the office rent, salaries and office ma-
terials are also deductible as operating
expenses. The life insurance and health
insurance contributions are not to be
taken into account as operating expenses.
They are private expenses. The acquisi-
tion costs for the land shall only be rec-
ognised as operating expenses in accor-
dance with Section 4 (3) (4) of the German
Income Tax Act (EStG) at the time of any
subsequent sale or extraction. The sales
proceeds must therefore be treated as in-
come accordingly;

- the loan repayment does not con-
stitute an operating expense; taking out
a loan is even less regarded as operating
income. The interest on loans for the loan
taken out for commercial purposes shall
be deductible as operating expenses;

- low-value assets are deducted with
immediate effect as operating expenses in
accordance with Section 4 (3) in conjunc-
tion with Section 6 (2) of the German In-
come Tax Act (EStG);

- the new PC is one of the depre-
ciable assets whose acquisition costs are
to be spread over the useful life during
the course of the allowance for deprecia-
tion (AfA = Absetzung fiir Abnutzung).
Given the acquisition took place in June
of the year in question, linear deprecia-
tion is only taken into account for a period
of 7 months according to Section 7 (1) (1)
and (4) of the German Income Tax Act
(EStG).
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This refers to operating income and/ or
expenses which are incurred in money or in
monetary equivalents [21-22]. They must
be recognised at the time of their inflow so
that a payment-based assessment of earnings
can be made. The assessment of earnings
is therefore performed here using flow val-
ues. This merely requires the simple record-
ing of all operating income and operating
expenses so that no accounting is required,
unlike the complete comparison of the
company’s operating assets. As a result, the
statement based on the net income method
makes things significantly easier for the
parties subject to taxation in question.

The payment-based assessment is
however broken down by various special
provisions. The most important one relates
to disbursements for the acquisition of
fixed assets and certain current assets (Sec-
tion 4 (3) (3) of the German Income Tax
Act (EStG)). With regard to depreciable
assets, these are only taken into account in
a profit-reducing manner over the useful
life, whereas for non-depreciable assets,
they are only taken into account when the
asset is retired from the operating assets.
These special provisions reduce the vola-
tility of the measurement base by ensuring
high-value disbursements do not merely
cause a substantial reduction in earnings
and a corresponding reduction in the tax
burden at a specific time.

The fundamental difference between
the statement based on the net income
method according to Section 4 (3) of the
German Income Tax Act (EStG) and the
assessment of earnings by way of compari-
son of the company’s operating assets: The
statement based on the net income method
is controlled by the inflow and outflow
principle (flow value statement). However, a
stock value statement, which makes it neces-
sary to draw up two balance sheets (one at
the start of the year and one at the end of
the year, underlies the comparison of the
company’s operating assets.

Conclusions

The assessment of taxable earnings
in Germany stipulates a number of dif-
ferent methods for the assessment of
earnings whose areas of application dif-
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fer between the various parties subject to
taxation. A trade or a business enterprise
which have a legal obligation to keep re-
cords must assess their earnings using
the complete comparison of the compa-
ny’s operating assets. On the other hand,
the non-traders usually use the statement
based on the net income method to assess
the earnings.

The greatest significance between this
two methods is attributed to the complete
comparison of the company’s operating
assets (so-called tax balance sheets), which
stipulate a balance sheet-based assess-
ment of earnings based on differentiated

provisions. These provisions vary due to
the different components of the tax bal-
anced sheet (active assets, passive assets
and accruals) and their individual charac-
teristics. Furthermore, it could be shown
that the complete comparison of the com-
pany’s operating assets is embossed by
the commercial accounting of the German
Commercial Code.

On the contrary, the payment-based
statement based on the net income meth-
ods has the effect of significantly simplify-
ing the assessment of earnings, but is only
open to parties subject to taxation who
earn a low level of income.
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