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The effects of financial accounting on Host Country taxable income

FACTS

FCo, a limited liability business entity formed under the laws of Foreign Country (‘‘FC’’), is engaged in a
trade or business throughout the world through wholly owned subsidiaries. (As used here, a ‘‘subsidiary’’
is a separate limited liability business entity, but not necessarily a corporation for income tax purposes.)

FCo is engaged in a trade or business in Host Country (‘‘HC’’) through a subsidiary formed under the
laws of HC. That subsidiary (‘‘HCo’’) may or may not be required under HC laws to prepare separate fi-
nancial statements using HC Generally Accepted Accounting Principles (‘‘GAAP’’). However, its financial
statements also are part of FCo’s consolidated financial statements. FCo is required by FC to use FC GAAP
in preparing its consolidated financial statements. (For this purpose, FC GAAP may or may not be based
on International Financial Reporting Standards (‘‘IFRS’’).) HC has an income tax and HCo must compute
its taxable income for purposes of that tax. Under HC’s income tax law, HCo is treated as a ‘‘corporation’’.

QUESTIONS

I. Explain the relevance, if any, of HCo’s financial statements, whether prepared under HC GAAP or FC GAAP, to the
determination of HCo’s taxable income in HC (as required by HC’s tax statutes, regulations, or case law).

[Some countries base taxable income primarily on GAAP (basically using financial accounting net
income as taxable income), while others have tax rules that significantly depart from GAAP, and others
completely ignore GAAP.]

II. What standard does HC use to determine when a GAAP rule is inappropriate for income tax purposes?

[For example, the US tax law uses the clear-reflection-of-income standard, under which a GAAP rule
cannot be used for tax purposes if it does not clearly reflect income.]

How is HC’s standard applied in practice?

III. If HC of FC changed (or were to change) to IFRS for financial reporting purposes, how did (or would) this change
affect the realisation of income for HC income tax purposes?

What other effects, if any, did (or would) the change to IFRS have for HC income tax purposes?
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I. Relevance of HCo’s financial statements to
determination of HCo’s Swiss taxable income

A. General

According to Swiss tax law,1 taxable income is
to be calculated based on the financial state-
ments drawn up in accordance with the ac-

counting rules in the Swiss Code of Obligations (CO)
(Massgeblichkeitsprinzip).2 In other words, in Switzer-
land, the financial statements for accounting and tax
purposes are basically identical,3 so that there is a
strong statutory relationship between the tax law and
the accounting rules.

The Swiss accounting rules are currently being re-
vised. In December 2007, the Swiss Federal Council
presented the proposed amendments to the Swiss ac-
counting law to the parliament. The Federal Council
intends to include a provision in the Swiss Civil Code
(CC)4 allowing entities to draw up their financial
statements in line with any accepted financial ac-
counting standards. The Swiss accounting rules
would no longer be the relevant accounting methods
for bookkeeping and financial statement purposes
and taxpayers would be able to choose between all ap-
plicable financial accounting standards, i.e., Swiss
Generally Accepted Accounting Principles (‘‘Swiss
GAAP FER’’), US Generally Accepted Accounting
Principles (US GAAP) and International Financial Re-
porting Standards (IFRS).

However, there has not yet been any final decision
as to whether financial statements based on these ac-
counting standards would also provide the basis for
tax purposes. The proposed revised accounting law
leaves numerous questions unanswered. In particular,
the revised provisions tend to adopt the standards of
IFRS, but the enormous freedom granted by current
Swiss financial accounting and tax law (particularly
regarding the book valuation of assets and liabilities)
inevitably collides with the principle of fair presenta-
tion indicated by these modern financial accounting
standards. The profession is waiting with great inter-
est to see how the Swiss parliament will handle this
aspect of the proposed revision and, in particular, how
the tax authorities will cope with these inconsisten-
cies.

Despite the current revision of the Swiss accounting
law, the Massgeblichkeitsprinzip still applies to entities
located in Switzerland. In accordance with this prin-
ciple, only Swiss GAAP as set forth in the CO is appli-
cable for tax purposes. Under this fundamental
principle of Swiss tax law, the Swiss accounting rules
have a significant effect on the determination of tax-
able income.

B. Determination of taxable income

1. Applicable financial accounting methods

In Switzerland, taxpayers are entitled to keep their
books and financial statements in accordance with
any financial accounting standards. They may apply
Swiss GAAP FER, IFRS, US GAAP or the financial ac-
counting rules in the CO.5

Swiss GAAP FER, IFRS and US GAAP have in
common that they present the actual financial situa-
tion and economic performance of an entity in a true
and fair view (the ‘‘principle of fair presentation’’). In
contrast, the Swiss accounting rules in the CO apply
the Massgeblichkeitsprinzip and give priority to an en-
tity’s creditors rather than its investors as the prin-
ciple of fair presentation requires.

Swiss entities that are a part of an international
group often use IFRS or US GAAP for their bookkeep-
ing, which allows their financial statements to be con-
solidated with those of their affiliates. In such cases,
the principle of a true and fair view is applicable.
However, for Swiss tax purposes, the financial state-
ments are required to be aligned with the Swiss ac-
counting rules (at least at the end of the business
period). Entities that use accounting standards other
than the Swiss financial accounting rules for their
bookkeeping or financial statements must convert
their financial statements for tax purposes.

Furthermore, Swiss GAAP FER is not identical to
the applicable Swiss accounting rules for tax pur-
poses.6 Swiss GAAP FER is, like other frameworks
such as IFRS or US GAAP, a letter of recommendation
that sets minimum accounting standards for Swiss
entities. None of these frameworks (including Swiss
GAAP FER) can be used as the basis for calculating
taxable income. The Swiss financial accounting rules
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set out in the CO are the only recognised financial ac-
counting rules for Swiss tax purposes.

The financial statements must therefore be con-
verted and brought into line with the locally appli-
cable Swiss accounting methods. It may only be
necessary to make small adjustments to bring finan-
cial statements that are based on one of the frame-
works referred to above into line with the accounting
rules under Swiss civil law. Nonetheless, books kept in
accordance with these frameworks and the resulting
financial statements may not be compliant with the
Swiss accounting rules, in which case the financial
statements must be converted into financial state-
ments that are in line with the Swiss accounting rules.
These transposed financial statements are the basis
for the determination of taxable income. After the fi-
nancial statements are aligned with the Swiss ac-
counting methods, they are audited and finally
approved by the shareholders. These steps are re-
quired before the financial statements can be used by
the Swiss tax authorities as a basis for calculating tax-
able income.

2. Principles under the Swiss accounting rules

What follows addresses the applicable Swiss account-
ing principles.7

The fundamental Swiss tax law principle of Massge-
blichkeit links the determination of taxable income to
Swiss accounting principles. The Swiss accounting
rules are therefore of substantial importance for
Swiss tax law. The Swiss accounting rules differ sub-
stantially from IFRS and US GAAP. In particular, as
assets of a limited liability entity may be undervalued,
hidden reserves are specifically authorised under cur-
rent Swiss accounting law. In other words, the valua-
tion of assets and liabilities based on Swiss
accounting principles has a significant impact on tax-
able income. It is thus necessary to understand the
main principles of the Swiss accounting law to deter-
mine taxable income.

The main Swiss accounting principle is the Vorsich-
tsprinzip. This principle requires assets and profits to
be accounted for in the financial statements at under-
value rather than overvalue and, conversely, liabilities
and expenses have to be accounted for at overvalue
rather than undervalue. In this sense, the accounting
provisions of the CO are to be understood as provi-
sions regarding the maximum value to be accounted
for in the financial statements. The maximum value at
which assets may be accounted for is their actual
value as of the date of the financial statements.

In the case of limited liability entities, the Swiss ac-
counting rules make specific provision regarding the
maximum amount that may be accounted in the fi-
nancial statements (the Höchstwertprinzip). Under Ar-
ticle 665 of the CO, fixed assets ‘‘may be valued at no
higher than their acquisition or manufacturing cost,
after deductions for necessary depreciation.’’ Where
the actual value of an asset is lower than that ac-
counted for in the financial statements of the previous
business year, depreciation is required in the amount
of the difference between the two values. Article 665
states the Niederstwertprinzip, which requires the
lower of acquisition/manufacturing cost or effective
value to be accounted for in the financial statement.

Another relevant issue for accounting (and tax) pur-
pose is the timing of the recognition of income and ex-
penses. Swiss accounting law follows the
Realisationsprinzip and the Imparitãtsprinzip. Accord-
ing to the Realisationsprinzip, income is understood to
be earned, and must therefore be recognised in the
profit and loss account, when it is realised in fact. In
contrast, losses must be recorded at the time of their
recognition, even if they have not yet arisen or been
realised (Imparitãtsprinzip). These rules are in line
with the aim of the Swiss accounting rules to protect
an entity’s creditors. They ensure that profits are not
accounted for or distributed as dividends where such
profits are not yet realised. Consequently, creditors are
entitled to at least, and never less than, the amount ac-
counted for in the financial statements.

The Periodizitãtsprinzip is connected to the prin-
ciples referred to in the previous paragraph. Accord-
ing to this principle, income and expenses must be
accounted for on an accrual basis. In particular, ex-
penses must relate to the corresponding income. Ex-
penses of the current period generating income
relating to periods other than the current period must
be accounted for in the books as assets, and future ex-
penses relating to income of the current period must
be accounted for in the books as liabilities.

3. Financial statements for tax purposes

As noted in I.A. above, Swiss tax law determines tax-
able income based on the financial statements drawn
up in accordance with the accounting rules laid down
in the CO (Massgeblichkeitsprinip). Thus, the financial
statements are used for both tax purposes and ac-
counting purposes. This principle applies with respect
to all legal entities located in Switzerland, irrespective
of their size and whether or not they are listed on a
stock exchange.

In contrast to the accounting methods under IRFS,
US GAAP and Swiss GAAP FER, the Massgeblich-
keitsprinzip does not follow the true and fair view
principle. Moreover, as it aims to protect an entity’s
creditors, it is designed to calculate the entity’s profit
that is capable of being distributed to its shareholders
without adversely affecting the interests of its credi-
tors.

The financial statements must be in compliance
with the accounting rules to enable them to be used
for the determination of the taxable results. Basically,
the Swiss tax authorities must accept the income re-
flected in the financial statements if such income was
accounted for and computed correctly. As a prelimi-
nary step in the assessment procedure, the Swiss tax
authorities must examine the statutory accounting of
the financial statements to establish that it is adequate
and properly organised. However, it is not required
that the tax authorities examine the financial state-
ments in detail.

According to the Einzelbewertungsprinzip, each fi-
nancial statement entry must be evaluated separately
for tax purposes. Thus, the determination of taxable
income is not based on the profit as a whole as re-
corded in the financial statements; rather, the valua-
tion of each financial statement entry is relevant for
computing the respective taxable income.
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The discussion that follows illustrates, on the one
hand, the differences between financial statements for
accounting and tax purposes and, on the other, the
provisions of Swiss tax law that have an effect on the
accounting rules and thus have to be reflected in the
financial statements.

4. Tax law provisions with effect on financial
statements

The Swiss tax authorities allow certain deductions
with a substantial effect on taxable income based on
long-term practice. However, these deductions are
only accepted for tax purposes if accounted for in the
financial statements (the Umkehr des Massgeblich-
keitsprinzips).

In this respect, the Swiss tax authorities allow enti-
ties to undervalue their inventory to the extent of 30
percent of its acquisition/manufacturing cost. This de-
preciation is granted by the authorities in addition to
ordinary depreciation without requiring any state-
ment of the grounds on which the depreciation is
claimed. As noted above, the authorities will accept
such undervaluation only when it is accounted for in
the financial statements for tax purposes. Thus, the
effect on the financial accounting rules of the tax au-
thorities’ practice with respect to deprecation is only
recognised for tax purposes when it is accounted for.

The tax authorities also grant annual depreciation
on accounts receivable at a rate of between 5 and 10
percent depending on the canton in which the entity
concerned is located and whether the receivables are
domestic or foreign receivables.

Finally, the cantonal tax authorities have recently
been allowing comprehensive depreciation of assets.
In other words, where assets have been depreciated
previously over a number of years, assets may now be
depreciated comprehensively in the year of acquisi-
tion. As a consequence, the income of the business
year in which the assets are acquired does not repre-
sent the actual performance of the entity and income
taxes are deferred.

The undervaluation and depreciation accepted by
the Swiss tax authorities may only become a tax ben-
efit for the entity concerned when they are accounted
for in its financial statements. In other words, the
audit has to take into account not only the Swiss ac-
counting rules but also the tax law. Hidden reserves
are built up in the amount of the difference between
effective value and book value. Any realisation of
these hidden reserves triggers an income tax liability
in Switzerland.

For the sake of completeness, it is worth pointing
out that the Swiss Federal Court decided, on October
1, 2009, that foreign currency exchange differences
arising from the translation into Swiss Francs of fi-
nancial statements drawn up in a foreign currency
have no effect on taxable income. Any foreign ex-
change gain/loss has to be recorded directly in equity.
In contrast, foreign exchange differences relating to
business transactions are accounted for in the profit
and loss account and therefore, have an impact on an
entity’s taxable income. This decision needs to be
noted not only for tax purposes but also for bookkeep-
ing purposes.

C. Different financial statements for accounting and tax
purposes

Although the financial statements are basically the
same for accounting and tax purposes, there may be
different financial statements for accounting and tax
purposes based on the different purposes of the ac-
counting and tax laws.

As discussed above, Swiss accounting law is charac-
terised by the Vorsichtsprinzip and the Höchstwert-
prinzip and is designed to protect creditors.
Consequently, hidden reserves resulting from under-
valuation and depreciation are accepted under the
Swiss accounting rules. In contrast, Swiss tax law
does not accept any undervaluation. Swiss tax law
therefore contains provisions that adjust the income
correctly accounted for in the financial statements for
tax purposes. In this respect, the financial statements
for accounting and tax purposes differ.

The discussion that follows provides a few examples
of how the financial statements may differ for ac-
counting and tax purposes in Switzerland.

The most common difference between the tax and
accounting financial statements concerns the valua-
tion of fixed assets. Article 665 of the CO stipulates
that ‘‘fixed assets may be valued at no higher than ac-
quisition or manufacturing cost, after deductions for
necessary depreciation’’. Depreciation is required for
accounting purposes when the effective value of an
asset at the recording date is lower than its
acquisition/manufacturing cost, in which case the
lower value reflecting the depreciation expense must
be recorded instead of the acquisition/manufacturing
cost. For accounting purposes, the depreciation
amounts to the difference between the two values. In
contrast, the Swiss Federal Tax Administration has
published an instruction letter setting out maximum
rates for the depreciation of fixed assets. The letter is
addressed to the cantonal and communal tax admin-
istrations, which are the competent authorities for tax
assessment in Switzerland. When the effective depre-
ciation recorded in the financial statements exceeds
the acceptable amount for tax purposes, the tax au-
thority adjusts the depreciation by adding the differ-
ence to taxable income and capital
(Hinzurechnungsmethode).8 In sum, the financial
statements for accounting purposes diverge from
those for tax purposes.

Taxable income might also not be congruent with
the profit reflected in the financial statements as a
result of the tax provision regarding loss carryfor-
ward.9 In Switzerland, losses may be set off against
the taxable income within the following seven years. If
an entity generates a profit in a business year, the ac-
cumulated losses of the previous seven years may be
used to offset that profit. It may therefore be the case
that an entity that generates a profit does not have any
income tax liability in the respective fiscal year since
losses can be carried forward and set off against that
profit. In such a case, the profit shown by the financial
statements and taxable income are not identical.
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II. Standards used under Swiss tax law to
determine when GAAP is inappropriate for Swiss
income tax purposes

As indicated in I, above, the financial statements for
tax purposes have to be based on the accounting rules
in the CO.

Taxpayers are required to file their tax returns, in-
cluding the accounting financial statements, with the
competent local tax authorities. The tax authorities
examine the facts and the accuracy of the statements
declared in the tax returns. Based on the Massgeblich-
keitsprinzip, the tax authorities are basically bound by
financial statements that are in line with the Swiss ac-
counting rules.

Where the financial statements contravene the
mandatory applicable Swiss accounting rules, the tax
authorities are entitled to amend entries that are not
in line with accounting law and replace them with en-
tries that are consistent with the provisions of the CO
(Bilanzberichtigung).10 However, the authorities may
only deviate from the financial statements, and then
only in a restrained manner, when there is an obvious
infringement against the accounting rules. The tax au-
thorities are liable ex officio to amend inconsistent fi-
nancial statements. Nor is it only the tax authorities
who may adjust the financial statements the taxpayer
itself is also required to correct filed financial state-
ments that include entries not in line with the Swiss
accounting rules. The financial statements may be
corrected up until the final assessment of the tax
return that includes the relevant financial statements.
Any later adjustments of the financial statements are
only accepted when the requirements for a revision or
for supplementary tax proceedings are met. The ‘‘Bi-
lanzberichtigung’’ amends the financial statements in
accordance with the Swiss accounting rules for tax
purposes.

The Bilanzberichtigung must be distinguished from
the Bilanzkorrektur. While, under the Bilanzberichti-
gung, inconsistent financial statements are replaced
by financial statements in line with the Swiss account-
ing rules, under the Bilanzkorrektur, the filed financial
statements are in line with the accounting methods
but Swiss tax law provides specific provisions regard-
ing the accounts that must be satisfied for them to be
recognised by the tax authorities. These tax rules may
be more restrictive than the accounting rules, but may
not result in financial statements that are no longer in
line with the applicable provisions of the CC.

The Bilanzberichtigung is in favour of the taxpayer.
In contrast, the Bilanzkorrektur is in favour of the tax
authorities. The latter takes into account the differing
aims of the accounting law and the tax law. Under
Swiss accounting law, hidden reserves based on el-
evated depreciation and accruals may be built up at
random, which would result in a lower taxable
income for the respective business period. However,
as, in the tax return, the effective income of the re-
spective fiscal period is to be declared, the tax authori-
ties apply provisions that are more restrictive than
those of the accounting law.

For an example of this, see the Swiss Federal Tax
Administration’s instruction letter indicating maxi-
mum rates for the depreciation of fixed assets dis-
cussed in I.B.3., above.

III. Effect of IFRS on HCo’s Swiss taxable income

In Switzerland, IFRS has enjoyed enormous success
over the last decade, a large number of Swiss entities
changing their applicable financial accounting
method to IFRS. The goal of these entities has been to
align their financial statements with international
standards, particularly the true and fair view prin-
ciple, and thus to achieve international acceptance.
Since 2005, Swiss multinational entities listed on the
Swiss Exchange have had to use IFRS or US GAAP
and a number of well-known international entities
(for example, Novartis, ABB and Nestlé) have chosen
to apply IFRS.

As discussed in I., above, Switzerland requires con-
formity with the Swiss financial accounting rules for
tax purposes. Where a legal entity keep its books
and/or draws up its financial statements in accor-
dance with IFRS, additional financial statements in
line with the Swiss rules are required, at least for each
fiscal period. Thus, each entry in the financial state-
ments under IFRS must be transposed into financial
statements drawn up in accordance with Swiss ac-
counting law. The tax authorities only accept financial
statements in line with Swiss accounting law for pur-
poses of calculating taxable income.

IFRS is designed to present a true and fair view of
the business situation of an entity and functions as a
standard for the financial accounting of concerns and
their affiliates. In contrast, the Swiss financial ac-
counting rules follow the Vorsichtsprinzip, which ac-
cepts hidden reserves with respect to assets. As a
consequence, financial statements drawn up in accor-
dance with those rules may not accurately reflect an
entity’s actual business situation. Also in contrast to
IRFS, Swiss accounting law provides rules for the ac-
counting of a single entity. In general, the provisions
are not intended to provide rules for the financial ac-
counting of a group of companies.

Based on the true and fair view principle, no hidden
reserves are accepted under IFRS. Any hidden re-
serves built up under the Swiss financial accounting
law will be realised immediately on a taxpayer switch-
ing from the Swiss accounting rules to IFRS, which in
turn will increase taxable income in the fiscal period
concerned. However, the financial statements must
still be in line with the Swiss accounting rules under
the current Swiss accounting law. The realisation of
the hidden reserves may, therefore, be reversed by re-
converting the financial statements from IFRS to
Swiss financial accounting law. Hidden reserves built
up in the context of this reverse conversion would be
in line with Swiss accounting law and therefore, ac-
cepted for Swiss tax purposes.

The conversion of the accounts prepared under
IFRS to financial statements in line with the Swiss ac-
counting rules do not result in a higher tax burden.
The Swiss tax benefits discussed above should still be
available when the documentation proves that the ac-
counting treatment has been applied consistently over
the years. Taxable income is still calculated based on
the financial statements, which have to be aligned
with the Swiss accounting law. However, the recogni-
tion of any depreciation or provision by the tax au-
thorities requires that such depreciation/provision
has been accounted for in the financial statements
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that are the basis for the calculation of the taxable
income. Consequently, any tax benefits that have to be
accounted for in the financial statements for them to
be accepted must be accounted for, at the latest, when
the financial statements under IFRS are converted to
financial statements in accordance with Swiss finan-
cial accounting law.

Differences between the values in the financial
statements for tax purposes (i.e., the values in finan-
cial statements in line with the Swiss financial ac-
counting rules) and the financial statements drawn up
using IFRS give rise to deferred taxes, the differences
representing future taxable income or expense. Under
IFRS, any deferred taxes on these differences have to
be accounted for in the financial statements as assets
or liabilities. However, deferred tax assets arising as a
result of temporary differences and loss carry for-
wards are only recognised when they are subsequently
offset.

As part of the current revision of its accounting
rules, Switzerland intends to adopt the accounting
methods of IFRS, at least for certain provisions. How-
ever, reconciling the IFRS true and fair view principle
with the opposing Swiss Massgeblickeitsprinzip and
Vorsichtsprinzip will be a serious challenge for both
the Swiss legislator and the local tax authorities. The
effects of the revised Swiss accounting law on the de-
termination of taxable income cannot yet be predicted
in detail.

NOTES
1 Direct Federal Tax Law, Art. 58, sec. 1 lit. a.

2 The accounting rules in the CO are the ‘‘Generally Ac-
cepted Accounting Principles’’ in Switzerland. However,
it should be noted that Swiss GAAP FER is not equivalent
to the accounting rules in the CO.
3 ‘‘Financial statements’’ means the balance sheet and the
profit and loss account.
4 Draft Code of Obligations, Art. 962, sec. 1.
5 In Switzerland, there are different accounting rules de-
pending on the legal form of the entity (but not on the size
of the entity). Based on the facts of the case at hand, the
taxpayers here are considered to be limited liable entities
and the discussion that follows is only applicable to this
type of entity. However, under the revised Swiss account-
ing law, an entity’s legal form will no longer be relevant
the revised accounting law will be applicable to all legal
forms of entities located in Switzerland.
6 Swiss GAAP FER 1/4 and 1/6.
7 CO, Arts.957 et seq. contain the generally applicable ac-
counting rules, while CO, Arts. 660 et seq. set out specific
rules for limited liability entities. The CO is part five of
the CC.
8 Section 2.1.1 of the tax return for entities is where any
difference between effective depreciation and deprecia-
tion at the maximum rate accepted by the tax authorities
must be declared and where deprecation that is not ac-
cepted under Swiss tax law must be added to taxable
profit.
9 Direct Federal Tax Law, Art. 67, para. 1.
10 Swiss GAAP FER is not equivalent to the accounting
rules of the Swiss CO. Swiss GAAP FER is only ‘‘soft law.’’
Where the provisions of Swiss GAAP FER contradict the
Swiss accounting rules, the latter are binding.
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