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Introduction

The purpose of this thesis is {0 present a comparative study
of the legal and accounting concepts of income with referen-
ce to Turkish Tax System .

Some people believe that income determined for fiscal purpo-
ses is a good approximation to a theoretically correct inco-
me figure., On the other hand, many people believe that, in-
come determined for fiscal purposes is good only for the de-
termination of the tax base and it is far from being useful
for many kinds of decisions,

Why a correct determination of income is important? If the
sole objective was determination of the tax base then the
problem would be very easy to handle. We would simply follow
the rules and procedures prescribed in the tax laws and ar-
rive at an income figure which is perfectly correct, as long
a8 our objective is determination of the tax base,

However, government is not the only party who is #&nterested
in our income figure. The management itself would be inte-
rested in a correct income figure for internal decision
making purpoSes. The creditors are also interested in a
correct income figure since repayment of a debt is a func-
tion of the income of the debtor., Owners are interested in
the income figure for their consumption decisions and to
decide whether to keep or sell their shares., A correct
income figure may be a good criterion to evaluate and pre-
dict the performance of a company. Prospective investors
are also interested in a correct income figure since they
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want to invest their money in companies which performed‘well
in the past and which are expected to perform well in the fu-
ture .

Thus, income determined in conformity with the rules and re-
gulations prescribed in the tax laws may be good and relevant
for tax purposes. But we may not wish to restrict ourselves
with the rules prescribed in the tax laws in determination

of an income figure relevant for other purposes. In this
thesie we shall try to present a correct approach to income
determination which would be most meaningful for the interes-
ted parties other than the government. And then, we shall
compare and contrast it with the methods of income determi-
nation prescribed in the Turkish Tax Laws.

In the first two chapters, we shall be mainly interested in
a discussion on the basic nature of the concepts such as ,
revenue, expense, and lncome , Thus we shall be interested
in the question of what is income rather than the calcula-
tion of income, Our discussiong shall be on the concept of
income in abstraction from the doubie entry book keeping
system, |

Starting from chapter 3 through chapter 8 we shall analyse
the legal method of income determigation on the one hand ,
and on the other hand we shall present an income determi-
nation theory which is conceptually sound and which hae
much theoretical value as well as practical advantages .,
We shall compare a theoretically correct approach to inco-
me determination with the provisions of the Turkish Tax
Léws. %e shall try to present the similarities and dissi-
milarities between the legal and accounting concepts of
income and evaluate the effect of differences between two

such concepts .
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In chapters 10 , 11, and 12 we shall deal with specific
points of divergence between legal and accounting concepts
of income, which are considered to be important enough to
be dealth with, in seperate chapters .
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CHAPTER I
DEFINITIOR OF THE BASIC CONCEPTS

Much of the best effort of human
thought must go,therefore,to de~
limit¥ the vagueness of words and
eliminate their ambiguity.Vague-
nesg can be reduced but never com=-
pletely eliminated.Ambiguity alsco
can with care be successfully over-
come,

— Morrig R.Cohen and Ernest Nagel,
Logic and Scientific Method (New

York: Harcourt,Brace and World, Inc,,
1934), p.225

Definition of the basic concepts at the outset, though not in s
formal senseé,is essential in order to develop a logically con-
sistent framework.With this idea in mind we shall gspend some
time on the general nature of the basic concepts guch as reve-
nue, expense,gain,logs and matching revenues and expenses,

Revenue

There are many definitions of revenue.layman does not make any
distinction between revenue and income.It is interesting to see
that in The Advanced Learner's Dictionary of Current English ,
revenue is defined sirictly as income.1 In The New American
Webster Dictionary, revenue is defined as income from real or
personal proPerty.2

1. A.S.Hornby,BE.V.Gatenby,H.Wakefield, The Advanced Learmer's
Dictionary of Current English (London: Oxford University
Fress, 19%35, P.884,

2. The New American Webster Handy College Dictionary (New York:

‘The New American Library of world Literature,Inec., 1956),
P.392.
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On the other hand we have some legal definitions of revenue
developed for tax purposes. Taxes are powerful tools in the
hands of governments to implement the national economic poli-
- cy.They can be employed to reach national economic and social
goals. Therefore legal definitions of revenue are more direc-
ted to practical goals. Commercial revenue, agricultural re-
venue, personal revenue etc. and the corresponding expenses
t0 be deducted inorder to reach & taxable income figure, tax-~
es to be applied, exemptions and exceptions in each case, are
all defined in the tax laws, as a compromige between the theo-~
retical concepts and practical goals .

Finally we have the definitions of accountants and theoreti-~
cians . There are a lot of definitions made by different ac-
countants.Thegse definitions differ in one respect or other .
There is a continuing discussion about what is a revenue ,
whether it is an inflow or outgo,etc. However,most of the
discussions are mainly based on the recording techniques
rather than the basic nature of the concepts .

Some theoreticiansg define revenue as a net increase in agsets,
They claim that , " ... the etymology and popular usage of
revenue clearly establish that its primary characteristic is
an increment in a net asset item....It is extreemely daoubiful
if those writers would define revenue as a decrease in assgets
if they were asked to forget all about the double entry recor-

ding system, " 1 According to this view, the basic concept

1. George J.Staubus,Revenue and Hevenue Accounts, from Acco-
unting ﬂesearch,Vol.T(January 1956),DP.264-94 ; as quoted
in , Davidson,Green,Horngren,Sorter, An Income Approach to
Accounting Theory ; FPrentice-Hall,Inc, Bnglewood Cliffs,
Newjersey, Second Printing ,1964, p.79 .
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of revenue should be considered first rather than recording of
it by an accounting system,System of recording should not cons-
titute a base for an understanding of the basic concepts in
accounting.Double entry bookkeeping system is better to be
based on the ideas about the fundamental concepts of accounting
rather than the vice versa .,

The primary characteristic of revenue is stated to be an incre-
ment in a net asset item,Qfcourse not all increments in a net
agget item are revenue, For example & net increase in aesets
due to contributions of the owners do not constitute a revenue,
On the other hand, not all revenues result in a net increase

in assgets. In case goods are sold for the sttlement of a debt,
revenue results in a reduction in liabilities rather than an
increase in assets. Increase in wealth ,and revenue creation ,
difference between income and gain, and some other points shall
be discussed more thoroughly as we proceed. However,if the pri-
mary characteristic of revenue is defined as an increment in

a net asset item, it ie necessary to define the very term asset
and define it in a way consistent with the above argument,That
is to say, the concept itself and a recording device should not
be confused. Assets are properties,goods or rights which have
some value for the accounting entity.Assets do have some value
for the entity either because they are expected to generate
cash or result in cash savings in the future. Value is a func-
tion of the satisfaciion arising from this expectation .

As I mentioned earlier, some theoreticians are interested in
the discussion whether revenue is an inflow or outflow of assetq.
Some assert that, " the customary procedure of measuring ser-
vices rendered to customers in terms of the inflow of money
received in exchange for them tends to obscure the social con-
ception of the basic nature of revenue. Basically from the
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viewpoint of society as a whole, revenue is an outflow of ser-
vices rendered to customers and not an inflow."1 An outstanding
authority in this field,Professor raton describes revenue as

" ,..an aggregate of all decreases in asseis and cost factors
attributable to the volume of busginess in question and the addi-
tion to equities (income)...“2 Some others on the other hand,
argue that revenue is not an outgo and thus not a decrease in
agsgets ,and just the contrary it is an increment in a net asset
item.They find it extreemely doubtful if those writers would de-
fine revenue as a decrease in assets if they were asked to for-
get about the double entry recording system.

In a revenue event there is both an inflow and an outflow of
agsets whether implicit. or explicit in the transaction.For exam-
ple when a revenue event results in a reduction of a liability
account,there is an implicit inflow of assets.Ve may consider
it as if we obtained cash as a first step and then used it to
settle the liability.The inflowing and outflowing assets should
be measured by the same measuring unit.Inflowing assets may be
gfeater or smaller than the outflowing assets in value.However,
normally,the value of the inflowing assets are expected to be
greater than that of outflowing assets.Revenue defined in this
gense arise mainly out of the ordinary course of business es-
tablishment in which the business establishment renders a good
or service in return .

i. Norton Li.,Redford ; Income Determination Theory : An Accoun-
ting Framework ; Adﬁison~Wesley.Rea&ing,%assachusetts,1955,

.92 .

2. Paton, Essentials of Accounting, p.77 ; Other outgo defini-
tions were found in raton,Accounting Theory p.l53, and Paton
end littleton,Corporate accounting Standards,p.46 ; as quoted

in George J,3taubus, op.cit.,p.82
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There are many sources of increase in assets some of which may
not indicate a revenue event.Assets contribuited by owners,cre-
ditors,donors, and discoveries do not indicate revenues.,Inte-
regt and dividends earned may be considered as revenue if the
ordinary course of business is to deal with securities such as
in case of a holding company. Otherwise,it is better to classi-
fy them as a seperate item such as non operating income. The
gains arising out of sale or exchange of assets are another
point of confusion., If the gain is an unexpected one and did
not arise out of the normal course of operations as it is usu-
ally the case,then,they are not included in our definition of
revenue, However,if the main activity of the company is holding
gome sort of assets with the expectation of realizing gains

on these assets and if the main effort of the business is di-
rected towards this end,then such a gain,if any, may be con-
gidered as a revenus for such a firm ,

Another problem in relation to revenues is the problem of
earning, realizing and recognizing revenues, Revenues are ear-
ned during the entire process of production of goods or ser-
vices, Acquigition of the raw materials, recruitment of the
labor,actual production,warehousing,advertising,distribution ,
and collection of accounts receivables are all different phases
of earning revenues., BEarning is a process, it does not occur
instantaneously by a spesific action or event, Earning may be
a result of a series of events and/or collective effort, or
it may be directly related to passage of time.Thus accrued
interest or rent may be considered as an earned revenue, since
a service has been provided in retuim ,

On the other hand, realization is a function of a spesific ac-
tion or event or a point of time. Establishment of the enter-
prise,production of the goods and services, collection of the




THESIS

ROBERT COLLEGE GRADUATE SCHOOL
BEBEK, 1STANBUL PAGE 9

proceeds and the actual consumption is a continum, Realization
of revenue may be at (or during) any point on this continum
depending on the nature of the business and circumstances in-
volved. Although there are many definiticns of realization ,we
may develop our own definition of the realization of revenue,
and define it at best as & function of the occurence of an
event which makes the disposition of the inflowing asaets
arising out of a revenue event sufficiently probable. Realiza-
tion is 8 subjective concept. A revenue earned and realized

by a company may not be considered as realized from the stock-
holders' point of view, It is ridiculous to try to find & spe-
cific event or point of time which shall serve as a universal
criterion of realization., Naturally, pdint of realization de-
pends on the nature of busginees,prevailing circumstances and
the personal attitute towards uncertainity. Recognition of
revenue which means recording the revenue can at best depend
on the time of realization .

Expens.e

S

Expenses are the expired portion of assets.In the process of
earning'revenue the firm uses up some part of its assets., If
we describe & revenue event as a decrease and increase in as-
gets or as an inflow and outflow of assets, then expense is
the decrease in assets or outgo of assets part of this event.
wUnder this usage,assets or costs incurred would clearly mean
charges awaiting future revenue,where as expenses or cogte.
applied,would cleafly mean charges against present revenue,

each with suitable subclasses as occasion required."l

1. W.A.Paton and A.C.Littleton ; An Introduction to Corporate
Accounti Standards ; American Accounting Association ,
Monograph NO.5,1965, lowas DP.26 .
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The primary characteristic of expenses is the fact that all
kind of expenses require a cash outlay implicitly or explicit-
ly at some time. Depreciation expense requires a cash outlay
in the past, expense of goods sold,wages and salaries,etc. may
require a cash outlay in thise period, a deferred income tax
requires a cash outlay in the future.It may be argued that
acquisition of assets at the outset might have been financed
through issuance of shares of stock,However, even in such a
case there is an implicit cash outlay for the acquisition of
asgets which are expensed later on, since this transaction is
in fact a combination of two ateps,first being the issuance

of the shares of stock for cash and secondly the outlay of
cash for the acquisition of assets.

Expenses are either a function of specific revenues or they
are merely a function of the paséage of time.Expenses of goods
gold for example is directly related to the revenue generated
by the sale of goods. A part of depreciation expense or the
president's salary on the other hand are merely a function of
the passage of time.In the first group where expenses are di-
rectly related with specific revenues, expenses are recognized
at the same time revenues are recognized.In the second group
where expenses are a function of the passage of time, expen-
ses are recognized for the period during which revenues are
recognized, '

A major difficulty in the measurement of expenses arise when
a gingle cash outlay benefits future periods,The problem is
allocating the cost to each year which benefited from the
lump sum outlay.If the interval between the cash ocutlay and
the expiration of cost is long enough,changes in the genersal
price level or changes in the prices of specific assets crea-
teé another problem, Time value of money should also be taken
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into account if a significant interval follows the cash outlay.

Losses on the other hand are unexpected decreases in assets ,
unintentional and uncontrollable by the management .

Matching revenues and expensges

Inorder to reach an income figure, realized revenues should be
matched with the expenses incurred during the earning process
of those revenues and with the expenses chargable to the perio
in which those revenues are earmed. During the matching procesj
we face with a major problem.Revenues may be matched with the
expired portion of the assets which are kept at historical

cogt ; or revenues may be matched with the correaponding rep-
lacement cost of the expired portion of assets. Some argue

that historical costs should be matched with revenues, They
assert that matching is not a financial process of accumulating
funde for replacement but it is simply a matter of assigning

incurred costs, incurred in generating revenue., For example
it is claimed that , "Depreciation accounting has no direct
relation to the problem of replacement ; recognizing depreci-
ation is a technical process of aseigning costs to revenues ,

not a financial process of accumulating funds.“l

We all agree that recognizing depreciation is not a financial
process of accumulating funds,., But, there is a good reason

to use the replacement costs in assigning expenses to revenues,
That is a matter of measurement, In the process of income de-
termination it is hardly justifiable to measure one part of it
with a different yardstick than that employed to measure fhe

l. W.A.Paton and A..C._Li'ttleton H M-,P.66
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other part of it. “One ordinarily would not consider deducting
expenses meagured in Canadian dollars (worth about 92 U.S.cents)
from revenues measured in U,S. dollars,ignoring the exchange
rate because both are called dollars,Yet the effect of doing so
might be considerably less misleading than the common practice
of deducting expenses measured in 1954 U.S. dollars from revenu-—
es measured in 1964 U.S. dollars.“l Assuming inflation ,(which
is a realistic assumption) the measuring unit of ten years ago
is not the same as the measuring unit of present time., The fact
that both are called dollars, marks,or Turkish Liras does not
conatitute sufficient reason to use them cooperatively in the

- measurement of income, Revenues and expenses are inflows and
outflows of assets and both should be measured by the same me-
suring unit inorder to reach a meaningful income figure.It
would be inherently inconsistent to employ different measuring
units for the inflowing and outgoing assets in the process of
matching revenues and expenses .

A business enterprise is a going concern and generally its pri-
mary purpose is to continue its operations without contraction,
A major purpose of income determination on the other hand is

to have a base for evaluation and prediction of the present
and future well being of the entity. "In the interest of imp-
roving the measurement of income as a basia for evaluations
énd predictions ,the income statement should distinguish bet-
ween (1) the results of ordinary operations,(2) holding gains
and losses,and (3) the effects of changes in the general price
level.“2 Changes in the prices of specific agaets and changes
in the general price level are external economic events on

1. Robert X.Jaedicke,Robert T,Sprouse ; Accguntinnglgws
Income, Funds,and Cash ; Foundations of Finance Series
Prentice-Hall,Inc,, Englewood Cliffs, NewJersey,1965,p.53 .

2. Ibid H P076 L4
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which management has no control. In evaluating managerial ef-
ficiency an income figure distorted by external factors would

most probably misleading as well ae in evaluating the economie
well being of the entity.

A buginess enterprise would at least aim at continuing its bu-
siness without contraction.Inorder to continue its operations
without impairment of capital ita resources should be reple-
nished .Replacement of its declining assets on the other hand
can only be done at current costs."A firm whose prices do not
cover the cost of replacing expired materials and services ,
as well as the taxes imposed upon it, is necessarily in the
procegg of liquidation.Its customers are the beneficiaries at
the expense of its stockholders,in a very real sense,it is dis
tributing to ite customers the assets supplied by its stock-
holders,The mogt fundamental economic distinction between ca-
pital and income is involved.“l For a going concern to meet
the least requirement of being in the business,that is to con-
tinue operations without contracfion and without impairement
of capital, relevant cost of expired assets to be used in the
matching process is the replacement cost, rather than the his-
torical cost .

1. Ibid , pP.76 .
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CHAPTER II
A DISCUSSION ON THE BASIC NATURE OF THE CONCEPT OF INCOME

It remains true,however,that net
income being based on an equivocal
criterion which different authori-
ties might interpret differently
is not clear cut. J.M.Keynes,

It remains true that income is a
subjective concept,dependent on
the particular expectations of the
individual in question,J.R.Hicks.2

In this chapter we shall be mainly interested in the question
of what is income rather than how it is determined through
double entry recording system. We believe that income deter-
mination through double entry book keeping system should not
constitute a base for an understanding of the basic concepts
in accounting.Rather we should have an understanding of the
basic nature of the income concept at the outeet and then try
to determine it through some accounting methods. Recording
techniques should be based on the fundamental concept of
income rather than the concept of income to be based on some
recording techniques. Therefore in this chapter we shall not
deal with double entry bookkeeping system,We shall rather
concentrate on & basgic undersbtanding of the concept of income,
We shall try to clarify the distinction between income and
capital,Distinction between income and a windfall gain (or
loss), their effects on consumption and other decisions shall

1, John HMaynard Keynes j e General Theory of Employement
Interest and Money 3 1933,London,MacMillan and Co.LTD ,
1964, P.60

2. J.R.Hicks ; Value and Capital ;1939 , 2nd Edition, Oxford

. at the Clarendon Press,196l, p.l77 .
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be emphasiged,Income determination through double entry re-—
cording system shall be discussed in chapter III .

There are many definitions of income developed by different
authorities,These definitions differ in one respect or other.
However,the reason for the difference between different con-
cepts of income developed by different authorities is notthat
they are defining different concepts. Rather they are looking
at the same concept from different points of view or they have
different frames of reference. Thus an economist may be influ-
enced by economic theory,an accountant by the double entry re-
cording system, and a legislator by practical implications

in their attempt to define the concept of income .

However we can hardly blame those authorities because of their
differing definitions of the same concept ,An accurate measu-
rement of income is very difficult if not impossible, unless
it is based on some assumptions.Life is uncertain and it is
not perfect.Therefore some degree of abstraction is essential
for the development of an unambigious income concept.In other
words, an income determination model can be based on a set of
agsumptions which may not hold true in real life situations .
Different concepts of income developed by different authori-
ties can at best derived from logically consistent models ,
but the validity of the starting assumptions remaine to be
critically evaluated .
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Keynes' definition of income

The main purpose of discussing Keynes' definition of income
in this chapter is, first, to have a theoretical understan-
ding of the concept of income over and above the bookkeeping
methods and secondly to have an understanding of the distinc-
tion between income of the current period and the windfall
events which are directly related to capital .

Keynes developed o logically consistent and according to his
opinion an unambigious definition of income.He has developed
his own terminology,defined what he means by user cost,factor
cost,prime cost,supplementary cost,income and net income.,His
digtinction between changes in the value of capital@equipment
due to voluntary decisions of the entrepreneur and involuntary
loess (or gain) in the value of his capital equipment, and his
distinction between involuntary unavoidable losses which are
expected and, involuntary unavoidable losses which are gene-
rally“@kpected, and their effects on income and capital acco-~
unte are especially interesting .

We can summarize Keynes' definition of income as follows .
During a period an entrepreneur shall sell his output both

to some other entrepreneurs and to consumers for an amount,A .
On the other hand he shall himself buy some goods from some
other entrepreneurs for an amount, Ay . At the end of the
period, he shall end up with a capital equipment G , "which
term includes both his stocks of unfinished goods or working
capital and his stocks of finished goods.“1 Some part of the
amount A + G - A, however would have been contributed by the]
capital-equipment at the beginning of the period .

1. J.i.Keynes Qﬁ;&iﬁ- Pe52 .
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Actually, G is a result of two kinds of activities ; first,
improvement or increase in the capital equipment at the be-

ginning of the period both by purchages from other entrepre-
neurs and by work done upon it by himself,and secondly,using

up this capital equipment for'the production of finished good&
he =sold.

In case he did not use any amount out of the capital equip-
ment (in the sense defined by Keynes) at the beginning of the
period,for production of the goods sold, still there would

be an optimum amount he would have spent in order fto maintain
and improve it . Let's say the optimum amount he would have
gspent for maintaining and improving the capital equipment

at the beginning of the period is B' and the corresponding
amount of capital equipment which the entrepreneur would have
at the end of the period is G' , provided no part of the ca-
pital equipment hag diminished for the production of the good
gold.The excess of the amount (G'-B') over (G-Al) is called
the amount sacrificed in one way or other inorder fto produce
A, and it is called the user cost of A .

(gt-B') -~ (G -All : User Cost of A

(g*-B') is the maximum net value we would have in case we

did not use it to produce A , G is the actual amount of capi-
talﬁequipment we have at the end of the period; and we deduct
Ay
ment due to some additional purchases of this period, because

from G inorder to eliminate changes in the capital equip-

we want to determine the change in the capital equipment .,
merely due to production of the goods sold. Accordingly ,
(G'-B'")-(G-A;) is the net amounty sacrificed in this period
to produce the amount sold ,

The amount paid to other factors of production in return for.
their services is called the factor cost of A . As we notice,
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Al was the amount paid by the entrepreneur to other entrepre-
neurs for their finished ouitput.Factor cost on the other hand
is the amount paid to other factors of production (non-entre-
preneurs),in return for their services.The sum of the factor
cost F and user cost U is called the prime cost of A .

Accordingly,income of the period is defined in terms of A
and the prime cost of A . Using Keynes'! words, "we can then
define the income (as distinguished from his net income which
we shall define below) of the entreprenecur as being the excess
of the value of his finished output sold during the period
over his prime cost."l

In hig definition of income of the enirepreneur Keynes inclu-
ded only the changes in the value of the capital equipment
due to the voluntary and controllable decisions of the entre-
preneur.But there may be also some involuntary changes in the
value of capital equipment when compared to its value at the
beginning of the period, which are uncontrollable by the entre-
preneur,

Keynes goes further and makes a distinction between those in-
voluntary losses (or gains) which are gemerally expected and
those which are unforeseen.Thus he defines the supplementary
cost as that part of the depreciation of the equipment which
is involuntary but not unexpected, i.e. the excess of the ex-
pected depreciation over the user cost. The supplementary cost
is deducted from the income defined above inorder to arrive

at the net income ., |

The problem,however,is how shall we deal with those changes
in the value of equipment when compared to its value at the
beginning of the period, due to eventis uncontrollable by the
entrepreneur such as changes in market values, exceptional

T. 1bid , P.53
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obgolescence,or destruction by catastrophe which are both
involuntary and unexpected in general.

Such changes in the value of capital equipment identified as
windfall losses are not included in the calculation of net
income and they are directly charged to capital account accor-
ding to Keynes' definition of net income.Expectations about
the supplementary cost may change as we proceed in time.Thus
the windfall capital loss is defined as the discounted value
of the difference between the former and the revised expecta-
tion of the prospective series of user cost plus supplementary
cost .Needless to say estimation of the supplementary cost is

a subjective one it by itse nature depends on expectations,
Therefore Keynes says that "we cannot get closer to a quanti-
tative definition of supplementary cost than that is comprises
those deductions from his income which a typical entreprensur
makes before reckoning what he considers his net income for
the purpose of declaring a dividend (in case of a corporation)
or of deciding the scale of his current consumption (in the ca+

se of an individual)."l

One of the purposes of net income determination ie to allow
for proper consumption decisions.However the effect of an ex-
pected change in the value of capital equipment (which term
includes both his stocks of unfinished goods or working capi-
tal and stocks of finished goods,as mentioned above) on con-
gumption is most probably going to be different than the ef-
fect of an expected one.Knowledge of an uncontrollable and
unavoidable but an expected event may result in proper cur-
rent consumption decisions. On the other hand, a windfall loss
is an unexpected event and may affect only the consumption
decisions pertaining to those periods after it has happened.

1, Ibid, p.59 -
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Therefore sincorporation of that part of the change in the va-
lue of capital equipment,in excesag of the user cost,which was
expected though it was uncontrollable involuntary and unavoi-
dable,in the calculation of net income seems to be justifiable
hoping that such a procedure will lead to better consumption
decisions. A windfall loss does not affect consumption deci-
sions in the same manner as an expected change in the value

of capital equipment.A windfall loss should not distort the
income figure and it should be directly charged to capital
account,although knowledge of both is necessary. In other wordd
it is nice {0 know, 2 company has earned and realized a net
income of 10000 TL and incurred a windfall loss of 10000 TL
in the same period,but it should not preferred to cancel these
two figures and declare a net income of zero TL. The effects
of these two kinds of presentation may be different on con-
sumption decisgions .

In case no net income is declared the stockholders may be more
pessimistic in thelr expectations about the future.vhere as
in case a net income of 10000 TL is declared(which may be
accepted ag a result of a fair effort on the part of the ma-
nagement for the previous year), they can see that management
was no worse off in their efficiency fto create net income and
thus may be more optimistic in their consumption decisions .
After all, a losgs of 1C000 TL is a very irregular event (ot-.
herwise it would have been expected), which shall most pro-
bably never happen again, Purpose af accounting should be
generation and présentation of information such that it will

lead better decigions .

In his attempt to make an unambigious definition of income
Keynes developed a logically consistent framework.However ,
his income model is based on some abstract concepts which
mekes his definition rather vague. For example, inorder to
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define the user cost of the entrepreneur Keynes defines ™ B' ®
a8 an optimum amount that should be spent inorder to maintain

and improve the capital equipment at the beginning of the pe-

riod. However determination of that "optimum amount® Which is

an ambigious term is not mentioned at all .

On the other hand, Keynes makes a sharp distiction between
expected and unexpected events in the determination of income.
However expectation is a subjective concept.Our expectations.
about the future events may change as time proceeds. Begideg,
an event which is unexpected for one person may be an expec-
ted event for another person .

Keynes takes into account expected but uncontrollable and
involuntary events (as reflected in the concept of . supplemen-
'tary cost), in the determination of income.However, although
thege evernts are expected ,since they are uncontrolliable and
involuntary on the part of management it may be more approp-
riate if such events affect directly the capital account
rather than income of the period , from the viewpoint of
evaluating the performance of & business enterprise ,
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Eiecks' definition o f income

In his "Value and Capital",Hicks discuss severzl definitions
of income.However, he believes that those definitions are

in fact approximations to the central meaning of income,After
the discussions on a series of approximations to what he calls
the central meaning of income, he defines "™ a man's income

as the maximum value which he can consume during a week, and
8till expect to be as well off at the end of the week as he
was at the beginning."l Generally it is accepted as a theo-
retically correct definition of income,At least for most of
the people it has been regarded as conceptually the most sound
one among other definitions of income ,

As we see, Hicks defined income for a man, and took a week as
& period for which the income is to be measured. But the main
idea is the maximum amount that can be consumed and still ex-
pecting to be as well off at the end of the period as at the
beginning. Hence there is no harm to extend the period up to

a year and apply the same concept to business enterprises .

In case of business enterprises,the maximum amount that can

be consumed may be regarded as the maximum amount of dividends
that can be distributed .

At the first glance, definition of income in terms of the::
maximum amount that can be consumed and still expecting to
be ag well off as at the beginning of the period seems to be
a perfect and unambigious concept of income. However a critical
evaluation of this definition may be useful to bring some
drawbacks of such a concept to our attention .

1. J.R.Hicks , Qp.cit.,p.172,176 .
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First of all, purpose of income calculetions in practical
affairs may not be only to give people an indication of the
amount which they can consume without impoverishing themselves
Proper consumption decisions may not be a good and the only T
criterion for income determination,.In other words, income de-
termined based on the criterion of proper consumption decision?
may not be consgidered properly determined when we take into
consideration some other criteria which may be taken into
account in income determination, For example income may be a
base for decisions concerning production, invesgtment, saving,
for determination of the tax base, or for some other purposes.

On the other hand, consumption may not be only a function of
income , There may hbe some other factors which affect consump-
tion. For example, let us think of a case where by government
action all the banks closed their windows. In such a case ,
there may be an earned and realized income though it is not
available for consumption, Income realization and consumption
may be two different things.You may earn and realize an inco-
me but cannot consume it due to some external reasons, Or ,

I may be able to consume my earned and realized income on
gsome group of goods and services but not on some others, due
to some reasons beyond my control .

Another limitation of Hicks' definition of income is an uncle-~
ar definition of the basic concepts,such as, 'consumption?',
and, 'being as well off' , which makes his definition ambigious
What is meant by consumption is not clear cut, Can we consi-
der it as consumption for a very stingy person to keep his
money idle in an earthenware jar is a question which we can
not give a definite answer. What is meant by being as well off
is not defined either. Due to changes in my philosophy about
life I may be as well off at the end of this period,with a
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500 TL as much as I was with a 1000 TL at the beginning of
the period. Let us exaggerate = little bit and say I suddenly
became a man like Diyojen. I may now be at least as much and
most probably more well off with just a barrel and a cup for
drinking water, although my income declined drastically when
compared to the beginning of the period. Or I may be as well
of due to some other reasons which has nothing to do with in-
come .Suppose I found gold in my garden. This is & windfall
gein and may be considered an addition to capital rather than
to income. Income is a flow concept where as capital is a
stock. The effect of the ordinary expected income and such a
windfall gain may be and most probably going to be different
on consumption .

In Hicks' definition we do not see any distinction between the
income expected and controllable on the part of the income
subject and unexpected and uncontrollable so called windfall
gaina (or losses) . The effects of these distinct causes of
changes in the well being of income subject may be different
on consumption decisions. For example let us assume the fol-
lowing ftwo cases.

l. A 500 TL income , & result of the ordinary operations of
the income subject. } ‘
2. An unexpected 500 TL windfall gain .

We cen consume 500 TL in each case and expect to be as well
off as we were at the beginning of the period.However, the
effect of the two may be different on my consumpilons during
the period.In the first case since I was expecting the 500 TL
at the beginning of the period I had the opportunity to make
my consumption decisions accordingly , whereas in the second
cage there was no such expectation .
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Now we shall assume a case where the income subject obtained

a 500 TL as a result of the ordinary operations of ifs acti-
vity ,and a windfall loss of 500 TL simultaneously,at the end
of & period. According to Hickaf definition, income for this
period is zero, or the maximum amount I can consume snd still
expect to be as well of as I was at the beginning of the peri-
od 1s zero.However one can argue that the windfall loss may

be directly charged to the capital account. A windfall loss

is a random event.It may never happen again in the future ’
and mosgt probably it shall never happen again in the future.
If it happens regularly and usually then it should have been
expected and not labelled as a windfall loss.So, by definition
a windfall loss is an unexpected,random and unusual event.
Therefore, I may not take it into consideration in my con-
sumption decisions.It may be better to charge it directly to
the capital account, and base my consumption decisions on the
amount I obtained as & result of the ordinary operations of
the entity.

Ofcourse a windfall loss may alsc affect my consumption de—
cisions.However, we can safely say that the effect on consump-
tion decision of an expected and unexpected event shall be
essentially different due to the facts that, first of all

in case of an expected event we have a rather priliminary
information and thus the opportunity to make better consump-
tion decisions, and secondly, an unexpected event is by defi-
nition unusual and random thus its effect on consumption may
be different than that of a regular and usual event .

Keynes emphasise the distinction between income from ordi-
nary course of operations and windfall gains and windfall
losses; However,Hicks does not make such a distinction. Hicks
defines income as a function of consumption.Keynes on the

BOGAZIG! DNIVERSIT £S1 KUTUPHANKS!
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other hand defines income as a function of several variables

such as consumption, production, user cost, and supplementary
cost . .

The theoretical distinction between income and windfall gains
and windfall losses, their effect on the income and capital
accounts, are not taken into consideration in practice. Turkish
tax laws in general does not make any distinction between in-
come from ordinary course of operations, and capital gains or
irregular income, in the determination of the commercial inco-
me of business enterprises. In case & business enterprise ie
faced with a windfall loss due to unexpected catastrophes ,
such as fire, earthquakes, flood or due to technological inno-
vations , extraordinary depreciation rates determined by the
Ministry of Finance can be applied, (Art.317 of Turkish Tax
Procedure Law) . However, such extraordinary depreciation
expenses are charged against the income of the current period
rather than being directly charged against the capital account,
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CHAPTER IIX

- INCOME DETERMINATION THROUGH DOUBLE ENTRY BOOKKEEPING
SYSTEM ACCORDING TO THE PROVISIONS OF TURKISH TAX LAWS

Both the statutory and court defini-
tions of income are very broad,in-
luding "gains or profits and income
derived from any source whatsoever®
and "growing out of the ownership or
uge of or interest in ....property."

— Dan Throop Smith,J.Keith Butters,
Taxable and Business Income (New:
York: Nationel Bureaun oi Economic
Rea-e‘arCh-, Inc'o 919 49 ) 9 p - 20.

Up to now we have not dealt with the double entry bookkeeping
system,and we were mainly concerned with a general understan-
ding of the basic nature of the concept of income,¥We tried to
make a distinction between those events which should affect
the current income and those events which should be charged
directly to the capital account.

In this chapter, we shall briefly explain the double entry
bookkeeping method of income determination within the bounda-~
ries of the legal provisions of the Turkish tax laws.We shall
gee that in the balance sheet method of income determination
(bilango esasina gbre ticari kazancin tesbiti),asset valuation
is an eassential part of income determination.

In Turkey, accounting systems that must be used by business
entities are gpecified by Turkish Tax Procedure Law (referred
ag TTPL hereafter).There are two such systems that can be emp-
loyed for income determination.,According to Art.176 of TTPL
first class merchants employ the balance sheet method of book-
keeping and the second clase merchants employ the business
account base (isletme hesabil esasi) of bookkeeping.,
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The following merchants are considered as the first class

merchants, (Art.177, TTPL) .

l. Those who sell the goods which they purchase with or with-
out. further processing and annual purchases of whom exceed
400,000 TL or annual sales of whom exceed 440,000 TIL.

2. Those who are engaged in activities other than stated in
(1) above but whose annual gross profit exceed 80000 TL.

3, For those who are engaged in the activities stated in (1)
end (2) in connection, whose annual sales plus five times
the revenue from the activities written in (2) exceed
400000 TL. .

4, All kinds of business associations,(ticaret sirketleri) .

5. Other legal personalities which are subject to corporati-
on tax . .

6. Those who voluntarily choose the balance sheet base of
bookkeeping.

A1l the other merchants except those stated in Art.177 of TTFPL
are considered to be second class merchants and use the busi-
ness account base of bhookkeeping.

Through out this paper we shall be mainly interested in income
determination under the balance gheet method of bookkeeping.
However, before explaining the details of this method we shall
briefly look at the business account base of income determi-
nation employed by second classe merchants .,
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Bueiness account base o f income
determination

This is a rather simple and primitive way of income determi-
nation allowed to be used by second class merchants, private
professionals (serbest meslek erbsbr), and by farmers whose
annuael revenue is between 150,000 TL and 500,000 TL . Most
probably the purpose of allowing such a method for income de-
termination is its simplicity and practicality to be used by
those who are not familiar with double entry bookkeeping sys-
tem or by those who are not in & position to hire professional
accountants, A single and simple book is kept to record all
the information necessary for jncome determination.Left hand
side of the business account is devoted to expenses and right
hand side is devoted to revenues., ALl the money paid or pay-
able in return for goods or services received and all the ex-
penses related with the business are recorded at the expense
gide of the business account. Expenses are recognized in the
period in which they are actually paid,(Council of State ,
4.D.,23.3.1966 T.,E.1963/33,K.66/1464).% A1l the money and
receivables obtained in return for goods sold or services
provided and all the other revenues obtained as a result of
the business operations are recorded at the revenue (hasilat)
gide of the business account, (Art.39 of Turkish Income Tax

LaW) .

Thoge assets which are subject to depreciation cannot be re-
corded in the bﬁsiness account book, However annual depreci-
ation expense (in conformity with Art.189 of TTPL) can be
recorded as expense, (Art.194 of TTPL) .

1. Necmettin Eroglu ; Amortisman ve Tatbikaty , Yeni Matbaa,
Istanbul,1967 , p.72 .
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Those who are involved in inventories due to the nature of

operations are required to keep a seperate set of records fer
the inventories.

Those who keep business account books are required to meke &

sumpary of the business account at the end of the period in-

order to determine the income subject to tax.This summary is

composed of two parts,(Art.39 of Turkish Income Tax Law re-

ferred as TITL hereafter) . The following items enter the

' Rotdmas Table’ .

l.The amount of inventories at the beginning of the period,

2.Value of the inventories purchased during the period plus
all the expenses related to the bggigfss.

The following items enter the Esponee Table' ,

l.Value of the goods sold or services provided and all the
money received in some other means,(related to the activity
of the business),

2.Value of the inventories at the end of the period .

- The difference between the total of the Revenue Table and the
total of the Expense Table, gives us the net commercial in-
come subject to tax .
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Balance sheet method of income
determinaition

In the balance sheet method of bookkeeping which is also
called double entry bookkeeping, first class merchants are
required to keep at least three books, namely, the journal
{(yevmiye defteri), the ledger (defter-i kebir), and the in-
ventory book (envanter defteri) .

All the transactions which are required to be recorded are
written in the journal according to dates of occurence,Then,
these entries are posted to the ledger and classified under
the corresponding accounts. At the time of starting business
and at the end of each of the following pericds, inventories
are determined and they are recorded with the balance sheets
into the inventory book and that date is called the balance
gsheet date. To determine the inventories (envanter c¢ikarmak)
is defined in Art.186 of TTPL as to count, measure, weigh,
and value the assets and liabilities and determine them in
an accurate manner on the balance sheet date. However, if

it is not customery to weigh, count or measure some goods
according to commercial usage, then their value is determi-
ned according to estimation .In case of partnerships which
have legal personality, assets of the enterprise are the
movable and immovable properties, rights and values, In case
of the businesas of a real person those immovables as facto~
ries, warchouses, workshops, etorehouses and dand are inclu-
ded among inventories whether they are used fully or parti-
ally, (Art.187 of TTPL ) .

Now let us see how income is calculated according to the
balance sheet method, Balance sheet i8 a systematic classi-
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fication and summary of the values shown in the inventory

- book .Balance sheet is composed of two parts 3 the left hand
gide is called the actives (aktifler), and the right hand side
is called passives (pasifler) ., Actives include the assets ,
caplitalized expenses and the loss if any.l Pagsives on the
other side include the liabilities, capital, retained earnings
(or owner's current account), and reserves for some contingin-
cies if any . The difference between the actives and the lia-
bilities gives us the net worth (dzsermaye). The difference
between the net worth at the beginning of the period and net
worth at the end of the period gives us the income of the pe-
riod, However, inorder to find the tax base certain deductions
and additions should be made to the above income figure. Addi-
tions to capital during the period are deducted and amount
withdrawn from fthe capital during the period are added to the
income figure,(Art.38 of TITL) .Those expenses which are not
legally tax deductable are added and those income which are
legally tax exempt are deducted from this income figure, in-
order to find the tax base . .

We gaid that, inorder to find the net worth ,we deduct total
liabjilities from total actives, However some items classgified
under the heading actives are deducted from the total actives
inorder to find the so called actual actives and some items
clagsified under the heading liabilities are deducted from
total liabilities before finding the difference between the
two ag the net worth ., 2 The items that are deducted and

1. Kenan Bulutoglu ; Tirk Vergi Sistemi , Gaglayan Kitabevi,
BeyoZlu, Istanbul,1966 ; 2.Yayim,1967 , p.245 .

2. Ibid , p.246 .
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the explanation behind them isg explained below.]L
1. Allowances

a) Allowance for depreciation
As we know there are two methods of showing Allw, for
Deprc. on the balance sheet. One method is to deduct
it (on the left hand side of the balance sheet) from
the fixed assets and show the fixed assets at their net
amount as follows.
Fixed Asset 100 TL
Lessg:Allw.for Dep. 40
Fixed Asset(Net) ~60 TL
If this procedure is followed there is no problem. How-
ever in the Turkish practice fixed assets are shown at
their gross value on the left hand side, and the Allw,
for Deprc. is shown as a seperate item on the passives
side of the balance sheet.In such a case ,Allw. for Dep.
ig deducted from total assets inorder to find the actual
total assets and it is also deducted from total liabi-

' lities inorder to find the actual liabilities of the

firm.,

b} Allowance for bad debts
The problem is very similar $o that of AlIW.for Deprc.
In the Turkish practice Allw.for Bad Debts is shown as
a geperate item in the passives section. Therefore it
is deducted from total zssets inorder tc find the actual
assets and deducted from the liabilities inorder to
find the actual liabilities of the firm .

2. Capitalized expenses
a) Orgsnization expenses
If the expenses incurred at the time of organization
of the firm hag been capitalized and classified under
the actives category then they are éeducted from the
total assets (based on the argument that they do not

l.5ee, Kenan Bulutoglu, op.cit.,pp.246,247 .
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represent a real value for the firm), inorder to find
the actual assets,Allw. for Org.ExP. on the other side
is deducted from total liabilities inorder to find ac-
tual liabilities of the firm ,

b) Bond discounts
In cese bonds are issued under the nominal (face) value,
the difference between the proceeds of bond sale and
the nominal value may be capitalized and expensed in
‘the later years. The difference between the actual amo-
unt received and the nominal value thus capitalized is
deducted from the total assets.The argument is ,such an
amount shown on the actives section does not represent
a real value for the firm, The corresponding Allw. ac-
count on the passives side,if any, is deducted from
total liabilities, inorder to find the actual liasbiliti-
es ,

3« Losses of the previous years
There are two ways to present the losses of the firm in the
balance sheet.0ne way is to charge it directly to the Reta-
ined Barnings account and show Retained Barnings at the net
amount.In the Turkish practice losses are shown on the ac-
tives section.In case the losses of the previous years are
capitalized on the actives section they are deducted from
the total actives inorder to find the actual total assets,

4, Unpaid capital of corporations

According to Turkish Commercial Code some part of the capi-
tal of the corporations are required to be actually paid
and the other part is required only to be promised to be
paid.In the passives section of the balance sheet, amount
of capital paid in and the amount promised fto be paid in
are shown totally.The amount not paid in yet but promised
to bé paid in the future dis shown in the actives section,
This amount is also deducted from the total actives in or-
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der to find the actual assets of the firm .

After fthe deductions from the total assets and total liabili-
ties are made as explained above, the so called actual total

actives (gergek aktifler) and the actual total liabilities
(gergek pasifler) figures are arrived. The difference between
the actual actives and the actual liabilities gives us the
net worth (Ozsermaye or Szvarlik) ., The difference between
the net worth at the beginning of the period and the net wortih
at the end of the period gives us the income of the period .
In order to find the tax:base; we should add to the income
figure thus arrived the smounts withdrawn from the business
by the owners and subtract the amounts contributed by the
owners to the business , during the period, Also, we should
add the expenses which are legally tax deductable such as
excess depreciation expense,expenses without bills or docu-
ments and donations in excess of a certain amount ; and sub-
tract those income which are legally exempted from the tax,
(Art.38 of TITL) . The figure we thus arrive is the base on
which the tax is going to be applied .

A8 we see income determination according to the balance sheet
method is directly based on asset valuation.Therefore, it is
essential to know how the assets in the balance sheets are
valued according to the provisions of the Turkish tax laws.
In chapter IV , we shall see several methods of valuation

for different kinds of assets and liabilities as prescribed
in the Turkish Tax Procedure law. In chapter V, we shall cri-
tically evaluate those valuation techniques, and in chapter VI
we shall try to describe a theoretically correct method of
asset valuation and income determination. We shall,thus, com-
pare the legal way of income determination with which we may
call a theoretically correct method of income determination ,
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CHAPTER IV

VALUATION OF ASSETS AND LIABILITIES ACCORDING TO THE
PROVISIONS OF TURKISH TAX PROCEDURE IAW

To arrive at net worth,we deduct thef
taxpayer's liabilities from the va-
lue of his assets.But what is value?
Well, there are different iypes of
value,

= William L.Raby, The Income Tax andl
Businesgs Decisions (Englewocod Cliffe

N.J.3 Prentice-Hall,Inc,,1964),p.13.

In the last chapter, we have seen that income determination
according to the balance sheet method within the provisions of
the tax laws was essentially based on the valuation of assets
and liabilities., In this chepter, we shall see several valu-
ation methods for different assets and liabilities prescribed
in the tax procedure law, which constitute a base for the cal-
culation of the taxable income.

According to tax procedure law valuation is, determination of
the values of thosge assets and liabilities which are relevant
in the calculation of the tax bagse.The relevant time for valu-
ation is the particular days specified in the tax laws, In case
of income tax and corporation tax relevant day for valuation
ig the balance sheet day which was defined in the last chapter.

Valuation should be done for each of the assets and 1iabilitiesﬂ
seperately. However, those goods which according to the com-
mercial usage are considered to be of the same kind, can be

valued as an aggregate., Similarly , those goods which are of
little value can be valued totally.

|
\
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Valuation should be done by one of the following methods,ac-
cording to the nature of the specific. asset or liability .
l. Cost basis (Maliyet bedeli)

2. liarket value (Borsa rayici)

5. Possession value (Tasarruf degeri)

4. Book value (Mukayyet deZer)

5. Nominal value (Itibari deger)

6. Tax value (Vergi degeri)

T. Inferred value (Emsal bedeli ve iicreti)

Cost is the total amount paid or expenses incurred directly
or indirectly to acquire or to increase the value of an asset.
There may be some difficulty in determining the indirect ex-
penses incurred to acquire the asset. In one case, Council of
State decided that the interest expense incurred for a loan
used %o construct a building and to install the machines shoul
be considered as an indirect expense and added to the cost.l
It is interesting to see that when a loan is used to finance
the construction of a building interest expense incurred for
the loan is included in the cost, however, when the construc-
ter uses his own funds during the construction,implicit inte-
rest expense is not allowed to be added to the cost. From a
theoretical point of view it is inconsistent to include inte-
rest expense in the cost when the construction is financed
with a debt and not to include the implicit interest expense
in the cost when the construction is financed with the funds

of the owner .

1, Council of State; 4.Daire, E.60/5§O2,K.65/159l »30.4.1965 ,
as quoted in XKenan Bulutoglu,Qp,cit.,p.202 .
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Harket value is the average value on the day before the valu-
ation day, of the securities quoted in the money market and

the capital market and of the goods quoted in the commercial
markets.In case the prices fluctuate in an irregular faghion

Ministry of Finance may permit to use the average price for
the last 30 days,instead ,

Possession value is the real value an asgset (or a liability)
possess for its owner, It is generally used in case of notes
receivables and notes payables present value of which can be
rather easily determined ,

Book value is the value written in the accounting records of
the firm .

Nominal value is the value written on the face of any kind of
promisory notes, stocks and bonds .

Inferred value is the sale value of similar goods at the valu-
ation day for those goods real value of which cannot be deter-
mined.Inferred value is deiermined according to the following
three basis respectively .

Average price bage ¢ Asset is valued according to the ave-
rage sales price of the similar goods of similar quality,for
the last month or preceeding months,This price is calculated
by the tax payer,but he should reserve the necessary documents

of verification . _ :
Cost basis ¢ If the cost is known ,5% incase of wholesales

and 10% in case of retail sales,of the cost is added to the
cost inorder to find the inferred value,

Appreciation base : In this case inferred value is determi-
ned by authorized tax commissions.l Where wages of the workers

T.See,the following decision of,Council of State,4.D,13.2.1964T
E.1960/2459,K.1964/829,as quoted in N,.Eroglu,op.cit.,p.58 .
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employed in manufacturing cannot be determined accurately ,
the same methods described above should be used respectively
in the same order, If prices of some assets are determined
officially by government agencies then these values should be
used regardless of the methods defined above. Similarly judi-
cial courts can determine values of some assets under gpecific
conditions regardless of the above methods .

Tax value specifically refers to the written value for land
and in case of buildings it is equal to ten times of the annu-
al net income of the building which is determined according

to the provisions of the building tax law .

Now let us see which of the valuation methods desecribed above
are used for different assets and liabilities .

Immovableasg

The term immovables is used for a wide variety of assets. The
term refers basicly to ftwo categories of assets. In the first
category we have the immovable physicel assets,machines,ships,
all kind of vehicles and their component parts and accessories,
In the second category we have the non-physical aszets such as
patents, licences, copyrights, franchises and trademarks. All
the immovables whether in the first or second category should
be valued on the cost basis .

In addition to the purchasing cost the following expenses are
included in the cost of immovables .
l. In case of machinery, custom duties, transportation and

installation costs.
2. In case of land purcheased with a building on it, cost of

removing the old building.
3..A11 kinds of charges and duties and commissions related to




THESIS

ROBERT COLLEGE GRADUATE SCHOOL
BEBEK, 1STANBUI, PAGE 40

the acquisition can either be added %0 cost or can be expen-
ged in the current period .

In case buildings or ships are constructed rather than being
purchased, total construction cost is viewed as the aggregate
acquigition cost.All the expenses, incurred to increase the
economic value of the assets other than the normal maintenance
and repair expenses can be added to the cost,All the tools ,
instruments, fixtures and furnitures are similarly valued at
cost.However if the cost of a particular tool or instrument

or goodwill is less than 1000 TL than it can be expensed to-
tally in the current period,(Art.40,TITL)

Inventories

Inventories are valued on the cost basis,In case where inven-
tories are purchased they are valued at the acquisition cost,
If inventories are manufactured the following factors should
be included in cost .

1. Cost of the raw materials used in manufacturing ,

2, Labor expense incurred during production,

3, That part of the indirect manufacturing costs corresponding
to the goods produced,

4, That part of the general administrative expenses corres-
ponding to the goods produced , '

5. Cost of the goods used in packaging.

As long as the above factors are included tax-payer may employ
any accounting or cost accounting system for the calculation
of the cost.law does not specify any base for overhead allo-
cation or eny method to be used such as LIFQ,FIFO or weighted
average in inventory valuation . If however the sales value of
inventories is less than the cost, and if the difference is
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more than 10% with respect to cost then inferred value may
be used instead of cost . This is an application of the con—
servatism convention in general, and the cost or market which-
ever is lower rule specifically , For the enterprises recently
established or those capital of which are less than 200,000 TL
simpler ways of inventory valustion may be employed based on
the normal sales prices and the normel profit margins .

Agricultural products are valued at cost within the principles
laid down by the Ministry of Finance. Animals are algo valued
a¥ cost.Where 1t is impossible to determine the cost of ani-
mals, cost values determined by the agricultural income co-
missions in that region are used ,

Those inventories which lose their value considerably due to
fire,flood, earthquake,decay, obsolescence, detoriation etec
and those scrap for which it is not customery to calculate
the cost, are valued on the inferred value basis, Such valu-
ation should be done by independent comissions of experts who
have official status.l

Ceeh ,stock shareg,and bondg

Cash should be wvalued at its nominal value,Actual amount of
money rather than the balance of the cash account is relevant.
Foreign currencies, accounts and notes receivables and payab-
les in terms of foreign currencies are valued at their market
value,If there is no market value,the rate to be applied for
valuation is determined by the linistry of Finance .All the
Turkish and foreign stocks and bonds should be valued at the

» i i i tate
1. See the following decision of the ,Council of 3 ’
4.Daire, B. 62/3624, K.65/94T, 17.3.1965 , as quoted in
" Kenan Bulutoglu, op.cit.,p.213 .
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purchasing cost,(Art. 6 of Law No. 485) . Hence an increase
in the market value of such securities shall be subject to

tax only if they are g0ld and if an increase in market value
is realized in cash ,

Receivablegsg

Recelvables are valued at their book value, Notes receivables
not due yet can be shown at their present value.Discount rate
to be used is the rate specified on the note if any, or the
official discount rate of the Central Bank .Banks and insu~
rance companies have %0 use the present value method,

Receivables are classified under three cetegories, namely ,
the noemal receivables which are expected to be collected,
doubtful receivables and worthless receivables. Those rece-—
ivables which are expected as uncollectible by court decisi-
on or verified by persuasive documents are considered to be
worthless receivables, They can be recorded as s logs for
their book value.l Those who use the business account base
can charge such receivables directly to the expense section
of the business account.

Those receivables which have the following characteristics
are congidered to be doubtful receivables .

1.

24

Thoge receivables for which a judicial court is involved
to decide .

Those notes receivables which are not collected though
the due date has been extended three times ,

1.

See the following decisions of the Council of State
Council of State, 4.D. 22.6.1961 T.,E 1959/3535,K.1961/176¢
Council od State,4.D.y9.1.1963 T.,E.1961/3197,K.1963/42
Council of State,4.D.,8.,11,1965 T.,E.1961/1157,K.1965/3836
as quoted in, Necmettin Eroglu,op.cit.,pPp.53,55,71 .
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3. Those accounts receivables which are not collected despite
the protest or written notice of more than once.

4, That part of the accounts receivables which can be calcu-
lated by applying the average doubtful accounts to total
accounts receivables ratic of the last two years to the
receivables of the current year ., An allowance account de-
termined by the firm subjectively for the value such re-
ceivables possess for the firm can be used in the passives
section for such doubtful receivables ., Asg the doubtful

accounts are collected the allowance account should be
reduced accordingly .

'Normal collectable accounts and notes receivables exclude
doubtful accounts and worthless receivables .

Organization expenses, resesagrxrch

and development expenses and

goodwill

Organization expenses may be expensed in the period they are
incurred or they can be capitalized to be expensed egually
in the following five years, In such a case they should be
recorded at their book value, This value cannot be more than
the expenses actually incurred. Research and development ex-
penses should be capitalized and amortized in the following
4years.l Goodwill expenses should be capitalized and shown

at their book value, which is the acquisition value in this

cas‘e -

1. Gouncil of State, 4.D.,B.56/6390,K.58/1983,25.5.1958 ,
as quoted in Kenan Bulutoglu,op.cit.,p.207 .
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Prepaid expenses

Prepaid expenses should be capitalized and shown at their book
value., In agricultural enterprises, those expenses incurred
for the agricultural products which has not been harvested

yet should algo be capitalized and shown at their book value .

Lisbilities

In general liabilities should be shown at their book value .
However, notes payables not due yet can be shown at their
present value, Discount rate to be used is the rate specified
on the note if any or the official discount rate of the Cent-
ral bank. Banks and Insurance companies should employ the
present value method. On the other hand bonds issued by joint
stock companies and by State Economic Enterprises should be
valued at their nominal value. Issuing costs should be expen-
gsed in the current period. Issuing costs in relation to shares
of stock and bonds issued cannot be capitalized and they can
not he subject to amortization.They are directly charged as

a loss of the current period .1 However, the difference bet-
ween the nominal value and the actual proceeds obtained, if
any, may be capitalized according to Article 464 of Turkish
Commercial Code .

Advances received by the firm which are related to future
periods should be shown on the liabilities section at their

bock value ,

1. Sahabettin Acar,Maliye Bakanligi Bag Hesap Uzmani ,
%atbikatta Vergi ve Muhasebe Problemleri , Hamle Matbaasi,

Ista‘nbul,l9g"{ ’ p-9_6 .
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Payables which have been cancelled willfully by the creditors
can be matched with the losses to be incurred in the following
three years, If there has not been enough losses to exhaust
such payables then they are considered as a profit and inclu-
ded in the tax base of the third year .

Provisions for possible Loasses

Provisions or reserves segregated for possible contingincies
should be valued at their book value .

For those assets or liabilities which has not been specifical-
ly referred in the valuation section of the tax procedure law ,
buildings and land should be valued according to their tax
value and others should be valued according to their market
value ;3 if there is no market value, according to their book
value and if there is no book value then they should be valued
on the inferred value basis .
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CHAPTER V

EVALUATION OF THE LEGAL WETHODS OF VALUATION FOR ASSETS
AND LIABILITIES FROM AN ACCOUNTING THEORY POINT OF VIEW

eses 8nd if the balance sheet figu-
res are irrelevant past costs ,it
follows that the resulting figure
of net income must be equally irre-
levant,

— Howard I,Ros8,"The Crucial Impor-—
tance of Valuation in Accounting",
Ihe Accounting Sampler, ed,Thomas I
Burns and Harvey S.Hendrickson (lNew
York: liacGraw-Hill Book Co0,,1967),
p.1l12,

Subject matter of this paper is a comparative study of the le-
gal and accounting concepis of income.However, when we say the
accounting concept of income we don't mean the accounting met-
hods and procedures followed in practice.In practice,the pri-
mary function of accounting is the determination of the taxable
income.Therefore practical methods of accounting employed foxr
external reporting purposes are necessarily bounded by the le-
gal provisions of the tax laws.Accordingly, accounting concept
of income employed for external reporting purpcses and for de- i
termination of the tax base should be necessarily in conformity
. with the legal concept of income,that is, basicly,accounting

| concept of income in practice may not be contrary or different
than the legal concept of income,Therefore, a comparison of the

two would mean little since basicly they cannot be contrary to
each other.When we say a comparative study of the legal and
accounting concept of income, we rather mean an evaluation of
the legal methods and procedures of income determination from
an accounting theory point of view.We ghall thus compare what
we may call theoretically correct concepts of accounting with
the 1egai concepte prescribed in the tax laws, as far as incomg

determination is concerned.
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In the last chapter ,we have seen the valuation of several as-—
sets and liabilities prescribed in the tex procedure law, which
congtitute a base for income determination.Now, let us critical-
ly eveluate these valuation methods,

First of all we better define the term value.Value ig a rather
subjective concept,based on the circumstances prevailing,That
ie to say, value of an asset may be different for different
people, at different times,in different places and under dif-
ferent circumstances. Value of a bottle of raki may be diffe-~
rent for & drinker and for an imam .Value of an anti-aircraft
is different in peace and war,Value off & camel is different in
the desert and in Istanbul ,

-Hence,value of an asset depends on the potential satisfaction
or utility we can derive from an asset. Accordingly value of
an asset is usually different for the buyer and the seller ,
Otherwise,there would be little reason,if any, to enter into
a market transaction, This is an important point and we shall
turn back to it in the next chapter .

In the tax procedure law,one of the methods of valuation was
the possession value (tasarruf deferi) method.Possession value
is the actual value an asset possgess for its owner at the pre-
sent time, For example, what is the value for & note receivable
of 100 TL due in two years ? Is it 100 TL ? Obviously not .

It will worth 100 TL only two years later.A note receivable
has some value to us only if we can convert it into cash and
only for the amount we can realize in cash. Suppose market
rate of discount for such notes is 6% . Actual value that note
receivable possess for us now (at the balance sheet date), is
the preéent value of 100 7L discounted for two years at 6 % .
This kind of valuation is allowed for notes receivables accor-
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ding t0 Art.281 of TTPL . Exactly the same logic can be safely
applied to the valustion of aceounts receivables without much
difficulty. According to our tax procedure law, accounts rece-
ivables can be shown net of doubtful and worthless accounts .,
Normal collectable account receivables of 100 TL to be col-
lected one year hence does not possess the same value now .To
ghow it at its present value using the market rate of interest
or the official discount rate of the Central Bank would not be
practically so difficult though it would be a theoretically
correct method of valuation .

Let us extend the present value concept further. For example
according to Art. 268 and Art.289 of tax procedure law , bax
value of a building is equal to 10 times of the annual net
income of the building determined according to the Building
Tax Law . There is no theoretical or logical justification for
this kind of valuation for buildings, whatsoever .On the one
hand, law prescribes a remarkably well and theoretically sound
base for valuation, that is, the annual net income of the bu-
ilding .But on the other hand ,this amount is multiplied by 10
inorder to find the tax value, which is completely arbitrary
in the full sense of the word ,Since we know and allowed to
uge the annual net income to find the value of a building ’
we may follow the present value method which is theoretically
a much superior approach and which brings no additional prac-~
tical difficulty .Why fthe building possess a value for us ?
Either because of the potential revenues or potential savings
it enables us to realize in the future, as a consequence of
owning the building now . Therefore , value of the building
for the owner now is actually the present value of the future
net incomes (or savings) . Since we have to use the annual net
income determined according %o the Bldg.Tax Law as a base 1o
find the tax value, a theoretically sound approach would be to
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find the present value of the future net incomes using the mar-
ket rate of interest as the discount factor.Such & procedure
would not arise much difficulty since the annual net incomes
have already been determined . Ofcourse determination of the
merket rate of discount and the estimated useful life may arise
some practical problems, but in any case a present value appro-
ach would be much less arbitrary than just multiplying the an-
nual net income by 10 ; and it reserves its conceptual soundness,
The discussion for buildings may also be applied to other fixed
assets;( we shall discuss the problems of replacement and joint
value,in the next chapter) . '

According to Art.279 of TTPL amended by Art.6 of Law No.485 ,
Turkish and foreign stocks and bonds should be valued at cost .
Generally there are three methods of valuation for marketable
gecurities,namely, the cost bagis, market value, and the pre-
gent value, Valuation of marketable securities and taxation of
capital gains shall be discussed in chapter 10. Here we shall
only point out that value of a share of stock depends on its
future dividend potential and not on the historical amount we
have paid to acquire the share in the past .

According to Art.274 and Art.275 of TTPL inventories are valued
at cost.If they are purchased then cost is the amount incurred
for acquisition.If inventories are manufactured, then cost in-
cludes, direct labor, direct material and overhead. However ,
if the sales price in the market is less than the cost and if
the difference is more than 10% with respect to cost,then, mar-
ket price may be used instead of cost . This is an application
of the cost or market whichever is lower rule.Justification
behind it is the conservatism convention. However, such a
proceduré ig inherently inconsistent.when the market price fall
below cost, inventories are permitted to be shown at market®
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value,but when market price rise sbove cost,inventories are not
permitted to be shown at market value .

Cost basis, market replacement value, market sales value,future
market replacement value, avoidable coating are geveral possiblk
methods of valuation for inventories .There sre arguments for
and against each of these methods,Inventories do have some va-
lue for the firm because they are going to be used in revenue
generation. Historical cost does not reflect the revenue geng-
ration potential of inventories. Replacement cost is definitely
a better approach when compared with historical cost basis .

A company is & going concern ,operations are generally essumed
to continue indefinitely . Thus inventories should be contini-
ously replaced as they are used up.However ,if the inventories
are going to be replaced in future, future replacement cost
becomes the relevant factor . Avoidable costing is a refinement
over the future replacement costing . Avoidable cost is the
variable and/or fixed costs avoided in the future by having the
inventories now . A theoretically better approach is to value
inventories at present value of their future revenue generation
potential, which we shall discuss in the next chapter ,

There are no legal provisions as to which of the LIFQO,FIFO,or
weighed average methods to be used for inventory valuation .
Different firms may apply any one of FIFO, LIFO or weighted
average methods according to the nature of their business .
However, it would be better if the law required firms to be
consisztent once they have choosen one of the above methods ,
and required persuasive justification inorder to0 shift from

one method to another .

Accordiﬁg to Art.285 of TTPL, liabilities in general are valu-
ed at the smounts shown in the accounting records ., However ,
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notes payables can be shown at their present value using the
discount rate specified on the note, or using the official dis-
count rate of the Central Bank , On the other hand,Art.286 of
TTPL states that bonds payables issued by joint stock companies
and State Economic Enterprises should be valued at their nomi-
nal value, For one thing, it is inconsistent to allow notes
receivables to be shown at their present value and not to al-
low such a procedure for bonds payables .Notes payables and
bond payables are essentially not different other than the ma-
turity date being longer in case of bonds, A bond of 100 TL
payable in 20 years time bearing 6 % interest obviously does
not necesgarily represent a liability of 100 TL now,., Nominal
value does not necessarily represent the actual amount of lia-
bility on the balance sheet date .

A conceptually sound method of valuation would be to show bonds
payables and the interest payables at their present value .
Besides its theoretical superiority, such a procedure would
not generate practical difficulties . The same argument applieq
for accounts payables .
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CHAPTER VI
A THEORETICAL APPROACE TO ASSET VALUATION

It would be unfortunate if the
difficulties of measuring asset
values under uncertainity resulted
in an abondonment of the attempt
to measure those values in a mea-
ningful manner.

— Harold Bierman Jr.,Financial
Accounting Theory (New York: The
Maciiillan Company,l1965), p.66

In chapter three we have seen that according to Turkish Tax
Laws,income determination is directly based on asset valua-
tion., In this chapter, we shall briefly describe a theoreti-
cally correct method of asset valuation which leads us to a
theoretically correct income figure.l Thus, we shall be able
$0 compare income determination prescribed by the Turkish
Tax Laws and used in practice with & theoretically correct
method of income determination developed in the context of
accounting theory .

Why an asset possess a value for its owner? Assets do have
gome value becaupe of their potentisl to secure some benefit
for their owners in the future. Therefore a correct method
of valuation of assets would be to wvalue them at the present
value of the future benefits they would provide for their

owners .

1.This method is developed by Prof.Dr.Gzeg Ertune very re-
cently ; ibrshim Ozer Ertuns, nAktif Degerlendirmesi ve
‘Amortisman® (unpublished Dogentlik dissertation,Istanbul

iktisadi ve Ticari Ilimler Akademisi,1969)
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We can draw a parallel with this theory of asset valuation
end Art.264 of Turkish Tax Procedure Law. According to Art.
264 of TTPL, possession value (tasarruf deferi), is the real
value an asset possess for its owner at the time of valuation,

We have already mentioned in the last chapter that value is

a subjective concept.Thus value of a particular asset may be
different for different persons or entities. Specifically ,
value of a partidul&r agsset may be different for the buyer
and seller, Otherwise there would be little reason if any for
a market transaciion to take place,

An asset should be valued from the point of view of the owner,
When we purchase sn asset we should record the value that
asget represent to us. This value may be and usually is diffe-
rent than the market value., When another person, say,Mr.X
purchase an exactly similar asset he should record the same
asset at a value that asset represents for him, Accordingly,
if the value of a particular asset is different for us and for
Mr.X, theoretically we should record this asset at different
valueg in our books, Therefore we can safely say that,theore-
tically possession value as described in Art.264 of TTPL would
be a correct base of valuation for all assets. That is to say
all assets should be valued at an amount which represent their
real value, at the time of valuation for their owners.

Unfortunately, according to Turkish Tax Procedure Law, only
notes receivables can be shown at thelr possession value .
Possesaion value is determined by finding the present value

of future cash receipts using a specified rate for discounting
or by the discount rate of the gentral Bank .
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We said that value of an asset is most probably different for
the buyer and the seller, and they should be shown in the bookd
of the buyer and seller accordingly. For example when we purc-—
- hase a machine for 80 TL ,in practice (according to the pro-
vigions of the tax lawe), we record it as follows .

HMachine ..,...0... 80 TL
Cash I..‘...‘..OQOOOUOSOTL

Value of the machine for the seller should have been something
less than 80 TL (let us assume 70 TL) ; otherwise he would not
sell the machine, Thus in his books the seller may record the
transaction as follows .

Gash LA N N N N N 80 TL
Machine LA R N NN NENNNENN] ‘TOTL
Income # %8888 s00%2a0a }-OTL

On the other hand, value of the machine for us is expected to
be something more than 80 TL ; otherwise we should have not
purchased the machine. Why the machine possess a value for us?
Does the machine posseas a value for us because we have paid
80 TL to acquire it 7?7 Obviously no .Machine has some value

for us because we expect to get some future benefits from it.
Therefore, value of this machine for us should not be measured
by the amount we paid to acquire it. Rather,value of the mac-
hine should be shown at the present value of the benefits we
expect to derive out of this machine in the future .

But there is one point we did not take into consideration up
to now .Is this machine going to generate revenues in the

future by iteelf exclusive of other assets ? Most probably noty
We need building, labor, raw materials,etc. inorder to utilize
the machine.Thus machine does not generate revenue by itself .
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It generates revenue when used in comnection with many other
assets, Many assets are used cooperatively or jointly to gene-
rate revenue. Therefore, we have & joint value in connection
with the acquisition of the machine,This joint value depends
on the future unrealized benefits which are expected to be re-
alized in the future, Therefore in connection with the joint

value we have an unreslized income depending on the 1ife of the
asaet,

Operating assets usually have finite lifes,Hence, they are
going to be replaced.When they are going to be replaced depends
on depreciation, obsolescence, and opportunities in the market,
We shall discuss these problems In a following chapter., For

the time being we shall assume that we purchased a machine for
80 TL , which result in net cash savings of 100 TL per year ,
and which should be replaced every year .

Bxpected future cash flows
(end of years)
0 1 2 3 and s0 on

~-80 100 100 100
-80 ~-80 -80

How shall we record the purchase of this machine ? According
to Art.269 of TIPL we should record as follows ,

Maching .s.ceaesses 80 TL
CBBNL sievscsvsssassense 80 TL

According to the legal provisions, machine is shown at a value
which is equal to the value of 80 TL. But is the real possessi-
on value of this machine 80 TL to the purchaser ? Cbviously
noe . This mach, has a value for the purchaser beceuse it re-
gsults in a net cash saving of 100 TL. Ofcourse,this net cash
saving of 100 TL results from use of the machine jointly with
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some other assets. Let us assume that,the appropriate rate of
discount is 10 %. Present value of 100 TIL discounted for ome
year at 10% is 90,91 TL. Thus, net present value of the machine
is 90.91 - 80 : 10.91 TL . However this value is not generated
solely by the machine itself but jointly by the machine and
some other assets. Therefore it is a joint value. On the other
hand it represents an unrealized income of 10.91 TIL which is
expected to be realized in the future, Accordingly, we can re-
eord the purchase of this machine as follows.

Machine ....ce¢e.. 80 TL

Joint Value ,..... 10.91 TL
CaBR ssssesscscccecces 80 TL
Unrealized Income ,... 10.91 TL

But, what about the future replacements 7 We said that we are
going to replace the machine at the end of each of the follo-
wing year until infinity. This assumption is in conformity
with the going concern convention in accounting theory. Thus,
we can find the future joint value and the future unrealized
income,

(end of years)
0 . 2 > and so on

naey—

-80 100 100 100
-80 -80 -80

For the first year, cash flows are as follows if we do not
replace the machine .

Thus, Net Present value : (100/1.10) - 80 : 10.91 TL !
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At the end of the first year, expected cash flows for the fu-
ture years are as follows.,

1 2 3 and so on
=80 100 100
-80 -80
or ,
. 2 3. and B0 on
-80 20 20

Net present value at the end of first year is ,
NPV : (20/.10) - 80 : 200 - 80 : 120 TL

But, since we record this transaction in period zero (i.e. end
of period zero : beginning of period one), we discount back
this 120 TL for one year at 10 % .

120/1,10 ¢ 120 x ,9091 : 109.09 1L

Accordingly we can make the following set of entries, which
repregent a complete and theoretically correct picture of the
transaction . '

Machine .sececeesescsssesssss 80.00 TL

Joint Value ..eececccccceess L0991 TL

Puture Joint Value ..cs000..109.09 TL
CBBH sevesvessessserssasnscasssssse 80.00 TL
Unrealized INCOME seseeccsvessssnss L0991 TL
Puture Unrealized INCOME seeeeesessl09.09 TL

Up to now, we used a machine as an example,But, such an app-

roach to asset valuation may be followed not only for machi-

nes but for all kinds of operating assets, depending on their
future cash flows .
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Por those kinds of asgets which do not require a joint use of
other assets, we may use an "Excess Value" account rather than
a "Joint Value® account. For example in case of marketable se-
curities we may use an excesa value account, to counterpart the
unrealized income account., In that case since we do not have
the problem of replacement, we do not use Future Joint Value
and Future Unrealized Income accounts. Valuation of marketable
gecurities and recognition of a change in the market price
shall be discussed in chapter 10. Here we shall only mention
that any change in the determinants of value (e.g. expected
future cash flows, and/or time value of money), shall affect
directly the Excese Value and Unrealized Income accounts in

our books ,

Up to now, we made some implicit assumptions. We assumed that
we can forecast the cash flows with certainity.We assumed per-
fect capital markets, s¢ there was no problem of determining
the appropriate discount rate. We assumed the general price
level to be constant., We assumed benefite and sacrifices are
in terms of cash inflows and cash outflows, rather than for
example in terms of payables or receivables. We also aassumed
that these cash flows occur at specific dates of the year.

Despite these limitations we were able to develop at least a
conceptually sound and logically consistent framework, We said,
at the beginning of this chapter, that this is a theoretical
approach to asset valuation,Obviously, such a method cannot

be employed for externasl reporting purposes.l For one thing ,

l.At the present stage of development gf this theory, such a
procedure has some practical limitations to be employed for
external reporting purposes.However it would be the best met-
hod of accounting when employed for internal decision making
purposes,It has many advantages over the conventional acco-

‘unting for internal decision making purposes, but we shall




THESIS

ROBERT COLLEGE GRADUATE SCHOOL
BEBER, !STANBUL PAGE>?

our tax lawe do not permit such a procedure, However, as far

- a8 the purpose of this thesis is concerned we use this theore-
tically correct and logically consistent framework to compare
it with the methods and procedures employed in practice as

preacribed in the tax laws , slthough it is based on some as-
sumptions.

In this chapter, we used an asset which has a life of one year
as an example. Hence,there was no problem of depreciation. In
the next chapter we shall discuss the problem of depreciation
from a legal point of view. In a following chapter, we shall
try to find a theoretically correct depreciation figure based
on the theory developed in this chapter.

not discuss them here since our mejor concern in this paper
ig accounting for income determination purposes.
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CHAPTER VII
DEPRECTIATION : FROM A LEGAL POINT OF VIEW

¥hen income tax considerations ,
with taxes at their current high
levels,are introduced into the
scene, the controversy over dep-
reciation becomes more heated.

- Sidney Davidson, "Depreciation,
Income Taxes and Growth",Studies

in Accounting Theory, ed. W.T.
Baxter and Sidney Davidson (Home-
woodsRichard D.Irwin,Inc.,1962),
p-285 * ’

It was explained in chapter three that according to the provi-
gions of Turkish tax lawe, income determination is based on
asset valuation.However,some asgets are subject to depreciation
and in order 1o determine the correct income of the period we
have to find the correct net values of such asgets.Determina-
tion of the correct net walues of depreciable assets on the
other hand depends on the determination of the correct depre-
ciation expense figures. In the next chapter we shall explain
a theoretically correct method of depreciation which leads us
to0 the correct income figure.However, in this chapter we shall
analyse the problem of depreciation mainly from a legal point
of view .

According to Art.313 of TTPL, immovables and those assets whichA
are considered as immovables according to Art.269 of TTPL |,
that is, fixitures and accesories of immovables, machinery,ships|
and other vehicles, intangible rights, furnitures and fixtures
and cinéma films which have & life of more than one year and
which are subject to physical or technological obsolescence
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are subject to deprecistion. Values of assets which constitute
a base for depreciation expense should be determined in confor-
mity with the provisions of Turkish Tax Procedure Law .

Some easets which have all the characteristics specified in
Art.313 of TTPL may not be used in the company although they
are included among the assets of the firm. Council of State ,
in one of its decisions states that such assets cannot be used
as a base for depreciation.In order to be used as a base for
depreciation an asset should be essential for the operations
of the firm.l A building which is mortgaged in order to obtain
money and which is used only for this purpose in the company
has not been accepted as depreciable. Depreciation expense of
such a bhuilding has not been considered tax deductable based
on the grounds that such a procedure would be amortization of

the capital.2

On the other hand some assets may be expensed in the current
year although they have a life of more than one year.According
to Art. 40 of Turkish Income Tax Law those assets such as good-
will, tools and instruments, fixtures and furnitures cost of
which are legs than 1000 TL may be expensed in the current

year .

1. Council of State,Gen.Ku.,K.53/499 ,6.10.1953 as quoted in
Bulutoglu, op. cit. , p.225 . Also,see the following deci-
sions of the Comission of Tax Appeals : Tem.Ko.Gen.Ku. ,
9/3/1960 T., K.1960/11 ; Tem.Xo,Gen,Ku.,4/11/1964 T. ,

K. 1964/427 ; Tem.Ko.Gen.Ku. , 20/6/1962 T.,K.1962/157 ,
ag quoted in Necmettin Eroglu, 0Op. cit, » P.47,49,48 .

2. Council of State, 4.D., E. 56/3707, K.58/706, 27.2.1958 ,
" as quoted in Bulutoglu, gp, cit. , p.206 .
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Some assets may have fixtures (i.e. component parts) and acce-
sories. In such a case depreciation rate applicable to the main
asset cannot be applied to the fixtures and accesories if the
useful lifes of the main asset and the fixtures and accesories
are different.For example, Council of State in one of its de-
cisions states that depreciation rate applicable to the buil-
ding cannot be used as a depreciation rate for the water ,elec-
tricity and central heating gystema of the building.l However,
it is interesting to note that,on the other hand, Comission of
Tax Appeals in one of its decisions states that,for those ins-
tallations and machines which gannot be used independent of the
building depreciation rates applicable to the building may be
used.Depreciation rates applicable to independent installations!
end machines cannot be used for the installations and machines
which cannot be used independent of the building.2

According to Art.320 of TTPL assets may be depreciated starting
from the year in which they are included among the assets of
the company. Depreciation expenses are calculated on an annual
basis regardless of the specific month or date in which the
asset is included among the assets of the entity.3 In case

the business is liquidated before the end of the year, depre-
ciation expenses are still calculated on an annual basis .4

1. Council of State, 4.D.,30.10.,1963 T.,E, 1960/3111 ,
K.1963/3087 and CGouncil of State, 4.D.,27.2.1965 T.,U
E.1961/169 , K.1965/765 , as quoted in Necmettin EroZlu ,
Op. _cit. 4P.56,64 .

2. Comigsion of Tax Appeals, Gen.Ku,.,8/7/1959 T.,K.1959/240 ,
as quoted in N.EBroglu, op. cit, , p.47 .

3, Sahabettin Acar , op. cit., P.26 .

4. Council of State, 4.D.,14/3/1960 T.,E. 1957/3851,K.1960/109(
and Council of State, l.D.,15/3/1g60 T.y E. 1957/3761 ,
K. 1960/1118 , as quoted in N,Eroglu, op.cit. , p.51 .
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Empty land is not subject to depreciation.However, thoge land

uged for agricultural purposes such as vineyards, olive groves,
etec and all the roads and agricultural establishments in such
enterprises are subject to depreciation. If the land is a com-

ponent part of a building then it is subject to depreciation
together with the building.l

Straight line depreciation rates (referred as normal depreci-~
ation rates hereaffer) which are based on the estimated useful
lifes of the assets are determined by the Ministry of Finance.
Taxpayers may use any rate they wish unless the rates are not
more than the rates determined by the Ministry of Pinance.
Taxpayers cannot change the depreciation rates once established
in the following years. A further restriction is that, they can)
not prolong fthe depreciable life of an asset by applying rates
lower than the rates determined in the first year ; or by not
deducting,depreciation expense for a specific year,(Art. 320
of TTPL.) .

According to Art.315 of TTPL those merchants who are keeping
books according to the balance sheet method may depreciate
their assets using the double declining balance method, In the
double declining balance method, depreciation base is deter-

mined each year by subtracting the accumulated depreciation
from the gross value of the asset.Depreciation rate $o be app-
lied is twice the normal depreciation rate, unlessg it is not
more than 25 % .Depreciable life of the asset in this method
is the same as it is in.the normal depreciation method.Ralance
of the net book value of the asset in the last year of itse
life is expensed totally in that year,.

1. See the following decieion of the Comission of Tax Appeals,
Gen.Ku.,14/12/1960 T.,K. 1960/268 as quoted in N.Eroglu ,

Ops. cit, , P.48 .
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A taxpayer can switch from the declining balance method to the
normal method of depreciation, but he cannot switch to the dec-
lining balance method of depreciation once he starts to use the
normal depreciation method,(Art.320, TTPL).

Art. 317 of TTPL defines conditions under which extraordinary
depreciation rates may be applied on depreciable assets.Depre-
ciable assets may lose their value totally or partially due to
fire, earthqueske, flood or similar catastrophes or technological
obsolescence or abnormal wear and tear due to compulsory extra
work. For such movables, immovables or rights under these con-
ditions,Ministry of Finance may determine extraordinary depre-
ciation rates upon the request of the taxpayer, specifically
for each enterprise according to the nature of their business,
However,if the assets which lost their value due to fire, earth-
quake ,flood or similar catastrophes,have been insured, extra-
ordinary depreciation rates cannot be applied., Difference bet-
ween the indemnity received from the insurance company and the
net value of the asset is charged to the loss or profit account,
Nevertheless, if the asset is going to be replaced, such a pro-
fit can be held in a temporary account on the right hand side
of the balance sheet at most for three years.If such an amount
is not used for the replacement of the asset within this period
it is transferred to the income account,(Art,.329,TTPL) .

In case a depreciable asset is sold the difference between the
net book value of the asset and the sale price is considered
as a profit and thus subject to tax., (If the sale price is
less than the net book value of the asset than the difference
between the two can be recorded as a loss) Effect of the in-
flation in such a profit is totally ignored. However if the
asset sold is going to be replaced, then such a profit may be
held in a temporary account on the right hand side of the ba-~
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lance sheet at most for three years, If such an amount is used
for the replacement of the asset sold within this period, it is
deducted from the depreciation base of the new asset and the
remaining value of the asset is considered as a base for depre-
ciation in the following years. On the other hand,if such an
amount is not used for replacement within this period it is
included in the income of the third year, The net effect of
such a procedure allowed in the TTPL ,Art,328 is a postponement
of the tax for three years on this profit .

Temporary Art.ll of TTPL amended by Art.26 of Law No.205 dated
19.2,1963 prescribes the rules and procedures for revaluation
of amssets. Accordingly, merchants employing the balance sheet
method of bookkeeping may revalue their depreciable assets, by
multiplying the value of assets and the corresponding accumu-
lated depreciation figures, with the coefficients determined

by the ilinistry of Finance., The increase in value due to reva-
luation is held in a gpecial fund account on the passives side
of the balance sheet,

The increase in value due to revaluation is calculated by sub-
tracting the net value of the asset before revaluation from the
net value of the asset after revaluation ,

In case the special fund on the passives side of the balance
sheet is transferred to capital account or withdrawn from the
business it is considered as income of the current year and
subject to tax. Depreciation of the revalued assets are based
on the revalued amounts starting from the year of revaluation,
If the increase in value due 10 revaluation has been taxed due
to the reasons mentioned above,then, total amount of depreci-
ation expense calculated on the revalued amount can be shown
as an expense of the period, In case the increase in value has
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not been taxed, then the depreciation'expense based on the re~
valued amount is still shown as an expense of the period, but,
'in this case depreciation expense corresponding to the diffe-
rence between the increase in value due to revaluation is cre-
dited to the profit and loss account. The same amount is debi-
ted to the special fund account., So, in effect, depreciation

expense of the current year is actually based on the value of
the asget before revaluation. Hence, the net effect of revalu-
ation as far as taxes are concerned is zero .,
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' In order to find a theoretically correct method of depreciation

CHAPTER VI1I
DEPRECIATION ¢ A THEORETICAL APPROACH

But while & change in opinion
may require painful effort,the
new beliefs may become habitual
and perhaps more satisfying than
the old ones,

- Morris R.Cohen and Ernest Na-
el,Logic and Scientific Method
New York:Harcourt,Brace and

vorld, II].C.,1934)’ Pe193 .

In the last chapter we discussed the problem of depreciation
from a legal point of view. We have seen that aeccording to the
provisions of Turkish Tax Procedure Iaw, only the straight line
and the double declining balance methods of depreciation are
allowed to be used for tax purposes.These depreciation methods
do not have any theoretical value, They are completely arbit-
rary ; there is no logic behind them, they are not based on any
theoretical background.

we need a theoretically correct definition of depreciation. We
shall define deprecietion as cost expiration.However,this defi-
nition is quite ambigious unless we define what do we mean by
cost. We need clarification as to whether we mean higtorical
cost, present replacement cost, future replacement cost, or
any other concept of cost.In this chapter we shall explain &
theoretically correct method of depreciation based on the the-

1

ory of asset valuation we discussed in chapter six,” Thus, we

1. This chapter is mainly based on the method of dep?ec;ation
developed by Dr.Uzer Ertuna very recently ; Ibrahim Ozer
Ertuna, "Aktif Degerlendirmesi ve Amortisman” (unpublished
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shall define cost as followa

Cost is the minimum amount of money someone must pay to
induce us to sell the asset, or cost is the maximum amount
of money we would pay to keep the asset, This is the net

benefit of keeping the asset when compared to the best
replacement alternative,

We shall use an example to explain the theoretical method of
depreciation and assume the following conditions.,After a cor-
rect evaluation of alternatives in the market we decided to
purchase the following machine, which has a useful life of two
years, and which hag the following cash flows, Market rate of
interest is 10 % .

{(end of periods)

0 1 2 3 4 5 and so on
-150 100 100 100 100 100
-150 =150

In other terms, the annual equivalent cash flows of this mac-
hine is as follows.

- 150

X &;ﬂ 2

- 150 : X(1.7355)

X - 86.43 TL

..

S0, ingtead of the above cash flows, we can write,

0 1 2. 3 4 2 on

100 100 100 100 100
-86.43 ~86.43 =B86.,43 =86.43 ~B6.43

. Dogentlik dissertation,Istanbul Iktisadi ve Ticari jlimler
Akademisi,1969 )

1, Ibid, ,p.1l5
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Or, we can simply show the cash flows in the following manner

O 1 2. 3 4 5 and so on
13.57 13.57 13.57 13.57 13.57

Hence net present value of the cash flows of this machine until
infinity is,

13.57 / 0.10 : 135.7 TL

However, 13.57 a_lm p ¢ 13.57 (1.7355) : 23.55 TL of these
flows refers to.the net present value of the cash flows of the
first two years; i.e. until the first replacement. Thus, using
the logic and terminology developed in chapter six, joint value
of this machine is 23,55 TL ,and the future joint value is ,
135.7 = 23.55 & 112,15 TL.

Now,we can record the purchase of this machine in conformity
with the theory of asset valuation we presented in chapter six.

Machine ..ceesesssssees 150.00 TL

Joint Value seeecesases 23455 TL

Puture Joint Value .... 112.15 TL
0881 4teeessvessccscceacssanssnseal’0,00 TL
Unrealized Income ..,...ececeeee 23.55 TL
Future Unrealized Income ......112.15 TL

1. Another method of calculating the joint value would be,
(200 a1 5 ) =150 = (100)(1.7355) - 150
: 173.55 = 150 3 23,55 TL.
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We shall assume that,before the acquisition of the machine ,
balance sheet of the accounting entity was as follows :

Balance Sheet

Agsets Asget Sourceg
Cash 150.00 TL Capital 150,00 TL

After the acquisition of the machine balance sheet will be as
follows,at the beginning of the first year.

Balance Sheet

Assetsg Asset Sources

Machine 150.00 TL Unrealized Income 25.55 TL

Joint Value 23.55 Muture Unr,Income 112.15

Puture Joint V., 112.15 Capital 150,00
285.70 TL 285.70 TL

Now,supposing we have used the machine for one year, we shall
try to find the depreciation expense figure. We said that, dep-
reciation is cost expiration.Hence,depreciation will be the
difference between the cost at the time of acquisition and the
cost at the end of period one.

According to our definition of cost, cost of the machine at the
time of acquisition is 150 TL. Because,it is the minimum amount
of money someone must pay to induce us to sell the machine .
Since the machine sells for 150 TL in the market, if anyone
pay us any amount less than 150 TL we shall not sell the mac-
hine, because we can replace the machine at least for 150 TL
in the market. However, if someone pay us more than 150 TL, we
ghall sell the machine and buy a new one immediately in the
market .
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In order to find the cost of the machine at the end of period
one we have to make a replacement analysisg,

(After one year)

Y 1 2. 3 4 g0 on
Replace the mach, =150 100 100 100 100
=150 =150
Do not replace 100 100 100 100

If we do not replace the machine we shall have a cash inflow
of 100 TL next year and replace it at the end of next year ,
gince the machine's life terminates at the end of next year.
Hence, NPV of cash flows in case we do not replace the machine
will be (100 + 135.7) discounted back for one year, which
equals to ,

100 + 135,17 . . o

NPV of cash flows if we replace the machine will be 135.7 TL
i.e. (13.57/.10), as we calculated earlier.

According to our definition of cost, cost of the machine at
the end of first year is equal to 214.27 = 135.T7 ¢ 78.5T7 TL.
Becauge, the minimum amount someone should pay in order to
induce us to sell the machine at the end of first year is
78.57 TL. If anyone pay us more than 78.57 TL if{ would be bet-
ter for us to sell the machine and replace it in the market .
Cost at the end of second year is zero since the machine is

going to be replaced anyhow.

(end of years)
0 1 2

oamm—— e

COSE eeeeess 150 78457 o 1L
* TSNS N .
Depreciation .. TL.43 78.57 TL
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Thus we can record the following journal entries for the first

year in order to prepare the balance sheet for the end of the
period.

ca% ..'.‘....... 100 TL
ReVemie sevevieeenseees 100 TL
(To record the revemue of the asset)

Depreciation Expense ..... 71.43 TL
Machine B 808 ¢ 2¢reatd et sessan 71.43 TIJ
(To record the depreciation on machinery)

Implici?t Interest Expense .... 17.35 TL
Interest IncomE' S0 06000008008 s0asene e 17.35 TL

(To record the implicit interest earned on
150 TL investment in machinery plus 23,55 TL
investment in joint value)

Revenue ...ecceseseesesses 100 TL
Depreciation EXpPense ....csee.. TL.43 TL
Implicit Interest Expense .,... 17.35 TL
TNCOME seessevsoravsscssvsescns 11,22 TL

(To close the revenue and expense accounts)

Unrealized Profift ec.eeeeeslle22 TL
Joint Value ...................., 11.22 TL

(To decrease the balance in unrealized profit
due to the fact that profit is realigzed at the
amount of 11,22 TL.)

Puture Joint Value .eee...1le22 TL
Puture Unrealized INCe eceeeece.e 11.22 TL

(To increase the future joint value and future
unrealized income balances due to passage of one
year,The balance is increased to 112,15 + 11l.22 :
123,37 TL which is 135.7/1.10 3 135.7(0.9091) :
123437 TL)




THESIS

ROBERT COLLEGE GRADUATE SCHOOL
BEEEK, ISTANBUL PAGET3

Based on these entries we can prépare the income statement for

the first year and the balance sheet for the end of the first
year,

Income Statement for the first year

Revenue 100.00 TL
Depreciation Expense 71.43

Implicit Interest Ex. 17.35 88,78
Income for the year 11,22
Interest Income 17.35
Total Income 28.57 TL

Balaence Sheet,end of first year

Asgets Agset Sources
Cash 100.00 TL, Unrealized Income 12.33 TL
Machine T8.57 Future Unr.Income 123.37
Joint Value 12.33 Interest Income 17.35
Future Joint Va.l123.37 Income 11.22
Capital 150,00
314.27 TL 314.27 TL

If we define wealth of the firm being equal to the total assets
of the firm a comparison of the wealth of the firm at the be-
ginning and end of the periods shall give us the income of the
period.

Wealth at the end of the period s.evecesses 314.27 TL
Wealth at the beginning of the periocd ..... 285.70 TL

Difference between Wbeg.and Wena
of period OINE ceesvscessscsssssessstsosstsssosns 28;57 L

which is equal to the income we have obtained .
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Article 38 of Turkish Income Tax lLaw defines income as the dif-
ference between ownersequity (dzsermaye) at the beginning of
the period and ownersequity at the end of the period.Thus, if
we want to be consistent with the legal definition of income

a comparison of the ownersequity at the beginning and end of

the period shall result in the same income figure we have ob-
tained ,

Ownersequity at the end of PeTiod ONE seveeseovesees 178.57 TL
Ownersequity at the beginning of period one ........ 150.00

Difference between O.E.at the end and beg.of per.l 28.57 TL

which is equel to the income figure we have already obtained.

Income figure for the second and the following years can be
calculated in an exactly similar way by comparing the balance
sheets of the beginning and end of the periods.

Up to now we assumed existence of no taxes.However,existence
of taxes would have no effect on asset valuation and depreci-
ation methods we developed in chapter six and in this chapter.
We shall demonstrate that existence of taxes would have no
effect on the values of non-depreciable assets, on the values
of depreciable assets and on the depreciation figures we obta-
in,in case of depreciable assets respectively.

To start with we shall assume & non depreciable asset with cash
flows of 100 TL per year until infinity, a market rate of inte-
reat of 10 %(assuming perfect capital markets), and a tax rate
of 50 %. If we ignore the exietence of taxes present value of
the asset is equal t0o(100 TL/.10) : 1000 TL. If we introduce
the effect of taxes in order to find the net cash inflow, we
have to multiply 100 TL by (1 - tax rate) such that ,
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100(1~,50) : 50 TL(after tax cash flows). In this case present
value of the asset seems to be 50/.10 : 500 TL. However, if
the interest expense is a tax deductable expense, the interest
rate relevant for discounting is the effective rate of interest
which is 10%(l-tax rate) : .05 ., Hence, present value of the
asset when we take into consideration the effect of taxes equ-
als to 50/.05 : 1000 TL which is the same value we have ob-
tained when we assumed no taxes. Present value of the asset

is not influenced whether we tske into consideration the ef-
fect of taxes or not. |

Now, we shall illustrate that values of depreciable assets are
also not influenced by the existence of taxes according to our
method of asset valuation.We shall use the seme depreciable
asset we used at the beginning of this chapter =28 an example .
Cash flows were ag follows :

0. A 2 3 4 and so on
~1.50 100 100 100 100
-150 =150

or annual equivalent cash flows were ,

0 1 2 3 4
13.57T 13.57 13.57 13.57 and so on

We have slready calculated that ,

0 1 2

e 000000 ekl 0000 e

Cost 150 78.57 0
Depreciation T1.43 78.5T
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Tax base and the cash flows after taxea can be calculated as
follows :

—i —2
Revenue LEC I B L U N I I O T g ey lOOoOO 100000 TL
Depreciation EXpense ......... 71.43 78.57
GrOBB Income Seoensesssrrsventnsa 28.57 21043
Tax (50 %) LI BN BN Y B R R R ] 14‘.285 10.715
Income (after t8X) seeeeeeeese 14.285 10.715 7TL

We can find after tax cash flows either by subtracting the tax
from the before tax cash flows, such that,

1 2
Before tax cash flow ...eceees 100.000 100,000 TL
Tax LR B BE BN S BN BN NN NE BN BN N N NN B RN RN R N R AR ] 14.285 10.715 i
After tax cash flOW suveeveses 85,715 89.285 TL 4

or, by adding depreciation expense to the after tax income
figures, such that,

1. -l
After tax income s.eevececeees 14,285 10.715 TL
DeprSCiation Expense A NN B 71!43 . 78'57

After tax cash flow Sssssrsnae 85-715 89.285 L

Se, net present value of the asset until the first replacement
(i.e. for the firet two years), using the after tax cash in=-
flows, equals to ,

| 85. 89.28
NPV i -150 ¢+ -S2elk3 , 89.285
0 F IO (1.05)2
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NEV : <150 + 85.715 (.952381) + 89.285 (.907029)
¢ =150 + 81.63 + 80.90

: 162.61 had 150
NPV : 12.61 TL such iha% cash flows are as follows until

infinity ,

0 1 2 3 4 and so on
12,61 0 12,61 0 12.61

NPV of these cash flows is equal %o,

NPY ¢ ( —%%3%%— #12.61 ) 1

: 123.24 4 12,61
135.85 TL

If we ignore an arithmetical round off error of (0.15) the
above NPV is exactly the same NPV we have obtained when we
completely ignored the effects of taxes, in which case NPV
was 135.7 TL « Thus, we have demonstrated that consideration
of taxes do not have any effect even on the value of assets
which are subject to depreciation and replacement, according
to our method of asset valuation.

Finally, we shall see how the depreciation figures calculated
according to the theoretical method are also not affected by
the existence of taxes .

In case we ignored the effect of taxes cash flows of the mac-
hine we used as an example were as follows :

1. {(.1025) is the discount rate for two years at 5 % . It is
equal %0 () 05)2 3 ; 1,1025 -1 : .1025 .
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0 1 2. 3 ' 4 and so on
-150 100 1C0 100 100
-150 =150

In that case depreciation figures were calculated as follows :

0 1 2
COSt LA DL IR B B N BN B RS ) 150 78057 O

Depreciation .eeeeee. TL.43 78.57 TL

When we take info consideration the effect of taxes, after tax
cash flows were as follows as we calculated above,

9] 1 2 3 4 and so on
=150 85.715 89.285 854715 89.285
-150.0 ~150.0

Now let us see whether we shall wind up with the same dupreci-
ation figures when we use the after tax cash flows rather than
before tax cash flows. Using our definition of cost,cost of theJ
machine at the beginning of period one is 150 TL. In order tfo
find the cost at the end of period one we make the following

replacement analysis, If we do not replace the machine at the
end of period one , net present value of cash flows would be,

89.285 # 135.85 , _225.135
55 : 165 ¢ 214, 41 TL

NPV of cash flows in case we replace the machine at the end of
first year is 135.85 TL as we have already calculated above .
Therefore cost of the machine at the end of period one (using
after tax cash flows) would be 214.41 - 135.85 : 78.56 TI.
In other words according to our definition of cost, the minim
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amount that someone must pay to induce us to sell the machine
is 78.56 TL. If someone pay us less than 78.56 TL it would be
better for us to keep the machine.However, if someone pay us
more than 78.56 TL it would be better for us to sell the mac—
hine and buy a new one in the market.Cost at the end of period
iwo 1s zero since we are going to replace the machine at the |
end of period iwo anyhow. Thus, using the after tax cash flows ‘

COBE eossrensosevessss 150 78.56 Y] TL. \
|
Depreoiation .esevsaes TL.44 78.56 TL. |

If we ignore an arithmetical round off error of (0.0l), these
depreciation figures based on after tax cash flows are exactly
same as depreciation figures we have obtained using the before
tax cash flows. Thus we have also demonstrated that existence
of taxes does not influence in anyway whatsoever the depreci-
ation expense figures if we use the new method of depreciation.

Theoreticslly, this is an important characteristic of the new
method of depreciation, Since we base our depreciation expense
figures on the cash flows of assets under the existence of taxed
relevant cash flows would be after tax cash flows, However, in
order to find the after tax cash flows, we would need to know
" the amount of taxes. In order to find the amount of taxes on
the other hand, we would need to know the amount of depreci-
ation. That would be & vicious circle., Nevertheless, in the
method of depreciation explained in this chapter, no matter
whether we use after tax or before tax cash flows, we do not
fage such a problem, provided that, the tax mentioned is a

general direct tax .
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Lccording'to Art. 315 of Turkiéh Tax Procedure law,however, we
may use only the sftraight line or double declining balance
methods of depreciation.Therefore in practice, the relevant
cash flows in order to find the theoretically correct depreci-
ation figures would be the after tax cash flows which are cal-

culated baged on the depreciation methods prescribed in the
Turkish Tax Procedure Law .
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CHAPTER IX
STOCK DIVIDENDS

That the rank and file of stock-
holders should find it easy to
be confused in this somewhat
technical area is not very surp-
rising,but it is both surprising
and painful to observe the per-
gistent misunderstanding and
double talk among these who
should know better.

— Williem A.Paton,Corporate Pro-
fits(Hdomewood:Richard D, lrwin,
Inc.,1965), p.l0l

Stock dividends (bedelsiz hisse senetleri),constitute an inte~
resting point of conflict between accounting and legal conceptis)
of income. In practice, stock dividends are considered as in-
come and subject to tax.From an accounting theory point of view
however, we can demonstrate thaf stock dividends do not have
any effect on the well being of stockholders. "4 stock dividend
is not really a dividend but rather a redescription of the
stockholders' equity of the firm.Retained earnings are trans-
ferred to permanent capital accounts but no assets are distri-
buted.“l

A firm may wish to transfer ifts retained earnings into a more
permanent form of capital, capital stock.In such a cage addi-
tional shares of stock ere distributed to stockholders in pro-
portion to the number of shares they previously held without
any peyment being made by the stockholders to the corporation.

1. Harold Bierman,Jr., Financial Accounting Theory (New York:
The Maciillan Company,1965), p.104 .

BEBEK, 1STANBUL paGe 81
|
|
\
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From the company's point of view Retained Earnings account is
decreased (debited) and capital stock account is increased (cret

dited) for the same smount.

Now, let us look at the problem from the stockholders point of
view.,After the stock dividend a stockholder shall obviously
have additional number of shares,The questions to be asked are
the following. Iz the economic well being of the stockholders
changed 7 Is the amount of his investment changed ? Is his re-
lative position among other atockholders changed ? Answers to

all of this questions is no .

The only effect of a stock dividend is an increase in the num-
ber of shares held an& g decrease in the book value per share,
Total amount of investment of the stockholder, his economic
well being and relative position among other stockholders, do
not change after the distribution of stock dividends. Let us

illustrate with an example,

Capital Stock 'Y NN NN NN ]
Retained Barnings sceees

Stockholders Equity ....

Number of shares .
Outstanding ssessscsaase

Book Value per share ...

&
*

Before After 10% After 10%
Dividend Cash Stock
Declaration Dividend Dividend
200, 00C 200,000 220,000 TL
100,000 80,000 80,000
300,000 280,000 300,000 TL
1000 1000 1200
300,000 280, 000 300,000
1000 1000 1000
300 TL 280 TL 250 TL
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Number/of Book value Total Valu4

Stocks of Shares of Shares
Before Stock Dividends 1000 300 TL 3000 TL
After Stock Dividends 1200 250 TL 3000 TL

Total book value of stocks held by the stockholder did not
change after the distribution of stock dividends.Distribution
of stock dividends created no more earnings for the company.
The stockholder has no more earnings to claim on after the dis-
tribution than he had before,If the net income of the company
wag 12000 TL, earnings per share would be 12000 TL/1000 :12 TL
before the distribution, where as earnings per share would dec-—
line to 12000 TL / 1200 : 10 TL per share after the distribu-
tion. On the other hand a shareholder holding 100 shares before
the distribution would have 120 shares after the distribution
of stock dividends, His total claim on current earnings would
be 100xl2 : 1200 TL before the distribution and 120x10 :1200 Tj
after the distribution.As we notice the shareholders total clai
on the earnings of the company did not change after the distri-
bution of stock dividends.His economic well being is also not
affected.Since stock dividends are distributed in proportion

to the number of shares outstanding as to each stockholder,his
relative position among other stockholders also has not changed,

However, one point should be made clear in order to prevent
misunderstanding.It is true that as the company makes profits
and transfer these profits to the retained earnings account
because of the increase in retained earnings, expectation about
the future dividends and market value of shares may increass,
But this is another problem,Whether an increase in the market
value of shares is to be considered as realized and taxed or
whether they should be considered as unrealized and nof taxed
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is another problem,In this chapter what we really want to point
out is that after the profit is transferred to the retained
earnings account there will be no difference in the well being
of stockholders whether the company distributes stock dividendsg]
and transfers some part of retained earnings to capital stock
account or does not distribute any stock dividends at all.

On the other hand, it may be argued that due to lower price
per sihare demand may increase in the market which may in turn
affect the price per share.As a matter of fact price per share
may be affected also due t0 ignorance and some psychological
factors.However,as we discussed in chapter esix value of a
share of stock depends on its potential to bring dividends in
the future. As long as the present value of the expected futurd
cash inflows remain the same (i.e. determinants of value do
not change}, a change in the market price does not necessarily
imply a change in the value of the shares,for the sfockholder,
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CHAPTER X
CAPITAL GAINS

I do not think that too much
should be made of this difficulty}
Ve do not allow uncertainity
about the future entirely to in-
hibit us from valuing property
on the basis of expected net re-
celpta,or at least on the best
estimate we can make of them,

=~ David Solcmons,"Economic and’
Accounting Concepts of Income",

The Accounting Review ,XXXVI
July, 196 sPe 379 .

In this chapter we shall discuss the basic nature of capital
gains from an accounting point of view in conformity with the
theory of asset valuation developed in chapter six.On the other|
hand we shall analyse the legal considerations in relation to
capital gains and evaluate taxation of capital gains based on
the theoretical framework developed in the first part of this
chapter.

Capital gains may arise from holding depreciable and/or non
depreciable assets.However,the basic nature of capital gains
from an accounting point of view is essentially the same both
in the case of depreciable and non depreciable assets,

In this chapter in order to avoid the problem of replacement
we shall use a non depreciable asset,namely, the marketable
securities as an example, fto explain the nature of capital
gains from an accounting point of view,
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Az we discussed in the previous chapters, value of an asset,in
general is g funqtion of the future cash generation potential
of that asset.Suppose we acquired some marketable gecurities
for 600 TL which have the following expected future cash flows,

end of years

L. X 2 3. =endsoon
-600 100 100 100

If the market rate of interest is 10 % the following set of
entries should be made in conformity with the theory of asset
valuation deascribed in chapter six.l

Marketable Securities ........ 600 TL
mcess value L S B B NE NE BN BN RN N B R N ) 4'00 TIJ

caSh ..'...II.III.................. 600 TL
Unrealized INCOME eevseecccscncecss 400 TL

When a.change occurs in the determinants of value, we merely
adjust the Excesa Value and Unrealized Income accounts,For
example if our expectation about future cash flows change as
follows:

0 1 2 2
-600 120 120 120 and so on

we make the following adjustment.

1. Present Value of future cash flows : 100 /.10 : 1000 TL
Net Present vValue of future cash flows : 1000-600 : 400 TL,
For an explanation of these entries refer to chapter six.
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Present value : 120 /.10 : 1200 TL
Net Present Value : 1200 - 606 : 600 TL

L]

30 we increase the Bxcess Value and Unrealized Income accounts
$0 600 TL as follows :

Bxcess Value ...eces.. 200 TL
Unrealized JNCOME .ecceeeees 200 TL

Thus when the markei price remaina the same and only the deter-~
minants of wvalue change (such as expected future cash flows or
time value of money), we adjust the value of securities for us

merely by increasing or decreasing the Excess Value and Unrea-
lized Income accounts respectively.

Now, suppose determinants of value remain the same (no change
in the expected future cash flows and time value of money)},but
the market price of securities increase to 800 TL. In such a
case since the determinants of value did not change, value of
the securities for us remains the same.

However an economic event took place ; market price of securi-
ties increased. How shall we take into account this fact in our
records 7 Can we speak about & capital gain and make the follo-
wing entry 7 '

Marketable Securities .... 200 TL
capital Gain 'R E NN N N N NI A N A NN ) 200 TL

In order %o be more analytical, suppose we sold and repurchased
the securities. When we sell the securities the following ent-
ries should be made ,
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Gash 0.000.0.-'........... 800 TL
Unrealized Income ........ 400 TL

EXcess VAlUE ciieevecacceonsses 400 TL
Marketable Securities .e.eeee.. 600 TL
Capital G8IN seeveeecvoenseases 200 TL

When we repurchase the securities we make the following entries

Marketable Securities ...... 800 TL
Bxcess V2lUue seeeecccncenses 200 TL

cash .....‘..‘.....tl.l.......... 800 TL
Unrealized INCOME coeveescenceosss 200 TL

If we combine the above two set of entries we result in the
following summary entry.

Unrealized Income ,.ecee.. 200 TL
Marketable Securities ,... 200 TL
Excess Value .eesevececscacesss 200 TL
Capital GAiN seceseessovavessss 200 TL

Now the question is whether it is more appropriate to call this
200 TL an income or capital gain, We think it is a capital gain
Because, in this case, determinants of value did not change for
us and therefore value of the shares remained the same, We
think that when the determinante of value remain the same, it
ig more appropriate to label an increase in market price as &
capital gain rather than income,

On the other hand according to the provisions of Turkish tax
laws, this 200 TL is not subject to tax since the securities
have not been actually sold in the market,
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Acecording to Art.8l of Turkish Income Tax Law, capital gains of
more thean 2000 TL realized within one year after acquisition are
subject 10 income tax,In other words, if the time lag between
acquisition and sale is more than one year and/or if the gain

is lesa than 2000 TL, it is not subject to income tax. However,
if the securities belong to a business enterprise of a real per-
son,that is if the securities were included among the assets of
a buginess enterprise of a real person, then all of the capital
gain regardlesgs of time and amount is considered as commercial

income of the year in which the securities are actually sold,
and subject to income tax,

Now let us turn back to our example,Suppose next year market

price of securities increased further to 900 TL despite the fact
that determinants of value remained the same, Hence, we make the
following summary entry :

Unrealized Income .eeeses 100 TL
Marketable Securities ... 100 TL
ExcesSg ValUe ceesccccessssssse 100 TL
Capital G8iN .cecesesssaccsases 100 TL

Suppose the securities are actually sold this year,Since the
acquisition value was 600 TL and the securities are actually
gold for 900 TL, legally there is a capital gain of 300 TL and
it is subject to progressive income tax,if the securities were
included among'the assets of the business enterprise of a real
person, since no distinction is made between a capital gain and
income in the calculation of commercial income according to the
provisions of Turkish tax laws.However, we know that the total
capital gain of 300 TL accrued over the last two years and not
only in the second year.That 1s %o say, 200 TL of the capital
gain belongs to the last year and only 100 TL belongs to this
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year., Therefore theoretically it would be more sound had the
gain distributed back to the past years and a lower progressive
tax rate applied on the 200 TL for the last year and on the

100 TL for this year,rather than a high progressive rate on the
total amount of 300 TL for this year.

In general we can say that according to the provisions of Tur-
kish Tax Laws the total amount of capital gains are considered
ags a commercial income of the business enterprise of a real per
son in the year assets are actually sold and thus subject to
higher progressive income tax rates.However from an accounting
point of view capital gains may accrue gradually over a number
of years and should be taxed accordingly.
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CHAPTER ZXI
INCOME FROM OWNERS' POINT OF VIEW

In applying the principles of in-
come determination to the account
of a shareholder of a corporation
it is generally agreed that the
problem of determining his income
is distinct from the problem of
income determination by the cor-
poration itself.

— Leonard E.Morrissey,Contempora-—
ry Accounting Problems (Englewocd
Cliffs,N.J. :Prentice-Hall, Inc,,
1963),p.591 &

According to Art.8 of Turkish Corporation Tax Iew, dividends
received by corporations are not subject to corporation tax,if
the following two conditions are satisfied :

1. Perent Company should own at least 10 % of the shares of the
other company.

2. Parent Company should have acquired the shares either at the
time of incorporation of the other company or at least since
one year before the balance sheet date of the parent company

Although dividends received by corporations are exempted from
the corporation tax (istirak kazanglari istisnasi),according
10 Art.96 of Turkish Income Tax Law, they are subject fo with-
holding tax (vergi tevkifati).

As a matter of fact, according to Art.96 of TITL the following
items should be added to and subtracted from the net income of
corporations in order to calculate the base on which witholding
tax is going to be applied.
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The items which are deducted from the net income are the follo-
wing :
a) Corporation tax,

b) Compulsory reserves and provisions which are segregated ac-

cording to the provisions of Turkish Commercial Code and spe
cial laws,

¢) Donations and aids made to those departments which are inclu-
ded in the general and annexed budgets, to villages or to
those associations which's purpose is public benefit.

d) Those fines paid in relation to late payment of taxes.

e) Losses of previous Years which were not teken into account
in tax payments,

£) That part of the net profit corresponding to the shareholders
who are not real persons.

The items which are added to the net income are the following :

a) Those interest income and dividends received which are exemp-
ted from income tax and/or corporation tax,

b) Dividends received from other corporations which are exempte¢
from corporation tax.

As we notlice, only those reserves and provisions compulsory to
gegregate according to the provisions of Commercial Code and
gpecial laws are exempted from witholding tax.Thus retained
earnings other than the compulsory reserves and provisions are
also subject to witholding tax on the grounds that they consti-
tute a distributable income.,

If the distributable income which has been subject to witholding
tax is distributed to the shareholders in the future,no additi-
onel tax witholding is applied on this income,Shareholders may
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deduct the amount of taex previously witheld from the total tax
they are required to pay for the year in which they receive the
dividends.However,tax witholding is done by the company in the
current year regardless of the fact whether the so called dist-
ributable income is distributed or not distributed in that year.
But the actual distribution to stockholders may be many years
later.In such a case distributable income is not a realized in-
come for the stockholders in the year witholding has been done.
Therefore,in a sense witholding tax is taxation of an unrealized
income where the stockholders do not actually receive dividends
in the year tax witholding has been done.

To sum up, we can gay that from an accounting point of view ,
distributable income calculated according to Art.96 of Turkish
Income Tax Law is not & realized income for the stockholders
unless it is actually distributed.From a legal point of view
however,it is considered as a realized income of stockholders
and subject to income tax witholding.




THESIS

ROBERT COLLEGE GRADUATE SCHOOL
BEBEK, I1STANBUL paGe 94

CHAPTER XII

CONCLUSION

For most of'us the only source of information about the econo~
mic positions of business enterprises are the financial positi-
on statements published by these enterprises,for tax purposes.,
These gtatements have to be prepared in conformity with the le-~
gal rules and regulations prescribved in the Turkish tax laws.
Those people who are not directly involved in accounting may
think that income figures published for tax purposes constitute
the most reliable information to base ftheir decisions on, In
this study our major contribution was to show that most of the
provisions of the itax laws are based on no theoretical back-
ground,

Income determination according to the balance sheet method, as
described in Art.38 of Turkish Income Tax Law depends on the
valuation of assets and liabilities.Aasset valuation is a theo-
retically correct approach to income determination, However, a
correct income determination should be based on a correct valu-
ation of assets and liabilities. Turkish Tax Procedure Law ,
prescribes most of the assets to be valued according to thedir
historical cost.Higstorical cost is meaningless as a meagure of
the value of an asset.Asgets do have some value for us hecause
of their potential to bring cash in the future.Therefore, in
order to arrive at a theoretically correct income figure,assetsr
should be valued according to their future cash generation po-
tential and not according to their historical cost.

Through-out this study, we faced with three major sources of
divergence between the accounting and legal concepts of income.)
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The first category includes differences arising from the nature
of concepts.For example in the Turkish tax laws no distinction
is made between income from ordinary course of operations and
windfall gains (or losses), in the calculation of commercial
income. A windfall loss is charged against the income of the
current period according to Art.317 of Turkish Tax Procedure
Law, by means of extraordinary deprecistion rates, rather than
being directly charged against the capital account.Capital ga-
ins are also considered as a part of the commercial income and
taxed accordingly.However from an accounting point of view ,
extraordinary events, unavoidable, involuntary and unexpected
on the part of management should better affect the capital acw~
count directly rather than penalizing the income of the current
period.From a practical point of view an income figure distor-
ted by extraordinary evenis may be misleading for the interes-
ted parties in their decision making process as we discussed
thoroughly in chapter two.

A second exampie would be stock dividends.From an accounting
point of view distribution of stock dividends does not affect
the economic well being of stockholders and their relative po-
gition among other stockholders.,However in the Turkish practic
of texation stock dividends are considered as income and sub-
jeet to tax.

Another example would be determination of the cost of depreci-
able assets which constitute a base for the depreciation ex -
pense of the future years.In case the construction of a buil-
ding is financed with a loan, legally the interest expense is
included in the cost.However, if the construction is financed
with the funds of the owner,the implicit interest expense can
not be included in the cost.From an accounting point of view

however it is indonsiétent to allow the explicit interest ex-~




THESIS

ROBERT COLLEGE GRADUATE SCHOOL
BEBEK, 1STANBUL PAGE 96

penge 1o be included in the cost and not the implicit interest
expense.The opportunity cost of using his own funds should be
taken into consideration in case the construction is financed
with the funds of the owner.

The second major source of divergence between the legal and
accounting concepte of income is the rather arbitrary methods
of valuation prescribed in the Turkish Tax Procedure Law.From
an,aacouﬁting peint of view value is a subjective concept.Value
of an asset may be different for different persons,at different
places, in different times and under different circumstances.
Specifically,value of an asset is most probably different for
the buyer and the seller.Otherwise there would be little reason
if any, for a market transaction.As we discussed above most of
the aesets are prescribed to be valued according to their his-
torical cost for the determination of the taxable income.How-
ever, theoretically historical cost represents only the value
disbursed in return for the assets acquired.On the other hand
aggets do have some value for the accounting entity either be-
cause they are expected to generate cash or result in cash sa-
vings in the future.Therefore from an accounting point of view
assets should be valued at the present value of thelir expected
future cash flows in order to arrive at a theoretically correct
income figure.

Present value method of valuation is only permitted to be used
for noteé receivables and notes payables in fthe Turkish Tax
Procedure Law.An interesting point is the inconsistency in the
valuation of balance sheet items from a legal point of view.
For example,legally,notes payables are permitted to be valued
at their present value.However bonds payables which are essen-
tially very similar to notes payables other than the maturity
date are not allowed to be valued at their present value, Ac-
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cording to Turkish Tax Procedure Law all the bonds payables
igsued by joint stock companies and State Economic Enterprises
should be valued at their nominal value,It would be theoreti-
cally much superior if such bonds payables were permitted to be
shown at the present value of the future interest payments plus
the pregent value of the Iump sum payment which represent a
liability for several years hence,

On the other hand it is very interesting to see that according
to TTPL ,fax value of buildings are based on the future net
cash inflows.It is a theoretically correct approach fo wvalue
buildings based on their future expected cash inflows.However,
legally tax wvalue is calculated by multiplying the net snnual
income of the buildings by ten which is a completely arbitrary
number, Theoretically it would be a correct waluation method
had the building valued based on the present value of future
cash inflows rather than multiplying the annual net income by
ten .

The third category of divergence between the legal and accoun-
ting concepts of income includes differences arising from ti-
ming of taxable income.,For example legally a capital gain acc=-
rued gradually over a number of years is considered as an in-
come of the year in which the securities are sold and it is
subject to progressive rates of income tax if the securities
were included among the assets of a business enterprise of a
real peréon.

Another example would be witholding income tax applied on the
distributable income of corporations calculated in conformity
with Art.96 of Turkish Income Tax Law.From an accounting point
of view,income tax witholding should be applied only to that
part of the net income of the company which is actually dist-
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ributed to stockholders,In other words that part of the net
income decided to be retained in the business should not be

subject to income tax witholding as if it has been realized
by the stockholders.

Obviously there may be other specific points of divergence
between the provisions of the tax laws and accounting theory.
However,in this thesis we preferred to compare the general
approach of the legal and accounting methods of income deter-
mination rather than an involved discussion on each of the
provigions of Turkish tax laws., If we attempted to discuss
each of the specific articles in the Turkish tax laws, one by
one, most probably we would not be able to see the forest be-
cause of the trees.Anyhow, this study is believed to be a
useful piece of work especially for those who are interested
in the evaluation of legal provisions from a theoretical point
of view.

AYi Adnan Inal

Rumelihisar;May,1969.
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