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Abstract. Creative accounting is a common phenomenon in recording the results in organisations. Act No. 431/2002 determines
the need for the true and fair representation of econominc results in Slovakia. In this article, the authors discuss the key assumptions
of the audit in view of the financial audit application. Based at Slovak legislation, the authors present selected methods and
possibilities of the creative accounting avoidance, which have a major impact on public finances in the form of taxes.
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Hopa LWTaHrosa

KaHanaaT eKOHOMIYHMX HayK, npodyecop Kadeapn Manoro Ta cepefHboro nignpueMHIMLTBA,

Buwia wkona ekoHOMiKK Ta MeHeZ>KMeHTY nybniyHoro agMiHicTpyBaHHA B bpatucnasi, Cnosaubka Pecnybnika

ArHeca BiroBa

KaHaupaTt eKoOHOMIYHUX HayK, BUKNagdad kadeapu nybnivyHoro agmiHicTpyBaHHA,

Buwa wkona ekoHOMiKM Ta MeHeAXXMeHTY nybnivyHoro aamiHicTpyBaHHA B Bpatucnasi, Cnosaubka Pecnybnika

Cnocib yHMKHEHHA «KpeaTuBHOro obniky» B CnoBaubkiin Pecny6niui

AHoTauifA. «KpeaTmBHuA 06niK» € NOWMPEHO NPoBnemoto Wwoao obniky pesynbTaTiB (hiHaHCOBOI AiANBLHOCTI B OpraHisauisx.
Y Cnosa4umHi AkTom Ne 431/2002 Bu3Ha4eHO HeoOXiAHICTb npaBAMBOro i BifobpaxkeHHA. Y Ui cTaTTi po3rnAagalTbeA
KIOYOBI MUTaHHA ayauTy 3 OrNAdy Ha 3acTocyBaHHA dhiHaHcoBOro ayamTy. Ha ocHoBi 3akoHogascTBa Cnosaubkoi Pecry6niku
3anpornoHOBAHO METOAUN BUABNEHHA N YHUKHEHHA «KPEaTUBHOMO 06/1iKy», AKUA 3HAYHOK MIPOKO BMNJIMBAE Ha CTaH AEP>XKaBHUX
iHaHciB.

KntoyoBi cnoBa: chiHaHCOBWI 061iK; «KpeaTUBHWUIA 06NiK»; yXUNEHHA BiA CNaTh NoAaTKIB; (DiHAHCOBMWIA ayauT.

Hopa LWTaHrosa

KaHauaaT 9KOHOMUYECKUX HayK, npodheccop kadeapbl Manoro n cepefHero NpeanpuHUMaTensCcTBaa,

Bhbicwan Wwkona 3KOHOMUKU U MeHeaXMeHTa nybnuyHoro aagMmHucTpuposaHua B Bpatucnase, Cnosaukana Pecnybnunka
ArHeca Burosa

KaHaupaTt 9KOHOMUYECKMX HayK, npenogasaTtenb kadeapbl Ny6InyHOro agMMHUCTPUPOBaHNA,

Bbicwan Wwkona SKOHOMUKU U MeHeXXMeHTa nybnuyHoro agMmHucTpupoBaHusa B bpatucnaee, Cnosaukana Pecnybnuka
Cnoco6bl npefoTBpaLleHUa «KpeaTUBHOro yyeta» B CnoBaukoit Pecnybnuke

AHHOTaumA. «KpeaTuBHbI y4eT» ABMNAETCA PacnpoCTpaHEeHHOM NPOo6feMON KacaTenbHO yveTa pe3ynbTaToB (PMHAHCOBOW
[eATenbHOCTM B opraHu3aumAax. B Cnosakumn Aktom Ne 431/2002 onpeaeneHa Heo6xoauMOCTb €& NpaBAnBOro 0TOBPasKeHNs.
B paHHOM cTaTbe paccmaTpuBatoTCA KIOYeBble BOMPOCH ayauMTa C y4eTOM MpuMeHeHuA dmHaHcoBoro ayauta. Ha ocHose
3akoHopaTtenscTea Cnosaukon Pecnybnuku 6binn npeasioxkeHbl MeToabl ONpeaeneHra n cnocobbl n3bexxaHnA «KpeaTuBHOMO
ydyeTa», KOTOprI7I B 3HAYUTENILHOW CTEMNEHU BNIMAET Ha COCTOAHME rocynapcTBeHHbIX CpI/IHaHCOB.

KniouyeBble cnoBa: (hMHaHCOBbIV YYET; «KPeaTUBHbIA y4YeT»; YKNOHEHNE OT ynnaTbl HANOroB; (OMHAHCOBbIV ayaAuT.

1. Introduction Theoretical foundations. Generally, creative accounting
Financial accounting in Slovakia is regulated by Act means a distortion of accounting information and non-comp-
No. 431/2002 Coll. on Accounting, as amended. The Slovak liance with the above mentioned Act on Accounting. (Espsten,
Republic, an EU member, implemented the Directives of the Mirza, 2003) [1, 65]. Accounting entitties often use a variety
European Union into the national legislation. Accounting en- of practices and creative accounting mainly for the reasons

tities have an obligation to keep the accounts pursuant to the mentioned in Table 1.

Accounting Act clearly and com-

prehensibly. Besides keeping ac-

counts, the Act on Accounting Tab. 1: Reasons and means of the creative accounting usage

defines the obligation for accoun- - - - - - -
Reasons to use creative accounting practices Means of using creative accounting

ting entitties to inventory their as-
sets, and compile financial state-
ments. In practise, there often oc-
curs non-compliance of this Act,
which may result in serious re-
duction in taxes on income from
business activities in the state
budget and thus the overall func-
tioning of the financial policy dis-
tortion.

© Institute of Society Transformation, 2016

Bank loan application of the accounting entity.

Increase of profits, reporting of the positive equity
capital causing an increase in liquidity and profitability.

Mandatory registration of VAT according to the Law
(8§ 4 of the Act no. 222/2004 Coll. On Value Added
Tax, as amended) [2].

Decline in the turnover for the purpose of compulsory
registration of value added tax - for the accounting
entity.

Reduction of their own tax liabilities for the value
added tax (§78 of the Act no. 222/2004 Coll. On
Value Added Tax, as amended) [3].

Application of the deduction of VAT on purchases, which
the Act on VAT does not allow.

Reduction of any taxes on corporate income tax.

Source: Authors’ processing

Increase in the costs of the accounting entity, including
the costs not foreseen by the Law on income tax.
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This may cause losses in the Treasury and, therefore, it is
essential to focus on the creative accounting practices in order
to detect them.

The most common definition, which appears in the lite-
rature refers to creative accounting as a process of manipu-
lation of accounting data to transform the accounts of what
form they should have in the form of what their creators would
like to have. (Naser, Kamal, 1993) [4, 63]. The most common
creative accounting practices can be illustrated by the follo-
wing Figure 1:

Procedures of
creative accounting

[

[

]

fixed assets, the amount of interest will be gradually applied in
the costs of accounting entity in the form of depreciation.

5. Deduction of tax losses is also an alternative tool for
creative accouting. It is a means of reduction of the tax base
on corporation tax. An accounting entity can deduct the tax
loss uniformly over the four consecutive tax periods, if the
entity recognises the tax base. Accounting entities use this
method of tax relief, if they are interested in the reduction of
the tax.

B) Failure to comply with legal procedures

1. Depreciation of fixed assets. In
order to avoid the raise of the income
tax base, accounting entities interrupt
the accounting and tax depreciation of
assets, which is in contrary to the law,
and thereby they reduce their own in-

Misleading

Misleading presentation

come tax, which should be paid to the
State. Thus, they use the illegal prac-

accounting practices of data tices of creative accounting.
I ' I 2. Adjusting entries. An accoun-
_ ' .ting entity has an obligation to create,
Targ:\f:faﬁeog';‘f of Fa'“ﬁﬁecgzrlnp'y in accordance with the precautionary
procedures procedures principle provisions, if it is es_senti_al
to assume, that there was an impair-
' | ' ment of assets compared to its appe-
| | ciation in the accounting. If there is

i ificati With the modificati L isleadi iusti isi

(\)I\]lfﬂzulgtzlenn;g;jrlg%alftﬁr; oflthe I:gnaqlonlatlfjie]%r; Omissions Placing the hrj:slr:e:::rﬁ an adqutmg entry arising from t.he
ramsaction the transaction of data false data presentation law on income tax, then the creation
is a tax deductible expense. When it

Fig. 1: Procedures of creative accounting
Source: Authors’processing

Application analysis of creative accounting in practice.
Based on the long-term examination of the use of creative ac-
counting practices, the following practices are most frequently
used:

A) Targeted choice of several legal procedures:

1. Depreciation of property. Tax and accounting deprecia-
tion is controlled by two separate laws. Tax depreciations are
definitely determined, while accounting depreciations are ma-
naged by the accounting entity itself according to the actual
depreciation of assets. Creative accounting is reflected in the
aplication of depreciation. Tax depreciation may be interupted
by the entity, which means that the entity does not apply them
in the costs. Hence, accounting depreciation cannot be inter-
rupted, and the entity has a duty to apply them in costs, while
under the legistation the costs are deductible only as a tax de-
preciation.

2. The choice of the amortisation of intangible assets. In-
tangible assets are depreciated according to a depreciation
plan by the accounting entity. The Accounting Act only provides
a maximum period of amortisation of intangible assets, which
is the cost of development, for five years. Accounting entities
are obliged to write off given intangible assets no later than five
years after their inclusion, while accounting amortisation of in-
tangible assets is a tax deductible cost. Creative accounting is
reflected in the fact, that the entity may itself determine the pe-
riod of amortization of intangible assets and thus tends to in-
crease legal costs.

3. Technical improvement of fixed assets means expen-
ditures on finished extensions, additions and structural modi-
fications, reconstruction and modernization, in excess of the
individual tangible and intagible assets of 1,700 EUR for the
taxable period. The form of creative accounting is reflected in
the decisions of an entity to apply these expenses directly to
the costs /501 Account/, or to increase the value of assets and
costs reflected in depreciation /551 Account/.

4. Application of expenditures in the cost of tangible fixed
assets. If an entity procures fixed assets on credit, it is required
to pay the interest. The creativity of the accouting entity is re-
flected in the alternative decisions, whether to include the loan
interest into the costs, or to account them directly to expenses.
If the entity charges the interest as a cost, it can legally raise
the costs. If it decides to include the interest into the cost of
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comes to other provisions, then such

an accounting entity has an obliga-

tion to increase the income tax base.

The signs of creative accounting ap-
pear when the entity does not form any adjusting entries, but
distorts the real value of assets, which is calculated in the ba-
lance sheet.

3. Reserves are formed by accounting entites on the basis
of the precautionary principle for risks and charges. Reserves
are divided into: law arising, from the Law on Income Tax (then
they represent a tax deductible expenses), and other reserves
(which represent unrecognised tax expenses). Creative ac-
counting will be reflected if the entity does not create a reserve
that belongs to other reserves cathegory and wrongly qualifies
lower tax on corporate income tax.

All of the selected aspects form tax evasion. Tax evasion is
a result of the overall economic behaviour of taxpayers, orien-
ted to reduce the tax liability of the taxpayer to the state on le-
gal, or illegal basis. In its core, tax evasion is either legal or
illegal tax avoidance, both within the country and internatio-
nally. Legal tax avoidance is understood as a tax evasion, in
line with the current legislation. This method is characterised
by tax avoidance by clever use of possibilities offered by law
(Burak, 2011) [5, 16]. In practical application of creative ac-
counting, it is a targeted choice from several legal procedures.
Thus, the entity does not commit a breach of current legisla-
tion, but selects the most appropriate alternative offered by
law. lllegal tax evasion means breaking the law. With regard to
creative accounting, it is a violation of legal procedures. The
most common examples of illegal tax evasion are:

e companies established solely for the purpose of billing (white
horses located on the so-called virtual addresses);

® invoicing which, on the one hand, is not recorded in the
books and is not accorded to the tax return, on the other
hand, it is when a customer deducts a VAT of it;

e falsification of accounts;

e exchange of invoices in accounting;

e failure to creating the invoice for the sale of goods, or servi-
ces and rthe failure to use electronic cash registers,

® taxpayers’ claims to deduct VAT 2 times,

Costs and VAT deduction is applied from «bought blocks»of
an electronic cash register.

To illustrate the seriousness of the problem, we have pro-
cessed selected data from the following areas:

We can see from the Table 2, that the worst, in terms of tax
evasion, was the year 2013, when the highest value was the



Tab. 2: Summary of tax evasion detecting in the period of 2012-2014
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in Slovakia, in thousands of Euros

Type of tax Year 2012 | Year 2013 | Year 2014 | Year 2015
Add|t|onally assessed tax from the taxes on 122,563 142,007 57,713 57,954
corporate income tax
Additionally assessed tax from the taxes on VAT | 173,015 241,878 194,305 193,542
Fine for improperly kept accounts 431 241 225 242
Together 296,009 384,126 252,243 243,572

Source: Annual Report of the Financial Directorate of the Slovak Republic 2014 [6]

additionally assessed tax from the taxes on VAT. In 2014 the
values decreased substantially and they were about 60% com-
pared to the value of 2013.

In 2015, the state focused on intensive checks and legisla-
tive underpinning of cases and so the result for the year 2015
will be even more favourable. But there is even the other side
of things, which is a leakage of financial means at the expense
of the mother country of entrepreneurs.

As the Slovak Republic intensively fights against the tax
evasion, businesses are looking for ways to avoid detection,
so they often locate their activities and income to taxation in
tax heavens. Tax heavens are attractive, because they offer
extremely low tax burden on income.

As we can see from Table 3, tax heaven has a wide varie-
ty of countries. Slovak entrepreneurs use them mainly for the
next reasons:
¢ high tax burden,
¢ frequently changing laws and legislatives regulation regar-

ding the taxation and business.

Interest in business abroad is growing, especially in offshore
tax havens where it is easy to set up a company and accounting
is conducted according to the laws of that country. There are
even more companies that provide the estabilishment of busi-
ness companies in the tax heavens.

Detection of tax evasion

The International Standard on Auditing 240IAS is provi-
ded in the process of auditing of creative accounting practices
(Soltani, 2007) [7, 42]. This standard is called <The auditors’
responsibility for examining of the fraud in an audit of financial
statements». The standard clearly defines the term «fraud» as
a deliberate action of one or more persons engaged in ma-
nagement, persons in charge of the governance, employees,
or third parties involving the use of lies to gain an unfair or ille-
gal profit (IFAC, 2007) [8, 164]. It is essential for the auditor to
consider two types of international misstatements: an inaccu-

Tab. 3: Number of Slovak companies with
the owner in a tax heaven

Country Number of Slovak companies
(tax heaven) with the owner in a tax heaven
2012 2013 2014 2015
Bahamas 7 15 13 13
Belize 96 117 114 107
British Virgin Islands 78 88 101 101
Gibraltar 7 8 16 14
Hong Kong 30 35 36 36
Jersey 16 13 10 9
Cayman Islands 3 6 4 5
Cypress 767 755 750 740
Liechtenstein 28 32 36 36
Latvia 44 49 69 63
Luxemburg 392 354 393 392
Malta 45 54 83 92
Marshall Islands 2 2 2 5
Monaco 18 21 24 21
Netherland Antilles 4 3 3 3
Netherland 1110 1124 1154 1137
Panama 62 94 158 169
Seychelles 180 220 205 190
United Arab Emirates 41 53 67 71
United States of 760 | 859 | 1028 | 1029
America
Together 3690 3902 4266 4233

Source: Authors’ processing according to the Statistical
Office of the Slovak Republic

racy resulting from fraudulent financial reporting and inaccu-

racy resulting from theft of assets. A low level of financial and

economic apperal solutions in the sphere of elaboration and
implementation of fiscal policy leads to new expenditure. (Bo-

golib Tetyana, 2013) [9, 60].

Introduction of the measures against tax evasion is the
current issue both in the EU member states and even in the
Slovak Republic. In accordance with the International Ac-
counting Standards IAS 240, the Ministry of Finance pre-
pared a document entitled «The Action Plan for Fighting the
Tax Evasion» (Babcak, 2012) [10, 23]. In 2015, the approved
action plan included the following measures:

* mandatory electronic archivation of accounts, including re-
cords of value added tax;

e estabilishment of a system for monitoring cross-border
transport of goods, the so-called Electronic Transit Control
System (ETCS);

¢ introduction of a system of sending automatic notifications
by SMS to tax debtor;

¢ presentation of information about tax debtors on the website
of the Financial Administration of the Slovak Republic in or-
der to reduce tax arrears;

e introduction of the possibility of cancellation of trade licenses
for infringements of the provisions of Law No. 431/2002 Coll.
on Accounting, as amended;

e introduction of the criminal liability of legal persons;

¢ analysis of the possibilities of information exchange inclu-
ding electronic cooperation between the Financial Directo-
rate and all banks;

¢ introduction of online access of Financial Directorate of the
SR into the Toll system (interconnectivity) in the CEMVO re-
gister (Central Registry of Motor Vehicles) and in the Regis-
ter of Individuals.

The auditor is responsible for the detection of material
misstatements. (Zubaova, 2008) [11, 135]. There exist the
following means to detect tax evasion:

* professional skepticism when the audit envisages tax eva-
sion, even in the case when there is no tax evasion;

e obtaining information from management, internal auditors,
and other persons in the entity, to determine whether they
have knowledge of the real, alleged fraud, or suspected fraud
(for example, a written statement from a lawyer of a entity, in-
formation from managers, information obtained directly from
the banks and the subsequent request for account numbers
and closing balances until 31 December, of the audited ac-
counting period);

¢ analysis of accounting entries of the accounting entity;

* a written declaration of the management, which includes,
among other factors, the statement that the given accoun-
ting books and financial statements are free of material
misstatement, or omissions.

The Slovak Chamber of Auditors has a competence to
control the work of auditors as well as their progress in detec-
ting tax evasion. If the investigation shows serious violations
of iternational auditing standards and the relevant legislation,
the Slovak Chamber of Auditors has a right to suspend the li-
cense of the auditor.

5. Conclusion

Creative accounting results in reducing the tax liability
of financial entities and, consequently, budgetary revenues.
For this reason, creative accounting is closely related to tax
evasion. Tax evasion occurs not only in Slovakia, but also in
the countries of the European Union. In Slovakia, the total
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amount of tax evasion in 2011 was 2.773 billion EUR. Accor-
ding to statistical data of the European Union, the largest tax
fraud in 2012 were in the value added tax in the amount of
117 billion EUR.

The Slovak Republic is fighting tax evasion by taking ap-
propriate measures to reduce tax evasion. The fight against tax
evasion is also performed by the Financial Administration and
also by individual auditors.

The Financial Administration annually improves the system
of tax controls. Such improvements are related to modern ap-
proaches to control activities, and organisational management
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