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Abstract 

This study shows the way tax rules, rather than accounting ones, affect the measurement of receivables for the 

purpose of preparing the financial statements of Italian private (unlisted) companies according to national 

accounting standards. Through the distribution approach, it shows that Italian companies are likely to account for 

bad debt expense that corresponds to the maximum tax-deductible amount. Considering that the impact of tax 

rules on the preparation of the financial statements may affect the quality of earnings, the main implication of the 

findings of this study is that the earnings reported by Italian companies are not unconditionally informative 

regarding the company‟s performance. In other words, they may be of poor quality. As a result, they should be 

interpreted with caution by those who use financial statement information. 
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1. Introduction 

Our study explores the relationship between accounting and tax rules for the preparation of financial statements. 

Previous studies (e.g., Hogendoorn, 1996; Lamb, Nobes, & Roberts, 1998; Nobes, 1998, 2008; Aisbitt, 2002; 

Nobes & Schwencke, 2006; Oliveras & Puig, 2007; Gee, Haller, & Nobes, 2010; Istrate, 2011; Gavana, 

Guggiola, & Marenzi, 2013) have shown that this relationship changes from country to country and within the 

same country, over time. 

Some of these studies have focused on whether and how the tax rules affect accounting measurements (e.g. 

Nobes & Parker, 2008). Our study adds to this literature by delving into the area of the measurement of 

receivables for the purpose of preparing the financial statements of Italian private (unlisted) companies 

according to national accounting standards. The measurement of receivables is an issue of great interest for those 

who are interested in financial statement information. In fact, receivables are generally a relevant item on 

financial statements, on the one hand, and the measurement of receivables can have a relevant impact on the 

results of companies (because of the bad debt expense that may arise), on the other hand. 

The case we investigate appears to be emblematic of the relationship between the Italian system of accounting 

and the tax rules for the preparation of financial statements. In fact, the Italian accounting rules regarding the 

measurement of receivables do not prescribe any behaviors that are immediately applicable, but provide only 

general guidelines (e.g., Marasca, 1999; Quagli, 2013). Instead, the Italian tax rules regarding the measurement 

of receivables prescribe behaviors that are immediately applicable, providing specific guidelines to determine the 

amount of tax-deductible bad debt expense. 

Through the distribution approach, that is based on the graphical and statistical analysis of the frequency 

distribution of bad debt expense recorded in financial statements, our study aims to show whether and how the 

tax rules impact on the measurement of receivables for the purpose of preparing financial statements. In doing so, 

our study enriches the knowledge on the relationship between accounting and tax rules for the preparation of 

financial statements in the Italian context, enriching the findings of the Gavana et al. (2013) study that has 

analysed such an issue in more general terms, mainly theoretically. 

The relationship between accounting and tax rules for the preparation of financial statements and, in particular, 

the fact that the tax rules can affect accounting measurement, may have important implications for the quality of 

earnings. In fact, Dechow, Ge, and Schrand (2010, p. 385) have found that “[t]ax regulations are a [...] 
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commonly studied determinant of earnings quality, [...] because the regulations affect accounting choices”. Thus, 

our study also enriches the knowledge on the quality of the earnings of Italian companies. 

Our study proceeds as follows. Section 2 illustrates the Italian accounting and tax rules concerning the 

measurement of receivables and develops the research hypothesis. Section 3 describes the research design and 

the sample selection. Section 4 shows and discusses the empirical results. Section 5 summarises the findings and 

highlights the main contributions of our study as well as its limitations and possible further research 

opportunities. 

2. The Measurement of Receivables in the Italian Context: An Overview of the Italian Accounting and Tax 

Regulations and the Development of the Research Hypothesis 

According to the Italian accounting standard no. 15, receivables must be measured at the (estimated) net 

realizable value, that is, the best estimate for the amount of cash a company expects to collect from its 

receivables. It corresponds to the face value of receivables less the balance in the allowance for doubtful 

accounts. The amount of the allowance for doubtful accounts should be sufficient (adequate, but not excessive) 

to cover, according to the matching principle, both those existing situations of unrecoverable accounts as well as 

those that have either not yet manifested themselves or are feared or latent. The amount to be credited to the 

doubtful accounts allowance should be determined by using an “analytical” procedure. It consists in the analysis 

of each account receivable, taking into account any relevant information for estimating the portion of the account 

receivable that could not be collected. Nevertheless, in certain situations (for example, when credits are highly 

fragmented), instead of the procedure described above, bad debt expense can be estimated by using “synthetic” 

procedures that involve applying certain formulas, such as the so-called “percentage of sales (or accounts 

receivable) method”. However, these formulas cannot be transformed into a rule. They are only practical tools, 

the validity of which must be constantly monitored. Therefore, they must be changed whenever the conditions on 

which the formulas are based change. These formulas are acceptable only if they allow the company to achieve 

results that are substantially similar to those that would be achieved by using the “analytical” procedure 

described above. 

According to the Italian tax rules (in particular, article no. 106 of the Law of 22nd December 1986 no. 917): 

- The maximum tax-deductible amount of bad debt expense in a fiscal year is 0.50% of the face value or the 

acquisition value of the accounts receivables reported in the balance sheet at the end of the fiscal year; 

- The basis of calculation of the tax-deductible amount of bad debt expense consists of the face value or the 

acquisition value of the trade receivables, that is, those receivables that arise from selling merchandise or 

providing services to customers on credit, that are not covered by credit risk insurance; thus, the basis of 

calculation excludes: all non-trade receivables, that are receivables other than accounts receivables (some 

examples of non-trade receivables include interest receivables, income tax receivables, insurance claims 

receivables and receivables from employees, loans provided to other entities), the trade receivables that are 

covered by credit risk insurance, within the limit of the coverage; some kinds of trade receivables sold to 

third parties (e.g. Factoring operations); 

- The tax deductibility of bad debt expense is no longer allowed when the balance of the allowance for 

doubtful accounts has reached 5.00% of the face value or the acquisition value of the tax-relevant 

receivables (i.e., those that are included in the basis of calculation referred to above) resulting in the balance 

sheet at the end of the fiscal year. 

The Italian accounting rules provide only general guidelines. They set out the general principles that those who 

prepare the financial statements should follow for the measurement of receivables. They, however, do not give 

clear guidance that is directly applicable. The Italian tax rules, instead, give specific guidelines. They set out 

both the percentage of bad debt expense that is deductible in a fiscal year and the basis of calculation on which to 

apply such a percentage. Thereby, they give clear guidance that is directly applicable. 

As mentioned earlier, the links between accounting and tax regulations have already been explored in literature 

(e.g., Lamb et al., 1998; Nobes & Schwencke, 2006). Nobes and Schwencke (2006), in particular, have proposed 

the classification shown in Table 1. 

Considering the Italian accounting and tax rules related to bad debt expense we have summarized above, we 

believe that the link between them can fall under “Case IV” of the classification proposed by Nobes and 

Schwencke (2006). As a result, we expect that the tax rules are followed for tax purposes and also for financial 

reporting purposes. We expect this for two reasons; first, because the accounting rules are not sufficiently 

specific (or singular) and second, because Italian companies may tend to maximize the tax benefit arising from 
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bad debts. Therefore, in cases where the risk of default is low, Italian companies would increase the amount of 

bad debt expense, claiming or reporting the maximum tax-deductible amount; in cases where the risk of default 

is high, Italian companies would decrease the amount of bad debt expense, keeping the claim within the 

tax-deductible limit (Gavana et al., 2013). 

The above considerations suggest the following research hypothesis: 

H0: Italian companies are likely to account for amounts of bad debt expense that correspond to the maximum 

tax-deductible amount. 

 

Table 1. Classification of the links between accounting and tax regulations 

Cases of links Labels of links Description 

Case I Disconnection The different tax and financial reporting rules (or different options) are followed for their 

different purposes.a 

Case II Identity Identity between specific (or singular) tax and financial reporting rules. 

Case III Accounting Leads A financial reporting rule is followed for financial reporting purposes, and also for tax purposes. 

This is possible because of the absence of a sufficiently specific (or singular) tax rule. 

 Accounting Leads 

(but with reverse effect) 

Financial reporting rules contain options or allow interpretations, some of which lead to lower 

or to later profit than others do. This is a motivation for choosing these options so that they will 

then also be used for tax purposes, in the absence of a specific or singular tax rule. 

Case IV Tax Leads A tax rule or option is followed for tax purposes, and also for financial reporting purposes. This 

is possible because of the absence of a sufficiently specific (or singular) financial reporting rule. 

Case V Tax dominates A tax rule or option is followed for tax and financial reporting purposes instead of a conflicting 

financial reporting principle. 

Note. a Such disconnection will be recognized when distinct, independent and detailed tax and financial reporting operational rules exist. 

Even if measurement outcomes are essentially the same, the particular arena may still be characterized as Case I; the independence and 

completeness of the sets of rules „disconnects‟ tax and accounting in an operational sense. 

Source: Adapted from Nobes and Schwencke (2006). 

 

3. Research Design and Sample Selection 

3.1 The Research Method 

For each sample company, we compare the amount of bad debt expense accounted for to the maximum 

tax-deductible one. The first amount can be derived from income statement. It is the item 10.d. of the income 

statement prepared according to Italian law. Instead, the second amount cannot be derived from the income 

statement and cannot be reconstructed on the basis of the data obtainable from the income statement. Therefore, 

we use a proxy. 

We define TBDE as the ratio between the amount of bad debt expense charged to the income statement (BDE) 

(item 10.d. of the income statement prepared according to Italian law) and the sum of the amount of trade 

receivables as it appears on the balance sheet (TR) (item C.II.1. of the balance sheet prepared according to Italian 

law) and the amount of bad debt expense charged to the income statement. In symbols, this is represented as: 

𝑇𝐵𝐷𝐸𝑖𝑡 =
𝐵𝐷𝐸𝑖𝑡

𝑇𝑅𝑖𝑡+𝐵𝐷𝐸𝑖𝑡
                                  (1) 

where i and t are the company index and the year index, respectively. 

We assume that TBDE corresponds to the maximum tax-deductible amount of bad debt expense when it falls in the 

interval of the frequency distribution of TBDE that includes the value 0.005. 

To test our research hypothesis, we adopt the distribution approach. It is based on the assumption that follows. If 

Italian companies were not likely to account for amounts of bad debt expense that correspond to the maximum 

tax-deductible amount, the frequency distribution of TBDE would be essentially smooth. Otherwise, such a 

frequency distribution would present a peak at the maximum tax-deductible amount and show discontinuities 

around it. Once the frequency distribution of TBDE has been constructed, a discontinuity emerges if the number of 
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the actual observations that falls in a given interval is significantly higher than expected and if the number of the 

actual observations which falls in one or both of the immediately adjacent intervals is significantly lower than 

expected. The assumption is that the companies whose TBDEs would have had to fall in the under-represented 

interval have managed them in such a way as to ensure that they fall in the over-represented interval. Thus, the 

presence of a peak right at the maximum tax-deductible amount and discontinuities around that point appear to 

signal that Italian companies are likely to adopt tax rules. 

To detect the peak and discontinuities, we use graphical and statistical analysis. The method we adopt is similar to 

that adopted by Burgstahler and Dichev (1997) to detect earnings management practices. 

With reference to the graphical analysis, we construct and explore the graphical representation of the frequency 

distribution of TBDE. To do so, we use histograms in which the x-axis shows the intervals of TBDE and the y-axis 

shows frequencies, namely the percentages of the observations that fall in each interval of TBDE. The construction 

of the histograms requires the definition of TBDE and interval amplitudes. With reference to TBDE, we use 

equation (1). With reference to the interval amplitude, according to Silverman (1986), we defined it as follows: 

𝐴 = 0.79 × 𝐼𝑄 × 𝑁−
1

5                                   (2) 

Where: A is the interval amplitude; IQ is the interquartile range, namely the difference between the third and the 

first quartile of the distribution; N is the total number of observations. 

Applying such a method, the interval amplitude is about 0.0009. Our study shows the results referring to this 

interval amplitude. However, we repeated the investigation using different interval amplitudes (e.g. Scott, 1979; 

Silverman, 1986) obtaining results that are qualitatively similar to those that are shown. 

With reference to the statistical analysis, to estimate the statistical significance of the discontinuities which may 

emerge in the frequency distributions of TBDE, we use the Garrod et al. (2006) test statistic (τ). Burgstahler and 

Dichev (1997) and Takeuchi (2004) have proposed and used other test statistics to verify the statistical significance 

of discontinuities in frequency distributions. We use the test statistic of Garrod et al. (2006) because it does not 

require the assumption of any particular distribution of the underlying data. Instead, the other test statistics assume 

the normal distribution of the underlying data. The Garrod et al. (2006) test statistic is defined as follows: 

𝜏𝑖 =
𝑋̃𝑖−𝐸(𝑋𝑖)

√𝑣𝑎𝑟(𝑋𝑖)
                                       (3) 

Where: τi is the test statistic, referring to interval i; X̃i is the actual number of observations which fall in interval i; 

Xi is the expected number of observations which fall in interval i. 

According to Garrod et al. (2006, p. 10), “[a]ssuming that events are independent, the random variable Xi is 

distributed binomially with parameters (N, pi), so that E(Xi) = N · pi and var(Xi) = N · pi · (1 – pi). The probability 

pi will depend on the nature of the null hypothesis. When testing for continuity of the distribution of X̃i, pi will be 

some kind of average of adjacent intervals”. As in Garrod et al. (2006, p. 12), “[t]o test the continuity of the 

distribution we take for pi the arithmetic average of two adjacent intervals”: 

𝑝𝑖 =
𝑋̃𝑖−1+𝑋̃𝑖+1

2𝑁
                                    (4) 

Where: X̃i is the actual number of observations that fall in interval i; N is the total number of observations. 

We report the results relating to the above assumption. However, to test the robustness of the results, we repeated 

the investigation using different mean values obtaining results that are qualitatively similar to those we report. 

According to Garrod et al. (2006, p. 10), “the values of the test statistic at traditional levels of significance are for 

the significance level of 10% |τ| = 3.1623, for the significance level of 5% |τ| = 4.4721 and for the significance level 

of 1% |τ| = 10”. 

3.2 Sample Selection and Data 

The sample of Italian companies used to test our research hypothesis was extracted (on 5th May 2014) from the 

“Analisi Informatizzata Delle Aziende” (AIDA) database supplied by Bureau van Dijk. The AIDA database 

provides financial statement data for a vast set of Italian private and public companies operating in sectors other 

than the financial one. The companies included in the sample: are active; are obliged to prepare a financial 

statement; operate in sectors other than the financial one; are unlisted; prepare (non-consolidated) financial 
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reporting according to the Italian national accounting standards; have the financial reporting available in the 

database for each year in the period 2004-2012; have a known value of trade receivables in each year in the period 

2004-2010; have a number of employees higher than 50 in each year in the period 2004-2012. 

The sample includes a total of 55 755 firm-year observations (corresponding to 6195 companies for 9 consecutive 

years). Table 2 shows the main descriptive statistics referring to them. 

 

Table 2. Main descriptive statistics referring to the sample 

 

Years 

 

 

2012 2011 2010 2009 2008 2007 2006 2005 2004 Total 

OBS 6195 6195 6195 6195 6195 6195 6195 6195 6195 55 755 

REC                     

Q1 0.14 0.15 0.16 0.16 0.17 0.20 0.20 0.20 0.20 0.17 

Q2 0.26 0.27 0.28 0.27 0.29 0.32 0.33 0.33 0.33 0.30 

Q3 0.39 0.41 0.41 0.41 0.42 0.46 0.47 0.46 0.46 0.43 

AM 0.28 0.29 0.30 0.29 0.31 0.33 0.34 0.33 0.34 0.31 

SD 0.18 0.19 0.19 0.18 0.19 0.19 0.19 0.19 0.19 0.19 

VI 0.66 0.64 0.62 0.63 0.61 0.57 0.56 0.56 0.55 0.60 

BDE 78% 78% 78% 77% 77% 75% 74% 75% 75% 76% 

Q1 0.0050 0.0050 0.0050 0.0050 0.0050 0.0049 0.0048 0.0049 0.0049 0.0049 

Q2 0.0069 0.0056 0.0054 0.0056 0.0054 0.0052 0.0051 0.0052 0.0052 0.0053 

Q3 0.0266 0.0181 0.0160 0.0179 0.0145 0.0097 0.0094 0.0105 0.0106 0.0142 

AM 0.0646 0.0475 0.0304 0.0296 0.0261 0.0270 0.0229 0.0258 0.0155 0.0323 

SD 0.2029 0.1734 0.1185 0.1122 0.1035 0.1225 0.1081 0.1147 0.0523 0.1309 

VI 3.1427 3.6508 3.8961 3.7921 3.9708 4.5411 4.7261 4.4476 3.3676 4.0475 

Note. Table 2 shows the main descriptive statistics referring to the sample. The symbols in the first column correspond as follows: OBS = 

observations; REC = incidence of trade receivables on total assets; BDE = percentage of companies that have accounted for bad debt expense; 

Q1 = first quartile; Q2 = second quartile (or median); Q3 = third quartile; AM = arithmetic mean; SD = standard deviation; VI = variation 

index (calculated as the ratio between the standard deviation and the absolute value of the arithmetic mean). The first set of descriptive 

statistics refers to REC, regarding the overall sample. The second set of descriptive statistics refers to TBDE, as defined in our paper, 

regarding the companies that have accounted for bad debt expense. 

 

4. Findings and Discussion 

Figure 1 shows the TBDE frequency distribution of the Italian companies included in the sample that have 

accounted for bad debt expense. The frequency distribution is truncated to the right. Only the first twenty 

intervals are shown. 

The frequency distribution presents a trend that is convex both to the left and to the right of interval 6 

(corresponding to the interval 0.0043¬0.0052), with a peak of observations in interval 6 and discontinuities both 

to the left and to the right of it. Interval 6 corresponds to the range of values we have assumed as corresponding 

to the maximum tax-deductible amount of bad debt expense. Because about 31% of the total observations fall 

into interval 6, we can say that this same amount of observations falls within the range of values we assume 

correspond to the maximum tax-deductible amount of bad debt expense. 
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Figure 1. TBDE frequency distribution 

Note. Figure 1 shows the frequency distribution of the TBDE of Italian companies included in the sample that have accounted for bad debt 

expense. The x-axis shows the intervals of TBDE and the y-axis shows frequencies, namely the percentages of the observations that fall in each 

interval of TBDE. Applying Silverman‟s (1986) method, the interval amplitude is about 0.0009. The frequency distribution is truncated to the 

right. Only the first twenty intervals are shown. 

 

Table 3 shows the values and the corresponding p-values of the test statistic τ referring to intervals 4 through 8 of 

the TBDE frequency distribution. It shows the test statistic τ only for the intervals for which the difference 

between the actual number of observations and the expected number of observations, determined on the basis of 

the assumptions we have made, is statistically significant. It allows us to observe the statistical significance of 

the discontinuities that emerged in the graphical analysis of the TBDE frequency distribution. 

 

Table 3. Test statistic τ referring to intervals 4-8 of the TBDE frequency distribution 

Interval 𝑋𝑖̃ 𝐸(𝑋𝑖) √𝑣𝑎𝑟(𝑋𝑖) |𝜏𝑖| 

4 1395 1757 0.0412 -8.8090** 

5 2210 7322 0.1719 -65.6486*** 

6 13 249 3244 0.0761 182.7794*** 

7 4277 7403 0.1738 -39.9700*** 

8 1557 2701 0.0634 -22.7450*** 

Note. Table 3 shows the test statistic τ only for the intervals for which the difference between the actual number of observations and the 

expected number of observations, determined on the basis of the assumptions we have made, is statistically significant. ** corresponds to a 

level of significance of 5%. *** correspond to a level of significance of 1%. 

 

Table 3 confirms the presence of the discontinuities that emerged in the graphical analysis of the TBDE 

frequency distribution. There are statistically significant differences between actual and expected observations in 

intervals 4-8. Interval 6 is over-represented, while the other intervals are under-represented. 
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We believe that the under-representation of intervals 4 and 5 may be due to the fact that companies are likely to 

increase the amount of bad debt expense reporting up to the maximum tax-deductible level. Similarly, we believe 

that the under-representation of intervals 7 and 8 may be due to the fact that companies are likely to decrease the 

amount of bad debt expense reported so as to remain within the maximum tax-deductible level. Thus, our 

research hypothesis is confirmed. As a result, the Italian companies included in the sample are likely to account 

for the maximum tax-deductible amount of bad debt expense. 

5. Conclusion 

Our study has shown that Italian companies are likely to adopt the tax rules, rather than the accounting ones, to 

measure receivables for the preparation of financial statements. On the one hand, companies that should account 

for bad debt expense for amounts that are inferior to the maximum tax-deductible allowance are likely to 

increase their bad debt expense accounted for to the maximum tax-deductible amount. On the other hand, 

companies that should account for bad debt expense for amounts that are greater than the maximum 

tax-deductible allowance, are likely to decrease their bad debt expense accounted for so that it meets the 

maximum tax-deductible amount. As a result, the measurement of receivables for the preparation of financial 

statements appears to be affected by tax rules. This phenomenon appears to be quite widespread. 

Our study has given empirical evidence to an assumption that does not appear to be sufficiently demonstrated in 

previous studies. Of these, Nobes and Schwencke (2006) have argued that a tax rule or option can be followed 

for tax purposes and also for financial reporting purposes when a sufficiently specific (or singular) financial 

reporting rule does not exist. To the best of our knowledge, there are no previous studies that have given 

empirical evidence of this assumption with reference to the Italian contest. Our study, albeit only for the 

measurement of receivables, has given empirical evidence to the fact that this phenomenon actually exists (and is 

quite common) among Italian private companies. This is the first and main contribution that our study gives to 

the literature on the relationship between accounting and tax rules for the preparation of financial statements. 

Considering that the impact of tax rules on the preparation of the financial statements may affect the quality of 

earnings (Decow et al., 2010), the main implication of the findings of our study is that the earnings of Italian 

companies are not unconditionally informative regarding the company‟s performance. In other words, they may 

be of poor quality, confirming the findings of previous studies (e.g., Poli, 2012, 2013a, 2013b, 2013c). As a 

result, they should be interpreted with caution by those who use financial statement information. This is the 

second contribution that our study gives to the literature. 

The main limitation of our study relates to the way we chose to consider TBDE as the maximum tax-deductible 

amount. The lack of data necessary to determine the exact value of the maximum tax-deductible amount of bad 

debt expense led us to adopt a proxy. In addition, it is difficult to distinguish the companies that account for the 

maximum tax-deductible amount of bad debt expense because it is genuinely representative of their credit risk 

from those that account for said amount only in order to obtain the greatest tax benefit, giving up a proper 

evaluation according to the rules of accounting. Such limitations suggest that caution should be used in 

interpreting the findings of our study. 

Our study highlights a particular kind of impact that tax rules can have on the measurement of receivables for the 

preparation of financial statements. Within the sample, about 24% of the companies does not account for any bad 

debt expense and about 53% accounts for bad debt expense above the maximum tax-deductible amount. Further 

studies could investigate whether and how such behaviors might also be affected by tax rules. 
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