
A Tale of Two Ledgers:
Ethical Dimensions in the Practice of Keeping Two Sets of Books

[bookmark: _GoBack]Tax Gap is ever present in all countries. Tax Gap is the phenomenon where there is discrepancy between total amount of taxes owed to the government versus the amount of taxes actually received by the government.[footnoteRef:1] It results from underreporting (when taxpayers report less than their full tax liability on their return) underpayment (when taxpayers pay less taxes than owed) or non-filing (when taxpayers simply do not file a tax return at all). In a study[footnoteRef:2] carried out on tax gaps in 35 selected countries, it was found that eighty percent (80%) of tax gaps comes from taxpayers who either underreport income or overstate expenses.  [1:  Understanding the Tax Gap, Mark J. Mazur, Alan H. Plumley and Alan H. Plumpley; National Tax Journal, Vol. 60, No. 3, (September, 2007).]  [2:  Tax gap in the global economy, Konrad Raczkowski and Bogdan Mróz, December 2018.] 


These “misstatements” in tax returns are based on financial records of the taxpayer which are created for taxation purposes. These records, however, may not be “pleasing” to the eyes of an investor or may not accurately reflect the true status of the company. Hence, another set of financial records is prepared. 

This all-too-common situation is just one regrettable effect of the common practice of keeping two sets of financial records, like one for internal purposes and the other for taxation purposes. Surprisingly (or not), the practice is not illegal per se. A number of companies, including those publicly listed, keep two sets of books to prepare the financial statements for the Securities and Exchange Commission or investors, and one for the Bureau of Internal Revenue. Problems arise – and ethical questions abound - when the books are substantially different, mainly due to their respective differing goals– one aims to maximize income (especially to entice investors or at least reflect the status of the company fairly) while the other seeks to minimize taxable income for lesser taxes.

Applying an ethical spectrum on this practice, where one end is ethically acceptable and the other end is despicable (read: illegal), the farthest end would be this: when the practice of keeping two books is used to perpetuate FRAUD. This may come in many forms. One form, and perhaps the more common, is fraud against the government, as manifested by the aforementioned underreporting or underpayment which results to tax gaps. If we abide by the principle that “taxation is the lifeblood of the country”, then tax evasion is draining the country and its citizens of life as it affects the government’s delivery of public services.

Another form of FRAUD which may be facilitated by the practice of keeping two sets of books is fraud against the investors and other stakeholders. One set of books may be prepared to aesthetically present to investors a healthy firm, while hiding the “real” face of the company’s financial status.

As with many ethical problems, most controversies lie not in deliberate acts, but in gray areas where the individual is not even aware of the repercussions of his or her actions. Many well-meaning accountants or CPAs make changes to the books they are keeping that will never be reflected in the books that are used to manage the company. Or, unwittingly through time, the management books and tax books are drifting apart that they have irreconcilable differences. Thus, the firm may not even be aware that in their practice of keeping two sets of books, they may be perpetuating fraud or causing injury to another party – government or private. 

At the very least, the practice of keeping two sets of books provide for an opportunity for fraud and dishonesty. Individuals are rational calculators who weigh up costs and benefits when considering breaking the law.[footnoteRef:3] This opportunity for fraud becomes even more tempting if coupled with other factors like poor government regulation or enforcement (thereby decreasing the risk of detection), poor tax morale or just a general lack of social awareness and responsibility. Another factor is when the conduct is so prevalent that it becomes “socially acceptable” or, worse, it becomes expected practice to the point that doing the right thing is surprising or frowned upon.  [3:  Leandro Medina and Friedrich Schneider, “Underground Economies Around the World: What Did We Learn Over the Last 20 Years?”, 2018.] 


Another ethical dimension to this issue, particularly on the matter of underreporting and underpayment of taxes, is the fact that there are many taxpayers, like compensation earners, who are paying the correct taxes despite their meager income, while big companies earning millions or billions of pesos have found a convenient way to defraud the government in taxes.

Companies which are using two sets of books should look into how this has impacted not just the company but all the stakeholders.
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