
Accounting Standard 22

Accounting for Taxes on Income

Introduction:-

It is well known that portion of “gross value additions made by any enterprise” is shared by the Government. The mode of sharing this value addition is by the way of taxes on manufacture, on sale etc. One very important mode of sharing such value addition is in the form of “taxes on income generated by the enterprise”.

This item of expense is generally determined by the provisions of tax laws. The amount of taxes on income paid or payable – a significant item of expense – stands separately reflected in the statement of profit and loss.

Tax liability is a result of various adjustments based on prevailing tax laws which permit accelerated write offs of asset, or disallowance of some expenses in few cases. Also, accounting regulations in India, until recently, vested freedom with entities to account for tax liability at an amount computed as per tax laws.

In these circumstances, some entities – by postponing their tax liability – ended up with sizeable profits in initial years, to face poor results and strained liquidity in subsequent years as the postponed tax liability caught up.

Many items of expense are recognised in the statement of profit and loss on the basis of a direct association between the costs incurred and the earnings generated thereby. This process commonly referred to as the matching of costs with revenues, involves the simultaneous or combined recognition of revenues and expenses that are directly or jointly from the same transactions or other events. The appropriate accounting method is to account the liability in the same year in which expenses are accounted in the books notwithstanding the fact that some items may be considered for tax in different years. The need for harmonizing different accounting practices followed by companies or business enterprises in respect of this item of expenses i.e. tax liability, has been felt by professional bodies for some time now.

This standard meets this need.

Objective:-

The objective of this standard is to prescribe accounting treatment for taxes on income. Taxes on income is one of the significant items in the statement of profit and loss of the enterprise. In accordance with the matching concept, taxes on income are accrued in the same period as the revenue & expenses to which they relate. Matching of such taxes against revenue for a period poses special problems arising from the fact that in a number of cases, taxable income may be significantly different from the accounting income. This divergence between taxable income and accounting income arises due to two main reasons.

Firstly, there are differences between items of revenue and expenses as appearing in the statement of profit and loss and the items which are considered as revenue, expenses or deductions for tax purposes.

Secondly, there are differences between the amount in respect of a particular item of revenue or expense as recognised in the statement of profit and loss and the corresponding amount which is recognised for the computation of taxable income.

Scope:-
This Standard prescribes the accounting treatment for taxes on income, with a focus on the need to adhere to the fundamental principle of MATHING CONCEPT. More specifically, the Standard specifies the manner to determine the amount of expense or saving related to taxes on income in respect of accounting period and the disclosure of such an amount in the financial statements.

Taxes include domestic and foreign taxes based on taxable income. The standard does not deal with Corporate Dividend Tax or Wealth Tax payable by the entities.

A comparative analysis of the practices hitherto followed and recommended in the Standard are given below:-

	
	Method
	Provision made
	Remarks

	Old Practice
	Tax Payable
	Current Tax
	Considers only expenses.

Does not conform to matching concept.

	As per AS-22
	Tax effect accounting method
	Current Tax

+

Deferred Tax
	Conform to matching concept.


Applicability:-[image: image1.png]o For existing Listed
Companies.

 For proposed Listed
Companies.

e For all enterprises of
a parent company
(which is a listed
company)

o For all other
Companies {whose
securities are not
listed).

o For all other
"enterprises",
including sole
proprietorship, firms
or partnerships.




Definitions:-
For the purpose of this statement, the following terms are used with the meaning specified:-

Accounting Income (Loss):- The net profit or loss for a period, as reported in the statement of profit and loss, before deducting income tax expense or adding income tax saving. (PBT)

Taxable Income (Tax Loss):- The amount of income (loss) for a period, determined in accordance with the tax laws, based upon which income tax payable (recoverable) is determined.

Tax Expense (Tax Saving):- The aggregate of current tax charged or credited to the statement of profit and loss for the period. The amount of tax payable is reckoned as an item of expense, against the income on which the tax is levied.

Current Tax: - The amount of income tax determined to be payable (recoverable) in respect of the taxable income (tax loss) for a period.

Deferred Tax: - The effect of timing differences.

Timing Differences: - The differences between taxable income and accounting income for a period that originate in one period and are capable of reversal in one or more subsequent periods.

Permanent Differences: - The differences between taxable income and accounting income for a period that originate in one period and do not reverse subsequently.

Substance of AS 22: -
The basic reason due to which rationale of Standard emerges is that “accounting income differs from taxable income”.

Taxable income is calculated in accordance with the provisions of tax laws. In some circumstances, the requirements of these tax laws to compute taxable income differ from the accounting policies applied to determine accounting income. The effect of this difference is that the taxable income and accounting income may not be the same.

The differences between taxable income and accounting income can be classified into permanent differences and timing differences.




Example of permanent difference include expenses disallowed u/s 40A. No such accounting treatment is required for such permanent differences. These can be safely excluded from consideration in determining tax expense.

Timing differences represents those items or amounts, which lead to either saving in tax or payment of tax in current year, in a manner that such saving or payment is nullified in later years. This is brought out in the diagram:-




Timing difference can be on account of two reasons:

1. Due to expense chargeable to tax in the profitand loss statement of the books of accounts in

the current year but deduction for which isallowed as per tax laws in subsequent years known
asReversal Time Difference.

2. Due to difference in the method of accounting.
E.g. depreciation as per SLM in books and WDVfor tax purposes - known as Originating Timing
Special accounting treatment is required for such timing differences. Tax effect of such timing differences ought to be recognised in determination of tax expense.

The impact of tax, relatable to and arising from timing difference can either be a tax liability to be met in future (save tax now, pay tax later), or a tax asset (pay tax now and save tax later). In either case, the amount of tax either saved or paid now, should be accounted for correctly.

This is the essence of AS 22.

Impact of Timing Differences:-
The timing differences may lead either:

a) Tax of initial years being higher and subsequent years being lower.

Example: - Section 43B items under Income Tax Act, such as Bonus of year ended 31/03/2009 paid after 31/10/2009, would not be considered as an expense in year ended 2009, resulting in higher tax liabilities, but would be considered for the year ended on 31/03/2010resulting in lower tax liabilities. This results in creation of Deferred Tax Assets.

b) Tax of initial years being lower and subsequent years being higher.

Example: - Higher depreciation vis-à-vis books as per income tax rules, resulting in lower tax liability in year 1 but resulting in lower depreciation foe subsequent years and higher tax. This results in Deferred Tax Liabilities.

DEFERRED TAX

Concept of deferred tax asset or liability is intended tocapture this timing difference.

"Deferred Tax is the Tax Effect of Timing Difference."

Deferred Tax Asset - Deferred Tax Asset arises whentaxable income is more than Accounting Income. Itmeans the tax paid in current year as per tax laws ismore than the tax to be paid as per books of accounts.

Thus it means that the future tax liability would belower.

Deferred Tax Liability - Deferred tax liability ariseswhen accounting income is more than Taxableincome. It means the tax paid in current year as pertax laws is less than the tax to be paid as per books ofaccounts. Thus it means that the future tax liabilitywould be higher.

Accounting For Deferred Tax:-
Stage I:
RECOGNITION
1. Tax expense for the period, comprising current tax (It Act) and deferred tax (tax effect of timing difference) should be included in the determination of the net profit or loss for the period.

2. Deferred tax should be recognised for all timing differences, subject to consideration of prudence in respect to deferred tax assets.

3. Deferred tax assets should be recognised and carried forward only to the extent that there is REASONABLE CERTAINTY that sufficient taxable income would be available in future, against which such deferred tax assets can be realized.

4. There are two distinct items that may lead to deferred tax asset. These are (i) unabsorbed depreciation, or (ii) carried forward of losses under tax laws. Insofar as these two items are concerned, a deferred tax asset can be recognised and carried forward to the extent that there is VIRTUAL CERTAINTY that sufficient taxable income would be available in future, against which such deferred tax assets can be realized.

The extent of certainty (reasonable certainty, or virtual certainty) determines the recognition of deferred tax assets as well as its disclosures.

Prudence for Recognizing Deferred Tax Asset

Deferred tax assets are recognised and carried forwardonly to the extent that there is reasonable certainty, oftheir realization. This Reasonable level of certaintywould normally be achieved by examining the pastrecord of the enterprise and by making realisticestimates of profits for the future. For example,

For valid reasons, the areas of enquiry – which are very wide and exhaustive - are not spelt out in the Standard. It is, however, prudent to assume following:-

a) Reasonable certainty can be deemed to exist if the probability of future taxable income if greater than say 50%. Evidences is generally found in

* Consistent history of strong earnings by reporting entity.

* Sound and prudent tax planning strategies of management.

* Lucrative contracts in hand.

* Significant sales orders in hand.
b) Reasonable certainty can be taken to “absent” based on evidences generally found in

* Consistent history of losses.
* Expected operating losses.
* Absence of sales order.
* Going concern assumption not being found valid, etc.
Virtual certainty

Virtual certainty refers to the extent of certainty, which for all practical purposes can be considered certain. Virtual certainty cannot be based merely on forecasts of performance such as business plans. (Accounting Standard Interpretation 9).

Virtual certainty can be taken to exist only when the evidence gathered establish beyond doubt that the enterprise will be able to generate adequate future taxable income.

Unabsorbed depreciation and carry forward of losses

Since unabsorbed depreciation can be carried forward without any time limit, deferred tax asset can be recognised. But AS-22 requires that there should be Virtual Certainty supported by convincing evidence about future taxable income against the deferred tax asset. There is a 8 year limit for carry forward of business loss in the Indian Tax laws, and hence the deferred tax asset should be planned to be recognised within this time limit.
Reassessment of unrecognised deferred tax asset

AS-22 allows reassessing at every balance sheet dateany previously unrecognised deferred tax asset andrecognition thereof if it becomes reasonably certainthat such deferred tax asset will be realized.
Stage II:
MEASUREMENT OF TAX EXPENSE

The term “Measurement” means Quantification. In drawing up the statement of profit and loss, we have to consider and account for both the following two elements:

a) What is the quantum of Current Tax, i.e. tax payable as per Tax Laws for the current period?

b) What is the quantum of Deferred Tax, i.e. tax liability of tax asset arising on account of timing differences?

We have to account both. AS 22 lays down three rules in this area.

Rule 1:

Determine current tax at the amount expected to be paid to or recovered from tax authorities, using the APPLICABLE TAX RATES AND TAX LAWS for the relevant assessment year.

Rule 2:

Determine deferred tax (asset or liability) at the amount using the tax rates and tax laws THAT HAVE BEEN ENACTED OR SUBSTANTIVELY ENACTED at the balance sheet date.

Rule 3:

Deferred Tax should not be discounted at present value.

Stage III:
PERIODICAL REVIEW

The carrying amount of deferred tax assets should be reviewed at each balance sheet date. An enterprise should write down the carrying amount of a deferred tax asset to the extent that it is no longer reasonably certain or virtually certain as the case may be, that sufficient future taxable income will be available against which deferred tax asset can be realised. Any such write-down may be reversed to the extent that it become reasonable certain or virtually certain, as the case may be that sufficient future taxable income will be available.



The principles involved, for subsequent write-back or write down are comparable to the provisions laid down for valuation of inventory under AS – 2, or valuation of current investment under AS – 13. The quantum or write-back or write down should not exceed the amount written down or written back originally.

Presentation and Disclosure:

The key elements in the area of presentation and disclosure are:

a) Conditions for setting off DTA/DTL.

b) Disclosure of breakup of items so set off, and

c) Disclosure of supporting evidence in certain cases.

Criteria for Setting off

i. Current Tax assets and current tax liabilities can be set off; ONLY and only if two conditions are met. First is the legal right, and second is intention.

· Enterprise should have legally enforceable right to set off current tax items and stands recognised in the balance sheet.

· Enterprise should also “intend” to settle the asset and liability with Tax Authorities on a net basis.

ii. Deferred Tax Items can be set off; ONLY and only if two conditions are met. First is the legal right, and second is common application on tax law for both the items.

· Enterprise should have legally enforceable right to set off current tax items and stands recognised in the balance sheet.

· DTA and DTL should relate to taxes on income levied by THE SAME GOVERNING TAX LAWS (An excise duty liability cannot be set off against a DTL relatable to depreciation which is attributable to Business and Profession, taxability of which if governed by different legal provisions.

Break up of items to set off

It should be ensured that the break up of amounts relating to netting off items is disclosed in notes to accounts.

Evidence

Disclosures of evidence – Where DTA stands recognised as a result of unabsorbed depreciation or carry forward losses, nature of evidence that supports “virtual certainty” relating to realisability of asset, based on future taxable income, should be disclosed.

Transitional Provisions

The past accumulated DTA or DTL as at the date of applicability of this standard should be recognised, by a credit to or charge against Revenue Reserves.

How this is done?

a) Review the opening balances of assets and liabilities as at the beginning of the year adopted for accounting purposes.

b) Determine the amounts and values of these assets and liabilities adopted for tax purposes.

c) Identify the difference in “items” and “amounts”.

d) Segregate the differences into permanent differences and timing differences, and consider only timing differences.

e) Group the timing differences to those, tax effect on which would lead to DTA or DTL separately.

f) Ensure that in the case of DTA, there is a reasonable certainty, or virtual certainty for realizing the asset out of future taxable income.

g) Create the DTA and DTL by credit to, or charge to “opening balances in revenue reserves”. It is not proper to make adjustments to Securities Premium Account, which is governed by the provisions of Section 78 of the Companies Act, 1956

To this end, tax rates effectively in vogue as on the opening date (1st April) should be taken into account.

It is possible that, the statutory accounts of a company is for a period ending 31st December, while tax accounting period is as per IT Act (31st March). A doubt may arise whether the “first time” opening deferred tax, computed for 31st December statutory accounts can be used for 31st March tax accounts without any change. All adjustments in respect of opening balances of deferred tax should have to be made separately for the accounts for statutory audit purposes, as well for tax audit purpose.

Conclusion:-

 AS 22 meets the need of satisfying fundamental Matching Concept. Because of this, the financial statement reflects the true and fair view of position of business. This is beneficial for users of such financial information for making decisions regarding investment, granting loans, etc.

A Diagrammatic representation of AS 22
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Differences which originate in one period and do not reverse subsequently





Differences which originate in one period and are capable of reversal in one or more subsequent periods
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Differences between accounting income and taxable income for a period





Timing Differences being difference in either items or amounts








E.g. Depreciation


(SLM/WDV)





Amounts considered for tax purposes over a given period, being different in each year as between taxable income and accounting income





Items or amounts considered in “different periods” for books and tax purposes





E.g. 43B Item


(Bonus)





If virtual certainty does not exist, DO NOT RECOGNIZE DTA








Deferred Tax Asset (DTA) has not been previously recognized


(Originating Timing Difference)





Does the item belong to the category, where determination of virtual certainty, of taxable income is necessary? (Carry forward losses, accumulated depreciation)





Does the item belong to the category, where determination of reasonable certainty, of taxable income is adequate?





If reasonable certainty exists, recognize DTA.





If reasonable certainty does not exist, DO NOT RECOGNIZE DTA





If it ceases to exist, write down the DTA to the extent of reversing timing differences (to the extent ceased)





Where a Deferred Tax Asset (DTA) stands previously recognized


(Reversal of Timing Difference)





Conditions underlying reasonable certainty or virtual certainty are reviewed and found to be NOT VALID, conditions ceases to exist





In such a situation, DTA can be carried forward





Conditions underlying reasonable certainty or virtual certainty are reviewed and found to be valid, and continuing





If virtual certainty exists, recognize DTA.








For unabsorbed depreciation and tax losses recognition is based on virtual certainty and convincing evidence about future taxable income.


Others recognition based on reasonable certainty.





Either a deferred tax asset – tax in subsequent years lower – DTA


(Credit P&L)





Or a deferred tax liability – tax an subsequent years higher – DTL


(Debit P&L)





i) Provide for current tax in books, based on current tax laws.


ii) And for deferred tax DTA and DTL, based on recognition criteria and


iii) Disclose separately from current assets and current liabilities.


iv) review DTA annually and re-adjust based on prevailing tax rates.
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Result in Current Tax (A)
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Differences in amounts considered





Permanent Differences (Do not reverse in later periods – ignore)
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Timing differences capable of reversal in one or more later periods





Differences in items considered





Taxable Income – taxes as per current tax laws





Accounting for Taxes on Income








