SET OFF OF LOSSES – section 56

a) Loss under any head of income except capital loss and speculation loss can be set off against any other head of income other than PTR. Loss under business shall be set off last i.e. priority of set off shall be given to losses other than business loss.

b) It is a considered opinion that if an activity is wholly exempt then loss under this activity can not be adjusted against any taxable activity e.g. loss under agricultural income or capital loss on shares of a public company can not be adjusted against any taxable activity.

CARRY FORWARD OF LOSSES

a) Head-wise situation of c/f is as under:

	Heads of income
	C/f provisions

	Salary 
	Loss can not arise



	Income from property & Other source
	Loss in a tax year can be set-off against any other head of income other than PTR but any unadjusted loss can not be c/f.



	Capital gain
	Capital loss can be c/f only against future capital gains up to 6 years next following the tax year in which the loss occurred.



	Business – speculation
	Speculation loss can be c/f only against future speculation gains up to 6 years next following the tax year in which the loss occurred.



	Business – other than speculation (i.e. normal business)
	Normal business loss in a tax year can be adjusted against any head of income other than PTR but it can be c/f only against future business income up to 6 years next following the tax year in which the loss occurred. No time limit for loss on account of depreciation or amortization.

Note for students: Under 1979 Ordinance business loss was to be c/f only against such business income. There is no restriction of such business income under 2001 Ordinance.

	Foreign source of income – section 104
	Foreign loss being deductible expenditure in excess of foreign source income under a particular head of income shall be treated a separate head of income

Foreign loss can not be adjusted against any Pakistan-source income and it shall be c/f only against foreign source income up to 6 years next following the tax year in which the loss occurred.


b) Example of set off and c/f of normal business loss:

Tax year 2003 – Taxable salary
200,000

Normal business loss
380,000

Tax year 2004 – Taxable salary
240,000

Business income
110,000

Solution:

TAX YEAR 2003

Taxable salary

200,000

Normal business loss

  380,000
Business loss of tax year 2003 c/f to tax year 2004

(180,000)

TAX YEAR 2004

Taxable salary

240,000

Business income
110,000

B/f business loss
(180,000)
         nil
Taxable income

240,000
Business loss of tax year 2003 c/f to tax year 2005

70,000

c) Unabsorbed depreciation and amortization of intangibles. Tax depreciation (including initial allowance) and amortization for the tax year or any portion thereof which could not be absorbed against available profits represent unabsorbed depreciation / amortization which is a part of business loss and normal rules for set-off and c/f shall apply except that there is no time limit for the purpose of c/f of this amount. 

Priority:

Section 57(4) and 57(5) clearly provide that unabsorbed depreciation – section 22, initial allowance – section 23 and amortization – section 24 shall be added to the said deductions for the future years without any time limit and the deductions u/s 22, 23 and 24 shall be taken into account last. It means that b/f normal business loss has a priority over depreciation, initial allowance and amortization for the tax year as well as unabsorbed.

Example:

a) Assessments completed

	Assessment year
	C/f loss for the year including unabsorbed depreciation
	Unabsorbed depreciation

	1996-97
	200,000
	5,000

	1997-98
	30,000
	5,000

	1998-99
	20,000
	10,000

	1999-00
	10,000
	5,000

	2000-01
	10,000
	5,000


b) Assessments pending 

	Assessment year
	Profit before tax depreciation
	Tax depreciation

	2001-02
	30,000
	10,000

	2002-03
	10,000
	30,000

	Tax Year 2003
	220,000
	20,000


Calculate taxable income for the tax year 2003 after adjustment of losses.

	Note for students: Circular 4 of 1979 explains that a taxpayer may adjust losses of earlier years even if the assessments are pending. However, this adjustment will of course be subject to final assessment of earlier years.


Solution:

ASSESSMENT YEAR 2001-02

Profit before tax depreciation

30,000

Less: B/f normal business loss of 1996-97

195,000
Taxable income

Nil

Unabsorbed depreciation of 2001-02 to be c/f
10,000 

ASSESSMENT YEAR 2002-03

Profit before tax depreciation

10,000

Less: B/f normal business loss of 1996-97

165,000
Taxable income

Nil

Unabsorbed depreciation of 2002-03 to be c/f
30,000

(Balance normal business loss of 1996-97

Rs.155,000 is dead as the assessment year

2002-2003 was the 6th year)

TAX YEAR 2003

Profit before tax depreciation

220,000

Less: B/f normal business loss of the assessment year:

1997-98
25,000

1998-99
10,000

1999-00
5,000

2000-01
  5,000
  45,000


175,000

Less: Tax depreciation for the tax year 2003
20,000 

Unabsorbed depreciation of the assessment year:

1996-97
5,000

1997-98
5,000

1998-99
10,000

1999-00
5,000

2000-01
5,000

2001-02
10,000

2002-03
30,000
90,000
Taxable income for the tax year 2003

85,000

d) Losses of tax holiday period can be c/f to post tax holiday period as section 55(2) restricting the said c/f of loss to taxable period has now been deleted.

e) Time limit of 6 years for the purpose of c/f of normal business loss shall be 10 years in case of loss for the assessment years 1995-96 to 2000-2001 by a banking company wholly owned by the Federal Government as on 1.7.2002.

f) AOP: Loss incurred by an AOP shall not be available for its members and the AOP shall carry forward its losses in the subsequent years in the normal manner. However, in the case of a professional firm, loss shall be apportioned among the members and the members shall be entitled to have their share of loss set-off or c/f in the normal manner.

g) Business loss with reference to amalgamation – section 57A:
i. Amalgamation means merger of banking companies or non-banking financial institutions being a public company or a company incorporated under any law other than the Companies Ordinance 1984 to takeover all assets and liabilities under a scheme of amalgamation approved by the State Bank or SECP on or before 30.6.2004 – section 2(1A)
It appears that the provisions related to amalgamation are not applicable in each case in general but restricted to the amalgamation of financial sector.

ii. Business loss other than speculation loss of amalgamating company shall be set-off or c/f against business income of amalgamated company up to 6 years next following the tax year in which the loss occurred. No time limit for unabsorbed depreciation / amortization which shall be set-off last.
iii. If any of the conditions laid down by State Bank or SECP are not fulfilled subsequent to the adjustment of losses then the same shall be deemed to be income of the amalgamated company for the year in which such default is discovered by the tax authorities.
h) Change in control of an entity – section 98

In case of a company or an AOP (other than a professional firm) if there is a change of 50% or more in the ownership, any loss before the change shall not be allowed in a tax year after the change.

However, loss can be c/f if the entity continues to conduct the same business or does not engage in a new business or investment after the change until the loss has been fully set-off.

It appears that acquisition of an entity merely to get a tax benefit of losses is not permissible unless the entity continues the same business till the time loss is fully adjusted. However, change of business in the normal manner (with no change or a change of less than 50% in the ownership) would not affect c/f and set off of business losses.
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