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Foreword

Reliable financial reporting plays a crucial role in providing the relevant
accounting information necessary to all stakeholders like bankers, investors,
government authorities, credit rating agencies etc in elaboration of their
operational, funding or investment decisions. In this regard, Interim Financial
Reporting provides frequent and timely updates of an entity’'s performance at
a given point in time, thus playing a crucial importance for all the stakeholders.

The Institute of Chartered Accountants of India (ICAI) through its Research
Committee has been relentlessly working to ensure that the users of financial
information of world’s fastest growing economy of India are always equipped
with updated and reliable guidance. | am pleased to note that the Research
Committee of the Institute undertaken the task to revise ‘Guidance Note on
Applicability of AS 25 to Interim Financial Results’ which was issued in the
year 2008 and ‘Guidance Note on Measurement of Income Tax Expense for
Interim Financial Reporting in the context of AS 25’ which was issued in the
year 2006 to issue as ‘Guidance Note on Applicability of AS 25 and
Measurement of Income Tax Expense for Interim Financial Reporting'.
The revised Guidance Note incorporates updated references used in the
earlier Guidance Notes and relevant examples. It also enlightens about the
impact of Opinions issued by ICAI on the preparation of interim financial
reports.

| would like to take this opportunity to express my gratitude and thanks to CA.
Anuj Goyal, Chairman, Research Committee, CA. Kemisha Soni, Vice-
Chairperson, Research Committee, and all members of the Research
Committee who have made invaluable contribution in the finalisation of this
Guidance Note.

| am confident that this Guidance Note will be extremely useful to the members
of the Institute in discharging their professional duties and others concerned.

New Delhi CA. Atul Kumar Gupta
September 22, 2020 President, ICAI






Preface

Itis critical to have a clear understanding of your business performance at any
given point of time. This becomes particularly crucial when making thoughtful
and strategic business decisions. Interim reporting supplements annual
reporting in order to gain insight into your company’s performance throughout
the year. The general principles of measurement and recognition of items
contained in the interim financial reports are prescribed by Accounting
Standard (AS) 25, ‘Interim Financial Reporting’. Further additional guidance
about applicability of AS 25 to interim financial results presented by an
enterprise pursuant to the requirements of a statute/regulator; and
measurement of income tax expense in interim financial results is provided
through this Guidance Note issued by ICAI.

However, keeping in view that a need was still being felt for revising the two
guidance notes for updating the references as used in earlier guidance note;
providing additional guidance on the past EAC Opinions. The Research
Committee of the Institute took upon the task to revise ‘Guidance Note on
Applicability of AS 25 to Interim Financial Results’ which was issued in the
year 2008 and ‘Guidance Note on Measurement of Income Tax Expense for
Interim Financial Reporting in the context of AS 25’ which was issued in the
year 2006 and revised as ‘Guidance Note on Applicability of AS 25 and
Measurement of Income Tax Expense for Interim Financial Reporting'.

I would like to convey my sincere thanks to CA. Atul Kumar Gupta, President,
ICAI and CA. Nihar N. Jambusaria, Vice-President, ICAIl for providing
guidance on various activities of the Committee. | would like to convey my
sincere thanks to CA. Kemisha Soni, Vice-Chairperson, Research Committee
for her constant co-operation.

| wish to place on record my deep appreciation for CA. Babu Abraham
Kallivayalil, Past Chairman, Research Committee, CA. Satish Kumar Gupta,
Past Vice-Chairman, Research Committee, under whose guidance, task was
initiated to revise the Guidance Notes Note in a timely manner for the benefit
of all.

| would also like to acknowledge the invaluable contribution made by CA. M.P.
Vijay Kumar, CCM who spared his valuable time for providing significant inputs
and for representing the draft Guidance Note before the Council, CA. Santosh
Maller, Resource Person for preparing the basic draft of the Guidance Note.



My sincere thanks to CA. Sanjay Vasudeva, Co-opted Member, Research
Committee for providing invaluable inputs and other esteemed members of
Research Committee for their guidance and the branches of ICAI and Regional
Councils of ICAI, members at large for their valuable suggestions.

| also appreciate the untiring efforts of Dr. Amit Kumar Agrawal, Secretary,
Research Committee, CA. Amit Agarwal, Senior Executive Officer and
CA. Swati Yadav, Project Associate, Research Committee for finalising the
Guidance Note.

| truly believe and trust that this publication would prove useful to the members
of the Institute and others concerned.

New Delhi CA Anuj Goyal
September 4, 2020 Chairman, Research Committee
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Guidance Note on Applicability of
AS 25 and Measurement of Income Tax
Expense for Interim Financial Reporting

(The following is the text of the ‘Guidance Note on Applicability of AS 25 and
Measurement of Income Tax Expense for Interim Financial Reporting’, issued
by the Institute of Chartered Accountants of India. Pursuant to the issuance of
this, “Guidance Note on Applicability of AS 25 to Interim Financial Results” and
“Guidance Note on Measurement of Income Tax Expense for Interim Financial
Reporting in the Context of AS 25", stand withdrawn.)

Introduction

1. This Guidance Note deals with the following issues:

e whether Accounting Standard (AS) 25, Interim Financial
Reporting, is applicable to interim financial results presented by an
enterprise pursuant to the requirements of a statute/ regulator, for
example, quarterly financial results presented under SEBI (Listing
Obligations and Disclosure Requirement) Regulations, 2015
entered into between Stock Exchanges and the listed enterprises;
and

e the measurement of income tax expense for the purpose of
inclusion in the interim financial reports

Applicability of AS 25

2. Accounting Standard (AS) 25, Interim Financial Reporting, issued by the
Council of the Institute of Chartered Accountants of India, came into effect in
respect of accounting periods commencing on or after 1-4-2002. AS 25 is
notified as a part of Companies (Accounting Standards) Rules, 2006 under
Section 133 of Companies Act, 2013. If any enterprise is required or elects to
prepare and present an interim financial report, it should comply with this
Standard (applicability paragraph).

3. AS 25 further provides as follows:

“1. This Standard does not mandate which enterprises should be required to
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present interim financial reports, how frequently, or how soon after the end of
an interim period. If an enterprise is required or elects to prepare and present
an interim financial report, it should comply with this Standard.

2. A statute governing an enterprise or a regulator may require an enterprise
to prepare and present certain information at an interim date which may be
different in form and/or content as required by this Standard. In such a case,
the recognition and measurement principles as laid down in this Standard are
applied in respect of such information, unless otherwise.

3. The requirements related to cash flow statement, complete or condensed,
contained in this Standard are applicable where an enterprise prepares and
presents a cash flow statement for the purpose of its annual financial report.”

“4. The following terms are used in this Standard with the meanings
specified:

Interim financial report means a financial report containing either a
complete set of financial statements or a set of condensed financial
statements (as described in this Standard) for an interim period.”

Recommendation

4, The presentation and disclosure requirements contained in AS 25
should be applied only if an enterprise prepares and presents an ‘interim
financial report’ as defined in AS 25. Accordingly, presentation and disclosure
requirements contained in AS 25 are not required to be applied in respect of
interim financial results (which do not meet the definition of ‘interim financial
report’ as per AS 25) presented by an enterprise. For example, quarterly
financial results presented under SEBI (Listing Obligations and Disclosure
Requirements) Regulations, 2015 do not meet the definition of ‘interim
financial report’ as per AS 25. However, as per Clause 33 of the said
regulations, the recognition and measurement principles laid down in AS 25
should be applied for recognition and measurement of items contained in such
interim financial results.

An enterprise may need to prepare financial statements for a period shorter
that its full reporting period, in addition to its annual financial statements. This
may be due to the requirements under the banking covenants, under the
requirements of the Insolvency and Bankruptcy Code, 2016, due to transfer of
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business, amalgamation or merger, etc. In such cases, the enterprise shall
follow the accounting principles of AS 25.

Measurement of Income Tax Expense for Interim
Financial Reporting in the Context of AS 25

5. The general principles for recognition and measurement have been laid
down in AS 25 as below:

“27. An enterprise should apply the same accounting policies in its
interim financial statements as are applied in its annual financial
statements, except for accounting policy changes made after the date
of the most recent annual financial statements that are to be reflected
in the next annual financial statements. However, the frequency of an
enterprise’s reporting (annual, half yearly, or quarterly) should not
affect the measurement of its annual results. To achieve that objective,
measurements for interim reporting purposes should be made on a
year-to-date basis.

28. Requiring that an enterprise apply the same accounting policies in its
interim financial statements as in its annual financial statements may seem to
suggest that interim period measurements are made as if each interim period
stands alone as an independent reporting period. However, by providing that
the frequency of an enterprise’s reporting should not affect the measurement
of its annual results, paragraph 27 acknowledges that an interim period is a
part of a financial year. Year-to-date measurements may involve changes in
estimates of amounts reported in prior interim periods of the current financial
year. But the principles for recognising assets, liabilities, income, and
expenses for interim periods are the same as in annual financial statements.”

6. Paragraph 29(c) of AS 25 illustrates the application of the general
principles for recognition and measurement of tax expense in interim periods,
as below:

“29...

(c) income tax expense is recognised in each interim period based on the best
estimate of the weighted average annual income tax rate expected for the full
financial year. Amounts accrued for income tax expense in one interim period
may have to be adjusted in a subsequent interim period of that financial year
if the estimate of the annual income tax rate changes.”
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7. lllustration 3 to AS 25 illustrates the general recognition and
measurement principles for the preparation of interim financial reports.
Paragraphs 8 to 16 of the lllustration 3 of AS 25 provide guidance on the
computation of income-tax expense for the interim period, which are
reproduced in Appendix A to this Guidance Note for ready reference.
Paragraph 8 lllustration 3 of AS 25 of the states as below:

“8. Interim period income tax expense is accrued using the tax rate that would
be applicable to expected total annual earnings, that is, the estimated average
annual effective income tax rate applied to the pre-tax income of the interim
period.”

8.  The various steps involved in the measurement of income tax expense
for the purpose of interim financial reports are as below:

()  An enterprise will first have to estimate its annual accounting income.
For this purpose, an enterprise would have to take into account all
probable events and transactions that are expected to occur during the
financial year. Such an estimate would involve, e.g., estimating on
prudent basis, the depreciation on expected expenditure on acquisition
of fixed assets, profits from sale of fixed assets/investments, etc. Such
future events and transactions should be taken into account only if there
is a reasonable certainty that the same would take place during the
financial year.

(i) The enterprise should next estimate its tax liability for the financial year.
For this purpose, the enterprise will have to estimate taxable income for
the year. By applying the enacted or the substantively enacted tax rate
on the taxable income, an estimate of the current tax for the year is
arrived at. The estimates of tax liability would have to be based on the
estimated exemptions, deductions, allowances, etc., that would be
available to the enterprise, provided there is a reasonable certainty for
the same. The enterprise would also have to estimate the deferred tax
assetsl/liabilities by applying the principles of Accounting Standard (AS)
22, ‘Accounting for Taxes on Income’, issued by the Institute of
Chartered Accountants of India.

Special considerations may have to be applied in certain cases as
below:

(@)  Where brought forward losses exist from the previous financial
year (when deferred tax asset was not recognised on

4
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(ii)

(iv)

9.

considerations of prudence as per AS 22): In such a situation, for
estimating the current tax liability, the brought forward losses
would have to be deducted from the estimated annual accounting
income as explained in paragraph 16 of Appendix 3 to AS 25
(reproduced in Appendix A to this Guidance Note). Since such
carried forward losses will get set-off during the year, these would
not have any tax consequence in future periods.

(b)  Where brought forward losses exist (when deferred tax asset was
recognised on the considerations of prudence as per AS 22): In
such a situation, current tax would be computed in the same
manner as explained in (a) above. However, in the determination
of deferred tax, the tax expense arising from the reversal of the
deferred tax asset recognised previously, to the extent of reversal
of deferred tax asset in the current year, would also be
considered.

The enterprise would now have to calculate the weighted average
annual effective tax rate. This tax rate would be determined by dividing
the estimated tax expense as arrived at step (ii) above by the estimated
annual accounting income as arrived at step (i) above. Where different
tax rates are applicable to different portions of the estimated annual
accounting income, e.g., normal tax rate and a different tax rate for
capital gains, the weighted average annual effective tax rate would have
to be calculated separately for such portions of estimated annual
accounting income.

The weighted average annual effective tax rate arrived at step (iii) would
be applied to the accounting income for the interim period for
determining the income tax expense to be recognised in the interim
financial reports.

Accounting for interim period income-tax expense as suggested above

is based on the approach prescribed in AS 25 that the interim period is part of
the whole accounting year (often referred to as the ‘integral approach’) and,
therefore, the said expense should be worked out on the basis of the estimated
weighted average annual effective income-tax rate. According to this
approach, the said rate is determined on the basis of the taxable income for
the whole year and applied to the accounting income for the interim period in
order to determine the amount of tax expense for that interim period. This is in
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contrast to accounting for certain other expenses such as depreciation which
is based on the approach prescribed in AS 25 that the interim period should
be considered on stand-alone basis (often referred to as the ‘discrete
approach’) because expenses such as depreciation are worked out on the
basis of the period for which a fixed asset was available for use. The aforesaid
treatments are, however, consistent with the requirement contained in
paragraph 27 of AS 25 that an enterprise should apply the same accounting
policies in its interim financial statements as are applied in its annual financial
statements.

10.  The general approach of estimating the effective tax rate for the year
should be used even where, for example, an entity’s result in the current
interim period of the year is expected to be wholly offset by its result in the
future interim periods of the year. The consequence of this approach is that,
conceptually, even if the overall result for the year was expected to be a
breakeven position, an effective tax rate exists that needs to be applied to the
interim period. Expected effective tax rates should be applied to interim losses
as well as to profits. However, it might be appropriate to adopt a more cautious
approach to recognising the deferred tax asset that arises from interim losses
where there is no history of equal or larger profits in the subsequent interim
periods of the year. That is, if a deferred tax asset arises with respect to a loss
in the interim period and this ‘relief' is merely the result of applying the
expected effective tax rate, this asset should only be recognised if it is
probable that the loss will reverse in the foreseeable future. A history of losses
in the initial interim quarter of the year, and then equal or larger profits in the
subsequent quarters, would support recognising such an asset. On the other
hand, if the loss in the initial interim period was unexpected and is not related
to an unusual non-recurring transaction or event, this might indicate
uncertainty regarding the likely results in the subsequent interim period of the
year. Under such circumstances, the deferred tax asset’s recoverability is
more uncertain, and it might not be appropriate to recognise the asset and the
considerations of prudence as per AS 22 should be applied.

Effect of disallowed expenses in computing
weighted average annual effective tax rate
11. If there are items that are disallowed for tax purposes, these will

increase the effective tax rate. In some cases, the disallowable items might
have a distortive effect on the effective tax rate and on the resulting deferred
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tax asset recognised. In such a case, the disallowable items are not included
in determining the effective tax rate but are instead dealt with in the interim
periods in which they arise. This is consistent with the approach in paragraph
14 of lllustration 3 to AS 25 for tax benefits that relate to a one-time event.

The accounting treatment in a situation where the disallowable items have a
distortive effect on the effective tax rate is illustrated in Example 5 of Appendix
B to this Guidance Note.

Effect of Merger or amalgamation subsequent to
the interim balance sheet date

12.  Sometimes, an acquisition of a subsidiary might impact the expected
effective tax rate. For example, if a newly acquired subsidiary has significant
tax losses, this might reduce the rate of tax payable by the enlarged group
after the acquisition. When a merger or amalgamation occurs in the second
half of the year, the question arises at the initial interim period balance sheet
date as to whether the acquiring group should assume an expected rate for
the full year after taking into account the impact of the merger or
amalgamation. Losses attributable to an entity acquired in the second half of
the year would not be taken into account in determining the effective average
annual tax rate at the interim stage. This is because, paragraph 46 of AS14
states that when an amalgamation is effected after the balance sheet date but
before the issuance of the financial statements of either party to the
amalgamation, disclosure is made in accordance with AS 4, ‘Contingencies
and Events Occurring After the Balance Sheet Date’, but the amalgamation is
not incorporated in the financial statements. To take account of the effect of
the losses of the acquired company in the calculation of the tax rate for the
interim financial report would effectively be accounting for the effects of the
acquisition before it became unconditional. The reporting entity does not
control the losses at the interim date. However, as required by paragraph 16
of AS 25, all material events subsequent to the end of the interim period that
have not been reflected in the financial statements for the interim period need
to be disclosed.

Change in annual effective tax rate

13.  When preparing the tax estimate to be included in an interim period, the
tax expense is based on the best estimate of the weighted average annual
income tax rate expected for the full financial year. Therefore, as for other

7
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changes in estimates, amounts accrued for income tax expense in one interim
period may have to be adjusted in a subsequent interim period if the estimate
of the annual income tax rate changes. The estimated average annual income
tax rate would be re-estimated on a year-to-date basis, consistent with.
Paragraph 16(d) of AS 25 requires disclosure of a significant change in
estimate.

For example, the Taxation Laws (Amendment) Ordinance, 2019 (or 'the
Ordinance’) was promulgated by the President of India, was published in the
Gazette of India on 20 September 2019. The Ordinance came into force
immediately upon its publication in the Gazette. The Ordinance has brought
about significant changes to corporate income-tax rates. The Ordinance
provides an option to domestic companies to pay income-tax at a lower rate
(22% or 15%, depending on the conditions specified in this behalf) instead of
the normal rate of 30%. However, a domestic company can avail of the lower
tax rate only if it opts for not availing of certain exemptions or incentives
specified in this behalf in the Ordinance. A question that arises is whether a
domestic company can give effect to lower tax rate as per the Ordinance while
determining current tax and deferred tax assets or liabilities for the purpose of
presenting interim financial statements as of 30 September 2019.

Accounting Standard 22, ‘Accounting for Taxes on Income’ states as follows:

“20. Current tax should be measured at the amount expected to be paid
to (recovered from) the taxation authorities, using the applicable tax
rates and tax laws.

21. Deferred tax assets and liabilities should be measured using the tax
rates and tax laws that have been enacted or substantively enacted by
the balance sheet date.

22. Deferred tax assets and liabilities are usually measured using the tax
rates and tax laws that have been enacted. However, certain
announcements of tax rates and tax laws by the government may have
the substantive effect of actual enactment. In these circumstances,
deferred tax assets and liabilities are measured using such announced
tax rate and tax laws.”

14.  Accordingly, if a company’s intention to opt for lower tax rate is
appropriately evidenced, lower tax rate as per the Ordinance should be given
effect to while determining the current tax and deferred tax assets or liabilities
for the purpose of weighted average annual income tax rate expected for the

8
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full financial year in interim financial statements for the quarter/half-year ended
30 September 2019. Where a company expects to avail of the lower tax rate
only from a later financial year (say, from financial year 2020-21), it should
apply the lower tax rate in measurement of deferred taxes only to the extent
that the deferred tax assets are expected to be realised or deferred tax
liabilities are expected to be settled in the periods during which the company
expects to be subject to lower tax rate. To the extent deferred tax assets are
expected to be realised or deferred tax liabilities are expected to be settled in
earlier periods, the normal tax rate should be applied. The impact of such a
remeasurement should be recognised in the statement of profit and loss.

15.  Appendix B contains examples of computing weighted average annual
effective tax rate.
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Appendix A

Extracts from lllustration 3 to Accounting Standard
(AS) 25, Interim Financial Reporting

“Measuring Income Tax Expense for Interim Period”

8. Interim period income tax expense is accrued using the tax rate that
would be applicable to expected total annual earnings, that is, the estimated
average annual effective income tax rate applied to the pre-tax income of the
interim period.

9.  This is consistent with the basic concept set out in paragraph 27 that
the same accounting recognition and measurement principles should be
applied in an interim financial report as are applied in annual financial
statements. Income taxes are assessed on an annual basis. Therefore, interim
period income tax expense is calculated by applying, to an interim period’s
pre-tax income, the tax rate that would be applicable to expected total annual
earnings, that is, the estimated average effective annual income tax rate. That
estimated average annual income tax rate would reflect the tax rate structure
expected to be applicable to the full year's earnings including enacted or
substantively enacted changes in the income tax rates scheduled to take effect
later in the financial year. The estimated average annual income tax rate would
be re-estimated on a year-to-date basis, consistent with paragraph 27 of this
Statement. Paragraph 16(d) requires disclosure of a significant change in
estimate.

10. To the extent practicable, a separate estimated average annual
effective income tax rate is determined for each governing taxation law and
applied individually to the interim period pre-tax income under such laws.
Similarly, if different income tax rates apply to different categories of income
(such as capital gains or income earned in particular industries), to the extent
practicable a separate rate is applied to each individual category of interim
period pre-tax income. While that degree of precision is desirable, it may not
be achievable in all cases, and a weighted average of rates across such
governing taxation laws or across categories of income is used if it is a
reasonable approximation of the effect of using more specific rates.

11.  As illustration, an enterprise reports quarterly, earns ¥ 150 lakhs pre-
tax profit in the first quarter but expects to incur losses of Rs 50 lakhs in each

10
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of the three remaining quarters (thus having zero income for the year), and is
governed by taxation laws according to which its estimated average annual
income tax rate is expected to be 35 per cent. The following table shows the
amount of income tax expense that is reported in each quarter:

(Amount in ¥ lakhs)
1st 2nd 3rd 4t Annual
Quarter | Quarter | Quarter | Quarter
Tax expense 52.5 (17.5) (17.5) (17.5) 0

Difference in Financial Reporting Year and Tax
Year

12.  If the financial reporting year and the income tax year differ, income tax
expense for the interim periods of that financial reporting year is measured
using separate weighted average estimated effective tax rates for each of the
income tax years applied to the portion of pre-tax income earned in each of
those income tax years.

13.  Toillustrate, an enterprise’s financial reporting year ends 30 September
and it reports quarterly. Its year as per taxation laws ends 31 March. For the
financial year that begins 1 October, Year 1 ends 30 September of Year 2, the
enterprise earns Rs 100 lakhs pre-tax each quarter. The estimated weighted
average annual income tax rate is 30 per cent in Year 1 and 40 per cent in
Year 2.

(Amount in ¥ lakhs)

Quarter Quarter Quarter Quarter Year
ending 31 | ending 31 | ending 30 | ending 30 | ending 30
Dec March June Sep Sep
Year 1 Year 1 Year 2 Year 2 Year 2
Tax 30 30 40 40 140
Expense

Tax Deductions/Exemptions

14, Tax statutes may provide deductions/exemptions in computation of
income for determining tax payable. Anticipated tax benefits of this type for the

11
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full year are generally reflected in computing the estimated annual effective
income tax rate, because these deductions/exemptions are calculated on an
annual basis under the usual provisions of tax statutes. On the other hand, tax
benefits that relate to a one-time event are recognised in computing income
tax expense in that interim period, in the same way that special tax rates
applicable to particular categories of income are not blended into a single
effective annual tax rate.

Tax Loss Carry forwards

15. A deferred tax asset should be recognised in respect of carry forward
tax losses to the extent that it is virtually certain, supported by convincing
evidence, that future taxable income will be available against which the
deferred tax assets can be realised. The criteria are to be applied at the end
of each interim period and, if they are met, the effect of the tax loss carry
forward is reflected in the computation of the estimated average annual
effective income tax rate.

16. Toillustrate, an enterprise that reports quarterly has an operating loss
carry forward of Rs 100 lakhs for income tax purposes at the start of the current
financial year for which a deferred tax asset has not been recognised.

The enterprise earns Rs 100 lakhs in the first quarter of the current year and
expects to earn Rs 100 lakhs in each of the three remaining quarters.
Excluding the loss carry forward, the estimated average annual income tax
rate is expected to be 40 per cent. The estimated payment of the annual tax
on ¥ 400 lakhs of earnings for the current year would be ¥ 120 lakhs {(X 400
lakhs - ¥ 100 lakhs) x 40%}. Considering the loss carry forward, the estimated
average annual effective income tax rate would be 30% {(X 120 lakhs/Z 400
lakhs) x 100}. This average annual effective income tax rate would be applied
to earnings of each quarter. Accordingly, tax expense would be as follows:

(Amount in ¥ lakhs)

1st 2nd 3rd 4th Annual
Quarter Quarter Quarter Quarter
Tax Expense | 30.00 30.00 30.00 30.00 120.00

12
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Appendix B

Examples of Computation of Weighted Average
Annual Effective Tax Rate

Example 1: When deferred tax asset was not recognised for carried forward
losses from earlier accounting periods.

Quarter | Quarter | Quarter | Quarter Total
I I [ v

Estimated Pre- (25) 175 (25) 50 175
tax Income (after
considering
estimated
depreciation on
the probable
acquisition of
fixed assets
during the year)

Carried forward (25)
losses from
earlier
accounting
periods, the
deferred tax
asset in respect
of which was not
recognised as it
did not meet the
requirements  of
prudence laid
down in AS 22.

During this year,
in view of the
expected taxable
income, this loss
is expected to be

13
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set off there
against.
Therefore, it will
not have any tax
effect on future
periods.

Additional (50)
estimated

depreciation as

per tax laws as

compared to the

accounting

depreciation after

considering

depreciation on

probable capital

expenditure  on

acquisition of

fixed assets

during the year.

Estimated 100

taxable income

on which tax

payable.

Applicable  tax 30%
rate (say)

Estimated 30

current tax

expense for the

year.

Estimated 15

deferred tax

expense for the

year (50x30/100)

Weighted 30/175

14
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Average Annual x 100
Effective Tax =17.14%
Rate (current tax)
Weighted 15/175
Average Annual %100
Effective Tax

=8.57%
Rate (deferred ’
tax)
Tax expense for
the interim period
Current tax (4.29) 30 (4.29) 8.57 29.99
Deferred tax (2.14) 15 (2.14) 4.29 15.01
Total (6.43) 45 (6.43) 12.86 45.00

(@)  The above calculation needs to be done for every interim period for
which recognition and measurement of tax expense is required.

(b) Itis presumed that there are no other differences between accounting
income and taxable income.

It might be appropriate to adopt a more cautious approach to recognising the
income tax asset that arises from interim loss in Quarter I. Particularly, where
there is no history of equal or larger profits in the subsequent interim periods
of the year. A history of losses in the initial interim quarter of the year, and
then equal or larger profits in the subsequent quarters, would support
recognising such an asset. On the other hand, if the loss in the initial interim
period was unexpected and is not related to an unusual non-recurring
transaction or event, this might indicate uncertainty regarding the likely results
in the subsequent interim period of the year. Under such circumstances, the
deferred tax asset’s recoverability is more uncertain, and it might not be
appropriate to recognise the asset and the considerations of prudence as per
AS 22 should be applied.

Example 2: When deferred tax asset was recognised for carried forward
losses from earlier accounting periods.

15
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Quarter

Quarter
Il

Quarter
11

Quarter
v

Total

3

3

3

Estimated Pre-
tax Income

(after considering
estimated

depreciation on
the probable
acquisition of
fixed assets
during the year)

175

(25)

50

175

Carried forward
losses from
earlier
accounting
periods, the
deferred tax
asset in respect
of which was
recognised on
the basis of
considerations of
AS 22. During
this year, in view
of the expected
taxable income,
this loss is
expected to be
set off there
against. This will
result in reversal
of the deferred
tax asset in the
current year.

(25)

Additional

16
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estimated
depreciation as
per tax laws as
compared to the
accounting
depreciation after
considering
depreciation on
probable capital
expenditure on
acquisition of
fixed assets
during the year.

Estimated 100
taxable income
on which tax

payable.

Applicable  tax 30%
rate (say)

Estimated 30

current tax
expense for the
year.

Estimated 22.5
deferred tax

expense for the

year:
(i) Deferred tax
liability on

account of timing
difference in

depreciation
(50x30/100) 15
(i) Reversal of
deferred

tax asset
(25x30/100) 7.5

17
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Weighted 30/175
Average Annual x 100
Effective Tax =17.14%
Rate

(Current tax)

Weighted 22.5/175
Average Annual x100
Effective Tax =12.86%
Rate (Deferred

tax) Tax expense

for the interim

period

Tax expense for

the

interim period

Current tax (4.29) 30.0 (4.29) 8.57 29.99
Deferred tax (3.21) 225 (3.21) 6.43 22.51
Total (7.50) 52.5 (7.50) 15.00 52.50

(@)  The above calculation needs to be done for every interim period for
which recognition and measurement of tax expense is required.

(b) Itis presumed that there are no other differences between accounting

income and taxable income.

Example 3: When progressive rates of tax are applicable under the Indian tax
system, the tax rates for corporates and firms are not progressive (i.e., based
on levels of income), but are flat rates. Therefore, the tax rate to be applied in
the interim period would be the normal rate applicable to the entity. However,
the calculation of weighted average annual effective tax rate can be illustrated
as below where the tax rates are progressive:

Estimated annual income

Assumed Tax Rates:

On first ¥ 40,000

On the balance income
Tax expense: 30% of ¥ 40,000 + 40% of ¥ 60,000 = ¥ 36,000

18
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Weighted average annual effective tax rate = 36,000/1,00,000 x 100 = 36%

Supposing the estimated income of each quarter is T 25,000, the tax expense
of ¥ 9,000 (36% of ¥ 25,000) would be recognised in each of the quarterly
financial reports.

Example 4: When different rates of tax are applicable to different portions of
the estimated annual accounting income (refer para5 (iii)) Estimated annual
income ¥ 1 lakh (inclusive of Estimated Capital Gains)

(earned in Quarter II) ¥ 20,000
Assumed Tax Rates:

On Capital Gains 10%

On other income:

First ¥ 40,000 30%
Balance income 40%

Assuming there is no difference between the estimated taxable income and
the estimated accounting income,

Tax Expense:
On Capital Gains portion of annual income:

10% of ¥ 20,000 Z 2,000
On other income: 30% of ¥ 40,000 + 40% of 340,000 $ 28,000
Total: 330,000

Weighted Average Annual Effective Tax Rate:
On Capital Gains portion of annual income: 2,000/20,000x 100 = 10%
On other income: 28,000/80,000 x 100 = 35%

Supposing the estimated income of each quarter is 25,000, when income of
325,000 for 2nd Quarter includes capital gains of ¥20,000, the tax expense for
each quarter will be calculated as below:

Income Tax Expense
Quarter I: 3 25,000 35% of ¥ 25,000 =% 8,750
Quarter Il
Capital Gains: ¥ 20,000 10% of ¥ 20,000 =¥ 2,000
Other: ¥ 5,000 35% of ¥ 5,000 =% 1,750
¥ 3,750
Quarter I1I: ¥ 25,000 35% of ¥ 25,000 = T 8,750
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Quarter V: ¥ 25,000 35% of ¥ 25,000 = % 8,750
Total tax expense for the year = ¥ 30,000

Example 5: An entity makes a loss in the first two quarters of the year of
3250,000, and it expects to make a profit in the third and fourth quarter of
%275,000 each (overall profit: ¥50,000 for the year).

The interim results include expenditure of 70,000 each in the first two quarters
that is disallowed for tax purposes. The expected profit in the second half of
the year includes expected disallowable expenditure of ¥80, 000 each.

The applicable tax rate is 30%.

The taxable profits for the year and the related tax are as follows:

Q1 Q2 Q3 Q4 Full

Year
%000 | %000 | <000 | <000 | <000
(Loss)/profit before tax (250) | (250) 275 275 50
Disallowable expenditure 70 70 80 80 300
Taxable (loss)/profit (180) | (180) 355 355 350
Tax (charge)/credit @ 30% | (105)

Note: It is presumed that there are no other differences between accounting
income and taxable income.

If an effective tax rate including the effect of the disallowable expenditure is
calculated, this is 105,000/50,000 or 210%. Applying this to the results in the
interim periods gives the following:

Q1 Q2 Q3 Q4 Full

Year
000 | %000 | <000 | 000 | <000
(Loss)/profit before tax (250) | (250) 275 275 50

Tax (charge)/credit @ | 525 525 | (577.5) | (577.5) | (105)
210%

Profit/(loss) after tax 275 275 | (302.5) | (302.5) (55)
Effective rate of tax credit/ | 210% | 210% | 210% | 210% | 210%
(charge)

Subject to recoverability, a deferred tax asset of 525,000 would be recognised
in each of the first two quarters. When the tax rate of 210% is then applied to
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the profits made in the second half of the year, a tax charge of ¥577, 500 would
be generated in each of the third and fourth quarters, giving a net tax charge
of 105, 000 for the full year. However, it can be argued that applying a tax
rate of 210% has a distortive effect and overstates the tax asset.

If the effective tax rate is calculated excluding the effect of the disallowable
items, this is 105,000/350,000 or 30%. Applying this to the results in the interim
periods, and dealing with the disallowable items separately in the interim
periods in which they arise, gives the following:

Ql Q2 Q3 Q4 Full

Year
%000 %000 %000 %000 %000
Taxable (loss)/profit (180) (180) 355 355 350
Tax (charge)/credit @ 54 54 | (106.5) | (106.5) (105)

30%
Disallowable expenditure (70) (70) (80) (80) (300)
Tax credit @ 0%

(Loss)/profit before tax (250) (250) 275 275 50
Tax credit/(charge) 54 54 | 106.5| 106.5 (105)
(Loss)/profit after tax (196) (196) | 1685 | 1685 (55)

As noted in above, the disallowable items are not included in determining the
effective tax rate, but they are instead dealt with in the interim periods in which
they arise, consistent with the approach in paragraph 10 of Appendix A to AS
25 for categories of income with different tax rates. Disallowable expenditure
is effectively taxed at a zero rate.

Under this approach, subject to recoverability, a deferred tax asset of ¥54,000
is recognised in each of the first two quarters. When the tax rate of 30% is
applied to the profits made in the second half of the year, a tax charge of
3106,500 is generated in each of the third and fourth quarters, giving a net tax
charge of 105,000 for the full year. This approach is appropriate where, as in
this example, the disallowable items have a distortive effect on the effective
tax rate and on the resulting tax credit and deferred tax asset recognised. This
might be the case where a loss in one interim period becomes income (or vice
versa) in the next, or where there is a concentration of a significant amount of
disallowable expenses in one interim period and not in the other.
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