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FOREWORD

The reform processes are designed to have long-term benefits
through efficiency gains. However, the onset of the restructuring and
reform process is not without short-term costs. The experience of
East European and Central Asian Countries, the leading States in
transition, bears testimony to assertion that transition from a well-
entrenched system to a modern setup is not always smooth. The
reform process bears limited fruit if structural rigidities continue to
obstruct and hinder change towards an intervention free competitive
setup. Fiscal reform process is no exception to this rule.

The process of fiscal reforms started in Pakistan during the decade
of the 1990s with tariff rationalization and the introduction of broad
based value added tax (GST). The change envisioned pivotal roles of
two major taxes, i.e., income & corporate taxes and sales tax within
direct and indirect tax regimes. While tax policy initiatives alone
often fail to deliver the desired results, the institutional restructuring
almost always follows the initial steps. The objective of the
reorganization of Central Board of Revenue is to redesign tax
administration on functional lines in place of the existing cylindrical
tax-by-type structure, which is regarded as inefficient and outdated.
There is greater emphasis on taxpayers’ facilitation and education,
audit, information and management systems, human resource
management, and fiscal research to ensure standardization of work
processes. The soft opening of the large taxpayers unit at Karachi is
an important step forward in the direction of organizational change.
It serves the dual roles of leading the way to an era of modernization
and to gain experience from the pilot project to replicate the forward-
looking taxation system over the entire country.



The redesigning and re-engineering of work processes on the one
hand and effective implementation on the other are important steps
in their own respect but an extensive analytical review of the
resource mobilization efforts of the revenue organization serves as a
litmus test for the success of the reform process. h unison, fiscal
transparency also requires improving data quality and reporting of
information to the government and the public at large.

“CBR Quarterly Review” is an effort to provide an in-depth analysis
of the revenue collection for the government to monitor its fiscal
strength. It is designed to serve as an authentic piece of information
for the end users -- the government, financial institutions, academia,
fiscal researchers and the public. With an impartial and coherent
analysis of the revenue potential of the CBR and the bottlenecks in
effective resource mobilization, the “CBR Quarterly Review” would
serve as a source of continuous dissemination, elaboration and
evaluation of the on-going reform process for all stakeholders. The
publication of the ‘CBR Quarterly Review” would also confirm the
government’s strong commitment to ensure that the reform process is
on track. The document is being released with the hope that it will
come up to the expectations of its beneficiaries and serve its
intended purpose.

Riaz Ahmad Malik
Chairman



I
An Analysisof Tax Collection

The Economy

Fiscal year 2001-02 has been unique in Pakistan’s economic history
as the economy experienced extraordinary internal and externa
shocks, which resulted into lower than anticipated growth in the real
sectors, stagnation in the external sector, and continuously an
unfavorable investment environment. The situation was aggravated
by the war- mongering sentiments and the resulting military build-up
on the Eastern border. The Northwestern border also remained
plagued by unusua military activity due to the war against
terrorism. Consequently, the optimism expressed at the beginning of
the fisca year and the anticipatory take-off largely remained
illusory, particularly until February 2002.

The economy registered a modest real GDP growth of 3.6% in
2001-02, mainly due to a near-vibrant services sector. The growth of
the agriculture and the large-scale manufacturing sectors, on the
other hand, remained below their respective potential levels due to
wide ranging factors including persistence of drought conditions and
difficult regional and global economic environment. On account of
decline in production and yield, magjor crops, especially wheat, rice
and cotton, registered negative growth.® Similarly, the industrial
production of key industrial concerns including vegetable ghee,
cigarettes, fertilizers, cement and soda ash aso declined during the
first ten months of fiscal year 2001-02. Failure to maintain the
growth momentum is aso evident from the declining share of
investment, imports and exports in GDP during the year. However,
on a positive note, favorable developments were experienced in the

! The production and yield has been influenced by a combination of factors including water scarcity,
increasing costs of inputs, incentive structure especially the price support mechanism and the non-
avaiaability of adequate grain storage facilities. The evidence shows that the major crop sector has
registered negative ‘real’ growth infour out of six years since 1996-97.



balance of payments account as current account balance, excluding
official transfers, turned surplus, inflation remained below 3% and
foreign exchange reserves registered substantial increase. Despite
strong apprehensions about the law and order situation, the foreign
direct investment increased by about 19%. The increase in oil and
gas sectors was over 100% during the first ten months of fisca year
2001-02. Above all, there has been an improvement in internal and
external indebtedness due to debt management efforts. Thus, the
prevailing optimism that the economy is poised for rebound and that
the “soft takeoff’ will trandate into real takeoff is not without merit.
The sanguinity is based on clear signals of improvement in key
macroeconomic fundamentals. But the hopefulness will turn into
reality if concerted efforts continue to improve investors confidence
and there is recovery in the manufacturing sector.

Resour ce Mobilization Efforts

Notwithstanding various budgetary and non-budgetary measures to
mobilize resources, it has not been possible to push revenue to GDP
ratio beyond 13-14%. Based on the conventional wisdom, the first
generation of fiscal reforms introduced under the Structura
Adjustment Program in the late 1980’s shifted the emphasis away
from indirect taxes towards direct taxes;, and within indirect taxes
value added version of the general sales tax was preferred. At the
same time reliance on international taxes especially customs duties
was gradualy reduced. This transition was consistent with
efficiency and equity arguments, which perceive indirect taxes to be
more regressive in nature. The motive behind tariff rationalization
was aso straightforward. That in view of deregulation and
liberalization under WTO the domestic industria structure will have
to be competitive as hedging against protective tariff barriers would
not be possible under the new trade regime.

Whereas policy advice on revenue architecture has been and
continues to be a prominent part of the tax reform process, there has



been increasing readlization that good policies aone are insufficient
for sustained, Eliable revenue generation. Evidence shows that in
the medium to long term strong institutions and efficient
administration are also necessary to ensure effective implementation
of policies. Consequently, institutional strengthening and
governance capacity building have, of late, become the integral part
of the second generation of fiscal reforms being introduced in
Pakistan. The most important step in this direction is redesigning
and reorganizing tax administration on ‘functional’ rather than the
‘type-of-tax’ basis to reduce adversarial relationship between
taxpayers and tax collectors. Mgjor initiatives aiming at taxpayers
facilitation and education, human resource management, and
simplification of audit and related procedures have already been
started. This effort is supplemented by commencement of work on
development of a comprehensive information system and proper
dissemination of fiscal initiatives. The hind sight is that the revenue
organization will be more effective if the staff is well trained,
motivated and dedicated, the rules of business are transparent, the
system runs on modern lines and there is a serious effort to improve
the image of the organization and the morale of tax administrators
and tax collectors. Through soft opening of the Large Taxpayers
Unit (LTU) at Karachi, Pakistan has already entered into a new era
where fiscal system has started to function on modern lines. In this
changed environment motivational skills, courtesy and respect are
rules of the game. It is anticipated that the combination of tax policy
reforms and institutional restructuring will knock down the inherent
rigidities in the system. Effective resource mobilization will make it
possible for decision makers to contain both fiscal deficit and the
increasing debt burden.

CBR Revenue Position

The historical evidence confirms a continuous growth in federal tax
receipts. The revenue collection increased at an average annual rate
of 7.4% since 1996-97. However, slower growth of the economy on
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the one hand and reduced value of imports (mainly due to the
appreciation of rupee vis-avis dollar) on the other hand an adverse
impact on revenue collection in FY 2001-02. Since delay in refunds/
rebates has always invited criticism from stakeholders, promptness
in refunds and clearing the backlog of refunds during the year was a
deliberate policy. Consequently, the gross and net collection of CBR
increased by 6.7% and 3%, respectively over the past year. 2

Further bifurcation into major taxes indicates that the rate of
increase of net collection of direct taxes and sales tax has been
145% and 8.3%, respectively during the year, indicating the
buoyant nature of these taxes. On the other hand, net collection from
customs duties and central excise declined by 26.1% and 4.4%,
respectively due to tariff rationalization and decreasing emphasis on
excise duties as one of the main revenue spinners. Disaggregating
sdes tax into its components gives further insight. While the
collection from sales tax (domestic) increased by 13.1% over
previous year, the collection from sales tax on imports increased by
4.8%, a pattern consistent with the overall growth of the economy.
Based on provisiona figures, CBR revenue to GDP ratio for FY
2001-02 has been 10.8, which is lower than the past year.®

Revenue Position vis-a-vis Tar get

It is now well recognized that revenue projection is one of the most
difficult tasks in budget making. The scientific job requires
thorough understanding of interplay of various sectors of the
economy, tax laws, rules ard procedures and the existing levels of
tax compliance and tax administration. On top of these issues, one
also needs to maintain a delicate balance between equity and
efficiency considerations. The three commonly used methods to

2 Theincreasein net collection goes up to 6.8% when adjustment is made for refunds. Incidentally this
rate of growth matches with the nominal growth of the economy for FY 01-02.

3 The refunds adjusted revenue to GDP ratio goes up to 11.2, which not only comes close to the kst
year’ sratio but aso remains consistent with tax to GDP elasticity coefficient of 0.96.



generate revenue projections are (@) econometric approach that
requires estimation of elasticity and buoyancy estimates, (b) indirect
approach that involves projections on the basis of effective rates of
taxation, and (c) residua approach where future revenue needs are
determined residually after taking into account expenditure needs
and future sources of debt financing. The CBR revenue is projected
on the basis of all these approaches.*

The budgetary revenue target of CBR for the fiscal year 2001-02
was set at Rs. 457 billion. The target was revised to Rs. 443 billion
when actual collection of fiscal year 2000-01 was realized. During
the year the target was further revised initially to Rs. 429 billion and
then to Rs. 414.3 billion in view of the post September 11 and
December 13 events and projection errors.® The revenue targets of
four major taxes, i.e., direct taxes, sales tax, customs and central
excise duties were revised up and downwards accordingly by
+2.38%, -7.8%, -24.1% and -4.85%, respectively (Table 1).

Table 1: Original and Revised Targets of Revenue

(Rs. Billion)

Original Revised Difference

Target Target Absolute Per cent
Direct Taxes 1431 146.5 +34 +2.38
SalesTax 184.5 170.1 -144 -7.80
CustomsDuties 66.5 50.5 -16.0 -24.06
Central Excise 49.5 47.1 -24 -4.85
Total 4437 4143 -294 -6.63

An in-depth analysis of the revenue accounts presented below makes
it clear why the initial and even the revised target of Rs. 414.3
billion was not achievable and how the resource mobilization efforts

4 Within the general equilibrium framework the outcome of al these approaches should converge.
However, divergence is observed when some of the forward and backward linkages are ignored.

5 Repeated revisionsin the CBR revenue target have become anorm rather than exception. Concern on
seriousimplications of such projection errors for actua deficit, expenditure adjustments and borrowing
requirements has dso been raised by the State Bank of Pakistan in its Annua Report 2000-2001.



of the revenue organization have gone a long way to redlize this
target. Starting with the overall collection and refunds position, the
analysis is extended to individual taxes. Fluctuations in revenue
collection are explained on the basis of yearly, quarterly and
monthly data as has been deemed necessary.

Overall Collection and Refunds

Despite various odds mentioned above, the provisional gross
revenue collection shows improvement, albeit marginal, as
compared to the past year. The tax effort has resulted in gross
collection of Rs. 483.2 hillion of which Rs. 79.3 hillion have been
paid back as refunds and rebates. Thus, the net collection has been
Rs. 403.9 hillion. As indicated, the average annua increase in gross
collection has been 6.7% but the net collection has increased only by
3% due to hefty growth in refunds by 30.6%. The shares of direct
and indirect taxes in net collection have been 35.3% and 64.7%,
respectively. Compared to 1999-2000 and 2000-01, the increase in
the share of direct taxes (from about 32% to 35.3%) is a positive
development given the progressive nature of direct taxes and their
implications for income inequality and distributive justice. The
overal position of collection and refunds is displayed in (Graph-1).

Graph-1: A Comparison of Collection and Refunds:
FY 00-01 & FY 01-02
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Detailed Analysisof Individual Taxes

Direct Taxes. The gross direct tax collection during FY 01-02 has
registered 15.4% increase over FY 00-Ol1. Since refund payments
increased by 23.9% during the period, the growth in net direct tax
collection has been 14.5%. In absolute terms the gross collection of
direct taxes has been Rs. 159.1 hillion, refunds Rs. 16.5 hillion, and
net collection Rs. 142.6 billion.

Before elaborating further, it may be useful to explain the
composition of direct taxes. The two components of direct taxes are
income tax and ‘other’ taxes. The income tax collection is based on
three mgjor components, i.e., collection on demand — representing
additional tax effort on the part of tax administrators, voluntary
payment — a measure of voluntary tax compliance, and deduction at
source consisting of withholding taxes some of which are
presumptive in nature. The components of ‘other’ taxes include
wealth tax (now abolished though some residual tax amount still
accrue), capital value tax (CVT), corporate assets tax (CAT) and
workers welfare fund (WWF). Over the years the contribution of
income tax and ‘other’ taxes in direct tax collection has generally
remained constant with more than 95% of the share going to the
former. (Pie Chart 1).

Pie Chart la: Pie Chart 1b:
Composition of Direct Tax Composition of Direct Tax Collection:
Collection: FY 00-01 FY 01-02
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Income Tax: The analysis is started with the description of various
components of income tax and the relevant clauses of income tax
ordinance, 1979 under which taxes are collected. The voluntary
payments (VP) are collections with return under SAS and collection
with normal returns u/s 80-D, u/s 54 (other than 80-D), u/s 53 and
tax amnesty u/s 59-D. Payments u/s 80-D are made by companies
and registered firms with minimum tax of 0.5% on turnover
adjustable on final liabilities; where there is no tax or final liabilities
are less than this, it is the minimum. Payments u/s 54 are voluntary
payments admitted with return and collections u/s 53 are advance
taxes from companies and registered firms on the basis of tax-
turnover ratio on assessed value of past year and from individuals
whose assessed income during FY 00-0O1 was over Rs. 150,000.
Collection on demand (CoD) includes arrear demand and current
demand based on assessment of tax returns under normal law.
Whereas current demand refers to demand created and amount
collected during the on-going fiscal year, arrear demand refers to
accumulated arrears on created demand of past years. Findly,
deductions at source are withholding taxes (WHT) on various
categories of economic activities. The complete listing of the WHT,
rate structure including exemptions and tax deducting authorities are
given in CBR document “Guide to Withholding Taxes — under
section 50 of Income Tax Ordinance 1979 published in April,
1999.°

A comparative assessment of FY 00-01 and FY 01-02 indicates that
the composition of income tax collection has changed over the two
years. The share of WHT in income tax collection has reduced
during FY 01-02 as compared to FY 00-01 and that of VP and CoD
has increased. This is a clear indication of the tax reform process
moving in the right direction by decreasing the share of WHT, some
of which are considered to be more indirect in nature.

® An updated version of the document based on the Income Tax Ordinance 2001 is currently under
preparation. It will be published in July 2002.
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Voluntary Payments: The collection through voluntary payments
has registered a significant increase of 42.6% during July-May of
FY 01-02 as compared to FY 00-01 (Table 2).” In terms of amount,
Rs. 41.5 hillion have been collected during first eleven months of
FY 01-02 as against Rs. 29.1 billion during corresponding period of
FY 00-01. Besides natural growth in base, this increase in voluntary
compliance has been the result of survey and documentation drive of
the economy. This assertion is substantiated by the fact that the
contribution of voluntary payments in gross income tax collection
has gone up to 33% during FY 01-02 as compared to 26% during
FY 00-01. Simultaneoudly, the number of individual and corporate
income taxpayers has increased by 14.7% and 10.5%, respectively,
which reflects an overal improvement in the income tax base by
14.6%. (Graph-2).

Graph-2: Share of Revenue Heads
in Gross IT Collection - FY 00-01 & FY 01-02

O Fyo00-01 O FYo01-02

The quarterly data on voluntary payments indicates that the
collection on account of two minor components, i.e., u/s 80-D and
w's 59-D has declined by 91% and 86%, respectively in the FY 01-
02. This decline has been anticipated as minimum turnover tax,
originally levied on companies and registered firms, was extended to
individuals in FY 00-01 but was withdrawn during the same fiscal
year. Smilarly, the tax amnesty scheme is no more operative in the
FY 01-02. On the other hand, collection on account of two maor
components of VP, i.e, payments admitted with returns (u/s 54

’ The disaggregated figures of the cmponents of direct tax are available only up to May, hence the
comparison is based on eleven months collection.



other than 80-D) and advance tax (u/s 53) has increased by 81% and
52% respectively during FY 01-02 as compared to FY 00-01. In
case of former the collection has been the highest in the second
quarter, which reflects the seasonal pattern. A comparison of the
second quarter figures for current and past fiscal years shows 79%
increase in collection, which clearly demonstrates that effort
directed towards documentation of the economy is bearing fruit. The
advance tax collection has been consistently higher in the four
quarters of FY 01-02 as compared to FY 00-01. However, the
downside of increasing advance tax is that refunds are also

increasing overtime.
Table 2: Quarterly Data on Voluntary Payments: A Comparison

(Rs. Million)
Difference
SNo. Collection Heads FY:00-01 FY:01-02 Absolute Percent
1 U/s80-D
Q1 16.5 74.6 58.1 352.1%
Q2 646.6 54.4 -592.2 -91.6%
Q3 27.2 -89.8 -117 -430.1%
Q4 83 22.8 145 174.7%
Total 698.6 62.0 -636.6 -91.1%
2 U/s 54 (Other than 80-D)
Q1 484.8 17822 1297.4 267.6%
Q2 6987.4 12505.1 5517.7 79.0%
Q3 527.1 660.4 1333 25.3%
Q4 39.8 -372.7 -412.5 -1036.4%
Total 8039.1 14575.0 6535.9 81.3%
3 Tax Amnesty (U/s59-D)
Q1 1889.7 1324 -1757.3  -93.0%
Q2 961.0 -130.6 -1091.6  -113.6%
Q3 75.7 35.6 -40.1 -53.0%
Q4 18.6 384.5 365.9 1967.2%
Tota 2945.0 421.9 -25231  -85.7%
4 Collection u/s 53(current)
Q1 22235 3280.1 1056.6 47.5%
Q2 6254.3 8562.9 2308.6 36.9%
Q3 4962.8 9629.8 4667 94.0%
Q4 4001.8 5007.8 1006 25.1%
Total 17442.4 26480.6 9038.2 51.8%
1+2+3+4 Voluntary Payments
Q1 4614.5 5269.3 654.8 14.2%
Q2 14849.3 20991.8 61425 41.4%
Q3 5592.8 10236.0 4643.2 83.0%
Q4 4068.5 5042.4 973.9 23.9%
Tota 29125.1 41539.5 124144  42.6%

Note: The data for Q4 isfor April and May only.
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Coallection on Demand: The collection on demand category assumes
an important position in the overall income tax collection as it serves
as an indicator of additional tax effort on the part of tax
administrators. Parallel to audit activities of indirect taxes,
assessment which results into creation of demand is an anti tax
evasion activity. The current year collection under this head has
been Rs. 15.5 billion as against Rs. 10.9 hillion last year, which
shows an increase of 42.4%. Since the contribution of collection on
demand in gross income tax collection is nearly 12% for the current
year as compared to 10% during the corresponding period of FY 00-
01, an increase of two percentage points is noteworthy considering
the various shocks the economy has had to absorb during the
comparison period.

A further break-up of the two components of collection on demand
category into current and arrears demand indicates that the
collection on account of the former has been Rs. 11.7 hillion during
FY 01-02 (58% increase over corresponding period of FY 00-01)
and of the later Rs. 3.8 hillion (8% increase over FY 00-01). Thus,
the proportion of current demand in the overall collection on
demand has increased from 68% during first eleven months of FY
00-01 to 75% during FY 01-02.

The pace of assessment activity could be judged on the basis of
quarterly data presented in (Table 3). It is evident that current
collection in the 4™ quarter of FY 01-02 increased sharply by 226%
as compared to collection in the 3% quarter and by 82% over 4"
guarter of FY 00-01. The arrear demand on the other hand increased
by 29% in the 4" quarter of FY 01-02 over 4" quarter of FY 00-01.
The growth in current collection has been the result of improvement
in tax effort, an area that is gaining increasing importance under the
on-going reform process.
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Table 3: Quarterly Data on Collection on Demand:
A Comparison

(Rs. Million)
SNo. Collection Heads FY: 0001 Fy:o1p  Difference
Absolute Percent
1 Arrears
Q1 850.2 819.3 -30.€ -3.6%
Q2 885.5 14329 5474  61.8%
Q3 1214.0 828.7 -385.2  -31.7%
Q4 537.3 692.0 154.7 28.8%
Total 3487.0 37729 285.€ 8.2%
2 Current
Q1 440.9 908.6 467.7 106.1%
Q2 1312.0 1636.2 324.2 24.7%
Q3 1785.3 2161.5 376.2 21.1%
Q4 3872.8 7043.6 3,170.€ 81.9%
Total 74110 11749.¢ 4338¢ 58.5%
1+2 Collection on Demand

Q1 1,291.1 1,727 8 436.€ 33.8%
Q2 2,197.5 3,069.1 871.€ 39.7%
Q3 2,999.3 2,990.2 -9.1 -0.3%
Q4 4,410.1 7,735.6 3,325.5 75.4%
Total 10,898.0 15,5228 4,624.€ 42.4%

Note: The note of Table 2 also applies here.

Withholding Tax: Since deductions at source generate more than
50% of the gross direct tax collection, it is important to anayze the
various components of the withholding tax. There are nearly 25
categories on which WHT is deducted.® However, 92% of total
deductions come from eleven WHT heads. Within these eleven
heads, nearly 82% of the contribution is made by imports [u/s
50(5)], contracts [u/s 50(4)], salaries [u/s 50(1)], securities [u/s
50(2)] and interest [u/s 50(2-A)]. The share of these five
withholding taxes in eleven maor categories is 27.2%, 26.0%,
11.6%, 8.7% and 8.4%, respectively.

The figures reported in (Table 4) show that the July-May collection
has been lower by 1.9% than past year. The collection from five
major WHT heads has declined by 6.1% during this period,
notwithstanding an 11.4% increase in the salary category. For
individualk WHT heads, the decline has been the highest for
securities (22.5%), followed by contracts (10.7%), imports (2.7%)

8 Some of the WHT sub-sections were omitted through Finance Ordinance 2001. These included:
(5AAA), 5(B), (7), (TA) and 7(G). Additionally, sib-sections 7(H) and 50(2B) have been omitted
through Finance Ordinance 2002.
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and interest (1.0%). The reasons for lower than anticipated WHT
collection in FY 01-02 from these categories are: lower volume of
imports, which incidentally have started to pickup in recent weeks as
reflected by 4™ quarter collection of FY 01-02, and appreciation of
rupee vis-avis dollar affecting WHT on imports, decrease in interest
rate on securities affecting WHT on securities, and reduction in
government’s development spending due to resource constraint
affecting supplies and contracts. The remaining WHT heads
including salary have shown an increase of 13% in FY 01-02 over

FY 00-01.

Table 4: Quarterly Dataon WHT: A Comparison of
FY 00-01 & FY 01-02 Collection

(Rs. Million)
Difference
S.No. Collection Heads FY:00-01 FY:01-02 Absolute Per cent
1 U/s50(4) Contracts
Q1 3,279.3 3538.7 2594 7.9%
Q2 5027.9 4145.6 -882.% -17.5%
Q3 6008.5 5147.3 -861.2 -14.3%
Q4 41931 3688.1 -505.( -12.0%
Tota 18508.8 16519.7 -1,989.1 -10.7%
2 U/s50(2) Securities
Q1 2286.2 1025.9 -1,260.% -55.1%
Q2 2137.6 23575 219.¢ 10.3%
Q3 1617.3 646.5 -970.¢ -60.0%
Q4 1169.0 1556.7 387.7 33.2%
Tota 72101 5586.6 -1,623.5 -22.5%
3 U/s50(5) Imports
Q1 5095.3 5096.6 1z 0.0%
Q2 4944.9 4679.9 -265.( -5.4%
Q3 49704 4506.0 -464.£ -9.3%
Q4 29749 3219.9 245.C 8.2%
Total 17985.€ 17502.4 -483.1 -2.7%
4 U/s50(1) Salary
Q1 1631.7 1661.2 29.t 1.8%
Q2 1850.2 1899.4 49.2 2.7%
Q3 1836.9 2096.4 250 14.1%
Q4 1347.2 1768.7 421k 31.3%
Total 6666.0 7425.7 759.7 11.4%
5 U/s50(2-A) Interest
Q1 1691.0 1564.4 -126.€ -7.5%
Q2 14154 1393.1 =222 -1.6%
Q3 1696.8 1900.8 204.C 12.0%
Q4 874.0 762.4 -111.€ -12.8%
Tota 5677.2 5620.7 -56.E -1.0%
Sub-Total (fivemajor items) 56047.€ 52655.1 -3,392.t -6.1%
Other withholding Taxes 14573.2 16596.2 2,023.1 13.9%
Total Withholding Taxes 70620.8 69251.4 -1,369.£ -1.9%

Note: The note of Table 2 applies here aswell.
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‘Other’ Direct Taxes: The collection on the basis of these taxes
increased from Rs. 4.66 billion in FY 96-97 to Rs. 7.12 billion in FY
00-01. The major component of these taxes is the workers welfare
fund that is levied at the rate of 2% on the manufacturers having of
Rs. 100,000 and above. The collection from this source increased
significantly from Rs. 0.75 billion in 1996-97 to Rs. 4.99 hillion in
2000-01. However, during July-May 2001-02 a decline of 9.2% has
been registered from this source compared to the corresponding
period of FY 00-01. Similarly the collection from other minor
components of direct taxes including wealth tax, CVT and CAT also
declined by 69%, 26%, and 4% respectively during the period. On
the whole the collection from ‘other’ direct taxes declined by 30%
during the first eleven months of FY 01-02 over FY 00-01.

Indirect Taxes: The three components of indirect taxes are sales
tax, customs duties and central excise duties. Among them, the
emphasis on sales tax has increased manifold over the years. Its
share in total taxes has gone up from 15% in 1990-91 to over 40% in
recent years. At the same time the share of customs duties has
declined from 45% to 12% and that of excise duties has declined
from 22% to 11% within the last decade. The increasing importance
of sales tax as major revenue spinner and decreasing emphasis on
the other two indirect taxes is the outcome of first generation of
fiscal reforms mentioned above (Pie Chart 2).

Pie Chart 2a: Composition of Pit Chart 2b: Composition of
Federal Taxes: FT 00-01 Federal Tazes: Fr 01-02
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For FY 01-02 the gross indirect tax collection recorded a marginal
increase of 2.9% over FY 00-01. Since refund payments related to
indirect taxes, especially sales tax (domestic) and customs duties,
increased by 32.5%, a decline of 2.4% was registered in indirect tax
collection growth. In absolute terms the gross collection on account
of indirect taxes was Rs. 324.1 hillion of which Rs.62.8 billion were
paid back as refunds rebates. Thus, the net collection was Rs. 261.3
billion. The monthly and quarterly information presented in
(Table 5) show that despite negative growth for the entire fiscal year
and especialy during 2" and 3@ quarters, the net collection
increased by 12.8% in the 4" quarter of FY 01-02 over FY 00-01
indicating recovery in collection due to improvement in the overall
economic environment.

Table 5: Gross and Net Collection of Indirect Taxes
FY 00-01 & FY 01-02

(Rs. Million)
FY-01 FY-02  Growth FY-01  FY-02 Growth
Gross Collection
January 29050.0 27075.0 -6.8 April 25393.0 290100 14.2
February 26636.0 24569.0 -78 May 27420.0 29605.0 80
March 25161.0 26919.0 7.0 June 34627.0 37435.0 81

Total —Q3 80847.0  78563.0 -2.8 Total -Q4  87440.0 96050.0 9.8
Refunds

January 7238.0 7656.0 58 April 52250  5025.0 -38
February 4349.0 4492.0 33 May 33770 24770 -26.7
March 27910 4507.0 61.5 June 1140.0 901.0 -21.0

Total —Q3 14378.0 16655.0 15.8 Total -4 97420 84030 -139
Net Collection

January 218120 194190 -11.0 April 20168.0 239850  18.9
February 22287.0 20077.0 -9.9 May 240430 271280 128
March 223700 22412.0 0.2 June 33487.0 36534.0 9.1

Total — Q3 66469.0 619080 -6.9 Total -Q4  77698.0 876470 12.8
Note: Growth (in percentage) is calculated on the basis of the relevant period of PFY.

Sales Tax: The two major sources of sales tax collection are sales
tax domestic, levied on domestic economic activities, and sales tax
imports, levied on imports of goods. Despite reduction in rupee
value of imports and deceleration of domestic economy, gross sales
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tax collection from imports and domestic activities has increased by
10.3% during FY 01-02 against FY 00-01. Due to 20.3% increase in
refunds, the ret collection increased by 8.3% during the period. In
terms of value, the gross and net collections were Rs. 202.3 billion
and Rs. 166.3 billion, respectively.

The import related net sales tax collection increased from Rs. 88.6
billion during FY 00-01 to Rs. 92.8 hillion during FY 01-02,
showing an increase of around 5%. On the other hand, domestic net
sales tax collection increased from Rs. 65 billion to Rs. 73.1 billion,
showing an increase of 13.1%. This achievement has been
accomplished in spite of the fact that inflation remained at a lower
than the projected level and prices of key manufacturing sector
commodities remained depressed which incidentally reduced the
domestic sales tax base. It may aso be added that since refund
clams are mostly related to domestic sales tax, the difference
between gross and net collection of sales tax domestic is much
higher than sales tax imports (Graph-3).

Graph-3: Comparison of Sales Tax Collection by Components: FY 00-
01 and FY 01-02
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Sales Tax (Imports): The sow growth of the economy and
declining imports had an adverse impact on collection of sales tax
from imports. Compared to FY 00-01 the collection was less in the
months of January and February of FY 01-02 but improved in
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March as imports started to increase. The increasing trend continued
in the months of April and May but a reversal has been noticed in
June. The collection in June 2002 declined by 4.4% as compared to
June 2001.

One of the important policy initiatives during FY 01-02 was
enhancing sales tax rate from 15% to 20% on imports of some of the
raw materia for finished goods. Even though the move was against
the spirit of uniformity of the general sales tax rate structure, the
decision was taken to arrest tax evasion and encourage registration
besides providing protection to the organized sector. As anticipated,
the policy measure yielded positive results. The move has largely
remained neutral for the organized sector. However, the gains in
terms of revenue have been accrued mostly from those operating in
the murky sector. Additionally, it has also encouraged higher level
of registration.

Sales Tax (Domestic): The disaggregation of domestic sales tax by
major revenue spinners is reported in (Table 6). Notwithstanding
that sales tax is levied on a wide spectrum of goods and services, the
ten revenue heads contributed nearly 67% of the domestic (gross)
sdes tax collection in FY 01-02.° The quarterly data gives an
indication of how domestic sales tax collection has progressed over
the year. From a negative growth of 4% in the 2'¢ quarter, the net
collection recorded a reasonable growth of 7.1% in the 3¢ quarter,
which jumped to 25.7% in the 4" quarter. Within ten major
commodities, the share of POL products remained stable around
20% across quarters and years. The contribution of cotton (not
carded or combed) was higher in the 39 quarter as compared to the

° However, the enhanced rate has not |ed to an increase in the effective rate. Taking the value of total
imports as basg, it has been observed that the effective rate of salest ax on imports remained constant at
14.4% in spite of the increased rate. One possible reason for this constancy of the effective rate could
be the negative impact of tariff rationalization, which apparently has (partially) neutralized the impact
of the enhanced sales tax rate.

10 The share of these revenue heads varied between 63% and 67% between the 1% and the 4™ quarter.
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4™ quarter (Graph 4). The overall collection from cotton and cotton
yarn remained dismal partly because of lower demand for cotton due
to reduction in export orders especialy after the 9-11 event and
partly due to depressed prices of cotton internationally and in the
local market. Furthermore, some of the cotton procured under the
no duty no drawback (NDND) scheme did not attract sales tax.
However, with the resumption of exports, the negative growth of
20.2% for cotton and 42.6% for cotton yarn in 3" quarter has
reduced to 10% and 33%, respectively in the 4" quarter. It is
expected that the situation will improve further with the global
economic recovery and increased demand for Pakistani aotton and
textile products.

Graph-4:Growth in Revenue of Five Major Commodities:
Sales Tax (Domestic)
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The contribution of cement registered a significant increase of 39%
during this period due to increase in production and clearance.
Similarly, there was a hedthy growth in collection from sugar
throughout the year. As far as the share of services is concerned, it
increased from 7.3% in the 39 quarter to 23.1% in the 4" quarter.
The rate of increase in collection was much higher between 3% to 4™
quarter as compared to 2" to 3" quarter. The reason for low
collection in the 39 quarter was heavy adjustments made by the
PTCL. The monthto-month comparison of collection shows
substantial improvement in May and June.
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On the whole the collection from ten major heads increased by 6.8%
in the 4" quarter of FY 01-02 than the corresponding period of FY
00-01. Similarly, the collection increased significantly (by 28%)
when compared to 3% quarter collection. Surprisingly, the rate of
increase has been much higher when al taxable commodities are
considered -- 39.2% against 6.8% -- suggesting that the collection
from comparatively less significant commodities increased at
relatively higher rates than the observed rate of growth of ten major
commodities.

Table 6: Comparison of Collection
from Major Revenue Spinners of Sales Tax

(Rs. Million)
FY-01 FY-02 Difference
Absolute Per cent
Ten Major Commodities
Q1 111325 15645.3 4512.9 40.5
Q2 17419.7 19171.9 1752.2 10.1
Q3 17837.2 18831.9 994.7 5.6
Q4 18866.2 20141.8 1275.6 6.8
Sub Totd 65255.6 73790.9 8535.4 13.1
All Commodities
Q1 18226 23268 5042 27.7
Q2 23351 26894 3543 15.2
Q3 25477 27588 2111 8.3
Q4 27784 31546 3762 135
Sub Totd 94838 109296 14458 15.2

Note: Growth (in percentage) is calculated on the basis of the relevant period of PFY.

The performance of sales tax has aso been evaluated in the light of
leading indicators like number of registered persons, number of
audits completed ard number of non-filers.

The survey and documentation drive of the government helped to
increase the number of the registered persons as sales taxpayers in
various categories. The number of wholesale and retail traders
increased by 59.2%, turnover taxpayers by 93.6%, service providers
by 27.8%, exporters 16.7% and importers 6.8%. The only exception
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was that of manufacturers whose number decreased by 2.2%. The
overal number of registered persons increased from 111,528 in May
2001 to 144,639 in May 2002, showing an increase of about 30%.

However, despite the increase in number, the proportionate increase
In revenue was not observed. In fact revenue per registered person
declined from Rs. 0.56 million during July-May 2000-01 to Rs. 0.46
million during July-May 2002.** The reason has been the peculiar
role of the turnover taxpayers who happened to have major
contribution towards number but added very little (only 0.08%)
towards revenue receipts. On the positive side, the revenue from the
manufacturers category, that incidentally contributes 68-72% of the
revenue, increased from Rs. 38.04 hillion during July-May 2000-01
to Rs. 4455 billion in July-May 01-02 despite a decrease in
registered persons.

FY 01-02 also registered a record increase in the number of audits
completed. The number increased from 6880 in May 2001 to 19968
in May 2002. At the same time the amount outstanding increased by
45%, i.e., from Rs. 9.98 billion to Rs. 14.5 billion.

Thus, the performance of the sales tax on the basis of collection and
key indicators is that of ‘strength’ and ‘hope’. While the ever
increasing share of the sales tax receipts is in line with the
overarching principles of taxation and the tax reform process, the
stumbling blocks in the shape of non-filers point to the need of
intensifying the enforcement efforts to enhance the compliance rate
and recover the outstanding arrears. However, acknowledging
taxpayers concerns about harassment, a delicate balance will have to
be maintained between these two elements.

Customs Duties. Nearly 10% appreciation of rupee against dollar
and a generous refund policy are mainly responsible for lower than
anticipated collection on account of customs duty during FY 01-02

™ The ratio has been calculated as sales tax revenue/registered persons excluding importers.
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as compared to FY 00-01. Rationalization of duty structure as
envisaged in the restructuring process is aso responsible for
lowering the effective rate of duty and therefore collection. Thus,
there has been a steady decline in gross and net month-to-month
collection in FY 01-02 as compared to FY 00-01. The gross revenue
collection during FY 01-02 has been Rs. 74.9 hillion as opposed to
Rs. 8245 billion of FY 00-01 (Graphb5). Similarly, the net
collection declined to Rs. 48.1 billion from Rs. 65.05 billion. On the
whole, the gross and net revenue collection from customs duties
declined by 9.2% and 26.1%, respectively. The sharp difference in
the two rates is due to 54.1% increase in refunds rebates in FY 01-
02 over FY 00-01 (Graph -5).

—&—FY00-01 —@—FY01-02

The quarterly data on key indicators of customs duty show that total
imports picked up during the 4" quarter (Table-7). Similarly, the
rate of growth of dutiable imports aso increased from —0.8% in the
34 quarter to 12% in the 4" quarter.!? Thus, despite a reduction in
the effective rate from nearly 20% to 17%, the rate of gross
collection (excluding defense) improved from -11% to —4%
between 3" and 4™ quarters as compared to the corresponding
period of FY 00-01. The rates of growth of gross and net collection
(inclusive of defense) nonetheless increased from —15.9% and
—38.4% in the 39 quarter to 5.6% and 4.9%, respectively in the 4"

2 The growth rates are calculated for quarterly values in comparison with the values of the same
quarter of past fiscal year.
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quarter, a phenomenon consistent with an improvement in the
macroeconomic environment. However, gross and net collection
from major import commodities including chemicals, machinery,
iron and steel, yarn and fabrics and medical and photographic
equipment suffered because of rationalization of duty structure.

Table 7: Quarterly Comparison of Customs Duty Indicators:
FY 2000-01 & FY 2001-02

(Rs. Million)

FY-01 FY-02 Growth FY-01 FY-02 Growth
Total Imports
January 60578.0 53579.0 -116 April 50518.0 58706.0 16.2
February 48054.0 421460 -123 May 572410 59609.0 41
March 51401.0 52657.0 24 June 58775.0 582340 -09
Total -Q3  160033.0 1483820 -7.3 Total -Q4  166534.0 176549.0 6.0
Dutiable Imports
January 374110 354250 -53 April 32518.0 38308.0 17.8
February 330720 28120.0 -150 May 33754.0 38376.0 137
March 30267.0 36421.0 20.3 June 37740.0 39822.0 55
Total -Q3 1007500 99966.0 -0.8 Total -Q4  104012.0 1165060 12.0
Gross Duty (excluding defense)
January 6444.0 6133.0 -4.8 April 6124.0 6306.0 30
February 6789.0 4787.0 -295 May 6737.0 6045.0 -10.3
March 6224.0 6397.0 28 June 8034.0 7722.0 -39
Total —Q3  19457.0 17317.0 -110 Total -Q4  20895.0 200730 -39
Effective Rate Dutiable | mports*
January 17.2 17.3 05 April 18.8 16.5 -12.6
February 20.5 17.0 -17.1 May 20.0 15.8 -211
March 20.6 17.6 -146 June 21.3 19.4 -89
Total —Q3 19.3 17.3 -103 Total -4 20.1 17.2 -14.2

Note: Growth (in percentage) is calculated on the basis of the relevant period of PFY.
* excluding defense

Whereas tariff rationalization is often cited as reason for the
reduction in collection from customs duties, there are two additional
worth mentioning developments. First, the constancy of the share of
dutiable imports in total imports at 62.5% for FY 00-01 and FY 01-
02 and secondly the tilting of dutiable imports towards lower rate
items. The Custom House data (for Karachi only) reveal that the
share of goods in total assessed import value attracting 5% rate of
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duty has increased from 0.39% in FY 00-01 to 15.4% in FY 01-02.
At the same time the share of goods attracting 10% duty has
decreased from 43.4% to 28% during the same period. It appears
that both these sources are also responsible for restricting the growth
of revenue from customs duties.

Central Excise: Central Excise Duty (CED) is a fading tax. With
the extension of sales tax to services, CED is now levied only on a
limited number of commaodities and services. As aresult the share of
CED in total federal receipts has declined dightly from 12.5% in FY
00-01 to 11.6% in FY 01-02.2 The (net) collection of central excise
duties during FY 01-02 was Rs. 46.9 billion that shows a decline of
4.4% over last year mainly because of the sluggish activity in the
large scale manufacturing sector and reduction in the base due to
shifting of services to salestax net (Table 8).

Table 8:Comparison of Gross and Net Collection of
Centrd Excise Duties

(Rs. Million)

FY-01 FY-02 Growth FY-01 FY-02 Growth
Gross Collection
January 37030 34500 -6.8 April 40510  4660.0 15.1
February 3737.0 3702.0 -09 May 46700 4885.0 4.6
March 3586.0 3905.0 89 June 5376.0 6150.0 14.4
Total —Q3 11026.0 11057.0 0.3 Total -Q4 14097.0 156950 114
Refunds
January 10 10 0.0 April 34.0 30 -91.2
February 0.0 20 0.0 May 10 20 100.0
March 10 3.0 200.0 June 10 20 100.0
Total —Q3 20 6.0 200.0 Total - 4 36.0 7.0 -80.6
Net Collection
January 37020 34490 -6.8 April 40170  4660.0 16.0
February 37370 37000 -10 May 4669.0  4883.0 46
March 35850 39020 88 June 53750 61480 14.4
Total —Q3 11024.0  11051.0 0.2 Total -Q4  14061.0 156910 116

Note: Growth (in percentage) is calculated on the basis of the relevant period of PFY.

3 However, the share of CED within indirect taxes continues to remain around 18%.
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The encouraging sign is that the negative growth in collection in the
first two quarters turned positive in the last two quarters of FY 01-
02. The reason being that four out of five maor commodities
contributing about 85% to 87% of the total CED revenue have
picked up towards the end of FY 01-02. Quarterly data of the five
major commodities i.e., POL products, cigarettes, cement, natural
gas and beverages indicate that collection from cement, cigarette and
beverages has improved gradualy. It has gone up to 9.2 % in 4"
quarter from 5.5 % in 39 quarter for cigarette, 16.2 % from —2.1 %
for cement and to 4.7 % from —-5.8 % for beverages (Table 9 and
Graph 6).

Graph-6: Growth in Revenue of Five Major Commodities:
Central Excise Duties
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Whereas the increase in revenue from cement is attributed to
increased production and clearance in the 4" quarter, the increased
collection from cigarette and beverages is mainly due to change in
duty and retail prices, respectively. POL products have, however,
caused an upset by generating lower revenue in the 4" quarter, i.e.,
negative growth of 18.7% against 0.5% in the 39 quarter. A number
of factors have contributed towards this decline. These include
exemption of CED on light diesel oil and JP-4 in the last fifteen days
of the 4™ quarter, as announced in the budget 2002-03. Lower
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production/ clearance of diesel oil and jet fuel and shifting of
consumption of diesel to other substitutes due to increase in its
prices have contributed towards lower revenue collection from POL
productsin FY 01-02 in comparison to the FY 00-01.
Table 9: Central Excise Major Revenue Spinners
(Rs Million)

SNo. Commodities  FY 00-01 FY 01-02 Difference
Absolute Percent

Major Commoditiesand Services

1% Quarter 10160.89 9088.98  -1071.91 -1055%
2™ Quarter 9550.11 927731  -27281  -2.86%
3" Quarter 9957.11 10214.01 256.90 2.58%
4™ Quarter 12863.87 13723.10 859.23 6.68%
Total 42531.98 4230339  -22859  -0.54%
Net Collection

1% Quarter 12751 9945 -2806 -22.0%
2™ Quarter 11244 10233 -1011 -9.0%

3" Quarter 11024 11051 27 0.2%

4™ Quarter 14061 15691 1630 11.6%
Total 49080 46920 -2160 -44%

Note: Growth (in percentage) is calculated on the basis of the relevant period of PFY.

CBR Revenue Projectionsfor FY 2002-03

Anticipating improvement in real and monetary sectors of the
economy the budgetary revenue target for FY 2002-03 has been set
a Rs. 460.6 hillion — an increase of 14% over provisional collection
of FY 2001-02. The distribution of the budgetary target among
major taxes is as follows; direct taxes: Rs. 148.4 hillion (the share
being 32.3%), sales tax: Rs. 205.7 billion (44.7%), customs duties:
Rs. 56.5 billion (12.3%), and central excise duties. Rs. 50 billion
(10.9%). These estimates have been prepared by assuming 9.2%
growth of nominal GDP at market prices, 10% growth of non
agricultural GDP, 810% growth of large-scale manufacturing and
12.1% growth of imports, dutiable imports and exports. A number of
tax, budgetary and special measures have also been incorporated
while generating these projections.
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Not to mention the growing confidence reposed in the overal
strength of the economy, the following two points regarding the
revenue target for FY 02-03 are noteworthy. First, the share of direct
taxes in the projected target has gone down to 32.2% from 35.3%
observed in FY 01-02 and earlier on in FY 97-98 and FY 98-99
(Table 10). Notwithstanding the recent budgetary measures
involving reduction and rationalization of tax rates and raising the
threshold level of income tax, the implied regressivity does not
augur well with the spirit of tax reforms, whereby the share of direct
taxes in total tax collection has been raised gradually over the years
at the expense of indirect taxes.

Table 10: Composition of Federal Tax Collection

(Rs.Billion

Collection Sharein Total Collection (%)
Year Direct Taxes | Indirect Taxes | Total Taxes | Direct Taxes | Indirect Taxes
1997-98 103.1 1905 2936 35.1 64.9
1998-99 1102 198.1 3083 35.7 64.3
1999-00 112.9 2342 347.1 325 67.5
2000-01. 124.6 267.7 3923 318 68.2
2001-02 1426 261.3 4039 35.3 64.7
2002-03 1484 3122 460.6 322 67.8

Second, 14% growth in the federal tax receipts is projected for the
FY 2002-03 on the basis of 19.5% growth in indirect taxes and only
4.1% growth in direct taxes. Historical evidence presented in (Table
11) suggests that higher growth in collection was observed in FY
94-95 and relatively moderate to high growth in 1993-94, 1995- 96,
1999-2000 and 2000-01. A cursory look at this performance would
indicate that except for FY 99-00, high growth has been
accomplished when direct and indirect taxes have both shown
promise, i.e., the collection on account of these two major sources of
revenue has increased in excess of 10% per annum.
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An additional aspect that has often been overlooked is the impact of
tax reforms and the resulting budgetary measures introduced at the
time of the budget. Besides favorable economic environment, high
growth in collection especialy in recent years has been the result of
wide ranging tax policy measures. For example, the high growth
revenues in FY 94-95 would have not been possible had budgetary
measures worth Rs. 45.5 billion were not introduced. The same is
true for most of the years when high growth in revenue collection
has been experienced.

Within this perspective, it is now increasingly recognized that one of
the outcomes of heavy taxation is stagnation o the economy and
recession. The pursuance of tight fiscal policy seems to have far
reaching implications not only for the revival of the industrial sector
but also for the core concern of poverty and its alleviation. Asfar as
federal tax receipts are corcerned, the outcome also hinges on how
the economy performs in FY 02-03. A healthy increase in revenues
Is expected if the assumptions of 10% growth of the economy and
12.1% growth in the value of dutiable imports come true.

Table 11: Growth of Federal Tax Collection

(Rs.Billion
Year Direct Taxes Indirect Taxes Total Taxes
Collection | Growth | Collection | Growth | Collection | Growth

1991-92 28.9 110.9 139.8

1992-93 36.8 27.5 1165 50 153.2 9.6
1993-94 435 18.2 129.1 10.9 172.6 12.6
1994-95 61.7 41.9 164.9 27.7 226.6 31.3
1995-96 78.2 26.8 189.9 15.1 268.0 18.3
1996-97 85.1 8.8 197.0 3.8 282.1 5.2
1997-98 103.2 21.3 1905 -33 293.6 4.1
1998-99 110.2 6.8 198.1 4.0 308.3 50
1999-00 1129 25 234.2 18.2 347.1 12.6
2000-01 124.6 104 267.7 14.3 392.3 13.0
2001-02 142.6 14.5 261.3 -24 403.9 30
2002-03 148.4 4.1 312.2 19.7 460.6 14.2
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Income Tax Ordinance, 2001

and

The Rulesfor Maintenance of Books of Accounts,
Documents and Records

Income Tax Ordinance, 2001 and Income Tax Rules, 2002 have
been made applicable from July 01, 2002. The new law is in a
simple and easy to understand language. The salient features and
changes brought by the new law are:

The new income tax law will bring a complete change in the
philosophy of income tax proceedings and it will make life easier.

Henceforth, taxpayers will themselves assess their income and
determine their tax liability. The powers of the taxation officer to
make the assessment and impose tax have been curtailed to a large
extent.

All income tax returns shall be accepted without any conditions of
compulsory enhancement of tax liability over previous year to qualify
for acceptance.

Income tax return filed it-self will be an assessment order and
taxpayer’ s eigibility for refund will flow from the return filed.

A certain percentage of returns filed shall be selected for tax audit on
the basis of risk assessment to verify the accuracy and correctness of
income tax returns.

Tax audit shall not necessarily mean an amendment of the assessment
of income and tax liability made by the taxpayer, as per his return of
income. This can only be amended on the basis of definite
information acquired during tax audit or form any other source.

As a result, the new Income Tax Ordinance, 2001 has an in-built
concept of Universal Self Assessment doing away with the powers of
the Central Board of Revenue to make and announce Self Assessment
Scheme on year-to-year basis at its sole discretion. This in its true
sense will be the “Universal Self Assessment” available to all
taxpayers irrespective of quantum, status, location or size.
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The new law and its salient features, briefly explained above, are in
accordance with the international practicesin al developed countries
around the world and afirst such experience in this part of the world,
which will take away the most abused discretionary powers of the
taxation officers and place great responsibility and obligation on the
citizen and in particular on the taxpayers.

Apart from the above philosophical changes, ®me of the other
important changes are as under:

Minimum threshold for taxable income of taxpayers other than
companies enhanced to Rs. 80,000 from Rs. 60,000.

Rates of tax for the banking and private companies to be gradualy
brought down to 35 percent n the following years to bring them in
line with the maximum rate applicable to non-company taxpayers.

Minimum tax of 20% on the income of non-residents, other than
companies, has been abolished. Now the tax rates of non-residents
and residents have been brought at par.

Rate of withholding tax and final tax on export of processed meat has
been brought down to 0.75 from 1.25 percent.

Ambiguity in the provisions of mandatory payment of tax demand of
15 percent for filing of first appeal has been removed and rationalized
with a capping of maximum 20 percent of the tax assessed for the
immediately preceding tax year.

Rate of additional tax for delayed payment of tax due reduced from
24 10 18 percent.

Tax on un-distributed reserves of the companies and bonus shares
withdrawn.

Saary income now taxable on the basis of receipt instead of when
due.

All alowances, perquisites and benefits given or provided to the
employees made taxable except house rent alowance given to
employees with annual sdlary up to Rs. 600,000 and medical
alowance or facilities subject to certain restrictions and conditions.

Rules for valuation perquisites by way of accommodation or housing
and motor vehicle prescribed.

Exemption from tax on tax on salary income no longer available.
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In case of loan given to an employee after July 01, 2002 free of
interest or at a concessional rate, the profit on such loans computed at
the benchmark rate where loan is interest free or the difference
between the profit paid by the employee and the amount of profit
computed at the benchmark rate will be added to the salary of the
employee.

The limit on cost of motor vehicle for the purposes of depreciation
has been enhanced to Rs. 1 million from Rs. 0.750 million.

Initial depreciation alowance restored at an enhanced rate of 50
percent while extra shift depreciation allowance abolished.

Cost of intangibles such as patents, inventions, copyrights etc. can
now be amortized over their useful life subject to a maximum of ten
years.

Depreciation on Pre-commencement alowed. This can now be
amortized in four years.

Minimum tax of 0.50 percent now restricted to resident companies
only.

Penalty for late filing of the statements of tax collected or deducted
etc., has been reduced and rationalized as under:

o Failuretofile the statement: Rs. 2,000 (Irrespective of the
period of default)

0 Continuing default: Rs. 200 per day (After the imposition
of first penalty of Rs. 2,000)

Pendty for non-maintenance of records and non-compliance with
notice has been reduced and rationalized as under:

o Firg falure Rs. 2,000
0 Second failure Rs. 5,000
0 Third and subsequent failure Rs. 10,000

Imposition of penaty in relation to an act or omission shall be an
aternate to prosecution. If prosecution proceedings are initiated the
penaty imposed earlier shall be not payable or if paid, shal be
refundable.

Higher tax withholding rates from suppliers and contractors etc. not
holding NTN have been withdrawn.

Mandatory time limit of 45 days for passing an order on a refund
application.
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Refunds due will carry compensation at the rate of 15 percent from
the date it is duei.e., 45 days from the application or date of receipt of
order of CIT (A) or ITAT by the Commissioner.

Status/category of taxpayers reduced from six to threei.e. Individual,
AOP and Company. AOP now also includes URF, RF and HUF.

The concept of levy of super tax on the registered firms and than
income tax on the share income of the partners has been eliminated.
Now AOP, URF, RF and HUF have been brought to tax under a
single category.

A single terminology “Profit on debt” has been introduced to replace
interest, profit, markup, yield etc.

“Taxpayer” has replaced “ Assessee”.

Concept of “income year” and “assessment year” discontinued and
replaced by “Tax Year” which means a period of twelve months
commencing from I July and ending on 30" June. Tax Year will be
denoted by calendar year in which the last day of the tax year falls,
eg., period of twelve months from 1% July 2002 to 30" June 2003 will
be denoted by Tax Year 2003.

Income from business can be computed either under Cash or Accrud
method of accounting. However, Accrual Method of Accounting
made compulsory on companies.

Advances received in cash against the sale of goods or rendering of
services excluded from the ambit of deemed income.

Advance tax now payable on the basis of ratio of turnover to tax by
individualsand AOP aswell.

Income from property also excluded for the purposes of payment of
advance tax.

Profit on debts i.e. interest and profit etc. now excluded fom the
ambit of fina taxation and made chargeable to tax as part of normal
income.

Monthly statements of tax collected or deducted etc. replaced with
quarterly statements.

Agricultural income will not be included for rate purposes. Instead if
such income exceeds Rs. 80,000 a separate tax rate card will be
applicable, which effectively means that the exemption of Rs. 80,000
will not be available being already availed while paying Provincial
Agricultural Income Tax.
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Specific provision made to the effect that certificate of tax collected
or deducted attached to a return of income will be a sufficient
evidence for alowing credit of the same.

Sale/ purchase of an asset between two wholly owned companies of a
group would not trigger a taxable event subject to certain conditions.

The ambiguity of time of deduction of tax at source has been removed
and it has been specifically provided that tax is to be deducted as a
withholding agent at the time of making the actual payment.

The new Income Tax Ordinance, 2001 is not workable without
maintenance of adequate books of account, documents and records
by the taxpayers to support the assessment of income made by them
and reported in the income tax return and allied statements.

The CBR has recently notified the Rules for maintenance of books
of account, documents and records by all taxpayers, which are the
bare minimum to support the assessment of income and
determination of tax liability made by the taxpayers. These
prescribed records are generaly what a prudent person maintains
irrespective of the fact whether he/ she is engaged in a business or
profession, deriving income from salary, property, profit and
dividends on investments or any other source. The change envisions
that the benefits accrued to taxpayers from maintaining books of
account, documents and records would outweigh the cost and effort
incurred on record keeping.

In order to facilitate the taxpayers, two brochures explaining the
record keeping requirements and basic information about business
accounts, documents and records have aready been issued by CBR,
which should of great vaue and assistance to taxpayers in
discharging their obligations.
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CBR Tax Reform Program

Background

A number of studies over the years have been undertaken to devisea
strategy for viable tax reform program, as the existing performance
of the revenue departments in many developing countries, including
Pakistan, is considered unsatisfactory. Depending upon the
complexity of the situation in terms of both tax administration and
taxpayers compliance, guiding principles have been devised. These
include: reducing complexity of the tax system, encouraging
taxpayers voluntary compliance, differentiating treatment for
taxpayers by their revenue potential, and ensuring the reform’s
effective management.

In an effort to diagnose the extent of the problem and to devise an
appropriate strategy for reforms, the Government of Pakistan
constituted a Task Force, which submitted its report in April 2001
after extensve deliberations with sakeholders™ On  the
recommendations of the Task Force and the report of the IMF/ FAD
mission of November 2001, a tax reform strategy was devised,
which was approved by the President of Pakistan in November
2001. Tax Reform Wing in CBR was created to oversee
implementation of the strategic objectives at the organization level.

14 A comprehensive discussion on these issuesis carried out in “Designing Tax Administration Reform
Strategy: Experiences and Guidelines’ by Carlos Silvani and Katherine Baer. Working Paper of the
International Monetary Fund (March, 1997). For a review of non-conventiona factors, especially the
revenue administration environments, and the underlying causes of ingtitutional and organizational
dysfunction, see “A Diagnostic Framework for Revenue Administration” by Jit B. S. Gill. World Bank
Technical Paper 472, (June, 2000).

!5 The report of the Task Force entitled ‘ Reform of Tax Administration in Pakistan’ (2001) covers
business processes and organizational issues concerning leading taxes, besides anadyzing human
resource and information management concerns. One of the chapters of the Report deals with the
problems of governance.
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Objectives and Strategy

The objectives of the tax reform program are to improve compliance
with the tax and customs laws; development and management of an
efficient revenue administration through well trained and motivated
workforce; design and deliver fair, responsible and effective
enforcement mechanisms in a way that directly responds to change
in the environment; and to make the taxpayer service taxpayer
friendly.

In order to achieve these objectives a well-defined strategy has been
evolved in consultation with tax administrators and tax collectors at
the commissionerate and the collectorate levels. The salient feature
of the strategy is the introduction of universal self- assessment and
that places the responsibility of determining and meeting the
obligations to tax on al taxpayers. The initiative is backed by simple
laws and a comprehensive and ongoing program of taxpayer
education and support; automated processing of documents and
accumulation of data; a selective program of audits and related
strategies to improve compliance based on assessment of risk to the
revenue; minimal interface between taxpayers and tax collectors,
and an accountable, transparent, honest, modern and capable tax
administration responsive to the ever-changing dynamics of
international and local commercial redlities.

From ‘Cylindrical’ to ‘Functional’ Structure of Tax
Administration

At the organizational level, one of the initial steps was to redesign
the managerial structure on modern lines. Presently, the
organizational structure of CBR is cylindrical, evolved on traditional
lines of vertica responsibility where policy and operational
functions are handled together. Field departments under various
taxes have different structures. This system is, however, not
compatible with the concept of modern tax administration, where an
individual looks after a function and develops expertise therein
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rather than having a myriad of functions culminating in the same
individual. The system is inefficient because of its duplication of
functions and reduced flexibility in use of doaff and its
inconvenience for taxpayers, requiring them to deal with different
organizational units.

The second generation of tax reforms, on the other hand, advocate
reorganization based on the ‘functional model’ where staff is
organized in functional groupings, i.e., registration, information
processing, accounting, audit and enforcement. The new setup
permits greater standardization of work processes across taxes by
simplifying taxpayers' requirements and therefore regarded as being
more efficient. CBR has already taken major initiatives aiming at
taxpayers facilitation through education and information system,
smplification of rules of business by removing irritants,
streamlining audit procedures and ensuring transparency through
proper dissemination of fiscal undertakings.

Proposed Organization of CBR
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Large Taxpayer Unit

One of the key recommendations of the Task Force and the IMF was
the establishment of Large Taxpayer Unit (LTU) at the early stages
of the reform process. The argument is that differentiating tax
treatment of taxpayers is required on the basis of their revenue
potential. Since 80 to 90% of the revenue is contributed by 4 to 5%
of taxpayers, a specialized administrative arrangement is required
for systematic and efficient disposal of their cases and to minimize
the risk to revenue through effective tax administration. The
experience of such countries as Sri Lanka, Uruguay, and Bolivia
where LTUs have already been established, show that the creation of
specia units to monitor, audit and enforce collection for the largest
taxpayers have yielded improvement in collection. X

‘Soft Opening’ of LTU at Karachi

In Pakistan, the top 100 taxpayers contribute 28 per cent of income
tax revenue, 32 per cent of sales tax revenue and 40 per cent of
central excise. About 2.5% of the taxpayers thus contribute 80 to
81% of the revenue. In this respect Pakistan is no different than
other countries where LTUs have been established.!’” To accrue the
benefits on the one hand and to optimize organization’s ability to
closely supervise and control the affairs of large taxpayers the soft
opening of LTU in Karachi took place on July 01, 2002. The major
objectives of this endeavor are:

a. to provide specialized treatment to large taxpayers under
one roof, and

b. to use LTU as a pilot to introduce new organizational
structure, system and procedures to be replicated
throughout the country.

6 There are over 45 countries in the world where dedicated organizational units for large taxpayers are
currently operational.

" The cross-county experience confirmsthat 92% of the revenue in Brazil is generated by 0.33% of the

total taxpayers; a similar proportion in Sri Lanka is contributed by 2.02% of taxpayers, and 2% of
taxpayers pay 50% of the revenuein France.
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The model LTU at Karachi has the capacity to fully manage the
affairs of income tax, sales tax and central excise of designated large
taxpayers, which include most of the banks, insurance companies,
pharmaceuticals, mining, chemical and electronics industries etc.
While some of the selected taxpayers will be liable to pay al the
three major taxes, the others may be required to pay any two or only
one of them. Notwithstanding the number of taxes paid by a
taxpayer, it will be administered as a single entity by the LTU. The
CBR meanwhile has been transformed into a functional organization
by adopting the new organizational structure. The new
organizational structure of CBR provides that the functions of LTU
will be replicated at other field formations. The following figure
gives the new organizational structure of CBR.

Organization of LTU

CHAIRMAN

Line Director General Functional
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Prominent Features of the LTU

That it will be used to introduce the new business processes based
on functional arrangements. Since all the domestic taxes will be
dealt within the same premise, the new re-engineered business
processes will help to align the tax laws/ procedures for future
integration of taxes. As regards the functions of information
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technology, sharing of information between various taxes is
planned. The initial achitecture in this respect has been developed
and made operational. While a one-step process for the filing of tax
returns with minimum information and documentation will help and
facilitate taxpayers, a transparent criterion for selection of cases for
audit is being developed. However, since auditing of large
businesses would require quality-auditing experience, special
knowledge and understanding of business transactions and
conditions, the Audit Division of the LTU is being organized with
the objective to build the required audit capacity. At the outset
auditors having necessary professional background have been
selected who, in due course, will be imparted additional training in
specialized audit.

Clearly defined responsibilities have been entrusted upon the
officers posted at the LTU. While they will be enjoying adequate
efficiency bonuses and excellent working environment, they will be
held accountable for their actions. Greater stress has been laid on the
improvement of their professional credentials through education and
training. All thisis being done to alter the status quo and to melt the
rigidity often observed in public institutions.

The soft opening of the LTU is a leap forward. There are reasons to
feel excited but there is fear as well. Nevertheless with a
combination of special compliance strategies, professionally sound
workforce, and efficient management skills tax compliance is
expected to improve manifold.

“It takes all the running you can do, to keep in the same place.
If you want to get somewhere else, you must run at least twice as fast as that!”

LewisCarroal, Through the Looking Glass
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