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1 OBIJECTIVES OF TAX LAWS

Section overview

m  Definition of taxation and objectives of the taxation laws

®  Non-revenue objectives

m Taxes as mean for development

11

1.2

Definition of taxation and objectives of the taxation laws
Taxation is defined in many ways, common definition is as under:

a It is the process by which the sovereign, through its law making body, raises revenues in
order to use it for expenses of government.

a It is a means for the government in increasing its revenue under the authority of the law,
purposely used to promote welfare and protection of its citizenry.

a It is the collection of the share of individual and organizational income by a government
under the authority of the law.
Non-revenue objectives

Taxes are primary revenue Yyielding tools of the Government of modern ages. The government
levies taxes in order to achieve following objectives:

(| For collection of revenue to run and administer the Government;
a To use as a tool for implementation of its policies; and
a For fair distribution of wealth.

Aside from purely financing government operational expenditures, taxation is also utilized as a tool
to carry out the national objective of social and economic development.

a To strengthen anaemic enterprises by granting them tax exemptions or other conditions or
incentives for growth;

To protect local industries against foreign competition by increasing local import taxes;
As a bargaining tool in trade negotiations with other countries;
To counter the effects of inflation or depression;

To reduce inequalities in the distribution of wealth;

Oo000D

To promote science and invention, finance educational activities or maintain and improve
the efficiency of local forces;

a To implement laws which eliminate discrimination among various elements in the
markets/businesses.

a To discourage certain undesirable sectors and activities.

lllustration: Objectives of Taxation Laws

Explain what are the objectives of following tax laws:

Tax Law Objective

Tax on salary income Revenue Collection

Any amount transferred otherwise than banking  Documentation of economy
channel will be deemed as income

Tax on moveable assets of the taxpayers Fair distribution of wealth
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Higher taxes on import of luxury goods

Tax Law Objective

Reduction in imports of unnecessary goods
and create good balance of trade

Allowability of expenditure of research &
developments

Promotion of research & developments

Zero rating on Exports

Promotion of Exports

Tax credit on Donations to approved institutions

To promote culture of payment of donation
to only organised and regulated institutions

Tax credit on investments

Promote investments in listed companies

Tax exemptions to software exports

Promote software Industry

1.3 Taxes as means for development

Taxes are one of the main sources for development. This is not because revenue collected by the
state is used on developmental projects. Rather, taxes can be used in many different ways for
development of the country. Some examples are as under:

Q

The Government can declare some areas as free zone, industrial zone, and economic zone
and provide tax incentives to such areas. Such incentives could attract
businessman/industrialistwho may opt to establish business concerns/industrial units that
would bring employment, opportunities and overall prosperity in these under developed
areas.

Taxing the rich at higher rates while taxing the low income groups at lower tax rates.

Imposition of high custom duty rates on luxury items or kind of items which are also
manufactured in Pakistan. This promotes local manufacturers and industry.

Tax credits on charity/donations to promote welfare activities.
Tax exemptions to charity organisation/educational institutions to promote these activities.

Tax incentives for agro based projects to promote agriculture.
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2 BASICS OF TAXATION LAWS

Section overview

B Basics of tax laws

2.1 Basics of tax laws

Adam Smith’s in his famous book “Wealth of Nations” has elaborated following canons of Taxation:
d Equality

Tax payments should be proportional to income and applied equally to all concerned areas
a Certainty

Tax liabilities should be clear and certain
a Convenience of payment

Taxes should be collected at a time and in a manner convenient for taxpayer
a Economy of collection

Taxes should not be expensive to collect and should not discourage business.

Principles for levy of tax

Following are some broad principles for levy of taxes:

U The Benefit Principle

This principle holds that the individuals should be taxed in proportion to the benefits they
receive from the governments and that taxes should be paid by those people who receive
the direct benefit of government programs and projects out of the taxes paid.

U The Ability-to-Pay Principle

This principle holds that taxes should relate with the person’s income or the ability to pay,
that is, those with greater income or wealth who can afford to pay should be taxed. Similarly,
even rate of tax could increase with higher income.

U  The Equal-Distribution Principle

Income, wealth and transaction may be taxed at a fixed percentage; that is, people who earn
more and spend more should pay more taxes, but not pay a higher rate of tax.

Kinds of taxes

a Proportional tax/Flat Tax

A tax system that requires the same percentage of income from all taxpayers regardless of
their earnings. A proportional tax applies the same tax rate across low, middle and high-
income taxpayers. The proportional tax is in contrast to a progressive tax, where taxpayers
with higher incomes pay higher tax rates than taxpayers with lower incomes. A proportional
tax is also called a flat tax.

a Regressive tax

A tax that takes a larger percentage from a person’s low-income than from another person’s
high-income. A regressive tax is generally a tax that is applied uniformly. This means that it
hits lower-income individuals harder.
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Progressive tax

A tax that takes a larger percentage from high-income earners than it does from low-income
earners. In other words, the more one earns, the more tax he would have to pay. The tax
amount is proportionately equal to someone’s status in the society. A rich man should pay
more than a poor man.

Characteristics of tax laws

Following are major characteristics of a taxation system:

Q

Tax is an enforced contribution

Tax payment is not voluntary in nature and the imposition is not dependent upon the will of
the person taxed.

Tax is generally payable in cash (bank)
This means that payment by cheques, promissory notes, or in kind is not accepted.
Tax is proportionate in character

Payment of taxes should be based on the ability to pay principle; higher income of the tax
payer, the bigger amount of the tax paid.

Tax is levied (to impose; collect) on income, transactions or property
There are taxes that are imposed or levied on acts, rights or privileges.
Tax is levied by the state which has jurisdiction over the person or property

As a general rule, only persons, properties, acts, right or transaction within the jurisdiction
of the taxing state are subjects for taxation.

Tax is levied by the law making body of the state
This means that law must be enacted first by the Parliament in Pakistan.
Tax is levied for public purposes

Taxes are imposed to support the government in implementation of projects and programs.

The principles of a sound tax system

Q

Fiscal adequacy

The sources of revenue taken as a whole should be sufficient to meet the expenditures of
the government, regardless of business, export taxes, trade balances and problems of
economic adjustments. Revenues should be capable of expanding or contracting annually
in response to variations in public expenditures.

Equality or Theoretical Justice
Taxes levied must be based upon the ability of the citizen to pay.
Administrative Feasibility

In a successful tax system, tax should be clear and plain to taxpayers, capable of
enforcement by the adequate and well-trained public officials, convenient as to the time and
manner of payment and not unduly burdensome to discourage business activity.

Consistency or Compatibility with Economic Goals

Tax laws should be consistent with economic goals or programs of the government which
pertain to basic services intended for the masses.
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3 INTRODUCTION TO DIFFERENT TAXATION LAWS OF PAKISTAN

Section overview

m Brief overview of different direct and indirect taxes

3.1 Brief overview of different direct and indirect taxes

Federal taxes in Pakistan like most of the taxation systems in the world are classified into two broad
categories, viz., direct and indirect taxes. A broad description regarding the nature of administration
of these taxes is explained below:

DIRECT TAXES

Income Tax

Direct taxes primarily comprise of Income Tax. In the Income Tax Ordinance, 2001, tax is levied
generally on the net income of a taxpayer earned during a tax year computed by applying the
specified tax rates as applicable to respective taxpayer.

For the purpose of the charge of tax and the computation of total income, all income is classified
under the following heads:

a Salary

a Income from property

d Income from business

U  Capital gains; and

d Income from other sources

Capital Value Tax

Capital value tax on different transaction such as transfer of immoveable property, transfer of rights
etc.

INDIRECT TAXES

Following are the indirect taxes under the Pakistani Taxation System.

Custom Duty

Goods imported and exported from Pakistan are liable to rates of customs duties as prescribed in
Pakistan Customs Tariff. Customs duties in the form of import duties and export duties constitute
a major part of the total tax receipts. The rate structure of customs duty is determined by a large
number of socio-economic factors. However, the general scheme envisages higher rates on luxury
items as well as on less essential goods. The import tariff has been given an industrial bias by
keeping the duties on industrial plants and machinery and raw material lower than those on
consumer goods.

Federal Excise Duty

Federal Excise duties are levied on a limited number of goods produced or manufactured, and
services provided or rendered in Pakistan. On most of the items Federal Excise duty is charged on
the basis of value or retail price. Some items are, however, chargeable to duty on the basis of
weight or quantity. Classification of goods is done in accordance with the Harmonized Commaodity
Description and Coding system which is being used all over the world. All exports are liable to Zero
per cent Federal Excise Duty.
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Sales Tax
Sales tax is levied at various stages of economic activity @ 17 per cent on:
a All goods imported into Pakistan, payable by the importers

d All supplies made in Pakistan by a registered person in the course of furtherance of any
business carried on by him

There is an in-built system of input tax adjustment and a registered person can make adjustment
of tax paid at earlier stages against the tax payable by him on his supplies. Thus, the tax paid at
any stage does not exceed 17% of the total sales price of the supplies.
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4 HISTORY OF TAX LAWS IN PAKISTAN

Section overview

m  History of tax laws in Pakistan

4.1 History of tax laws in Pakistan

In Pakistan, Federal Government is empowered to levy and collect tax on the income of a person.
The history of modern income taxation dates back to the year 1860. The British Empire introduced
first formal Income Tax Act of 1860 in an effort to end the budgetary deficit faced due to the war of
independence of 1857. The tax was not intended to be permanent and was repealed in 1865.

The Income Tax Act of 1886 was a general income tax that had been imposed on traders by some
of the provinces. This Act of 1886 was a great improvement on earlier enactments. Its basic
scheme, by and large, survives till today. It introduced the definition of “agricultural income” which
is almost the same as in the Income Tax Ordinance 2001. This Act continued in force for 32 years.

The 1918 Act consolidated a number of wartime amendments. A graduated super tax on income
over Rs.50,000 and on the undistributed profits of the corporation and other entities was introduced
by the Super Tax Act of 1917 and continued in force through modifications by the Super Tax Act
of 1920. The Income Tax Act and the Super Tax Act were later on consolidated in another act i.e.
the Income Tax Act of 1922, which remained in force in Pakistan till 30th June 1979; when the new
law was promulgated i.e. the Income Tax Ordinance, 1979 with effect from 1st July 1979.

Income Tax Ordinance 1979 was amended through innumerable presidential ordinances, annual
finance acts/ordinances and statutory regulatory orders (SROs) and most of its lacunas were
removed over a long period of time. However, after approximately 23 years of its existence when
substantive amendments and judicial pronouncements made it a universally understandable and
acceptable piece of legislation for everybody, a new ordinance (i.e.) Income Tax Ordinance, 2001
was promulgated on 13th September 2001.
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5 CHAPTER REVIEW

Chapter review

Before moving on to the next chapter check that you now know:

[ ] What are the objectives of taxation Laws?

What are basics of taxation laws?

What are different types of direct and indirect taxes in Pakistan?

What are different federal taxation laws of Pakistan?

What is history of legislation of taxation laws in Pakistan?
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1 FEDERAL FINANCIAL PROCEDURES

Section overview

® Introduction

m Federal consolidated fund and public account and expenditure to be charged to Federal
constitutional fund

1.1 Introduction

Constitution of Pakistan is the prime source for all legislations in Pakistan. It provides that tax shall
only be levied by or under the authority of Act of (Majlis-e-Shoora) Parliament (Article 77). The
Constitution distributes powers among Federation and Provinces. It provides procedures for levy
and collection of taxes as well as procedures for use of funds received from taxes or by the
Federation from any other source. This chapter is divided into three main areas which are as
follows:

a Federal Financial Procedures
(| Provincial Financial Procedures
(| Distribution of Revenues between Federation & Provinces

These areas are now explained in detail in the upcoming paragraphs.

1.2 Federal consolidated fund and public account and expenditure to be charged to
Federal constitutional fund

121 Federal consolidated fund and public account [Article 78]

U All revenues received by the Federal Government, all loans raised by that
Government and all monies received by it in repayment of any loan, shall form
part of a consolidated fund, to be known as the Federal Consolidated Fund.

U All other monies:
. received by or on behalf of the Federal Government; or

. received by or deposited with the Supreme Court or any other court
established under the authority of the Federation;

shall be credited to the Public Account of the Federation.

122 Custody of federal consolidated fund and public account [Article 79]

The custody of the Federal Consolidated Fund, the payment or monies into that Fund,
the withdrawal of monies there from, the custody of other monies received by or on
behalf of the Federal Government, their payment into, and withdrawal from, the Public
Account of the Federation, and all matters connected with or ancillary to the matters
aforesaid shall be regulated by Act of Majlis-e-Shoora (Parliament) or, until provision
in that behalf is so made, by rules made by the President.

123 Annual budget statement [Article 80]

a The Federal Government shall, in respect of every financial year, cause to be
laid before the National Assembly a statement of the estimated receipts and
expenditure of the Federal Government for that year, in this Part, referred to as
the annual budget statement.
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a The annual budget statement shall show separately:
o the sums required to meet expenditure described by the Constitution as
expenditure charged upon the Federal Consolidated Fund; and
. the sums required to meet other expenditure proposed to be made from
the Federal Consolidated Fund; and
a The annual budget statement shall distinguish expenditure on revenue account
from other expenditure.
1.2.4 Expenditure charged upon federal consolidated fund [Article 81]
The following expenditure shall be expenditure charged upon the Federal Consolidated
Fund:-
a the remuneration payable to the President and other expenditure relating to his

Q

office, and the remuneration payable to-

. the Judges of the Supreme Court and the Islamabad High Court
. the Chief Election Commissioner;

. the Chairman and the Deputy Chairman;

. the Speaker and the Deputy Speaker of the National Assembly;
o the Auditor-General;

The administrative expenses, including the remuneration payable to officers and
servants, of the Supreme Court, the Islamabad High Court, the department of
the Auditor-General, the Office of the Chief Election Commissioner and of the
Election Commission and the Secretariats of the Senate and the National
Assembly;

All debt charges for which the Federal Government is liable, including interest,
sinking fund charges, the repayment or amortisation of capital, and other
expenditure in connection with the raising of loans, and the service and
redemption of debt on the security of the Federal Consolidated Fund;

Any sums required to satisfy any judgment, decree or award against Pakistan by
any court or tribunal; and

Any other sums declared by the Constitution or by Act of Majlis-e-Shoora
(Parliament) to be so charged.

125 Procedure relating to annual budget statement [Article 82]

Q

So much of the Annual Budget Statement as relates to expenditure charged
upon the Federal Consolidated Fund may be discussed in, but shall not be
submitted to the vote of, the National Assembly.

So much of the Annual Budget Statement as relates to other expenditure shall
be submitted to the National Assembly in the form of demands for grants, and
the Assembly shall have power to assent to, or to refuse to assent to, any
demand, or to assent to any demand subject to a reduction of the amount
specified therein;

However, for a period of ten years from the commencing day or the holding of the
second general election to the National Assembly, whichever occurs later, a demand
shall be deemed to have been assented to without any reduction of the amount
specified therein, unless, by the votes of a majority of the total membership of the
Assembly, it is refused or assented to subject to a reduction of the amount specified
therein.

Q

No demand for a grant shall be made except on the recommendation of the
Federal Government.

© Emile Woolf International
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1.2.6

1.2.7

1.2.8

129

1.2.10

Authentication of schedule of authorised expenditure [Article 83]

1) The Prime Minister shall authenticate by his signature a schedule specifying:

a) the grants made or deemed to have been made by the National Assembly
under Article 82, and

b) the several sums required to meet the expenditure charged upon the
Federal Consolidated Fund but not exceeding, in the case of any sum,
the sum shown in the statement previously laid before the National
Assembly.

2) The schedule so authenticated shall be laid before the National Assembly, but
shall not be open to discussion or vote thereon.

3) Subject to the Constitution, no expenditure from the Federal Consolidated Fund
shall be deemed to be duly authorised unless it is specified in the schedule so
authenticated and such schedule is laid before the National Assembly as stated
above.

Supplementary and excess grants [Article 84]
If in respect of any financial year it is found that:

a the amount authorized to be expended for a particular service for the current
financial year is insufficient, or that a need has arisen for expenditure upon some
new service not included in the Annual Budget Statement for that year; or

d any money has been spent on any service during a financial year in excess of
the amount granted for that service for that year; the Federal Government shall
have power to authorize expenditure from the Federal Consolidated Fund,
whether the expenditure is charged by the Constitution upon that Fund or not,
and shall cause to be laid before the National Assembly a Supplementary Budget
Statement or, as the case may be, an Excess Budget Statement, setting out the
amount of that expenditure, and the provisions of Articles 80 to 83 shall apply to
those statements as they apply to the annual budget statement.

Votes on account [Article 85]

Notwithstanding anything contained in the foregoing provisions relating to financial
matters, the National Assembly shall have power to make any grant in advance in
respect of the estimated expenditure for a part of any financial year, not exceeding four
months, pending completion of the procedure prescribed in Article 82 for the voting of
such grant and the authentication of the schedule of authorized expenditure in
accordance with the provisions of Article 83 in relation to the expenditure.

Power to authorise expenditure when assembly stands dissolved [Article 86]

Notwithstanding anything contained in the foregoing provisions relating to financial
matters, at any time when the National Assembly stands dissolved, the Federal
Government may authorize expenditure from the Federal Consolidated Fund in respect
of the estimated expenditure for a period not exceeding four months in any financial
year, pending completion of the procedure prescribed in Article 82 for the voting of
grants and the authentication of the schedule of authorized expenditure in accordance
with the provisions of Article 83 in relation to the expenditure

Secretariats of Majlis-e-Shoora (Parliament) [Article 87]
a Each House shall have a separate Secretariat:

a Provided that nothing in this clause shall be construed as preventing the creation
of posts common to both Houses.

a Majlis-e-Shoora (Parliament) may by law regulate the recruitment and the
conditions of service of persons appointed to the Secretarial staff of either
House.

© Emile Woolf International
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1.2.11

Until provision is made by Majlis-e-Shoora (Parliament) under clause (2), the
Speaker or, as the case may be, the Chairman may, with the approval of the
President, make rules regulating the recruitment and the conditions of service,
of persons appointed to the secretarial staff of the National Assembly or the
Senate.

Finance committees [Article 88]

Q

The expenditure of the National Assembly and the Senate within authorised
appropriations shall be controlled by the National Assembly or, as the case may
be, the Senate acting on the advice of its Finance Committee.

The Finance Committee shall consist of the Speaker or, as the case may be, the
Chairman, the Minister of Finance and such other members as may be elected
thereto by the National Assembly or, as the case may be, the Senate.

The Finance Committee may make rules for regulating its procedure.

© Emile Woolf International
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2 PROVINCIAL FINANCIAL PROCEDURES

Section overview

B [ntroduction

m  Provincial consolidated fund and public account and expenditure to be charged to Provincial
consolidated fund

2.1 Introduction

Provincial Financial Procedures are almost the same as Federal Financial Procedures. However,
these are discussed in detail for clarity on the issue

2.2 Provincial consolidated fund and public account and expenditure to be charged to
Provincial consolidated fund

221 Provincial consolidated fund and public account [Article 118]

a All revenues received by the Provincial Government, all loans raised by that
Government, and all monies received by it in repayment of any loan, shall form
part of a consolidated fund, to be known as the Provincial Consolidated Fund.

O All other monies:
. received by or on behalf of the Provincial Government; or

. received by or deposited with the High Court or any other court established
under the authority of the Province;

Shall be credited to the Public Account of the Province.

222 Custody of provincial consolidated fund and public account [Article 119]

The custody of the Provincial Consolidated Fund, the payment of moneys into that
Fund, the withdrawal of monies therefrom, the custody of other monies received by or
on behalf of the Provincial Government, their payment into, and withdrawal from, the
Public Account of the Province, and all matters connected with or ancillary to the
matters aforesaid, shall be regulated by Act of the Provincial Assembly or, until
provision in that behalf is so made, by rules made by the Governor.

223 Annual budget statement [Article 120]

a The Provincial Government shall, in respect of every financial year, cause to be
laid before the Provincial Assembly a statement of the estimated receipts and
expenditure of the Provincial Government for that year, in this Chapter referred
to as the Annual Budget Statement.

a The annual budget statement shall show separately:

. The sums required to meet expenditure described by the Constitution as
expenditure charged upon the Provincial Consolidated Fund; and

. The sums required to meet other expenditure proposed to be made from
the Provincial Consolidated Fund,;

and shall distinguish expenditure on revenue account from other
expenditure.
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224 Expenditure charged upon provincial consolidated fund [Article 121]

u The following expenditure shall be expenditure charged upon the Provincial
Consolidated Fund:

° The remuneration payable to the Governor and other expenditure relating
to his office, and the remuneration payable to:

- the Judges of the High Court; and
- the Speaker and Deputy Speaker of the Provincial Assembly;

- the administrative expenses, including the remuneration payable
to officers and servants, of the High Court and the Secretariat of
the Provincial Assembly;

. All debt charges for which the Provincial Government is liable, including
interest, sinking fund charges, the repayment or amortization of capital,
and other expenditure in connection with the raising of loans, and the
service and redemption of debt on the security of the Provincial
Consolidation Fund;

. Any sums required to satisfy any judgment, decree or award against the
Province by any court or tribunal; and

. Any other sums declared by the Constitution or by Act of the Provincial
Assembly to be so charged.

225 Procedure relating to annual budget statement [Article 122]

a So much of the Annual Budget Statement as relates to expenditure charged
upon the Provincial Consolidated Fund may be discussed in, but shall not be
submitted to the vote of, the Provincial Assembly.

a So much of the Annual Budget Statement as relates to other expenditure shall
be submitted to the Provincial Assembly in the form of demands for grants, and
that Assembly shall have power to assent to, or to refuse to assent to, any
demand, or to assent to any demand subject to a reduction of the amount
specified therein:

d No demand for a grant shall be made except on the recommendation of the
Provincial Government.

226 Authentication of schedule of authorised expenditure [Article 123]
a The Chief Minister shall authenticate by his signature a schedule specifying:

. The grants made or deemed to have been made by the Provincial
Assembly under Article, 122 and

. The several sums required to meet the expenditure charged upon the
Provincial Consolidated Fund but not exceeding, in the case of any sum,
the sum shown in the statement previously laid before the Assembly.

a The schedule so authenticated shall be laid before the Provincial Assembly, but
shall not be open to discussion or vote thereon.

a Subject to the Constitution, no expenditure from the Provincial Consolidated
Fund shall be deemed to be duly authorized unless it is specified in the schedule
so authenticated and such schedule is laid before the Provincial Assembly as
stated above.
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227

2.2.8

229

2.2.10

Supplementary and excess grants [Article 124]
If in respect of any financial year it is found that:

d the amount authorized to be expended for a particular service for the current
financial year is insufficient, or that a need has arisen for expenditure upon some
new service not included in the annual budget statement for that year; or

d any money has been spent on any service during a financial year in excess of
the amount granted for that service for that year;

the Provincial Government shall have power to authorize expenditure from the
Provincial Consolidated Fund, whether the expenditure is charged by the Constitution
upon that Fund or not, and shall cause to be laid before the Provincial Assembly a
Supplementary Budget Statement or, as the case may be, an Excess Budget
Statement, setting out the amount of that expenditure, and the provisions of Article 120
to 123 shall apply to those statements as they apply to the annual budget statement.

Votes on account [Article 125]

Notwithstanding anything contained in the foregoing provisions relating to financial
matters, the Provincial Assembly shall have power to make any grant in advance in
respect of the estimated expenditure for a part of any financial year, not exceeding
three months, pending completion of the procedure prescribed in Article 122 for the
voting of such grant and the authentication of the schedule of expenditure in
accordance with the provisions of Article 123 in relation to the expenditure.

Power to authorise expenditure when assembly stands dissolved [Article 126]

Notwithstanding anything contained in the foregoing provisions relating to financial
matters, at any time when the Provincial Assembly stands dissolved, the Provincial
Government may authorize expenditure from the Provincial Consolidated Fund in
respect of the estimated expenditure for a period not exceeding four months in any
financial year, pending completion of the procedure prescribed in Article 122 for the
voting of grants and the authentication of the schedule of authorized expenditure in
accordance with the provisions of Article 123 in relation to the expenditure.

Provisions relating to Provincial Assembly, etc., to apply to provincial assembly, etc.
[Article 127]

a Subject to the Constitution, the provisions of clauses (2) to (8) of Article 53,
clauses (2) and (3) of Article 54, Article 55, Articles 63 to 67, Article 69, Article
77, Article 87 and Article 88 shall apply to and in relation to a Provincial Assembly
or a committee or members thereof or the Provincial Government, but so that:

. any reference in those provisions to Majlis-e-Shoora (Parliament), a
House or the National Assembly shall be read as a reference to the
Provincial Assembly;

) any reference in those provisions to the President shall be read as a
reference to the Governor of the Province;

. any reference in those provisions to the Federal Government shall be,
read as a reference to the Provincial Government;

. any reference in those provisions to the Prime Minister shall be read as a
reference to the Chief Minister.

) any reference in those provisions to a Federal Minister shall be read as a
reference to a Provincial Minister.

. any reference in those provisions to the National Assembly of Pakistan
shall be read as a reference to the Provincial Assembly in existence
immediately before the commencing day.
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3 DISTRIBUTION OF REVENUES BETWEEN FEDERATION AND PROVINCES

Section overview

Introduction
National Finance Commission [Article 160]
Natural gas and hydro-electric power [Article 161]

Prior sanction of President required to Bills affecting taxation in which provinces are interested
[Article 162]

Provincial taxes in respect of professions, etc. [Article 163]
Grants out of consolidated fund [Article 164]
Exemption of certain public property from taxation [Article 165]

Power of Majlis-e-Shoora (Parliament) to impose tax on the income of certain corporations, etc.
[Article165A]

3.1

3.2

Introduction

It is essential to know who authorises which revenues. Federation can only tax to the extent the
Constitution authorises it to legislate for collection of revenues. Similarly, Provinces can only
legislate for levy of taxes to the extent authorised in the Constitution of Pakistan. This part of the
chapter describes the mechanism for determination of distribution of revenue among Federation
and Provinces.

National Finance Commission [Article 160]

(1) Within six months of the commencing day and thereafter at intervals not exceeding five
years, the President shall constitute a National Finance Commission consisting of the
Minister of Finance of the Federal Government, the Ministers of Finance of the Provincial
Governments, and such other persons as may be appointed by the President after
consultation with the Governors of the Provinces

(2) It shall be the duty of the National Finance Commission to make recommendations to the
President as to:

a) the distribution between the Federation and the Provinces of the net proceeds of the
taxes;

b) the making of grants-in-aid by the Federal Government to the Provincial
Governments;

c) the exercise by the Federal Government and the Provincial Governments of the
borrowing powers conferred by the Constitution; and

d) any other matter relating to finance referred to the Commission by the President.

(3) The taxes referred above are the following taxes raised under the authority of Majlis-e-
Shoora (Parliament), namely:

e) taxes on income, including corporation tax, but not including taxes on income
consisting of remuneration paid out of the Federal Consolidated Fund;

f) taxes on the sales and purchases of goods imported, exported, produced,
manufactured or consumed;

o)) export duties on cotton, and such other export duties as may be specified by the
President;

h) export duties on cotton, and such other export duties as may be specified by the
President;
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i) such duties of exercise as may be specified by the President; and
)] such other taxes as may be specified by the President.

(3A) The share of the Provinces, in each Award of National Finance Commission shall not be
less than the share given to the Provinces in the previous Award.

(3B) The Federal Finance Minister and Provincial Finance Ministers shall monitor the
implementation of the Award biannually and lay their reports before both Houses of Majlis-
e-Shoora (Parliament) and the Provincial Assemblies.

(4) As soon as may be after receiving the recommendation, of the National Finance
Commission, the President shall, by Order, specify, in accordance with the
recommendations of the Commission, the share of the net proceeds of the taxes mentioned
above which is to be allocated to each Province, and that share shall be paid to the
Government of the Province concerned, and, notwithstanding the provision of Article 78 shall
not form part of the Federal Consolidated Fund.

(5) The recommendations of the National Finance Commission, together with an explanatory
memorandum as to the action taken thereon, shall be laid before both Houses and the
Provincial Assembilies.

(6) At any time before the above Order is made, the President may, by Order, make such
amendments or modifications in the law relating to the distribution of revenues between the
Federal Government and the Provincial Governments as he may deem necessary or
expedient.

(7)  The President may, by Order, make grants-in-aid of the revenues of the Provinces in need
of assistance and such grants shall be charged upon the Federal Consolidated Fund.

3.3 Natural gas and hydro-electric power [Article 161]
a Notwithstanding the provisions of Article 78:

¢ the net proceeds of the Federal duty of excise on natural gas levied at well-head and
collected by the Federal Government, and of the royalty collected by the Federal
Government, shall not form part of the Federal Consolidated Fund and shall be paid to
the Province in which the well-head of natural gas is situated.

¢ the net proceeds of the Federal duty of excise on oil levied at well-head and collected by
the Federal Government, shall not form part of the Federal Consolidated Fund and shall
be paid to the Province in which the well-head of oil is situated.

¢ the net profits earned by the Federal Government, or any undertaking established or
administered by the Federal Government from the bulk generation of power at a hydro-
electric station shall be paid to the Province in which the hydro-electric station is situated.

Explanation: for the purposes of this clause "net profits" shall be computed by deducting
from the revenues accruing from the bulk supply of power from the bus-bars of a hydro-
electric station at a rate to be determined by the Council of Common Interests, the operating
expenses of the station, which shall include any sums payable as taxes, duties, interest or
return on investment, and depreciations and element of obsolescence, and over-heads, and
provision for reserves.

3.4 Prior sanction of President required to Bills affecting taxation in which provinces
are interested [Article 162]

No Bill or amendment which imposes or varies a tax or duty the whole or part of the net proceeds
whereof is assigned to any province, or which varies the meaning of the expression "agricultural
income" as defined for the purposes of the enactments relating to income-tax, or which affects the
principles on which under any of the foregoing provisions of this chapter monies are or may be
distributable to provinces, shall be introduced or moved in the National Assembly except with the
previous sanction of the President
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3.5 Provincial taxes in respect of professions, etc. [Article 163]

A Provincial Assembly may by Act impose taxes, not exceeding such limits as may from time to
time be fixed by Act of Majlis-e-Shoora (Parliament), on persons engaged in professions, trades,
callings or employments, and no such Act of the Assembly shall be regarded as imposing a tax on
income.

3.6 Grants out of consolidated fund [Article 164]

The Federation or a Province may make grants for any purpose, notwithstanding that the purpose
is not one with respect to which Majlis-e-Shoora (Parliament) or, as the case may be, a Provincial
Assembly may make laws.

3.7 Exemption of certain public property from taxation [Article 165]

L The Federal Government shall not, in respect of its property or income, be liable to taxation
under any Act of Provincial Assembly and, subject to clause (2), a Provincial Government
shall not, in respect of its property or income, be liable to taxation under Act of Majlis-e-
Shoora (Parliament) or under Act of the Provincial Assembly of any other Province.

U If a trade or business of any kind is carried on by or on behalf of the Government of a
Province outside that Province, that Government may, in respect of any property used in
connection with that trade or business or any income arising from that trade or business, be
taxed under Act of Majlis-e-Shoora (Parliament) or under Act of the Provincial Assembly of
the Province in which that trade or business is carried on.

U Nothing in this Article shall prevent the imposition of fees for services rendered.

3.8 Power of Maijlis-e-Shoora (Parliament) to impose tax on the income of certain
corporations, etc. [Article 165A]

a For the removal of doubt, it is hereby declared that Majlis-e-Shoora (Parliament) has, and
shall be deemed always to have had, the power to make a law to provide for the levy and
recovery of a tax on the income of a corporation, company or other body or institution
established by or under a Federal law or a provincial law or an existing law or a corporation,
company or other body or institution owned or controlled, either directly or indirectly, by the
Federal Government or a Provincial Government, regardless of the ultimate destination of
such income.

a All orders made, proceedings taken and acts done by any authority or person, which were
made, taken or done, or purported to have been made, taken or done, before the
commencement of the Constitution (Amendment) Order 1985, in exercise of the powers
derived from any law referred to in above paragraph, or in execution of any orders made by
any authority in the exercise or purported exercise of powers as aforesaid, shall,
notwithstanding any judgment of any court or tribunal, including the Supreme Court and a
High Court, be deemed to be and always to have been validly made, taken or done and-
shall not be called in question in any court, including the Supreme Court and a High Court,
on any ground whatsoever.

a Every judgment or order of any court or tribunal, including the Supreme Court and a High
Court, which is repugnant to the provisions stated above shall be, and shall be deemed
always to have been, void and of no effect whatsoever.

© Emile Woolf International 21 The Institute of Chartered Accountants of Pakistan



Principles of taxation

4 FEDERAL LEGISLATIVE LIST

Section overview

m Introduction
m  Powers of the Federation to legislate on taxes

m  Powers of the Provinces to legislate on taxes

4.1 Introduction

Federal Legislative List defines the areas whereby Federal Government can legislate to collect
revenue. This is a long list, however, we herein discuss the areas which relate to taxation.

4.2 Powers of the Federation to legislate on taxes

Following entries in the Federal legislative list as contained in the Constitution of Pakistan relates

to taxes:

Entry No Taxes which can be imposed by the Federation

43. Duties of customs, including export duties.

44, Duties of excise, including salt, but not including alcoholic liquors, opium or other
narcotics;

47. Taxes on income other than agricultural income;

48. Taxes on corporations.

49. Taxes on the sales and purchases of goods imported, exported, produced,
manufactured or consumed, except sales tax on services.

50. Taxes on the capital value of the assets, not including taxes on immovable property.

51. Taxes on mineral oil, natural gas and minerals for use in generation of nuclear
energy.

52. Taxes and duties on the production capacity of any plant, machinery, undertaking,

establishment or installation in lieu of any one or more of them.

53. Terminal taxes on goods or passengers carried by railway, sea or air; taxes on their

fares and freights.

Keeping in view the above provisions, following laws are enacted by the Federal Government:

Legislative powers of Federation

Taxes on income other than agricultural income;
Taxes on corporations.

Taxes on mineral oil, natural gas and minerals for
use in generation of nuclear energy.

Laws enacted thereunder ‘

Income Tax Ordinance,2001

Taxes on the sales and purchases of goods
imported, exported, produced, manufactured or
consumed, except sales tax on services

Taxes and duties on the production capacity of
any plant, machinery, undertaking, establishment
or installation in lieu of any one or more of them.

Sales Tax Act, 1990, Federal Excise Act,
2005, Customs Act, 1969

Taxes on the capital value of the assets, not
including taxes on immovable property.

Capital Value Tax levied through Finance
Act, 1989
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4.3 Powers of the Provinces to legislate on taxes

All taxes other than the mentioned in above list of Federal legislative list as contained in the
Constitution of Pakistan are covered in the scope of legislation of Provinces. Accordingly, various
types of taxes are introduced by the Provinces:

a Sales tax on services

Taxes on transfer of immoveable property
Professional tax

Tax on luxury houses

Tax on registration of luxury vehicles etc.

0000

Property tax
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5 CHAPTER REVIEW

Chapter review

Before moving on to the next chapter check that you now know:
[ ] What are the Federal Financial Procedures?

[ ] What are Provincial Financial Procedures?

[ Under the constitution, what is the mechanism for distribution of Revenues among Federation
and Provinces?

[ Which are the areas whereby Federal Government can legislate to levy taxes?

[ Which are the areas whereby Provincial Government can legislate to levy taxes?
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1 ETHICS

Section overview

m  Ethics — meanings and application

1.1 Ethics - meanings and application

The word ethics is derived from the Greek word ethos, which means "character," and from the Latin
word mores, which means "customs." Aristotle was one of the first great philosophers to study
ethics. To him, ethics was more than a moral, religious, or legal concept. He believed that the most
important element in ethical behaviour is knowledge that actions are accomplished for the
betterment of the common good. He asked whether actions performed by individuals or groups are
good both for an individual or a group and for society. To determine what is ethically good for the
individual and for society, Aristotle said, it is necessary to possess three virtues of practical wisdom:

i. temperance,
ii. courage, and

ii. justice.
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2 ETHICS FOR TAX LEGISLATORS

Section overview

m  Ethics for tax legislators

® Canons of taxation

2.1 Ethics for tax legislators

2.2

"Legislative office is a public trust, and every effort to realise personal gain through official conduct
is a violation of that trust"

The constitution mandates the legislature to enact a code of ethics prohibiting conflicts between
the public duty and private interests of members of the legislature, disclosure of prohibited conduct
and financial interest (if any) and post-service restrictions. In addition, the constitution requires that
the legislature enact a code of ethics for all officials and employees of the state and its political
subdivisions

Canons of taxation

They are the basic principles (i.e.) rules set to build a 'Good Tax System'. Canons of Taxation were
first originally laid down by economist Adam in his famous book "The Wealth of Nations". These
canons of taxation were discussed in Chapter 1 in a summary. In this book, Adam Smith only gave
four canons of taxation, which are now known as the "Original or Main Canons of Taxation". These
are as follows:

1. Canon of Equity

The principle aims at providing economic and social justice to the people. According to this
principle, every person should pay to the government depending upon his ability to pay. Rich
people should pay higher taxes to the government, because without the protection of the
government authorities (Police, Defence, etc.) they would not have earned and enjoyed their
income. Adam Smith argued that the taxes should be proportional to income, i.e., citizens
should pay taxes in proportion to the revenue which they respectively enjoy under protection
of the State.

2. Canon of Certainty

According to Adam Smith, the tax which an individual has to pay should be certain, not
arbitrary. The taxpayer should know in advance how much tax he has to pay, at what time
he has to pay the tax, and in what form the tax is to be paid to the government. In other
words, every tax should satisfy the canon of certainty. At the same time a good tax system
also ensures that the government is also certain about the amount that would be collected
by way of tax.

3. Canon of Convenience

The mode and timing of tax payment should be as far as possible, convenient to the
taxpayers. For example, land revenue is collected at time of harvest and income tax is
deducted at source. Convenient tax system encourages people to pay tax and increases tax
revenue.

4. Canon of Economy

This principle states that there should be economy in tax administration. The cost of tax
collection should be lower than the amount of tax collected. It may not serve any purpose, if
the taxes imposed are widespread but are difficult to administer. Therefore, it would make
no sense to impose certain taxes, if they are difficult to administer.
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Additional Canons of Taxation Activities and functions of the government have increased
significantly since Adam Smith's time. Governments are expected to maintain economic stability,
full employment, reduce income inequality and promote growth and development. Tax system
should be such that it meets the requirements of growing state activities. Accordingly, modern
economists gave following additional canons of taxation.

5. Canon of Productivity: It is also known as the canon of fiscal adequacy. According to this
principle, the tax system should be able to yield enough revenue for the treasury and the
government should have no need to resort to deficit financing. This is a good principle to
follow in a developing economy.

6. Canon of Elasticity: According to this canon, every tax imposed by the government should
be elastic in nature. In other words, the income from tax should be capable of increasing or
decreasing according to the country’s requirement. For example, if the government needs
more income at a time of crisis, the tax should be capable of yielding more income through
increase in its rate.

7. Canon of Flexibility: It should be easily possible for the authorities to revise the tax
structure both with respect to its coverage and rates, to suit the changing requirements of
the economy. With changing time and conditions, the tax system needs to be changed
without much difficulty. The tax system must be flexible and not rigid.

8. Canon of Simplicity: The tax system should not be complicated. That makes it difficult to
understand and administer and results in problems of interpretation and disputes. In
Pakistan, efforts of the government in recent years have been to make the system simple.

9. Canon of Diversity: This principle states that the government should collect taxes from
different sources rather than concentrating on a single source of tax. It is not advisable for
the government to depend upon a single source of tax, it may result in inequity for a certain
section of the society and uncertainty for the government to raise funds. If the tax revenue
comes from diversified sources, then any reduction in tax revenue from one source for any
reason is bound to be small.
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3 ETHICS FOR TAX ADMINISTRATORS

Section overview

® Ethics for tax administrators
m Pillars of tax administration

m  Responsibilities of the tax implementing authorities

3.1 Ethics for tax administrators

The tax administration is not responsible for tax policy and tax legislation but deals with current tax
system. Federal Board of Revenue is empowered under the law to monitor, assess, levy and collect
taxes as provided in the tax statutes. There are a number of occasions whereby they possess any
of the following powers:

Assess taxes (including best judgment);
Collect Revenue;

Seize Property;

Attach bank accounts;

COoO0OO0ODO

Commence legal (criminal/civil) proceedings against taxpayer

Such powers may be misused and can become abusive powers as exercise of that power can
result in the following against the taxpayer:

a Loss of property and income;
a Imprisonment

So, these powers can result in the loss of some of the fundamental human rights of the taxpayer.
Ethics tend to bring these powers within the principles of goodness and morality.

lllustration:
Q Mr. Zahid is running a textile unit and tax amounting to Rs. 5M is assessed against him. His bank
accounts balance is Rs. 10M. However, he has to fulfil his exports orders. In case he fails to fulfil
his orders, he would lose his customers and that orders. Considering his present critical financial
position, Zahid believes that tax recovery proceedings by recovery from bank account (Attachment
of bank account) would entail an irreparable loss to his organisation. So he files a request to FBR
for allowing him to pay the tax dues in instalments.

FBR staff has the power to allow him relief or recover this tax directly from his bank account. Justice
and equity demands that his request should be entertained so that his continuation and prosperity
of business would eventually result in payment of better taxes in future whereas recovery of tax
could jeopardise his business operations.

@ lllustration:

* Income Tax Ordinance, sales tax law, Federal excise law empower tax authorities to select cases
for audit. This power can be misused by selecting some cases while leaving many unaudited. Thus,
despite the fact that law provides unfettered powers, these should be exercised on some ethical
and rational basis.
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3.2 Pillars of tax administration

In order to safeguard the interest of taxpayers and avoid abuse of powers by the tax administration,
following four pillars of Tax administration are defined:

1) Fairness

Strive to be impatrtial, fair, neutral and consistent in administering the law without regard to
race, social or economic circumstances.

2) Transparency
All Proceedings must be transparent and must be seen as transparent.
3) Equity

Best tax administration is not that which collects most revenue. Rather it depends on how
this revenue generation is actually accomplished. Whether all stakeholders are taxed fairly
or tax is collected from the poor/salaried class after failing to collect taxes from
entrepreneurs/businesses. Thus, equity demands that tax administrators should not achieve
their objectives in an irrational manner.

4) Accountability

There must be a strong system of accountability for wrong doers which should curb
corruption, nepotism and maladministration.

Under the four pillars, some of the ethical issues facing tax administration are:
1) Acceptance of gifts

2) Conflict of Interest

3) Selective application of the law/ or inconsistency in applying the law

4) Political influence

5) Confidentiality/secrecy

6) Discretion

7) Corruption

8) Lack of Autonomy

In order to avoid pitfalls of the abusive use of discretion, seven principles for structuring
discretion are defined which are as under:

0  Openplans

Open policy statements
Open rules

Open findings

Open reasons

[E N Ny Ny

Open precedents

a Fair informal procedure

3.3 Responsibilities of the tax implementing authorities
A concise code which can enlist responsibilities of Tax Administrators can be as under:

1) Obey all laws relating to taxation and grant no exemptions, credit or advantage to any
taxpayer that is not provided by the law;

2) Be dedicated to the highest ideals of honesty and integrity in all matters in order to maintain
the respect and confidence of the government and taxpayers;

3) Strive to be impatrtial, fair, neutral and consistent in administering the law without regard to
race, social status or economic circumstances;
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4)

5)
6)

7

8)

9)

10)

Provide prompt, efficient and quality service to all stakeholders in an effort to exceed their
expectations;

Refrain from actively participating in partisan political activities;

Accurately record proceedings and maintain taxpayer information in the strictest confidence
and highest level of security;

Refrain from soliciting gifts for actions and non-actions;

Make reasonable effort to collect the proper amount of tax revenue due at the lowest
possible cost to the state, and in a manner that warrants the highest degree of confidence
in our integrity, efficiency, effectiveness and fairness;

Respond to valid taxpayer refund claims with the same diligence as employed in collection
of taxes;

Educate taxpayers on their rights and responsibilities to ensure the highest possible levels
of voluntary compliance to the laws.
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4 ETHICS FOR TAX PRACTITIONERS

Section overview

m  Moral and Ethical principles governing tax practitioners

4.1 Moral and Ethical principles governing tax practitioners

There are five fundamental principles of ethics for tax practitioners. These are set out below:
1 Integrity

Tax Practitioners should be straightforward and honest in all professional and business
relationships. Integrity implies not just honesty but also fair dealing and truthfulness.

2 Objectivity

Tax practitioners should not allow bias, conflicts of interest or undue influence of others to
override their professional or business judgments.

3 Professional competence and due care

Tax Practitioners have a duty to maintain their professional knowledge and skill at such a
level that a client or employer receives competent service, based on current developments
in practice, legislation and techniques. Tax practitioners should act diligently and in
accordance with applicable technical and professional standards.

4 Confidentiality

Tax Practitioners should respect the confidentiality of information acquired as a result of
professional and business relationships and should not disclose such information to third
parties without authority or unless there is a legal or professional right or duty to disclose.
Confidential information acquired as a result of professional and business relationships
should not be used for the personal advantage of tax practitioners or third parties.

5 Professional behaviour

Tax practitioners should comply with relevant laws and regulations and should avoid any
action which discredits the profession.

They should behave with courtesy and consideration towards all with whom they come into
contact in their professional capacity.

© Emile Woolf International 32 The Institute of Chartered Accountants of Pakistan



Chapter 3: Ethics

5 ETHICS FOR TAXPAYERS

Section overview

Morality behind tax compliance

Ethics and morality for tax payers regarding taxation compliance
Tax avoidance and evasion

Whistle blower [Section 2(75) read with Section 227B]

5.1 Morality behind tax compliance

There are three approaches to ethics for tax compliance which are as under:

1.

Utilitarianism, which tells us to aim for the greatest total happiness across the population. In
the economic sphere, we can interpret ‘happiness’ as the satisfaction of our desires; and so
utilitarianism as aiming for maximum satisfaction of desires.

Deontology, which bases ethics on the idea of duty.

Virtue ethics, which focus on the virtues we should have, and on what constitutes a virtuous
life. A broad conception of the virtues must be used here, encompassing not only virtues such
as honesty, but also virtues such as using one’s talents and leading a fulfilled life.

5.2 Ethics and morality for tax payers regarding taxation compliance

Q

For Taxpayers following utilitarian approach, the most important economic goals are to
ensure that goods and services are available to allow everyone to have a decent life, and to
ensure that these resources are distributed widely enough for all or most people to enjoy
them. Motivating citizens to pay taxes even at the highest rate. Moreover, their compliance
level would also be better as there is dire need for availability of resources for the vast
majority of masses and the country.

Taxpayers preferring the deontologist ethical approach lay down absolute duties. Such duty
includes respect for other people’s property rights. This could be interpreted to mean that
there should be no tax at all, because tax is the forcible transfer of property from taxpayers.
On the other hand, the duty to respect property rights could be used to argue that any social
resources one uses should be paid for, even if one did not ask for those resources to be
provided. Thus in order not to be a thief, anyone who uses a public hospital, or even a public
road, should make sure that he or she pays tax to cover their use. So this approach
envisages that taxes are paid as a matter of obligation by the taxpayer for use of public
facilities.

Virtue ethics can be a bit more helpful on the question of the fairness of taxation. One should
use one’s talents to the full. Financial incentives can encourage people to use their talents,
but very high taxation dampens those incentives by reducing take-home pay. Another virtue
is charity, either in the form of cash or time. The more take-home cash people have, the
more likely it is that they would be able to afford charitable donations; and also find time from
paid employment to perform charity work or other forms of civic service, as school trustees
or Mutawali of Masjid for example. A third virtue is independence. It is good to earn what
one needs rather than to depend on subsidies from others. Lower rates of taxation make
independence more easily achievable.

Tax can be used for all sorts of purposes, and it is often clear what ethicists of any particular
kind would say about these purposes. We can start with the provision of law and order and
the more extensive public services such as healthcare and education.

Utilitarians will approve of taxation for these purposes because they allow more goods and
services to be produced, and they also allow more non-materialistic desires to be satisfied.
Virtue ethicists will approve because these services enhance people’s opportunities to use
their talents and to lead prosperous lives.
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a When we turn to aid the poor, utilitarians would be prone to approve because it means
increased transfer of resources from the rich to the poor rendering them in a happier position.
Virtue ethicists will approve because with redistribution the poor can be helped to flourish
and develop virtues, and because looking after the less fortunate is itself a virtue (although
voluntary charity may be a greater virtue than forced payment). Deontologists can recognize
a duty to care for the poor.

o Taxation addressing the needs of all these ethical thoughts can attract better compliance.
Morality for citizens to pay taxes is justified as the State is responsible for providing a proper
infrastructure for a decent life. The State is also obliged to provide endow with a level playing
field to all the concerned so that talent on merit can be best explored and utilized. It therefore
becomes necessary that taxes be paid to the State in return for basic needs benefits peace
& prosperity, infrastructural development and economic growth etc.

5.3 Tax avoidance and evasion

Most people pay their taxes, without a doubt not all are willing to part with their money. So lastly
let’s look at whether other forms of behaviour can be ethically acceptable: tax avoidance and tax
evasion.

a Tax avoidance is generally the legal exploitation of the tax regime to one's own advantage,
to attempt to reduce the amount of tax that is payable by means that are within the law whilst
making a full disclosure of the material information to the tax authorities. Examples of tax
avoidance involve using tax deductions, changing one's business structure through
incorporation or establishing an offshore company in a tax haven.

a By contrast tax evasion is the general term for efforts by individuals, firms, trusts and other
entities to evade the payment of taxes by illegal means. Tax evasion usually entails
taxpayers deliberately misrepresenting or concealing the true state of their affairs to the tax
authorities to reduce their tax liability, and includes, in particular, dishonest tax reporting
(such as under declaring income, profits or gains; or overstating deductions.

@ lllustration:
* Tax Law Objective

Mr.A earned Turnover of Rs. 10 M. However, Tax evasion , Criminal Act, he cannot buy any
he kept it as cash in his bank locker and hid  asset or settle liabilities unless he declares this
it from tax authorities. He paid all related income and also pays tax due on it

expenses from this cash.

Mr. B earned income of Rs, 10 M. However, This too is tax evasion, a understatement is
he declared only so much of income which is also an offence

verifiable from the banks i.e. 6M, remaining

amount he has hidden in a separate bank

account

Mr. C earned Rs. 10 M. However, he recorded Tax avoidance, which is legally permissible.
7M expenses employing legal tactics to

reduce his net income and offering the

remaining income of Rs. 3 Million for Taxes.

A utilitarian, concerned with aggregate welfare, might be quite relaxed about tax avoidance. After
all, when tax is avoided, wealth is not destroyed: it is merely kept in the private sector instead of
being transferred to the public sector. The main utilitarian concern would probably be that it would
result in an unintended distribution of the tax burden, as some of the burden would be shifted from
the rich onto people with modest incomes who cannot afford clever tax lawyers. That would reduce
their satisfaction more than it would increase the satisfaction of the better-off people who have
succeeded in reducing their tax burdens.
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A virtue ethicist would perhaps dislike tax avoidance. It is, after all, hardly virtuous to exploit rules
knowing that one is exploiting them in unintended ways to redistribute the disadvantage away from
oneself. A deontologist would not positively favour tax avoidance, but might not condemn it either.
Deontologists can easily argue for a duty to obey the law: yet obeying the law is something the tax
planner takes care to do, in his own peculiar way.

5.4 Whistle blower [Section 2(75) read with Section 227B]

Whistle blower means a person who reports concealment or evasion of income tax leading to
detection or collection of taxes, fraud, corruption or misconduct, to the competent authority having
power to take action against the person or an income tax authority committing fraud, corruption,
misconduct, or involved in concealment or evasion of taxes.
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6 CHAPTER REVIEW

Chapter review

Before moving on to the next chapter check that you now know:

What are ethics?

What are canons of taxation and their impact on tax legislation?
What are the responsibilities of tax legislators?

What are 4 pillars of tax administration?

What are responsibilities of tax administrators?

What is code of ethics for tax practitioners?

What is ethical morality for taxpayers to comply with tax law?
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1 SCOPE OF TAX

Section overview

m  Scope of tax

1.1 Scope of tax

Income tax law deals with the levy of tax on the income of a person. The scope of income tax law
is defined in section 4 of the Income Tax Ordinance, 2001 in the following manner:

“Income tax shall be imposed for each tax year on every person who has taxable income, as per the
applicable tax rates”

Perusal of the aforesaid provision of law rises following questions in our minds:
i. What is a tax year?

ii. What is taxable income and how it is computed?

iii. Who is person?

iv. What are applicable rates of tax?

V. What is the procedure for levy of tax?

These primary questions are answered in the upcoming paragraphs.
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2 TAXYEAR

Section overview

m  Tax year (Sec 74)

2.1 Taxyear (Sec 74)

There are three kinds of tax years as stipulated in Section 74 of the Income Tax Ordinance, 2001:
U Normal tax year
L Special tax year

U Transitional tax year

Normal tax year

Normal tax year is a period of twelve months ending on the 30th day of June and is denoted by the
calendar year in which the said date falls.

Special tax year

Where a person’s income year is different from the normal tax year, or where, by an order, a person
has been allowed by the Commissioner to use a twelve months’ period different from normal tax
year, such income year or such period shall be that person’s special tax year and shall be denoted
by the calendar year relevant to normal tax year in which the closing date of the special tax year
falls.

The Board has authority to prescribe any special tax year in respect of any particular class of
taxpayer. For example, in respect of certain classes of assesses following special tax years are
specified by the Board.

Classes of persons Special tax year

Companies manufacturing sugar 1st October to 30th September
All persons exporting rice 1st January to 31st December
All banks & insurance companies 1st January to 31st December

In addition to above, a taxpayer may get permission to adopt special income year subject to
fulfilment of following conditions laid down in section 74, that is:

A person may apply to the Commissioner for change of tax year from normal tax year to special
tax year or from special tax year to normal tax year and the same can be granted subject to any
conditions that may be imposed by the Commissioner.

A change of tax year from normal to special or vice versa, granted by the Commissioner is subject
to withdrawal if in his opinion it is no longer feasible but not unless the person has been provided
an opportunity of being heard.

An order of the Commissioner for change of tax year shall take effect from such date, being the
first day of the special tax year or the normal tax year, as the case may be, as may be specified in
the order.

A person dissatisfied with the order may file a review application with the Board against the decision
of the Commissioner at the time of granting permission for a special tax year or withdrawal of the
same and the decision by the Board on such application shall be final.
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Transitional tax year

Where the tax year of a person changes as a result of an order by the Commissioner of Income
tax either from the normal tax year to special tax year or vice versa, the period between the end of
the last tax year prior to change and the date on which the changed tax year commences shall be
treated as a ‘transitional tax year’.

Example

The normal tax year of ABC Limited was the period from 01 July 2019 to 30 June 2020. On an
application by ABC Limited, Commissioner granted approval to adopt special tax year of 30
September each year. The period from 01 July 2020 to 30 September 2020 will be treated as
transitional tax year.

Exercise:
Q Determine the tax year in respect of each accounting periods mentioned below:
a) 1.09.2019 to 31.08.2020
b) 1.01.2020 to 31.12.2020
c) 1.04.2020 to 31.03.2021
d) 1.05.2020 to 30.04.2021
e) 1.07.2020 to 30.06.2021

Answer
% For all the three cases (a), (b) and (c) mentioned above, relevant tax year will be 2021 i.e. calendar
year relevant to normal tax year [1.07.2020 to 30.06.2021) in which the closing date (31.08.2020,
31.12.2020, 31.03.2021) of special year falls.

For case (d) mentioned above, relevant tax year will be 2021 i.e. calendar year relevant to normal
tax year in which the closing date (30.04.2021) of special tax year falls.

For case (e) mentioned above, relevant tax year will be 2021 i.e. calendar year in which the closing
date (30.06.2021) of normal tax year falls.
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3 COMPUTATION OF TAXABLE INCOME

Section overview

Income [Sec 2(29)]
Heads of income (Sec 11)
Total income (Sec 10)

Taxable income (Sec 9)
Deductible allowances(Sec 60, 60A, 60B, 60C & 60D)

3.1

‘0.’9

3.2

Income [Sec 2(29)]

The definition of term “income” uses the word “includes” therefore, it is inclusive definition and not
exhaustive. An inclusive definition is that which not only extends to those things which are included
in it, but also covers all such things which the term signifies according to its general and natural
meaning.

Definition:

Income includes;

Any amount chargeable to tax under the Income Tax Ordinance, 2001 (e.g. income from salary)
Any amount subject to collection or deduction of tax under final tax regime (e.g. on exports);

Any amount treated as income under any provision of the Ordinance (e.g. dividends, royalty,
profit on debt etc.), and

Any loss of income

Heads of income (Sec 11)

For the purposes of the imposition of tax and the computation of total income, all incomes shall be
classified under the following heads, namely:

1. Salary;

2. Income from property;

3. Income from business;

4. Capital gains; and

5. Income from other sources

The income of a person under a head of income for a tax year shall be the total of the amounts
derived by the person in that tax year that are chargeable to tax under the head as reduced by the
total deductions, if any, allowed under the Ordinance to the person for that year under that head.

lllustration:

Sum of amounts changeable to tax under any particular head XXX
Less:

Deductions (expenses) allowed in relevant head of income (xx)
Income under a particular head of income XXX

If the total deductions allowed to a person for a tax year under a head of income exceed the total
amounts derived by the person in that tax year chargeable under that head, the person shall be
treated as sustaining a loss under that head for that tax year of an amount equal to the excess.
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A loss for a head of income for a tax year shall be dealt with in accordance with Part VIII of Chapter
[l of the Income Tax Ordinance, 2001 (Chapter 11 of this study text).

The income of a resident person is computed by taking into account amounts that are his
Pakistan-source income and amounts that are his foreign-source income.

On the other hand, income of a non-resident person is computed by taking into account only the
amounts that are his Pakistan-source income.

In view of aforesaid provisions of law, the equation to determine the taxable income is as under:

Tabulation
Source of Income Resident Non Resident
Pakistan source Chargeable Chargeable
Foreign source Chargeable Not Chargeable

Exercise:
Q Mr. Junaid has following incomes from different heads of income:

Salary 75,000
Income from Property 35,000
Income from Business 125,000
Capital Gains 37,900
Income from other sources 90,000

Compute his taxable income.

Answer

Total income under normal tax regime of Mr. Junaid is sum of all above sources of income

[excluding income from property that is normally taxable as separate block of income] which is
computed at Rs. 327,900.

3.3 Total income (Sec 10)
The total income of a person for a tax year shall be the sum of the
a Person’s income under all heads of income for that tax year; and

u Person’s income exempt from tax for that tax year under any of the provisions of Income
Tax Ordinance, 2001.

3.4 Taxable income (Sec 9)

The taxable income of a person for a tax year shall be the total income other than exempt income
of the person for the year reduced (but not below zero) by the sum of any deductible allowances
of the person for that tax year.

Total Income other than exempt XXX
Less: Deductible Allowances (Discussed below) XXX
Taxable Income XXX
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3.5 Deductible allowances (Sec 60, 60A, 60B, 60C & 60D)

Zakat (Sec 60)

A person is entitled to a deductible allowance for the amount of any Zakat paid by the person in a
tax year under the Zakat and Ushr Ordinance, 1980.

Where the Zakat has been deducted out of the profit on debt (which is chargeable under the head
“income from other sources”), such Zakat shall not be deducted out of the total income, rather, it
shall be allowed as a deduction while computing income from other sources.

Where the amount of Zakat is more than total income, the excess amount shall not be refunded
or carried forward or carried back.

Worker's welfare fund (Sec 60A)

A person shall be entitled to a deductible allowance for the amount of any Workers’ Welfare Fund
(WWF) paid by the person in the tax year under Workers’ Welfare Fund Ordinance, 1971.
Worker's participation fund (Sec 60B)

A person shall be entitled to a deductible allowance for the amount of any Workers’ Participation
Fund paid by the person in a tax year in accordance with the provisions of the Companies Profit
(Workers’ Participation) Act, 1968.

Deductible allowance for profit on debt (Sec 60C)

Section 60C of the Ordinance contains provisions relating to deductible allowance on profit on debt.
These are summarized below:

a Every individual shall be entitled to a deductible allowance for the amount of any profit or
share in rent and share in appreciation for value of house paid by the individual in a tax year
on a loan by a scheduled bank or non-banking finance institution regulated by the Securities
and Exchange Commission of Pakistan or advanced by Government or the Local
Government, Provincial Government or a statutory body or a public company listed on a
registered stock exchange in Pakistan where the individual utilizes the loan for the
construction of a new house or the acquisition of a house.

a The amount of deductible allowance allowed shall not exceed 50% of taxable income or Rs.
2,000,000, whichever is lower.

U Any allowance or part of an allowance that is not able to be deducted for the tax year shall
not be carried forward to a subsequent tax year.
Deductible allowance for education expenses (Sec 60D)

a Every individual shall be entitled to a deductible allowance in respect of tuition fee paid by
the individual in a tax year provided that the taxable income of the individual is less than
Rs.1,500,000.

a The amount of an individual‘s deductible allowance allowed for a tax year shall not exceed
the lesser of —

a) 5% of the total tuition fee paid by the individual in the year;
b) 25% of the person’s taxable income for the year; and
c) an amount computed by multiplying 60,000 with number of children of the individual.

a Any allowance or part of an allowance for a tax year that is not able to be deducted for the
year shall not be carried forward to a subsequent tax year.

a Allowance shall be allowed against the tax liability of either of the parents making payment
of the fee on furnishing national tax number (NTN) or name of the educational institution.

a Allowance shall not be taken into account for computation of tax deduction from Salary under
section 149.
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Exercise:
Q Compute Total and Taxable Income of XYZ (Pvt.) Limited considering following data:

Aggregate income from all heads of income 1,000,000

Aggregate exempt income under 2m Schedule of the Income Tax Ordinance,2001 500,000

Workers Participation Fund paid under Companies Profit (Workers’ Participation) 100,000
Act, 1968

Answer
% Total income
1,000,000

Aggregate income from all heads

Exempt Income under second schedule 500,000
1,500,000

Taxable income

Aggregate income from all heads 1,000,000

Less: WPPF as per Workers’ Participation Act, 1968 (100,000)
900,000
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4 PERSON

Section overview

m  Person [Sec 2(42) read with Sec 80]
m  Taxpayer [Sec 2(66)]

41

Person [Sec 2(42) read with Sec 80]

We learnt from the preceding discussion that tax is chargeable on the taxable income of a person.
As per sub-section (1) of section 80, following are treated as person:

Definition: Person
= an individual;

= a company or association of persons incorporated, formed, organised or established in
Pakistan or elsewhere;

= the Federal Government, a foreign government, a political subdivision of a foreign government,
or public international organisation.

Definition of person includes different entities so these are defined and discussed hereunder:

Definition: Assoclation of Persons

“Association of persons” includes a firm, a Hindu undivided family, any artificial juridical person
and anybody of persons formed under a foreign law, but does not include a company;

“Firm” means the relation between persons who have agreed to share the profits of a business
carried on by all or any of them acting for all.

Definition: Company
“Company” means:
= acompany as defined in the Companies Ordinance, 1984
= aSmall company as defined in section 2 of the Income Tax Ordinance,2001
= abody corporate formed by or under any law in force in Pakistan;
= amodaraba;

= abody incorporated by or under the law of a country outside Pakistan relating to incorporation
of companies;

= aforeign association, whether incorporated or not, which the Board has, by general or special
order, declared to be a company for the purposes of this Ordinance;

= a Provincial Government; or
= a Local Government in Pakistan; or

= aco-operative society, a finance society or any other society

= a non-profit organisation

= atrust, an equity or a body of persons established or constituted by or under any law for the
time being in force
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Definition: Company (continued)
o)

“Local Government” shall have the same meaning as in the Punjab Local Government Ordinance,
2001, the Sindh Local Government Ordinance, 2001, the Kyber Pakhtoon Khwa (KPK) Local
Government Ordinance and the Baluchistan Local Government Ordinance, 2001.

“trust” means an obligation annexed to the ownership of property and arising out of the confidence
reposed in and accepted by the owner, or declared and accepted by the owner for the benefit of
another, or of another and the owner, and includes a unit trust; and

Sec 2(47) “Public company” means —

(a) a company in which not less than 50% of the shares are held by the Federal Government or
Provincial Government;

(b) a company in which not less than 50% of the shares are held by a foreign Government, or a
foreign company owned by a foreign Government;

(c) a company whose shares were traded on a registered stock exchange in Pakistan at any time
in the tax year and which remained listed on that exchange at the end of that year; or

(d) a unit trust whose units are widely available to the public and any other trust as defined in
the Trusts Act, 1882 (Il of 1882);

“Unit trust” means any trust under which beneficial interests are divided into units such that the
entitlements of the beneficiaries to income or capital are determined by the number of units held.

Sec 2(45) “Private company” means a company that is not a public company

Sec 2(7) “Banking company” means a banking company as defined in the Banking Companies
Ordinance, 1962 and includes anybody corporate which transacts the business of banking in
Pakistan;

Sec 2(14) “Cooperative society” means a co-operative society registered under the Co-operative
Societies Act, 1925 or under any other law for the time being in force in Pakistan for the registration
of co-operative societies;

Sec 2(25) “Finance society” includes a co-operative society which accepts money on deposit or
otherwise for the purposes of advancing loans or making investments in the ordinary course of
business;

Sec 2(36) “Non-profit organization” means any person other than an individual which is

(i) established for religious, educational, charitable, welfare or development purposes, or for the
promotion of an amateur sport;

(i) formed and registered under any law as a non- profit organization;

(iii) approved by the Commissioner for specified period, on an application made by such person
in the prescribed form and manner, accompanied by the prescribed documents and, on
requisition, such other documents as may be required by the Commissioner;

and none of the assets of such person are available for private benefit to any other person.

Sec 2(59A) "Small Company" means a company registered on or after the first day of July, 2005,
under the Companies Ordinance, 1984 which,-

0] has paid up capital plus undistributed reserves not exceeding fifty million rupees;

(i) has employees not exceeding two hundred and fifty any time during the year;

(iii) has annual turnover not exceeding two hundred and fifty million rupees; and

(iv) is not formed by the splitting up or the reconstitution of a company already in existence;
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Exercise
Q (a) Briefly state, with reasons, whether or not you consider the below mentioned companies to be
a public company for tax purpose.

(i) PPL is a company incorporated under the Companies Ordinance, 1984 and is not listed on
any stock exchange in Pakistan. 59 per cent of the shares in PPL are held by BBC Ltd, a
company incorporated in United Kingdom. United Kingdom holds 97% of the shares in BBC
Ltd

(i) XYZ Limited is a public company incorporated under the Companies Ordinance, 1984
whose shares were traded on the Pakistan Stock Exchange from 01 August 2020 until 29
June 2021 on which date the company was delisted on the exchange.

(iii) The Provincial Government of NWFP holds 50% of the shares in ABC Ltd, a public company
under the Companies Ordinance, 1984. ABC Ltd is not listed on any stock exchange in
Pakistan.

(iv) BRR is a public company under the Companies Ordinance, 1984. 41% of the shares are
held by the Federal Government, 50% by the Government of Saudi Arabia and 9% by the
individuals and group companies. BRR is not listed on any stock exchange in Pakistan.

(b) Anderson Inc, a public company incorporated under the law of the United Kingdom relating to
the incorporation of companies, has been operating in Pakistan for over 50 years. The control and
management of the Pakistan branch for the accounting year ended 31 December 2020 was
situated wholly outside Pakistan.

Required: Briefly state, with reasons whether Anderson Inc. will be assessed as a company for
Pakistan tax purposes for the relevant tax year.

Answer
% (a)

(i) A public company for Pakistan tax purposes, inter alia includes a company in which
not less than 50% of the shares are held by a foreigh government or a foreign
company owned by a foreign government. 59% of the shares in PPL are owned by
BBC Ltd, which is a foreign company but BBC Ltd is not wholly owned by the United
Kingdom (foreign government). Therefore, PPL is not a public company for
Pakistan tax purpose.

(i) A company whose shares are traded on a registered stock exchange in Pakistan
at any time in the tax year and which remained listed on that exchange at the end
of that year is a public company for tax purpose.

Although the shares of XYZ Limited were traded on the Pakistan stock exchange
during the tax year 2021, XYZ Ltd did not meet the test of being a public company
for tax purpose since its shares were not listed on the Lahore stock exchange on
30 June 2021. XYZ Ltd is therefore not a public company for tax purpose.

(iii) A company in which not less than 50% of the shares are held by the Federal
Government or Provincial Government is a public company for tax purpose. Since
the Provincial Government of NWFP holds 50% of the shares in ABC Ltd, ABC Ltd
is a public company for tax purpose

(iv) A public company for Pakistan tax purposes, inter alia means a company in which
not less than 50% of the shares are held by a foreign government, therefore, BRR
is a public company as 50% of the shares are held by Government of Saudi Arabia.

(b) As per section 80, a company mean a body incorporated by or under the law of a country
outside Pakistan relating to incorporation of companies. Therefore Anderson Inc. will be
treated as company for Pakistan tax purpose.
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4.2 Taxpayer [Sec 2(66)]

Definition:
o;)
&

Taxpayer means any person who
= derives an amount chargeable to tax under the Income Tax Ordinance, 2001,
= may be a representative of a person who derives an amount chargeable to tax;

= jsrequired to deduct or collect tax under the Ordinance; or

= is required to furnish a return of income or pay tax under the Ordinance;
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5

RESIDENTIAL STATUS

Section overview

Resident taxpayer [Sec 2(53)]

Resident and non-resident persons (Sec 81)
Resident individual (Sec 82)

Resident company (Sec 83)

Resident association of persons (Sec 84)

5.1 Resident taxpayer [Sec 2(53)]

5.2

53

It means a taxpayer who is a resident person. It can be resident individual, association of person,
or company.

Resident and non-resident persons (Sec 81)

The determination of residential status of a person is necessary as the law explicitly provides that
a resident is taxable in respect of its worldwide income whereas the non-resident is taxable only in
respect of its Pakistan source income. The Ordinance lays down the method for determination of
residential status of a person in the following manner:

a A person shall be a resident in Pakistan for a tax year if the person is:

i. aresidentindividual, resident company or resident association of persons for the year;
or

ii. the Federal Government.

a A person shall be non-resident person for a tax year if the person is not a resident person
for that year.

A very important point to note from the above discussion is that residential and non-residential
status of any person is to be determined in respect of each tax year as it may vary from year to
year. A person can be resident in tax year 2020 (01 July 2019 to 30 June 2020) but may be a non-
resident in tax year 2021 (01 July 2020 to 30 June 2021).

Resident individual (Sec 82)

a An individual shall be a resident individual for a tax year if the individual:

a) is presentin Pakistan for a period of, or periods amounting in aggregate to0,183 days or
more in the tax year;

b) is presentin Pakistan for a period of, or periods amounting in aggregate to, one hundred
and twenty days or more in the tax year and who, in the four years preceding the tax
year, has been in Pakistan for a period of, or periods amounting in aggregate to, three
hundred and sixty-five days or more; or

c) isan employee or official of the Federal Government or a Provincial Government posted
abroad in the tax year.

It is not essential that the stay should be at the same place. It is equally not necessary that
the stay should be continuous. Rule 14 of the Income Tax Rules, 2002 states the method
for computing the number of days of stay of an individual in Pakistan. The said rule read as
under:

a The following rules apply for the purposes of section 82, which provides for the determination
of a person as resident individual.

. Part of a day that an individual is present in Pakistan (including the day of arrival in,
and the day of departure from, Pakistan) counts as a whole day of such presence;

© Emile Woolf International 49

The Institute of Chartered Accountants of Pakistan



Principles of taxation

. the following days in which an individual is wholly or partly present in Pakistan count
as a whole day of such presence, hamely:

i. a public holiday;
. a day of leave, including sick leave;

iii. a day that the individual’s activity in Pakistan is interrupted because of a strike,
lock-out or delay in receipt of supplies; or

iv. a holiday spent by the individual in Pakistan before, during or after any activity
in Pakistan; and

. A day or part of a day where an individual is in Pakistan solely by reason of being in
transit between two different places outside Pakistan does not count as a day present
in Pakistan.

5.4 Resident company (Sec 83)
A company shall be a resident company in Pakistan for a tax year if:

i. it is incorporated or formed by or under any law in force in Pakistan

ii. the control and management of its affairs is situated wholly in Pakistan at any time in the
year; or

iii. it's a Provincial Government or Local Government in Pakistan.

5.5 Resident association of persons (Sec 84)

An association of persons shall be a resident association of persons for a tax year if the control
and management of the affairs of the association is situated wholly or partly in Pakistan at any time
in the year.

Exercise:
Q Explain the residential status of the following persons for the tax year 2021.

(i) Mr. Raza is working as Director Operations in the Ministry of Tourism. On 15 July 2020 he was
posted to Pakistan Embassy in Italy for two years.

(ii) Anderson LLC was incorporated as limited liability Company in UK. The control and
management of its affairs was situated wholly in Pakistan. However, with effect from 01
November 2020, the entire management and control was shifted to UK.

(iii) On 01 February 2021, Mr.Sameel was sent to Pakistan by his UK based company to work on a
special project. He left Pakistan on 23 August 2021.

(iv) BBLis a non-listed public company incorporated under the Companies Ordinance, 1984. All the
shareholders of the company are individuals. The control and management of affairs of the
company during the year was outside Pakistan.

(v) Mr. Salman a property dealer in USA came to Pakistan on 01 February 2020. During his stay
upto 02 August 2020 in Pakistan, he remained in Peshawar upto 30 June 2020 and thereafter
till his departure from Pakistan, in Quetta. Assume that Commissioner has granted him
permission to use calendar year as special tax year.
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Answer
% (i) Being an employee of Federal Government, Mr. Raza would be treated as resident irrespective
of number of days he stays in Pakistan.

(ii) A company shall be resident if control and management of the affairs of the company is situated
wholly in Pakistan at any time in the year. Therefore, company is resident irrespective of the
fact that it was incorporated in UK.

(iii) The stay of Mr. Sameel for the purpose of tax year 2021 is 150 days (28+31+30+31+30). Since
his stay in Pakistan is less than 183 days in tax year 2020, he is non-resident for tax purposes.
It is also assumed that in the preceding four years Mr. Sameel was not in Pakistan for 365 days
or more, otherwise he will become a resident individual in Pakistan.

(iv) If a company is incorporated or formed by or under any law in force in Pakistan, it is treated as
a resident company. Such company cannot be treated as non-resident merely on the basis that
the control and management of the affairs of the company were situated abroad. Therefore,
BBL is a resident company.

(v) Itis immaterial where he stayed in Pakistan. Number of days shall be counted from the day of
his arrival in Pakistan to the day of his departure in the following manner:

Accounting period 01 January 2020 to 31 December 2020 (Tax year 2021)

Month ‘ No. of days
February 2020 29
March 2020 31
April 2020 30
May 2020 31
June 2020 30
July 2020 31
August 2020 2
Total 184

Since he was present in Pakistan for 184 days, therefore, he is resident individual. Mr. Salman
would not be resident individual, had the tax year been a normal financial year ending on 30
June 2021.
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6 DETERMINATION OF TAX LIABILITY

Section overview

m  Computation of tax liability and tax rates (Sec 4 read with First Schedule)

6.1 Computation of tax liability and tax rates (Sec 4 read with First Schedule)

Definition: Sec 2(63)

Tax means any tax imposed under the Ordinance and includes any penalty, fee or other charge or
any sum or amount leviable or payable under the Income Tax Ordinance, 2001.

U Income tax shall be imposed on every person having taxable income for each tax year at the

applicable rates as mentioned in the first schedule to the Income Tax Ordinance, 2001.

U First Schedule of the Income Tax Ordinance,2001 prescribes different tax rates for different

classes of persons in the following manner:

Tax rates for salaried individual

Where the income of an individual chargeable under the head “salary” exceeds 75% of his taxable

income, the rates of tax to be applied shall be as set out in the following table, namely: —

Sr. No.

1.

Taxable Income

Where the taxable income does not
exceed Rs. 600,000

Rate of Tax

0%

Where taxable income exceeds Rs.
600,000 but does not exceed Rs.
1,200,000

5% of the amount exceeding Rs. 600,000

Where taxable income exceeds Rs.
1,200,000 but does not exceed Rs.
1,800,000

Rs. 30,000 plus 10% of the amount
exceeding Rs. 1,200,000

Where taxable income exceeds Rs.
1,800,000 but does not exceed Rs.
2,500,000

Rs. 90,000 plus 15% of the amount
exceeding Rs. 1,800,000

Where taxable income exceeds Rs.
2,500,000 but does not exceed Rs.
3,500,000

Rs. 195,000 plus 17.5% of the amount
exceeding Rs. 2,500,000

Where taxable income exceeds Rs.
3,500,000 but does not exceed Rs.
5,000,000

Rs. 370,000 plus 20% of the amount
exceeding Rs. 3,500,000

Where taxable income exceeds Rs.

5,000,000 but does not exceeds Rs.

8,000,000

Rs. 670,000 plus 22.5% of the amount
exceeding Rs. 5,000,000

Where taxable income exceeds Rs.
8,000,000 but does not exceed Rs.
12,000,000

Rs. 1,345,000 plus 25% of the amount
exceeding Rs. 8,000,000

Where taxable income exceeds Rs.
12,000,000 but does not exceed
Rs.30,000,000

Rs. 2,345,000 plus 27.5% of the amount
exceeding Rs. 12,000,000
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Sr. No.

10.

Taxable Income

Where taxable income exceeds Rs.

30,000,000 but does not exceed
Rs.50,000,000

Rate of Tax

Rs. 7,295,000 plus 30% of the amount
exceeding Rs. 30,000,000

Where taxable income exceeds Rs.

50,000,000 but does not exceed
Rs.75,000,000

Rs. 13,295,000 plus 32.5% of the amount
exceeding Rs. 50,000,000

12.

Where taxable income exceeds
Rs.75,000,000

Rs. 21,420,000 plus 35% of the amount
exceeding Rs. 75,000,000

Tax rates for non-salaried individuals and Association of Persons

Sr. No.

1.

Taxable Income (Rs.)

Where the taxable income does

not exceed Rs.400,000

Rate of Tax

0%

Where the taxable income

exceeds Rs.400,000 but does not

exceed Rs. 600,000

5% of the amount exceeding Rs.400,000

Where taxable income exceeds

Rs. 600,000 but does not exceed

Rs. 1,200,000

Rs. 10,000 plus 10% of the amount exceeding
Rs. 600,000

Where taxable income exceeds
Rs. 1,200,000 but does not
exceed Rs. 2,400,000

Rs. 70,000 plus 15% of the amount exceeding
Rs, 1,200,000

Where taxable income exceeds
Rs. 2,400,000 but does not
exceed Rs. 3,000,000

Rs. 250,000 plus 20% of the amount exceeding
Rs. 2,400,000

Where taxable income exceeds
Rs. 3,000,000 but does not
exceed Rs. 4,000,000

Rs. 370,000 plus 25% of the amount exceeding
Rs. 3,000

Where taxable income exceeds
Rs. 4,000,000 but does not
exceed Rs. 6,000,000

Rs. 620,000 plus 30% of the amount exceeding
Rs. 4,000,000

Where taxable income exceeds
Rs. 6,000,000

Rs. 1,220,000 plus 35% of the amount
exceeding Rs. 6,000,000

Computation of income tax payable

The income tax payable shall be computed as under:

a Tax Liability = (Taxable Income x Rate of Tax) — Tax Credits / Tax reduction

If a taxpayer is allowed more than one tax credit for a year, the credits shall be applied in the
following order:

a. Any foreign tax credit; then

b. Any tax credit allowed for,

Charitable donations u/s 61

Investment in health insurance u/s 62A

Investment in shares, sukkuks and life insurance premium u/s 62

iv. Contribution to an approved pension fund u/s 63

V.

Tax credit for employment by manufacturer u/s 64B
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vi. Tax credit for persons employing fresh graduates u/s 64C
vii. Trust/Welfare Institution / Non-Profit Organization u/s 100C
c. Any tax reduction e.g. to full time teacher / researcher etc.

Any such amount which is taxable as a separate block or under final tax regime (FTR) shall not
be included in the computation of taxable income under Normal tax regime (NTR) according to
the provisions of the Income Tax Ordinance, 2001.

The computation of income under each head of income and tax credits is discussed in detail in
the ensuing chapters. However, the method for determination of tax liability on total income is
given hereunder:

Computation of tax

Gross tax XXX
Less: Tax reductions & credits (XX)
Net Tax XXX
Tax already paid including adjustments (XX)
Balance XXX

(a) Tax Refundable
(b) Tax Payable or
(c) Tax nil

Tax rebates and reductions available to a person are elaborated in respective chapters.
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7 DIFFERENT TYPES OF TAX REGIMES

Section overview

Normal tax regime (Net-income basis)
Income subject to separate charge (Sec 5-8)
Final tax regime (Gross income basis)
Minimum tax regime

Minimum tax on the income of certain persons [Sec 113]

In the foregoing paragraphs, we learnt about the computation of taxable income and tax liability, however,
certain incomes are excluded from the normal method of taxation as explained above and are subject to
tax separately under various provisions of the Income Tax Ordinance, 2001. The mechanism for
determination of taxable income is categorised under three regimes are as under:

7.1 Normal tax regime (Net income basis)

Under the normal tax regime, tax is charged on taxable income of the taxpayer i.e. gross amounts
chargeable reduced by deductions allowed.

7.2 Income subject to separate charge (Sec 5-8)

a Income subject to separate charge, are the incomes which do not form part of total income
or taxable income and are subject to tax on the basis of gross income.

a Section 5, 5A, BAA, 6, 7, 7A, 7B and 8 of the Income Tax Ordinance, 2001 govern the
taxation of such income and these are:

0)
(i)
(i)
(iv)
V)
(vi)
(vii)
(viii)
(ix)

Dividend

Tax on undistributed profits (out of syllabus)

Tax on return on Investments in sukuks (out of syllabus)
Pakistan-source royalty of non-resident (out of syllabus)
Pakistan-source fee for technical services of non-resident
Shipping income of non-resident (out of syllabus)
Shipping income of a resident person (out of syllabus)
Profit on debt

Air transport income of non-resident (out of syllabus)

a Following rules apply to income subject to separate charge:

(i)
(ii)

(iii)
(iv)

(v)

Tax imposed is a final tax

Such income is not chargeable to tax under any head of income in computing the
taxable income of the person

No deduction is allowed for any expenditure incurred in deriving such income
The amount of such income is not reduced by:

(&) Any deductible allowance

(b)  The set off of any loss

The final tax payable is not reduced by any tax credit allowed (foreign tax credit or tax
credits on donations, investments etc.)
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(vi)  The liability of the recipient of such income is discharged to the extent that:

(@ Inthe case of shipping and air transport income, the tax is paid in accordance
with relevant sections of the Ordinance; or

(b) Inany other case, the final tax payable has been deducted at source.
Taxation of dividend, royalty and fee for technical services
Dividend

[ Concept and taxation of dividend income is governed by section 2(19), 5 and 8 of the Income
Tax Ordinance, 2001.

Definition: Dividend [Section 2(19)]
o)

Yy “Dividend” includes —

U Any distribution by a company to its shareholders out of accumulated profit. Dividend may
be in the form of:

(i) Distribution of assets of company including money or
(ii)  Distribution of debentures or deposit certificates

(iii)  Distribution on liquidation of company

(iv) Distribution on reduction of capital by the company

(v) Loan or advance given by a private company as defined in the Companies Ordinance,
1984 or trust to its shareholders.

(vi)  Amount expended by a private company on behalf for benefit of shareholder.
(vii) Any after tax profit of a branch of foreign company operating in Pakistan.

L All distributions must be up to the extent of accumulated profits possessed by the company
at date of distribution.

U Following payments are not dividends;

(i) Distribution on liquidation of company or reduction of capital by company in respect of
any share for full consideration, or redemption of debentures or debenture stocks, where
the holder of the share or debenture is not entitled in the event of liquidation to
participate in the surplus assets.

(i) Loan or advance by a private company involved in lending business.

(iii) Subsequent dividend if the payment is set-off against the loan already treated as
dividend.

(iv) Remittance of after tax profit by a branch of Petroleum Exploration and Production (E&P)
foreign company, operating in Pakistan.

a Tax rates on gross amount of dividend
General tax rate (other than as under) — 15%

dividend paid by Independent Power Purchasers where such dividend is a pass through item
under an Implementation Agreement or Power Purchase Agreement or Energy Purchase
Agreement and is required to be reimbursed by Central Power Purchasing Agency (CPPA-
G) or its predecessor or successor entity — 7.5%

Every person, (including a company from tax year 2014), who receives a dividend from a
company is chargeable to tax on gross receipt basis unless the dividend is exempt from tax.

a Dividend received is subject to deduction of tax at source by the person making the payment
of dividend.

a Tax deducted at source is treated final tax liability of the person receiving the dividend.
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a Where any advance or loan is repaid by the shareholder of a private company, he shall be
entitled to a refund of the tax paid by him as a result of such loan or advance having been
treated as dividend.

Exercise:
Q (@) Omega (Pvt.) Limited is engaged in the business of trading and sale of fertilizers. The company
has extended loan of Rs. 2.5 million to one of its shareholders on 30 June 2021 when the
accumulated profits of the company were Rs. 1.8 million. Determine the amount to be treated
as dividend.

Required: Determine the amount to be treated as dividend.

(b) Robin Petroleum International (RPI), a company incorporated in Netherlands, is operating in
Pakistan as a branch. RPI has entered into an agreement with the Government of Pakistan
under which RPI has been given the right to explore and produce crude oil and natural gas in
specified areas of Sindh and Baluchistan.

Required: Explain the tax implications on RPI’s branch in Pakistan of the remittance of the after
tax profits of the branch to its head office in the Netherlands.

Answer
% (@) The amount of loan to the extent of accumulated profits will be treated as dividend i.e. Rs.
1,800,000 [Ref: Sec 2(19)(e)]

(b) Remittance of after tax profit of a branch of a foreigh company operating in Pakistan is
considered as dividend as per section 2(19)(f) of the Income Tax Ordinance, 2001.

However, remittance of after tax profit by a branch of Petroleum Exploration and Production
(E&P) foreign company operating in Pakistan is excluded from the definition of dividend.

As the Pakistan branch of RPI is a branch of an E & P foreign company operating in Pakistan,
the remittance of the after tax profits of RPI's branch in Pakistan would not be considered to
be dividend income.

Fee for technical services of non-residents

U Concept and taxation of fee for technical services in the hands of non-residents are governed
by section 2(23), of the Income Tax Ordinance, 2001.

Definition: Sec 2(23) Fee for technical services
o)

Any consideration, whether periodical or lump sum, for the rendering of any managerial, technical
or consultancy services including the services of technical or other personnel, but does not include:

i. Consideration for services rendered in relation to a construction, assembly, or like
project undertaken by the recipient; or

Consideration which would be the income of the recipient chargeable under the head “salary”

a Pakistan source fee for technical services received by a non-resident person is subject to
final tax @ 15% of the gross receipts.

L  The above provision shall not apply to

(@ Any fee for technical services where the services giving rise to the fee are rendered
through a permanent establishment in Pakistan of the non-resident person.

(i)  Any fee for technical services which is exempt from tax under the Income Tax
Ordinance, 2001

a Any Pakistani-source fee for technical services received by a non-resident person to whom
this section does not apply shall be treated as income from business attributable to the
permanent establishment in Pakistan of the person.

Note: Taxation of fee for technical services in respect of permanent establishment is not
explained as it is out of syllabus of this paper.
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7.3 Final tax regime (Gross income basis)

a

Income subiject to final tax are those which are subject to collection or deduction of tax at
source and the tax so collected or deducted at source is treated as final tax on the income
arising from such transactions.

The tax collected or deducted on such transactions is commonly known as non-adjustable
tax collected or deducted at source. The taxation of income subject to final tax is governed
by Section 169 of the Income Tax Ordinance, 2001.

All transactions subject to collection or deduction of tax at source do not fall under income
subject to final tax. Different set of rules apply for each nature of income

Where the tax collected or deducted at source is not treated as final tax the income arising
from such transactions is chargeable to tax under the respective heads of income (Salary,
Income from Property, Business, Capital Gains or Other Sources) and forms part of the
taxable income. The tax collected or deducted on such transactions is commonly known as
adjustable tax collected or deducted at source.

Following rules apply to the income subject to final tax:

0] Such income is not chargeable to tax under any head of income in computing the
taxable income;

(i)  No deduction is allowed for any expenditure incurred in deriving the income
(i)  The amount of the income is not reduced by

(&  Any deductible allowance; or

(b)  The set off of any loss
(iv)  The tax deducted is not reduced by any tax credit

(v)  There is no refund of the non-adjustable tax collected or deducted at source unless
such tax is in excess of the amount of final tax for which the taxpayer is chargeable
and

(vi) An assessment is treated to have been made and the person shall be required to
furnish a return of income in respect such income.

Various incomes which are treated as final tax liability of the person under the Income Tax
Ordinance, 2001 are:

0] Profit on debt u/s 151 except in case of company and where profit on debt is taxable
u/s 7B

(i)  Exports u/s 154 (option to be taxed under NTR is available)

(i)  Prizes and winnings under section 156

7.4 Minimum tax regime

Q

Certain types of incomes are subject to minimum tax under the Income Tax Ordinance,
2001 to assure that certain portion of tax is paid by the taxpayer irrespective of quantum of
income.

Various incomes which are treated as minimum tax under the Income Tax Ordinance, 2001
are:

0] Minimum tax under section 113 on turnover
(i)  Commercial importer under section 148(7).

(i)  Tax deduction at source @ 10% from gross amount of service rendered under section
153 for all persons other than a company.

(iv) Tax collected upto the electricity bill amount of Rs.360,000 per annum for a person
other than company under section 235.
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7.5 Minimum tax on the income of certain persons [Sec 113]

(1) This section shall apply to a resident company, an individual (having turnover of ten million
rupees or above in the tax year 2017 or in any subsequent tax year) and an association of
persons (having turnover of ten million rupees or above in the tax year 2017 or in any
subsequent tax year)] where, for any reason whatsoever allowed under this Ordinance,
including any other law for the time being in force—

(@)
(b)
(©)
(d)
()

loss for the year;

the setting off of a loss of an earlier year;
exemption from tax;

the application of credits or rebates; or

the claiming of allowances or deductions (including depreciation and amortization
deductions) no tax is payable or paid by the person for a tax year or the tax payable
or paid by the person for a tax year is less than 1.5% of the amount representing the
person'‘s turnover from all sources for that year:

(2) Explanation: For the purpose of this sub-section, the expression tax payable or paid does
not include-

(@)

(b)

tax already paid or payable in respect of deemed income which is assessed as final
discharge of the tax liability under section 169 or under any other provision of this
Ordinance; and

tax payable or paid under Super tax for rehabilitation of temporary displaced persons
(section 4B).

(3)  Where this section applies:

(@)

(b)

(©)

the aggregate of the person’s turnover as defined in subsection (3) for the tax year
shall be treated as the income of the person for the year chargeable to tax;

the person shall pay as income tax for the tax year (instead of the actual tax payable
under this Ordinance), minimum tax ranging from 0.2% to 1.5% for different categories
of Persons;

where tax paid under sub-section (1) exceeds the actual tax payable under Part I,
clause (1) of Division | or Division Il of the First Schedule, the excess amount of tax
paid shall be carried forward for adjustment against tax liability under the aforesaid
Part of the subsequent tax year

Provided that the amount under this clause shall be carried forward and adjusted against tax
liability for five tax years immediately succeeding the tax year for which the amount was paid.

(4) turnover means,-

(@)

(b)

(©)

(d)

the gross sales or gross receipts, exclusive of Sales Tax and Federal Excise duty or
any trade discounts shown on invoices, or bills, derived from the sale of goods, and
also excluding any amount taken as deemed income and is assessed as final
discharge of the tax liability for which tax is already paid or payable;

the gross fees for the rendering of services for giving benefits including commissions;
except covered by final discharge of tax liability for which tax is separately paid or
payable;

the gross receipts from the execution of contracts; except covered by final discharge
of tax liability for which tax is separately paid or payable; and

the company'‘s share of the amounts stated above of any association of persons of
which the company is a member.
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S,
Aq

Exercise:

ABC & Co. is an AOP with annual turnover under normal tax regime of Rs. 16,000,000 during the
tax year 2021. If the taxable profit of the AOP is Rs. 1,570,000. Compute the tax liability of the AOP
for the tax year 2021.

Answer
Turnover tax u/s 113 @ 1.5% on Rs. 16,000,000 240,000
Income tax under normal tax regime
Taxable profit 1,570,000
Tax on profit (Rs. 70,000 + 15% x [1,570,000 - 1,200,000] 125,500

The AOP has to pay higher of minimum tax under section 113 or income tax as computed above
under normal tax regime. As the turnover tax is higher than tax computed under normal tax regime
therefore the same is to be paid by the AOP (i. e.) Rs. 240,000.
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8 INCOME TAX AUTHORITIES

Section overview

B Income tax authorities

8.1 Income tax authorities

The income tax law provides a complete organisational set up for levy and recovery of income tax
which are described in section 207 as under:

(@)
(b)
(©)
(d)
()

(f)
)
(h)
0
@)

Federal Board of Revenue;

Chief Commissioner Inland Revenue;
Commissioner Inland Revenue;

Commissioner Inland Revenue (Appeals);
Officer of Inland Revenue i.e.

0] Additional Commissioner Inland Revenue;
(i)  Deputy Commissioner Inland Revenue;
(i)  Assistant Commissioner Inland Revenue;
(iv)  Special audit panel;

(v)  Inland Revenue Officer;

(vi) Inland Revenue Audit Officer or any other Officer;
District Taxation officer;

Assistant Director Audit

Superintendent Inland Revenue;

Inspector Inland Revenue; and

Auditor Inland Revenue.

This section is out of syllabus and is not examinable. This organizational setup is being given to
provide better understanding while students studying other examinable sections of the Ordinance
where these authorities have been mentioned.
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9 COMMON RULES

Section overview

Apportionment of deductions (Sec 67)

Fair market value (Sec 68)

Receipt of income (Sec 69)

Recouped expenditure (Sec 70)
Currency conversion (Sec 71)
Cessation of source of income (Sec 72)

Rules to prevent double derivation and double deductions (Sec 73)

In addition to foregoing basic concepts, understanding of common rules is necessary for determination
and computation of taxable income and tax liability.

9.1 Apportionment of deductions (Sec 67)

U This concept implies that an expenditure, deduction and allowance which relates to the
following, shall be apportioned on any reasonable basis taking into account the relative nature
and size of the activities to which the amount relates:

(i) the derivation of more than one head of income; or

(iiy derivation of taxable income and any class of income subject to Final Tax Regime.

(iii) the derivation of income chargeable to tax under any head of income and to some other
purpose

Q

Q

Q

Q

Rules for apportionment of expenditures, deductions and allowances (Rule 13)

Common expenditure, deductions and allowances means any expenditure, deductions and
allowances that is not clearly allocable to any particular class or classes of incomes. Rules
regarding apportionment of such expenses, deductions and allowances are given as follows:

Note: Gross receipts means net off receipts or turnover of sales tax of FED paid.

Any expenditure, deduction or allowance that is incurred for particular class of income
(chargeable income, FTR income or exempt income) shall be allocated/apportioned to
that class only.

Any common expenditure shall be apportioned amongst each class of income according
to the following formula:

Amount of expense x Gross receipts for the class of income
Gross receipts for all class of income

While allocating common expenditure, deductions and allowances (particularly selling
expenses) the nature and source of each class of income must be taken into account.

The basis determined for allocation of expenditure, deductions and allowances should
be certified by a Chartered Accountant or a Cost and Management Accountant. This
certificate shall be accepted by CIR unless there is significant variations (10% + beyond
the limits) from allocation under the rules.

Where in case of certain transaction the net gain, brokerage, commission and other
income is taken as turnover, then the gross profit from business shall be taken as gross
receipts for the purpose of apportionment of expenditures.

For the purpose of these rules a person may have following classes of incomes:
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Pakistan source incomes as well as Foreign source income further classified as:
(i) Salary ()
(i) Income from property
(iii)  Income from business- Non speculation
(iv)  Income from business-speculation
(v) Capital gains
(vi)  Income from other source
(vii) Income chargeable to tax as separate block
(viii) Income exempt from tax e.g. agriculture income

(ixX) Income chargeable to tax under final tax regime.

9.2 Fair market value (Sec 68)

a Fair market value (FMV) of any property, or rent, asset, service, benefit or perquisite at a
particular time shall be the price which the property, or rent, asset, service, benefit or
perquisite would ordinarily fetch on sale or supply in the open market at that time.

a The fair market value of any property, or rent, asset, service, benefit or perquisite shall be
determined without having regard to any restriction on transfer or to the fact that it is not
otherwise convertible to cash.

a Where the price referred above is not ordinarily ascertainable, the Board may, from time to
time, by notification in the official gazette determine the fair market value of the immoveable
property of the area and areas as may be specified in the notification.

a Where the fair market value of any immoveable property of an area or areas has not been
determined by the board in the notification referred as above, the fair market of such
immoveable property shall be deemed to be the value fixed by the district officer (revenue)
or provincial or any other authority authorize in this behalf for the purposes of stamp duty.

Exercise:

XYZ purchased a second hand car from M/s ABC Ltd, an associated company. The cost of that car
is Rs.500,000 in the books of ABC Ltd whereas written down value of the said car is Rs.350,000.
One of the car dealers told the company that the value of the said car in the market is Rs. 250,000.

Required
What is the value of the car as per the Income Tax Ordinance, 2001?

Answer
% Value of the Car as per the Income Tax Ordinance, 2001 is its fair market value i-e Rs.250,000.

9.3 Receipt of income (Sec 69)

Method for recognition of receipt of income is elaborated in section 69 of the Ordinance in the
following way:

A person shall be treated as having received an amount, benefit, or perquisite if it is:
i. actually received by the person;
ii. applied on behalf of the person, at the instruction of the person or under any law; or

iii.  made available to the person.
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Exercise:

Mr. Bashir, an employee of M/s Honda Atlas Motors Limited visited different clients for recovery of

its bills and he received following response:

a) M/s. Honda Forts Ltd one of the clients paid him a sum of Rs. 96,500 after deducting a tax
of Rs.3,500.

b) Modern Motors has stated that it already paid a sum of Rs.35,000 being the bills of M/s
Honda Atlas to M/s Sarhad Motors at the instructions of M/s Honda Atlas.

c) City Flyers (Pvt.) Limited has adjusted a sum of Rs. 55,000 against the travelling tickets
purchased by M/s Honda Atlas Motors Limited from their office and paid the balance amount
of Rs. 45,000.

d) Hameed Sons said that they recorded their sum payable in its financial records, however, its
settlement will be made in due course.

M/s. Honda Atlas Motors Limited is interested to know the amount of receipts which are liable to

be added to the taxable income.

Answer
M/s HONDA ATLAS MOTORS LIMITED
Name of client Receipts to be included in income ‘ Remarks
Honda Forts limited 100,000 Sum actually received
Modern Motors 35,000 Paid on the instructions of the
person
City Flyers (Private) 100,000 Sum actually received Rs 45,000
Ltd and sum of Rs.55,000 applied on
behalf of the recipient
Hameed sons 0 No sum received
Total 235,000

Recouped expenditure (Sec 70)

Any amount received subsequently in respect of deduction previously allowed as deduction will be
added in the income in the year of receipt, as provided in section 70 below:

Where a person has been allowed a deduction for any expenditure or loss incurred in a tax year in
the computation of the person’s income chargeable to tax under a head of income and,
subsequently, the person has received, in cash or in kind, any amount in respect of such
expenditure or loss, the amount so received shall be included in the income chargeable under that
head for the tax year in which it is received.

Exercise:
M/s ABC claimed deduction of following finance charges against the income of preceding years:

Year Amount of finance charges
200w 150,000
200X 75,000
200Y 85,000

The aforesaid mark-up remained payable to the bank and could not be paid due to adverse liquidity
position of ABC. On 15 May 2021, the bank agreed to waive off mark up to the extent of Rs.250,000
under a rescheduling agreement. M/s ABC interested to know that what is the tax exposure on such
waiver of mark up and in case said amount is taxable then how the said sum is added to preceding
years income.
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A,

9.6

e,

Answer

The aforesaid amount of Rs. 250,000 is taxable in the hands of ABC in the year of Waiver i.e. tax
year 2021 and it will not be included in the preceding years.

Currency conversion (Sec 71)
Every amount taken into account under the Income Tax Ordinance, 2001 shall be in Rupees.

If an amount is in a currency other than rupees, the amount shall be converted to the rupee at the
State Bank of Pakistan rate applying between the foreign currency and the Rupee on the date the
amount is taken into account for the purposes of the Income Tax Ordinance, 2001.

Exercise:
Mr. XYZ received a sum of US Dollars 500 from his client on 14 April 200X and he paid a sum of
Euro 250 for expenses incurred in respect of the said assignment on 15 April 2021. The exchange
rate prescribed by the State bank of Pakistan on the dates of transactions are as under:
Date ‘ Currency Dollar/ Euro Pak Rs. Conversion
14 April, 2021 Dollar 1 Rs. 90/Dollar
15 April, 2021 Euro 1 Rs. 125/Euro
Answer
MR. XYZ
COMPUTATION OF TAXABLE INCOME
TAX YEAR 2021
Description Amount in Rs.
Receipt $ 500 x Rs.90/Dollar 45,000
Expenses Euro 250 x Rs.125/Euro (31,250)
Income 13,750

Cessation of source of income (Sec 72)

a This section applies where any income is derived by a person in a tax year from any
business, activity, investment or other source that has ceased either before the
commencement of the year or during the year.

a In such a case the income derived before the business, activity, investment or other source
ceased, shall be chargeable to tax as if the source of such income had not ceased.

Exercise:
Explain the tax treatment in respect of the following:

On 21 March 2020, there was a fire in the shop of Mr. Imran and the entire stock of honey valued
at Rs.100,000 (at cost) was destroyed. Imran’s insurance company refused to entertain the claim
for Rs. 100,000 for the loss of the stock-in-trade. Imran ceased doing business as and from 30 June
2020. In the return of income furnished for the tax year 2020, Imran claimed the Rs. 100,000 as
a deductible business loss in computing his income under the head ‘Income from business’. The
loss was allowed as a deductible charge in that tax year. During the tax year 2021, the insurance
company, on receiving a legal notice from Imran, made a payment of Rs.75,000 against the claim
for the loss of stock-in-trade which Imran accepted in full settlement.

© Emile Woolf International 65 The Institute of Chartered Accountants of Pakistan



Principles of taxation

Answer
% Law specifically provides that if there is any income that has been derived by a person in a tax year
from a business, activity, investment or other source that has either ceased before the
commencement of that year or during the year and if that income would have been taxable had
there been no cessation, then the provision of the tax statute would apply as if there was no
cessation (Ref: Sec 72)

In other words, section 72 deems the business activity, investment or other source to have been
carried on by the person in the tax year in which the income was derived despite the cessation of
the business activity, investment or other source. The above amount shall be offered for tax in the
return under the head “Income from business”.

9.7 Rules to prevent double derivation and double deductions (Sec 73)

d If any amount is chargeable to tax on the basis that it is receivable, the amount shall not be
chargeable again on the basis that it is received.

d If any amount is chargeable to tax on the basis that it is received, the amount shall not be
chargeable again on the basis that it is receivable.

a If any expenditure is allowable as deduction on the basis that it is payable, the expenditure
shall not be allowed as deduction again on the basis that it is paid.

a If any expenditure is allowable as deduction on the basis that it is paid, the expenditure shall
not be allowed as deduction again on the basis that it is payable.
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10 CHAPTER REVIEW

Chapter review

Before moving on to the next chapter check that you now know:
What is taxable income and total income?

What is income and what are various Heads of Income?

Who is person?

Who is taxpayer?

What are the provisions relating to determination of residential status of a person?
What is meant by tax year, normal tax year, special tax year and transitional tax year?
What are tax rates for different types of person?

What are different types of tax regimes?

What are various common rules?
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1 SALARY AND ITS COMPONENTS

Section overview

Definition and scope of salary [Sec 12(2)]

Basis of chargeability

Deductions not allowed [Sec 12(4)]

Termination of employment [Sec 12(6)]

Relief where salary is received in arrears [Sec 12(7)(8)]

Tax free salary to employee [Sec 12(3)]

Amount or Perquisite when treated received [Sec 12(5)]

1.1 Definition and scope of salary [Sec 12(2)]

a Salary means any amount received by an employee from any employment, whether of a
revenue or capital nature, and includes:

0] any pay, wages or other remuneration including leave pay, overtime, bonus,
commission, fees, gratuity, work condition supplements (such as for the un-pleasant
or dangerous working conditions):

(i)  any perquisite whether convertible into money or not;

(i)  any allowance provided to employee including cost of living, rent, utilities, education,
entertainment, travelling etc. excluding allowance solely expended in the performance
of duties of employment;

(iv) any expenditure reimbursed by employer other than expenditure incurred solely in the
performance of duties of employment

(v)  profits in lieu of, or in addition to, salary including:

(@) consideration received for entering into an employment agreement or for
agreement to any condition of employment or changes to the employment
conditions or to a restrictive covenant to any past, present or future
employment.

(b) amount received on the termination of employment, including golden
handshake payments.

(c) amount received from provident fund except for a contribution made by the
employee in respect of which the employee was not entitled to a deduction.

(vi) any pension or annuity or any supplement to a pension or annuity received /
receivable from employer;

(vii) any amount of gain earned under “Employee Share Scheme”;

amount of tax chargeable on employee’s salary and borne by employer. The terms employee,
employer and employment is defined in section 2(20), 2(21) and 2(22) respectively of the Income
Tax Ordinance, 2001 in the following manner:

Definitions:
2
b

“Employee” means any individual engaged in employment.
“Employer” means any person who engages and remunerates an employee
“Employment” includes:

a a directorship or any other office involved in the management of a company;
a a position entitling the holder to a fixed or ascertainable remuneration; or

a the holding or acting in any public office;
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d An employee’s salary income, wherever received is taxed in Pakistan to the extent it relates
to employment exercised in Pakistan. However, salary received by Pakistan Government
employee is taxable in Pakistan whether employment is exercised in Pakistan or abroad.

1.2 Basis of chargeability
Taxable on receipt basis [Section 12(1)]

a Salary is taxable on receipt basis i.e. any salary received by an employee in a tax year shall
be chargeable to tax.

U A person shall be treated as having received an amount, benefit, or perquisite if it is
0] actually received by the person
(i)  applied on behalf of the person, at the instruction of the person or under any law

(i)  made available to the person. [Section 69]

— Exercise

e Mr. Bilal, a citizen of Pakistan, is working with PMX (Pvt.) Limited as their head of treasury for the
last 15 years. He has provided you with the following information for the year ended June 30, 2021.

(i) His salary was Rs. 300,000 per month (inclusive of all allowances) till June 30, 2020, which
was increased to Rs. 400,000 per month effective from 1 July 2020.

(ii) Salary and allowances are deposited into each employee’s bank account on the 8t working
day of the following month.

(iii) On 31 December 2020, Bilal opted for early retirement and final settlement was made on
8 January 2021.

Required:

Compute Mr. Bilal’s taxable income for the tax year 2021.

Answer
Aa Mr. BILAL

COMPUTATION OF TAXABLE INCOME

INCOME YEAR ENDED ON 30-06-2021 Rs.

TAX YEAR 2021
Salary for month of June received on 8 July 300,000
Six month salary from July 2020 to
December 2020 (400,000 x 6) 2,400,000
Total taxable salary 2,700,000
Note:

Salary is taxed on receipt basis. As salary is transferred on the 8th working day following the end of
the month, salary for the month of June 2020 will be taxable in the tax year 2021.

Who is salaried person for the purposes of tax rate?

A salaried taxpayer means a taxpayer whose salary income constitutes more than 75% of his
taxable income.

1.3 Deductions not allowed [Sec 12(4)]

In computing the income under the head salary, no deduction shall be allowed for expenses
incurred by the employee in earning such income.
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1.4 Termination of employment [Sec 12(6)]

o If an employee has received compensation on the termination of employment, the employee
may, by notice to Commissioner, elect for the amount to be taxed at the rate computed as:

Total tax paid or payable for three preceding tax years 100
X

Total taxable income for three preceding tax years

o The option should be exercised by the due date of furnishing return of income.

Exercise:

MFD Ltd paid a sum of Rs. 500,000 under the Golden Hand shake scheme to Mr. X in addition to
the taxable salary of Rs. 1,600,000 in the tax year 2021. The past three years assessed tax results
of his assessment are as under:

Tax year ‘ Taxable Income ‘ Tax Liability (Assumed)
2020 1,450,000 159,500
2019 1,200,000 120,000
2018 800,000 60,000
Total 3,450,000 339,500

scheme for the tax year 2021.

Mr. X is interested to know the options available to him for taxation of Golden Hand shake

Answerl
Taxation under Normal Manner (Option 1)

Taxable Salary 1,600,000
Sum received under Golden Hand shake Scheme 500,000
Taxable Income 2,100,000
Total Tax liability of Rs 2,100,000 [Rs.90,000 + 15% of (2,100,000- 135,000
1,800,000)]]

Taxation under section 12(6) (Option II)

Particulars Amount in Rs.
Taxable income as computed aforesaid 1,600,000
Tax on salary exceeding Rs. 1,200,000 but does not exceed Rs. 1,800,000 70,000
[30,000 + 10% (1,600,000 - 1,200,000) of the amount exceeding

1,200,000]

Tax on Rs. 500,000 x 339,500/3,450,000 49,203
Total Tax liability 119,203

Note: As tax under option Il is lower than the tax under option |, therefore, it is better to exercise
option Il

1.5 Relief where salary is received in arrears [Sec 12(7) & (8)]

a In case of receipt of amount under salary which is paid in arrears and is expected to be
charged at rate higher than the rate which would have been charged if the amount was
received in its relevant tax year, the employee may by a notice to the Commissioner elect
for tax rate applicable in the tax year in which such salary was earned.
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a The above option shall be exercised by the due date for furnishing employee’s return of
income for the tax year in which the amount was received or such later date as may be
extended by the Commissioner.

1.6 Tax free salary to employee [Sec 12(3)]

p—. Exercise
e The employer of Mr.Usman has undertaken to bear the amount of tax on his salary income of
Rs. 2,000,000. Compute tax liability of Mr.Usman for the year. For the sake of simplicity assume

that he is liable to pay tax @ 15% of his taxable income instead of rate mentioned in the first
schedule.

Where an employer agrees to pay the tax chargeable on an employee’s salary, then the amount so
paid shall be treated as an additional benefit to the employee. The salary income of the employee
shall be grossed up by the amount of tax payable by the employer

Answer

% Salary income 2,000,000
Add tax paid by employer (2,000,000 x 15%) 300,000
Taxable salary 2,300,000
Tax liability for the year @ 15% 345,000
Less tax already paid by employer on Usman’s behalf (300,000)
Net tax payable 45,000

In the above example employee is still paying tax of Rs. 45,000. The question that arises is that
whether the extra tax of Rs. 45,000 is recoverable by the employee from the employer.

It will be a question of fact in each case to determine whether the extra tax, being the difference of
the tax paid by the employer and that calculated on the gross salary, is recovered or recoverable
by the employee from his employer. If it is not so recoverable, the matter is simple, as the gross
income of the employee in that case will consist of the salary plus the amount paid by the employer
as tax, and will be assessed in the hands of the employee, the extra tax, if any being borne by the
employee himself. (As illustrated in the above exercise).

However, if the extra tax is also borne by the employer, the gross salary and the rate applicable
have to be worked out again by making addition in two or three or four steps. This is illustrated in
the following exercise:

lllustration:
Q Gross taxable

Particulars
Income

Tax Difference

Salary income 1,550,000

Tax on salary exceeding Rs. 1,200,000 but does not 65,000 65,000
exceed Rs. 1,800,000 (i.-e Rs.30,000 + 10% of the
amount exceeding Rs.1,200,000)

Salary income after addition u/s 12(3) in income due to 1,615,000
payment of tax of Rs. 65,000 by the employer

Tax on the Revised income after including effect of tax 71,500 6,500
Rs. 30,000 +[10% x (1,615,000 - 1,200,000)]

Salary income after addition u/s 12(3) in income due to 1,621,500
payment of tax of Rs. 6,500 by the employer

Tax on the Revised income after including effect of tax 72,150 650
Rs. 30,000 + [10% x (1,621,500 - 1,200,000)]

In the above illustration, tax is being added to the taxable income in 2 steps. Ideal solution is to
keep on adding the differential tax amount until it becomes zero.
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1.7 Amount or Perquisite when treated received [Sec 12(5)]

An amount or perquisite shall be treated as received by an employee from any employment
regardless of whether the amount or perquisite is paid or provided:

() By the employee’s employer, an associate of the employer, or by a third party under an
arrangement with the employer or an associate of the employer;

(i) By a past employer or a prospective employer; or

(i) To the employee or to an associate of the employee or to a third party under an
agreement with the employee or an associate of the employee.
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2

DETERMINATION/COMPUTATION OF VALUE OF PERQUISITES

Section overview

Introduction to valuation of perquisites

Conveyance [Sec 13(3) and Rule 5]

Accommodation [Sec 13(12) and Rule 4]

Utilities and services of domestic servants [Sec 13(5) & (6)]

Interest Free / Concessional Loan [Sec 13(7), (8) & (14)]

Obligations / waiver / settlement [Sec 13(9), (10)]

Self-hiring of property [Sec 15(5)]

Transfer of property or provision of services to employees [Sec 13(11)]
Any other perquisite [Sec 13(13)]

21

2.2

23

Introduction to valuation of perquisites

The term ‘perquisites’ may be defined as the casual emolument, fee or profit attached to an office
or position in addition to salary or wages. Perquisite may be cash (such as utility) or in kind (such
as accommodation or motor vehicle provided by the employer to an employee).

Section 13 of the Ordinance contains provisions relating to determination of value of perquisites.
The said provisions describe the methods for determination of value of perquisites which are
detailed below.

Conveyance [Sec 13(3) and Rule 5]

In case where motor vehicle is provided by an employer to an employee (including director), the
amount chargeable to tax under the head salary shall be determined as follows:

Partly for personal and | If owned: 5% of the cost of vehicle to the employer; or

official use If leased: 5% of fair market value (FMV) of motor vehicle at the

commencement of lease

For personal use only If owned: 10% of the cost of vehicle to the employer; or

If leased: 10% of FMV of motor vehicle at the commencement of
lease

For office use only No addition

Provision of a motor vehicle and its running and maintenance are two different perquisites and
dealt with under different rules.

Accommodation [Sec 13(12) and Rule 4]

If accommodation or housing is provided by an employer to an employee (including director), the
amount chargeable to tax under the head salary shall include higher of the following:

e Amount that would have been paid in case if such accommodation was not provided; and

e 45% of the minimum of time scale (MTS) of the basic salary or the basic salary if there is no
MTS.

e Where house rent allowance is admissible @ 30%, the value taken for the purpose shall be an
amount not less than 30% of minimum of the time scale of basic salary or the basic salary
where there is no time scale
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Minimum of time scale is the amount from where the salary scale of a particular employee starts
e.g. (4,900-800-8,500) means salary of the employee starts with Rs. 4,900 with increment of Rs.

800 per annum etc. subject to maximum increased salary upto Rs. 8,500.

Exercise:
Q Case No 1

1) Minimum time scale 250,000-25,000-450,000
2) Basic salary 140,000 p.m
3) Bonus 1,000,000 p.a

Free accommodation whose rental value is Rs 1,000,000

Determine the taxable Income?

Solution

Value under Rule 4

= 1,350,000 [i.e. 250,000 x 12 x 45%] or Rs. 1,000,000 whichever is higher.

His taxable income will be:

Basic salary 1,680,000
Bonus 1,000,000
Addition under rule 4 1,350,000
Taxable Income 4,030,000
Case No 2

(i) Basic Salary 160,000 p.m.
(i) Accommodation [annual rental value Rs. 1,200,000]

(iii)  Bonus 1,200,000 p.a.
(iv)  Dearness allowance 30,000 p.m.

Determine taxable income

Solution

Value of perquisite under Rule 4
=Rs.864,000 [i.e. 160,000 x12 x 45%]

Total income chargeable

Basic salary 1,920,000
Accommodation under Rule 4 [higher of Rs.1,200,000 or Rs.864,000] 1,200,000
Bonus 1,200,000
Dearness allowance 360,000
Taxable income 4,680,000
Case No 3

Mr X, an employee of ABC Ltd. was residing in a rented house at monthly rent of Rs. 50,000/-. On
1st July 2021 his employer agreed to pay Rs. 25,000/- for his rent and converted it into an
accommodation. All his other emoluments remained same which are as under:

Basic salary 200,000 p.m
Bonus 300,000 p.a
Conveyance allowance 30,000 p.m

What will be his taxable salary?
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Solution

Value of accommodation
[Rs.2,400,000 x 45% = 1,080,00 or Rs.600,000 whichever is higher]

His taxable salary would be as under

Basic salary 2,400,000
Bonus 300,000
Value of accommodation 1,080,000
Conveyance allowance 360,000
Taxable salary 4,140,000
Note:

It is assumed in all above cases that annual rental value is equal to the amount that would have
been paid by employer if such accommodation is not provided.

2.4 Utilities and services of domestic servants [Sec 13(5) & (6)]

.’B Definition: Utilities

“Utilities” includes electricity, gas, water and telephone. [(Section 13(14)(c)]

The amount chargeable to tax under the head salary shall include the FMV of utilities as reduced
by any payment made to the employer for such utilities.

Domestic servants [Section 13(5)]

In case services of housekeeper, gardener, driver, or other domestic assistant is provided by an
employer to the employee, the amount chargeable to tax under the head salary shall include the
amount of total salary paid to housekeeper, gardener, driver, or other domestic assistant as
reduced by any payment made by the employee to the employer for such services.

2.5 Interest Free / Concessional Loan [Sec 13(7), (8) & (14)]

U  Where a loan is given to an employee on or after 1.7.2002 (i.e. tax year 2003), then the
amount to be included in salary income of the employee in the following manner:

o If no interest is payable by the employee - the amount of interest computed at the
benchmark rate,

. If interest is payable at less than benchmark rate - the interest amount computed at
the benchmark rate less the actual amount of interest paid by the employee,

a The above provision shall not apply

° Loans of Rs. 1,000,000 or less.

Where such benefit is extended by the employer due to waiver of interest by such employee
on his accounts maintained with the employer e.g. Provident Fund etc.

a Benchmark rate for tax year 2003 is 5% and increased by 1% for each successive year but
not exceeding 10% per annum for any tax year. Hence for tax year 2009 onwards,
benchmark rate is 10%

a Where an amount has been included in salary of an employee in connection with above
loan, and the employee uses the loan wholly or partly for acquiring any asset or property
producing income chargeable to tax under any head of income, the amount of interest on
such loan shall be allowed as deduction against income from such asset. In this regard, an
amount equal to benchmark rate shall be allowed as deduction. However, where interest
charged by the employer is higher than the benchmark rate, the whole amount paid by the
employee shall be allowed as deduction.
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d Similarly, where an amount has been included in salary of an employee in connection with
above loan, and the employee uses the loan for construction of a new house or acquisition
of a house, the amount of interest on such loan shall entitle the employee to claim a
deductible allowance under section 60C of the Income Tax Ordinance, 2001 subject to
specified conditions. (Discussed in detail in chapter 11)

— Exercise

e Mr. A is granted a loan of Rs. 1,500,000 by his employer ABC Ltd on 1 July 2020. The loan is subject
to interest rate of 2% per annum. Compute the amount of perquisite relevant to the interest for the
tax year 2021.
Answer Rs.

% Interest chargeable at Benchmark Rate =>1,500,000x 10% 150,000
Less: Interest charged to the loan by ABC Ltd =>1,500,000 x 2% (30,000)
Balance perquisite to be added in the income of Mr. A 120,000

2.6 Obligations waiver / settlement [Sec 13(9), (10)]

a Any obligation waived of which an employee owed to the employer shall be included in the
salary income of the employee, equal to the amount waived.

a Any repayment by the employer to another person on account of an obligation of the
employee shall be included in the salary income of the employee equal to the amount repaid.

2.7 Self-hiring of property [Sec 15(5)]

U  Where an employee or his spouse is the owner of any such building that is given on rent to
the employer and the employer has provided the same building to the employee against his
entitlement for a rent free accommodation, then it will have following effect

. Receipt of rent of building is chargeable to tax under the head income from property.
Any rent received by the employee or his spouse shall be property income of the
recipient and be treated accordingly.

. The building is provided by the employer to his employee as a rent free
accommodation. It will be a perquisite and added in the salary income of the employee
as per the rule stated in paragraph 2.3 above.

Exercise

An employer owns a residential house and has provided the same to one of its employees for no
rent. Explain the tax implications in respect of this transaction.

Answer

The fair market rent or 45% of minimum of time scale / basic salary whichever is higher will be
added to employee’s taxable salary. The employer will not be considered to have earned any rental
income from this property and accordingly there will be no tax consequences for him. [Ref: S 15(5)
and Rule 4]

2.8 Transfer of property or provision of services to employees [Sec 13(11)]

If any property is transferred or any services are rendered by an employer to an employee, the
amount chargeable to tax to the employee under the head salary for that year shall include the fair
market value of the property or services determined at the time the property is transferred or the
services are provided, less any payment made by the employee for the property or services.
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2.9 Any other perquisite [Sec 13(13)]

The amount calculated as below shall be included in the income of the employee;

Fair market value of the perquisite XXX
Less: Payment made by the employee if any (xx)
Amount to be included in salary income XXX
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3 DETERMINATION/COMPUTATION OF OTHER COMPONENTS OF SALARY

Section overview

Retirement benefits schemes

Other benefits

Reduction in tax liability - Part Il of the Second Schedule

Salary earned outside Pakistan by citizen of Pakistan [Sec 51(2)]
Foreign source salary (Sec 102)

3.1 Retirement benefits schemes

Retirement benefits generally include payments on account of gratuity, provident fund and pension.
In some cases, employees are encouraged to retire voluntarily and are offered payments under
the Golden handshake schemes.

Gratuity

a Gratuity received from approved gratuity fund is fully exempt. Gratuity received from
approved scheme and unapproved fund or scheme is exempt upto the following limits:

Gratuity type Tax treatment

Government employees Fully exempt

Gratuity Fund approved by the Fully exempt
Commissioner Inland Revenue

Gratuity Scheme approved by the Board Exempt upto Rs. 300,000

Unapproved gratuity scheme/fund Exempt upto 75,000 or 50% of the amount
receivable whichever is lower

a Exemption in respect of unapproved gratuity shall not apply in the following cases:
0) Any payment not received in Pakistan

(i)  Any payment received by a director of a company who is not a regular employee of
such company

(i)  Any payment received by a non-resident

(iv)  Any gratuity received by an employee who has already received any gratuity from the
same or other employer.

Pension

a Pension received by the citizen of Pakistan from the former employer shall be exempt from
tax except where the person continues to work for the same employer or an associate of the
employer. Where a person receives more than one pension, the exemption shall apply to
higher of such pensions.

a For a person over 60 years of age, all such pensions are exempt irrespective of the above
mentioned conditions (Circular 28 of 1991)

a Pension received in respect of services rendered by a member of Armed Forces of Pakistan
or Federal Government or a Provincial Government is exempt from tax.

Provident fund
Provident fund is categorized into the following three categories:
() Government provident fund

(i)  Recognized provident fund
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(i)

Unrecognized provident fund

Provisions regarding taxability in respect of employer/employee contribution, interest credited and
accumulated balance thereon is as follows:

Event Government PF Recognized PF Unrecognized PF
Employee’s No treatment No treatment No treatment
Contribution
Employer’s Exempt Limit on employer’s yearly | No treatment
Contribution contribution is Rs.150,000
or 1/10th of (basic salary +
dearness allowance)
whichever is lower
Interest Exempt Yearly interest is exempt | No treatment
credited during higher of:
the year e 16% interest rate on
accumulated balance;
or
e  1/31 of (basics salary +
dearness allowance).
Payment of | Exempt Exempt Only the employer’s
accumulated contribution and interest on
balances accumulated balance is
taxable in the vyear of
receipt.

a Salary for the purpose of provident fund includes basic salary + dearness allowance. All

other allowances are excluded.

a There is no treatment of employee contribution as the amount is paid from salary and the
same is already included in his salary.

Exercise:

Mr. Asad and Mr. Alamgir are close friends and working in two reputed companies. During the year,
the detail of their income is as under:

Particulars Mr. Asad Mr. Alamgir

Salary 2,400,000 3,200,000
Recognised Provident Fund Contribution by the Employer 35,000 36,000
Interest Credited to Provident Fund 100,000 45,000

Interest rate for the income credited to the Provident Fund is 16% in case of Mr. Asad and 20% in
case of Mr. Alamgir. Mr.Asad is expecting his retirement in 2022 whereas Mr. Alamgir is expecting

his retirement in 2023.

Compute the taxable income of the employees for the year 2021.
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Answer
% Computation of Taxable Income

Particulars Mr. Asad Mr. Alamgir

Salary 2,400,000 | 3,200,000

Provident Fund Contribution by the Employer
[35,000 - 24,000 (i.e. 240,000 x 10%) 11,000
[36,000 - 32,000 (i.e. 320,000 x 10%) 4,000

Interest Credited to P Fund [35,000 -100,000] - -

Higher of Rs.100,000 @ 16% or Rs. 80,000 (i.e.) 240,000 x1/3)
and

In case of Mr. Alamgir [45,000 -106,667]

Higher of Rs.36,000 (i.e. 45,000/20% x 16%) or Rs. 106,667
(i.e. 320,000 x 1/3)]

Taxable income 2,411,000 3,204,000

Provident Fund Contribution exceeding 1/10t of the salary is taxable.

Interest credited is exempt upto 16% interest rate on accumulated balance or 1/3" of salary (basic
salary + dearness allowance) is higher.

Annuities

Annuities or any supplement to annuity are taxable as salary even it is paid voluntarily without any
contractual obligation of the present or ex-employer. All the annuities are taxable in the normal
manner.

Another aspect of the annuities is discussed in section 63 of the Ordinance wherein tax credit has
been allowed on the contribution or premium paid on a contract of annuities. The said tax credit is
discussed in detail in the chapter 11 of this study text.

Superannuation fund

Definition: Approved superannuation fund
o)

Means a superannuation fund, or any part of the superannuation fund approved by the
Commissioner in accordance with Part Il of the Sixth Schedule.

Section 2(4) of the Income Tax Ordinance, 2001

The tax treatment of any contribution to and from the approved superannuation fund is as under:
o Employer’s contribution is exempt from tax.
e Interest on accumulated balance is exempt from tax.

e Payment from an approved superannuation fund on death of a beneficiary or in lieu of or in
commutation of any annuity or by way of refund of contribution on the death of a beneficiary is
exempt from tax. (Clause 25 Part | of the Second Schedule)

e Where any contribution made by an employer (including interest) is repaid to an employee
during his life-time in circumstances other than those referred to in clause 25 of Part | of the
Second Schedule, tax on the amount so repaid shall be deducted by the trustees at the rate
applicable to the year of withdrawal.
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Benevolent fund

Any benevolent grant paid from a Benevolent Fund to employees or members of their families in
accordance with the provisions of the Central Employee Benevolent Fund and Group Insurance
Act, 1969 is exempt from tax. (Clause 24 Part | of the Second Schedule)

3.2 Other benefits
Special Allowance (Clause 39 Part | of 2n Sch.)

Any special allowance or benefit (not being entertainment or conveyance allowance) or other
perquisite within the meaning of salary specially granted to meet expenses wholly and necessarily
incurred in the performance of the duties of an office or employment of profit is exempt from tax.

Certain Perquisites without by virtue of employment (Clause 53A Part | of 2nd Sch.)

The following perquisites received by an employee by virtue of his employment are exempt from
tax.

0] Free or subsidized food provided by hotels and restaurants to its employees during duty
hours

(i)  Free or subsidized education provided by an educational institution to the children of
employees

(i)  Free or subsidized medical treatment provided by a hospital or clinic to its employees

(iv)  Any other perquisite for which the employer does not have to bear any marginal cost, as
notified by the Board

Medical allowance and reimbursement (Clause 139 Part | of 2nd Sch.)

a Medical facility or the reimbursement received by an employee is exempt where such
provision or reimbursement is in accordance with the terms of employment provided that the
NTN of the hospital or clinic is provided and employer also certifies and attests the medical
bills.

a Medical allowance is exempt upto 10% of basic salary (The same is fully taxable if it is
provided in addition to the exempt medical facility provided by the employer, whether availed
by the employee or not)

Leave Encashment (Clause 19 Part | of 2nd Sch.)

Any amount received on encashment of leave preparatory to retirement is exempt, if it is received
by a Government employee.

Worker’s Profit Participation Fund (WPPF) (Clause 26 Part | of 2nd Sch.)
Amount received from WPPF as worker is fully exempt.

Salary income of Seafarer (Clause 4 Part | of 2nd Sch.)

Salary income shall be exempt if received by:

0) a Pakistani seafarer, working on Pakistan flag vessels for 183 days or more during a tax
year; or

(i)  a Pakistani seafarer working on a foreign vessel provided that such income is remitted to
Pakistan, not later than two months of the relevant tax year, through normal banking
channels.

Allowances etc., to person working outside Pakistan (Clause 5 Part | of 2 Sch.)

Any allowance or perquisite paid or allowed as such outside Pakistan by the Government to a
citizen of Pakistan for rendering service outside Pakistan.

Commutation of pension (Clause 12 Part | of 2nd Sch.)

Commutation of pension received from government or any pension scheme approved by the
Board.
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3.4

3.5

Reduction in tax liability - Part 1l of the Second Schedule
Full time teacher or researcher

The tax payable by a full time teacher or a researcher, employed in a non-profit education or
research institution duly recognized by Higher Education Commission, a Board of Education or a
University recognized by the Higher Education Commission, including government training and
research institution, shall be reduced by an amount equal to 25% of tax payable on his income
from salary.

Salary earned outside Pakistan by citizen of Pakistan [Sec 51(2)]

Where a citizen of Pakistan leaves Pakistan during a tax year and remains abroad during that tax
year, any salary income earned by him outside Pakistan (only during that tax year) shall be exempt
from tax.

Foreign source salary (Sec 102)

Foreign source salary received by a resident shall be exempt if the individual has paid foreign
income tax in respect of that salary i.e. the employer has withheld income tax in respect of foreign
source salary and has paid the same to the revenue authority of that foreign country in which the
employment was exercised.

Exercise

Being a tax consultant, you are required to explain the tax implications/taxable income under the
appropriate head in respect of each of the following independent situations:

(i) As part of remuneration package, a company provides for reimbursement of telephone costs
on actual basis to its employees.

(i) Actual expenditure incurred by an employee in relation to travelling and daily allowances is
less than the amount of allowances paid by the employer.

(iii)  Mr. Hamid, a citizen of Pakistan was working with Zee (Pvt.) Ltd for last 15 years when he
opted for early retirement on 31 October 2020. He was due Rs. 5 million as a gratuity under
the gratuity scheme of Zee (Pvt.) Limited. The scheme was not approved by the FBR. Due to
cash constraints, the gratuity though due to Hamid on 31 October 2020 was not paid to
Hamid. On 30 April 2021 at the request of Zee (Pvt.) Limited, Kee (Pvt.) Ltd- an associated
company of Zee (Pvt.) Ltd transferred the equivalent of Rs. 5 million in US Dollars into
Hamid's US dollar account in UAE in lieu of gratuity due from Zee (Pvt.) Limited.

(iv) A company has taken health insurance cover for its employees. The insurance company
reimburses employees for actual cost of medical services for themselves and their
dependents.

v) ABC Ltd has provided scholarship to one of his employees for higher studies abroad.

(vi)  Mr. A has leased a car and pays for its lease rentals from his own sources. He uses the car
for business purpose. What will be the treatment of lease rentals paid and expenditure
incurred on vehicle running and maintenance?

(vii) A partnerin a firm is entitled to a fixed remuneration each month. Would this constitute his
salary income?

(viii) Mr. Azhar is 65 years old and his taxable salary for the tax year is Rs. 943,000. Mr. Azhar has
obtained a housing loan from a local bank. How the tax reduction for senior citizenship and
deductible allowance for mark-up paid on loan will be calculated.

(ix) Mr. Aslam is 67 years old and employed as research scholar in a recognized non-profit
institution. His taxable salary for the tax year is Rs. 654,000. Azhar is of the view that he is
entitled to both reductions i.e. in respect of senior citizen allowance as well as for full time
teacher allowance.

(x) Mr. Sarmad has purchased a generator amounting to Rs. 1,000,000 from an interest free
loan taken from his employer. He rented the generator at an annual rental value of Rs.
250,000. Total expense of Rs. 25,000 was expanded on repair, transport and maintenance
of the generator.
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Answer
% (i) Reimbursements of telephone expenses by the company will be treated as taxable benefits
of employees in case the facility is used for private purposes. There will be no tax
consequences to the extent the facility is used for official purpose. [Ref: Sec 13 and 2nd Sch.
Part I: Cl. (39)]

(i) Travelling and daily allowance payments are tax exempt irrespective of the actual amount of
expenditure incurred by an employee (Ref: 2nd Sch. Part I: Cl. (39)

(iii)  Since gratuity scheme is not approved, amount exempt from tax should be 50% of the
amount received or Rs. 75,000, whichever is less. However, since the payment is received
outside Pakistan, the said exemption is not available. The whole amount is chargeable to tax.
(Ref. Proviso to Clause 13(iv) of part 1)

(iv) Reimbursement of actual medical expenditure by an employer is tax exempt. (Clause 139
Part | of 2nd Schedule). On a similar basis, there will be no tax implications on reimbursement
by the insurance company on behalf of the employer, or any tax consequences for the
employees on payment of health insurance premium by the employer.

(v) Scholarship granted to the employee will be exempt from tax provided the employer and the
employee are not associates (Ref: Sec 47, discussed in chapter 11 as well)

(vi)  Expenditure incurred by an employee to earn salary income including travelling expenses and
lease rental payments is not tax deductible. (Ref: Sec 12(4))

(vii) The remuneration paid by a firm to a partner is considered his share in the firm’s profit as
partner is not an employee of the firm.

(viii) Mr. Azhar is entitled to deductible allowance relating to housing loan has already allowed
against his total income. Further the tax reduction for senior citizen is no more available.
(Calculation is explained in detail in chapter 11 of study text).

(ix)  Yes, Mr. Aslam will be entitled to 25% tax reduction for full time teacher or researcher will be
applied on the amount of tax liability attributable to his salary income only. Further the tax
reduction for senior citizen is no more available.

Annual rental 250,000
Repair, transport and maintenance

Mark up on loan from employer at bench mark rate (Rs. 1,000,000 x 10%) [Sec. (25,000)
13(8)] (10,000)
Taxable income from other source 215,000
Note

N-1 Loan amount is Rs.1,000,000, so no amount will be added in salary for interest on loan
received from employer. However mark up at not less than benchmark rate of 10% as deduction
shall be allowed against income as such.
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EMPLOYEE SHARE SCHEME

Section overview

Definition

Taxability at grant of right or option

Taxability at issue of shares

Taxability at issue of shares subject to restriction on transfer
Taxability at disposal of right or option

Cost of shares

4.1

4.2

4.3

Definition

Employee share scheme means any agreement under which a company may issue shares to:

@ an employee of the company; or

(i)  an employee of an associated company; or

(i) the trustee of a trust and under the trust deed the trustee may transfer the shares to an
employee of the company or employee of an associated company

Taxability at grant of right or option

When an employee is granted an option or right to acquire shares under an employee share
scheme, no amount is chargeable to tax