World Bank tax report: pluses and minuses 
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THE World Bank report on taxation should be an eye opener for the Federal Board of Revenue (FBR), although suggestions about lowering import tariffs and corporate income tax and eliminating all subsidies are flawed. 

Prepared jointly by experts from the World Bank (WB) and the FBR, and scholars from Georgia State University’s Andrew Young School of Policy Studies, the report estimates, the tax gap in FY08 to be 79 per cent (or Rs796 billion) of the tax revenue. But to suggest that every Pakistani evaded taxes to the extent of Rs4,800 is wrong; it represents what all citezens lost out due to tax evasion by those who committed it. 

But the view that tax revenue is far below its potential is wholly correct. The report pinpoints yet again the tax revenue loss on account of exempting incomes earned by agriculture and service sectors (capital gains in the stock markets and the whole variety of the self-employed) as well as leaks in GST collection and surrendering regimes that were repeatedly pointed out by many observers. 

For taxing income from agriculture, the first recommended option is to levy it on the land size. The second envisages a flat per acre rate by crop based on that crop’s profitability–Rs 100 on wheat, Rs200 on cotton, Rs300 on rice, Rs350 on sugar cane and Rs300 on orchards. On un-irrigated land, for all crops the proposed tax is Rs150 per acre, and land (except for orchards) measuring up to 7.5 acres may be exempted from taxation. 

To exercise the first option with desired results, the report recommends that in Punjab, the size of plots admissible for tax exemption be reduced from 12.5 to 7.5 acres, but in NWFP the size should be increased to 7.5 acres–a sensible concession. This could lead to a revenue hike of 27 per cent in NWFP and 37 per cent in Punjab but the report doesn’t provide similar estimates for Sindh and Balochistan. 

Exercising this option is easy (fixed per acre tax rates), but the suggested tax rates rely on common assumptions about crop-wise earnings in all the provinces. Although tax rates can be changed with changing realities, it calls for credibly assessing those changes. The third option–assessing actual income–would be tough for the growers and tax collectors given their financial literacy levels, and may also open doors to collusion and corruption. 

The report bases the tax revenue on potential ‘per acre’ crop-wise net income ranging from Rs4,000 to Rs8,000 after accounting for farming costs and land rent (both averages). A tax structure based on these income estimates could yield Rs280 million in NWFP (a 20 per cent rise) and around Rs3 billion in Punjab (a 10 per cent hike). But with the Rs100,000 taxation threshold, only farms of 25 acres or more (the minority) would be taxable. 

Yet, adopting the second or the third option could reduce tax exemption levels–currently 85 per cent in Punjab. And while the system would increase administrative and compliance costs, it will turn the current presumptive income tax into an income-based tax besides expanding the tax base. But, to succeed, both options require continuing studies on expected crop growth rates, farming costs, and crop-wise incomes. 

Regarding capital gains on real estate trading that continue to be grossly under-taxed, the report suggests a revolutionary idea–doing away with this tax and increasing the annual property tax. It amounts to defeatism (with all property owners likely to hurt by it), not elimination of corruption. However, the proposal to treat capital gains on share trading as incomes taxable like all other income must be implemented forthwith. 

The report also recommends a revamp of the GST verification and recovery systems because the Sales Tax Act-1990 grants enormous powers to tax administrators. Besides using complex language, the Act lays down sector-specific tax regimes, employs inconsistent terminology, and refers to “deduction, credit, or adjustment of input tax” all in one go thereby creating exploitable loopholes. 

Frequent use of the ‘notwithstanding’ clause implies that, whatever its content, an SRO may be axed any time by the FBR without seeking parliamentary consent. In 2007 alone 75 amendments were made in this Act through SROs. But the worst part is collection. The latest shock is the massive GST evasion by 30 big arms and ammunition dealers; they misreported purchases (hopefully, imports) as well as sales so as to pocket the GST. 

That’s not all; according to press reports, several months ago issuance of sales and income tax registration certificates was suspended since FBR’s e-support wing that dispatches them, stopped entertaining applications. Yet, Prime Minister Gilani has assured the IMF that the tax-GDP ratio will jump to 15 per cent since all economic indicators have started showing positive trends due to government’s “timely corrective measures.” 

The issue on which WB is grossly incorrect is its proposal to replace the existing import tariffs with a three-tier duty slab of zero per cent on raw materials and capital goods, five per cent on intermediary goods and 10 per cent on finished goods (on which the maximum is 25 per cent). This will destroy the incentive for setting up import substitution industries and escalate Pakistan’s already ballooning trade and balance of payment deficits. 

This will make Pakistan evermore dependent on external debt. Amazingly, ‘scholars’ from the Andrew 

Young School of Policy Studies couldn’t see the build-up of this trend. Equally odd is the advice to lower rate the corporate income tax and widen its base although WB admits that “nearly 30 per cent of actual corporate income tax receipts come from withholding tax”, and now a part of this sector is involved in cartelisation. 

In recent years this sector witnessed a drop in tax rate from 65 to 30 per cent but that didn’t result in a major rise in tax revenue–a problem the WB is again fingering at. This sector enjoys a host of benefits; it needs to grow in size but if imports become much cheaper with a maximum 10 per cent duty regime, this sector won’t grow. Besides halting economic growth, the move will, without any doubt, reduce tax revenues. 

Finally, the after-effects of adopting the WB recommendations for doing away with all subsidies need careful consideration. In a country where the poverty line (and the accompanying social chaos) is on the rise, will this be advisable? Shouldn’t Pakistan increase reliance on direct taxes instead of indirect taxes that hit the rich and the poor with equal force?
