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BUDGET BRIEFING 2020

Comments on Finance Bill 2020—I1

Income Tax

1. Self assessment

Scction 120 Sub-section (2A)

The most significant feature of the Ordinance to date is the “self-assessment™
scheme, whereby a complete retum of income filed by a taxpayer is treated to be an
assessment order issued by the tax authorities in respect of the income declared and tax
thereon. The Bill however proposes to bring a paradigm shift in the concept of self-
assessment whereby the return of income filed by the taxpayer would now be
processed through automated system to arrive at correct amounts of total income, tax-
able income and tax payable by making adjustments for any arithmetical crror in the
return, any incorrect claim, disallowance of any loss, deductible allowance or tax cred-
it, disallowance of carry forward of any loss under section 182A.

Tt has however been stated that no adjustment shall be made unless the taxpayer has
been provided with an opportunity of being heard. The adjustments shall be incorporat-
cd if the taxpayer fails to respond within thirty days from the issuance of the notice.
The Bill also provides that if no adjustments have been made within six months of the
filing of the return, the return declared by the taxpayer shall be deemed to have been
taken as adjusted.

For the purposes of this Section:-

“arithmetical crror” includes any wrong or incorrect calculation of tax payable
including any minimum or final tax payable

“an incorrect claim apparent from any information in the return” shall mean a claim,
on the basis of an entry, in the return

« Trem which is inconsistent with another entry

« Tax payments not verifiable from the system

« In respect of deduction where such deduction exceeds specified statutory limits

2. Amendment of assessment

Section 122

The provisions of Section 122, since their inception have been the subject of contro-
versies between the taxpayers and the tax authorities. They contain two separate sets of
provisions viz. sub-section (5) and sub-section (SA). Under the former, the
Commissioner is authorized to amcnd an assessment based on ‘definite information’

“acquired from an audit or otherwise”
income chargeable (o tax has e »aped assessment; or
« total income has been under-assessed, or assessed at too low a rate, or has been the
subject of excessive relief or refund; or
~any amount under a head of income has been mis-classificd.

It is pertinent to point out that the above provisions are borrowed from Section 65 of
the Income Tax Ordinance, 1979 (since repealed) where they were taken from Section
34 of the erstwhile Income Tax Act, 1961. However, the concept of audit has been
introduced via the Ordinance and therefore, the acquisition of ‘definite information”
was also linked to audits conducted by the tax auLhonucs in addition to from any other
source. As such, in order to make in terms of sub-section (5)
of Section 122, possession of ‘definite mfun'n.iuon either through audit or otherwise, is
a pre-requisite.

“The Bill proposes to amend the provisions of sub-section (5) of Section 122 to the
effect that even if after an audit, definite information could not be acquired by the
Commissioner, he can still amend the assessment on the basis of his best judgement
and make disallowances without specific supporting evidence.

3. Alternative Dispute Resolution

Section 134A

‘The provisions of this Section were completely revamped through the Finance Act,
2018 as a result whereof, the forum of Alternative Dispute Resolution (ADR) was con-
verted into another appellate forum whose findings arc however, not challengeable.
‘The reason being that the order passed by the FBR in ADR proceedings has been made
final for both the taxpayers and the tax authorities rather than being am option for a tax-
payers (o seek alternate remedy. In case, the recommendations made by the Committee
formed for ADR purposes are not acceptable, the taxpayer was allowed to pursue the
matter at other legal forums. The amendments made through the Finance Act, 2018
were generally criticized by businesses as well as professional forums and it was
emphasized that the mechanism under ADR before such amendments should be
restored.

In order to address the above concerns, the Bill proposes to make key amendments to
the ADR mechanism. It is proposed that the taxpayer would no longer be required to
withdraw his appeal pending before the appellate forum immediately after the constitu-
tion of the Committee. Instead, the taxpayer shall withdraw the appeal pending before
the appellate forum only if he is satisfied with the decision of the Commitiee/ FBR. Itis
further proposed that the decision of the Committee/ FBR shall not be binding on the
taxpayer but shall be binding on the Commissioner, provided that the order of with-
drawal of appeal is communicated to the Commissioner within 60 days of the service
of decision of the FBR upon the taxpayer. The amendments so proposed arc welcome
amendments that various industrics and professional bodies have been seeking for the
past two years.

Currently, the Committee for ADR consists of an officer of Inland Revenue not
below the rank of a Commissioner, a person nominated by the taxpayer from a panel
notified by the FBR and a retired judge nominated through consensus by the other two
members. Furthermore, the Committee decides the dispute by majority. The Bill now
proposes that the Committee shall comprise of the Chief C foner having juris-
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account directly;

(b) Currently, surplus funds of an NPO is subject to tax @10%. The scope of such
taxation is proposed to be extended to the surplus funds of “trusts and welfare institu-
tions as well’; and

(©) For the purposes of computing surplus fund, amounts or monies that form part of
restricted funds are excluded. The term ‘restricted fund’ means any fund received but
could not be spent and treated as revenue during the year due to any obligations placed
by the donor. The Bill proposes to replace the term “donor’ with the phrase ‘a donor not
being an associate of the organization’. This would mean that if this amendment is
approved, only restrictions placed by a donor who is ot an associate of the donee
would be taken into consideration as restricted funds to oust from the purview of sur-
plus funds.

Apart from the above, Clause (66) of Part I of the Second Schedule to the Ordinance
exempts any income derived by certain non-j prom institutions, trusts and welfare orga-
nizations. The Bill ympusm to replace “lause by bifurcating the list into two sets
of entities. The first list comprise of entities including relief funds established by gov-
ernments and government sector welfare entities whose incomes (from whatever
source) will remain exempt from tax without fulfillment of any conditions as before the
proposed amendment. The second list mainly consist of NPO:
tutions which are mainly involved in actives of welfare for general public. Such entities

Zer
have been proposed to be subject to the provisions of Section 100C of the Ordinance in

order to qualify for the exemption in terms of Clause (66) referred above. However, a
concession is proposed that this requirement of meeting the pre-requisites of Section
100C would apply from 01 July 2021.

6. Taxpayer’s profile

Sections 114A, 182 and 182A

In order to update and synchronize the taxpayers particulars, the Bill proposes to add
anew Section 114A wherein following persons are required to furnish the tax profile in
the prescribed form along with relevant annexures, statements or documents:

« every person applying for registration under Section 181;

« cevery person deriving income under the head “Income from Business™
ery person whose income is subject to final taxation

« any non-profit organization as per Clause (36) of Section 2

«any trust or welfare institution

« any other person prescribed by the Board

The particulars that are required to be submitted include bank accounts, utility con-
nections, business premiscs including all manufacturing, storage or retail outlets operat-
ed or leased by the taxpayer, types of businesses and other prescribed information.

The deadline for furnishing the aforesaid profile is as follows:

In case of a person registered before 30September, 2020 - on or before 31 December
2020

In case of a person not registered before 30 September, 2020 - within ninety days of

registration.

In case there is a change in particulars, the profile is expected to be updated within
ninety days of such change.

The Bill also provides a penalty of PKR 2,500 for each day of default, subject to
minimum penalty of PKR 10,000, in case of non-furnishing of such profile. Further,
non-furnishing of the tax profile may lead to non-inclusion of the name of the taxpayer
in the ATL. However, the person shall be included in the active taxpayers” list subject
to filing of profile after the due date and payment of surcharge as under:

« PKR 20,000 in case of a company;

« PKR 10,000 in case of an association of persons; and

+ PKR 1,000 in case of an individual.

7. Return of Income and Statement of Final Taxation

Section 114 and Section 115

Persons whose entire income is governed under the FTR are required to file a state-
‘ment in lieu of return of income pursuant to Section 115(4) of the Ordinance.

‘The Bill now seeks to mandate such taxpayers to file the complete return of income
pursuant to Section 114 of the Ordinance instead of the statement as above.

Consequential amendments are proposed to be made throughout the text of the
Ordinance to give effect to this amendment.

Also, the Bill now proposes to empower the FBR to prescribe different forms of
return for different classes of income or persons including persons subject to final taxa-
tion. As a result of the above, the privileges available to such persons who only filed
statement under section 115(4) in the past like no requirement to file proper accounts
appear to have been withdrawn in view of the fact, that almost the entire final tax
regime has been converted into minimum tax regime whereby comparison of taxes
withheld and actual tax liability based on profits of the person is now required.

Similarly, in relation to revision of return of income, the Bill proposes to require the
CIR to grant approval in case of a bonafide omission or wrong statement.

8. Tax audit

Section 177

Conventionally, tax audits arc conducted physically whereby the CIR calls for
records and documents which he deems appropriate including books of account etc.
either in paper or electronic form, from a taxpayer, m respect of a particular tax year.

and its

diction over the case and two persons from a panel notified by the FBR. Conversely,
the Committee shall decide the dispute through consensus rather than majority

The Bill also proposes that the Committee may, in case of hardship, stay the recovery
of tax payable in respect of the dispute pending before it for a period not excceding 120

lays in aggregate or till the decision of the Committee or its dissolution, whichever is
carlier.

Corresponding amendments in this regards should also be introduced in Rule 231C
of the Rules

4. Agreed assessment in certain cases

Section 122D

The Bill proposes to insert a new Section to the Ordinance to provide for agreed
assessment in case where a notice under sub-section (9) of Section 122 has been issucd
o the taxpayer. The proposed Section 122D contains a complete code of agreed assess-
ment, the salient features whercof are as under -

(@) A taxpayer after issuance of a notice for amendment of assessment may file an
offer of scttlement in the preseribed form before the Assessment Oversight Committee
(AOC) in addition to filing a reply to the Commissioner. The definition of AOC how-
ever, has not been proposed by the Bill however, it has been proposed that the FBR
may make rules regulating the procedure and other related matiers connected with or
incidental to the proceedings of the AOC;

(b) The AOC after cxamining the offer made by the taxpayer as aforcsaid, may call
for the record of the case and afler affording opportunity of being heard to the taxpayer,
may decide to accept or modify such offer through consensus and communicate its
decision to the taxpayer;

() Where the taxpayer is satistied with the decision of the AOC, he shall -

(i) Deposit the amount of tax payable including any amount of penalty and default
surcharge as per decision of the AOC;

(i) the CIR shall amend assessment in accordance with the decision of the AOC after
atisfied that the tax as determined by the AOC has been paid by the taxpayer;

(iti) the taxpayer shall waive the right to prefer appeal against such amended assess-

(iv) no further proceedings shall be undertaken under the Ordinance in respect of the

issucs decided by the AOC unless the tax as per clause (i) above has not been deposited
E:

by the taxpayer.

(d) Where the AOC has not been able to arrive at a consensus or where the taxpayer
is not satisfied with the decision of the AOC, the case shall be referred back to the CIR
for decision on the basis of reply of the taxpayer made by him to the CIR notwithstand -
ing proceedings or decision, if: s

(¢) The AOC shall comprise of the following income tax authoritics having jurisdic-
tion over the taxpayer:

(i) the Chief Commissioner;

(ii) the Commissioner; and

(i) the Additional Commissioner.

(f) It is lastly provided that in cases where concealment of income or where interpre-
tation of question of law is involved having effect on other cases, the procedure of
agreed assessment shall not be available.

5. Tax credit for NPOs, trusts and welfare institutions

Section 2(36), Section 100C and Clausc (66), Part I of the Second Schedule

Through Clause (36) of Scction 2 of the Ordinance, Non-Profit Organization
(“NPO”) has been defined to mean any person other than an individual which has been
established for religious, educational, charitable, welfare or development purposes, or
for the promotion of an amateur sport. The Bill has proposed to bring about a change in
the above definition to remove the phrase “or development purposes” from the above
definition and replace it with the expression “purposes for general public”. This
appears to be an attempt to rationalize the definition of NPO. The impact of the above
proposed change would be that only the person (other than an individual) which have
been established for benefit of general public and is involved in various activities listed
above (excluding development purposes) would fall within the ambit of NPO.

The provisions of Section 100C of the Ordinance provides for a tax credit equal to
one hundred percent of the tax payable, to an NPO, trust and welfare institution, subject
to fulfillment of certain conditions. This section has undergone various amendments
since its introduction in the Ordinance via the Finance Act, 2015 bringing in new con-
ditions 1o be fulfilled by the entities falling therein.

‘The Bill, apart from bringing some editorial changes, proposes to make the following
amendments in Section 100C -

(a) A statement of voluntary contributions and donations received in the immediately
preceding year, in the pn,wnbt,d form and manner, is required to be submitted.
Keeping in view the country’s culture and the religious sentiments where the donors
(except corporate donors) prefer not to declare their name and identity, in our view, this
condition may become impractical. Even where donation is deposited over the counter
in banks, the donees” identification is not identifiable for, cash is deposited in the bank

-

Considering the advent of impact on every facet of
lifé, it has become imperative that Sther means of gathering information and conduct-
ing audit of the tax affan a person may be explored.

Accordingly, a new sub-section (2A) is proposed to be inserted in Section 177 of the
Ordinance which empowers the CIR 1o conduct audit proceedings of a taxpayer elec-
tronically through video links or any other facility as may be prescribed by the FBR.
‘We understand that for this purpose, the FBR would introduce a mechanism.

Though, this is a right step, implementation of a secure and cffective system which is
also acceptable to all stakeholders would be a challenging task for the FBR. Further,
effective controls would also be required to be in place to ensure transparency and con-
fidentiality of the information accessed through online systems.

It has also been proposed that where a taxpayer fails to furnish records, documents,
books of accounts, has furnished incomplete records or is unable to provide sufficient
explanation regarding any defects in the records, the CIR may determine its taxable
income on the basis of sectoral benchmark ratios.

The sectoral benchmark ratios are defined as standard business sector ratios based on
comparative cases, as notified by the FBR, and includes financial ratios, production
ratios, gross profit ratio, net profit ratio, recovery ratio, wastage ratio etc.

9. Appeals to appellate authorities

Sections 127, 129 and 131

Pursuant to the proposed introduction of sub-section (2A) to Section 120 of the
Ordinance providing for processing of a return of income through automated system,
which would result in passing of an assessment order in terms of section 120 of the
Ordinance, Section 127 of the Ordinance, which provides for an appeal to the CIR
(Appeals), has also been proposed to be amended. The amendment proposed in Section
120 would provide for filing of an appeal in case the assessment so passed is not
acceptable to the taxpayer.

‘The Bill also proposes to enhance fees for filing appeals with the CIR (Appeals) and
with the ATIR. The below table depicts the existing fees and the proposed fees -

Authority Individual/ AOP Comnany
Appeal against Appeal ag
assessment order oum urder assessment urder Other order
PKR PKR
ClR (Appeah)
xisting 1,000 000 1,000
Proposed 2,500 1 000 5,000 5,000
ATIR
Existing 2,000 2,000 2,000 2,000
Proposcd 2,500 2,500 5,000 5,000

Itis not understandable as 1o what is the reason behind the proposal of enhancing the
appeal fees for, the increase may not have substantial impact on revenue generation
neither it would likely result in reduction in the number of appeals being filed owing to
arbitrary asscssments being framed.

In addition to the above, another sct of amendments has been proposed in Section
127 and 131 of the Ordinance. Somewhat similar amendments were made in the
repealed Ordinance when through the Finance Act, 1994, Sections 129 and 134 were
amended which respectively dealt with filing of appeals before the CIR (Appeals) and
the ATIR. The amendments so made related to mandatory payment of partial tax
demands arising from the impugned orders. However, those amendments were omitted
via the Finance Act, 1996. Thereafter, the Finance Ordinance, 2000 again amended
Section 129 of the repealed Ordinance to the above effect however, with the advent of
the Ordinance in the year 2003, such provisions were done away with. It is, after the
lapse of almost 17 years that the Bill has proposed to amend Section 131 of the
Ordinance which deals with the procedure of filing of appeals with the ATIR. The pro-
posed amendments suggest that in order for an appeal with the ATIR to be admitted,
the taxpayer would be required to deposit ten percent of the tax as upheld by the CIR
(Appeals), the proof whereof has to be provided at the time of filing the appeal by the
taxpayer. A related amendment has also been proposed in Section 127 of the Ordinance
requiring the CIR (Appeals) to specify in his order, the amount of tax upheld by him.

The aforesaid amendments give rise to a serious issue of depriving the taxpayers of
the right of appeal. Another ambiguity that ariscs is that the proposcd amendment
requiring payment of tax has been couched in such a manner that it refers to payment
of the ‘tax upheld” instead of the ‘related tax demand’. In all faimess, this needs to be
dropped from the table at the time of converting the Bill into an Act of Parliament.

10. Unexplained income or assef

Section 111

Currently, under Section 111 of the Ordinance, if the CIR is of the opinion that the
taxpayer is unable to providea satisfactory explanation on account of the following
items with respect (o the nature and source of their investment, he may tax such items
to the extent they are not adequately explained under the head ‘income from other
sources”. The Bill has now proposed a significant amendment with respect to the head
of income under which such unexplained source of income/ investment/ expense

Wi ould be taxed. A comparison of which is tabulated below -

Particulars Currenthead Proposed head

of taxation  of taxation

1. Amount credited in a person’s books of account  Income from No change

other sources proposed

2. Investment/ ownership of money or valuable article -do- -do-

3. Expenditure incurred -do- -do-

4. Suppressed production’ sales -do- Income from

busmess
5. _Any other suppressed item/ receipt liable totax ~ ~do-

The propuscd change aims to rationalize the taxation of rclcmnt m,m: under the
respective heads to which they relate.

11. Capital gains on disposal of immoveable property

Section 37

The taxation of capital gains arising from disposal of capital assets is governed by
Section 37 of the Ordinance. A separate mechanisms for computation of capital gain on
disposal of (i) open plot, and (i) constructed property was introduced through the
Finance Act, 2019. The capital gain was eligible for reduction of 25% based on holding
period exceeding one year up to eight years for open plots and one year up to four years
for constructed property. Furthermore, the gain arising afier holding period of eight
years in case of open plot and four years in case of constructed property was taken as

0.
In order to incentivize economic activity in the real te sector, the Bill secks to
eliminate the separate mechanism for taxation of capital gains on immovable property
by revamping the taxability of such capital gains and proposing as under:

(a) Eliminating classification of immovable property into open plots and constructed

property.

(b) Reducing the holding period for 100 percent reduction in gain to four years.

(c) Progressive reduction in the amount of gain based on each year of the holding
period.

The cxisting and proposed mechanism for taxation of capital gain on immovable
property is as follows:

Holding Period Holding Period for Reduction in
for Open Plot Constructed property gail

Docs not exceed one year Docs not cxceed one year 0%

Exceeds one year Exceeds one year but 25%

does not exceed two years

Exceeds eight years Exceeds four years 100%

Proposed
Holding Period for
immoveable property
Does not exceed one year
Exceeds one year but does not
Exceed two years 25%
Exceeds two years but does not

exceed three years 50%
Exceeds three years but does not

exceed four years 75
Exceeds four years 100%

A new Clause (114AA) has also been proposed to be introduced in Part I of Sccond
Schedule to the Ordinance, whereby any capital gains derived by a resident individual
from the sale of constructed residential property shall be treated as exempt from tax, if
the following conditions are met:

() at the time of sale, the residential property is being used for the purpose of person-
al accommodation by the resident individual, spouse or dependents of the individual,
and for which any of the utility bills is issued in the name of such individual;

(b) the Tand arca of the property docs not exceed 500 square yards in case of a house
and 4000 square feet in case of a flat; and

(©) such exemption has not been previously claimed by the individual, spouse or
dependents of the individual

12. Payment to non-residents

Section 152

The Finance Act, 2018, introduced the concept of Cohesive Business Operations to
bring into the ambit of Pakistan taxation, any supply of goods from outside Pakistan, if
an associate of the non-resident supplier is also engaged in the installation or commis-
sion of such goods. This created significant hurdles for projects in relation to remittance
of payments due to the non-resident suppliers. In order to address the issue, the Finance
Act, 2019 introduced sub-section (4B) which allowed the Commissioner to permit pay-
ment after deduction of tax equivalent to 2.1 percent (being thirty percent of the tax
chargeable on such payment). The Bill now proposes to reduce the rate to 1.4 percent
(being twenty percent of the tax chargeable on the payment to the non-resident suppli-
er).

The Bill also proposes that the tax withheld, under sub-section (2A), from payments

‘made to a permanent establishment of a non-resident shall be a minimum tax, except

where payments are received for the sale of goods by a company being a manufacturer

of such goods. This proposed amendment aims to rationalize the provisions of section

152 with the provisions of se on 153, d“d uedie a Ievcl playing field for both resident
and permanent

Similarly while rationalizing the plovmom relating to tax on services under section
153 of the Ordinance, through Finance Act, 2019, certain scctors were allowed a
reduced rate of tax at 3% instcad of a higher gencral rate of 8/10% of gross valuc of
services. However, similar provisions were m»t adopted for permanent establishments
of non-residents dealing in similar services. The Bill now seeks to provide similar
‘mechanism for services rendered by permanent establishments of non- residents.

lowever, it is pertinent to note that while introducing these provisions, engineering
services which were part of the selected sectors has not been enlisted and in fact is also
proposed to be abolished for resident service providers under section 153.

The Bil also includes various rationalization measures by proposing that:

(1) the tax deducted from payment for ad ment services to a
media person relaying from outside Pakistan is a minimum tax;

(2) that the exemption application made by a permanent establishment under sub-
section (4A) is made in a prescribed form; and

(3) that the exemption application made by a payer shall include such other particu-
lars as may be prescribed.

13. Restriction on deduction of profit on debt payable to associated enterprise

Section 106A

In line with Action Plan 4 of the OECD’s recommendations on BEPS, the Bill pro-
poses to introduce a new section which imposes a restriction on deduction of profit on
debt payable to associated enterprise. The salient features of the new section arc:

« Deduction of forcign profit on debt in cxcess of fiftcen percent of taxable income
before depreciation, amortization and forcign profit on debt shall be disallowed to a
foreign controlled resident company (other than an insurance or banking company);

« The section shall not apply if the total foreign profit on debt claimed as a deduction
is less than PKR 10 million for a tax year;

« Where the foreign profit on débt cannot be fully adjusted against the taxable
income for a tax year, the excess amount shall be added to the amount of foreign profit
on debt for the following tax year and shall be treated to be part of that deduction, or if
there is no such deduction for that tax year, be treated as the deduction for that tax year
and so on for three tax years following the year in which the foreign profit on debt was
claimed as an expense;

« This section shall apply in respect of foreign profit on debt accrued with effect from
the first day of July, 2020, even if debts were contracted before the first day of July,

« Forcign-controlled resident company means a resident company in which fifty per-
cent or more of the underlying ownership of the company is held by a non-resident per-
son either alone or together with an associate or associates; and

« Foreign profit on debt means interest paid or payable to a non-resident person or an
associate of a foreign-controlled resident company, and includes a wide variety of
financial instruments, including instruments which in substance arc in the nature of
financial instruments, and also includes fees, expenses and exchange gains / Tos:
related to such instruments.

The section also discusses the interplay between its provisions and the provisions of
section 106 relating to Thin Capitalization rules. However, the provisions are  incom-
plete, and their intention is not comprehensible in the current proposed state. In all
prob bility this will be clarified in the Finance Act.
important to note that the provisions of the proposed section are far more oner-
ous |ha|| the existing Thin Capitalization rules, since the latter only apply when the for-
eign debt to foreign equity ratio exceeds 3:1 and the foreign debt is obtained from a for-
eign related party where the profit on debt is either exempt from tax in Pakistan or is
subject to tax at a rate lower than the corporate tax rate. The restriction under the pro-
posed section on the other hand, would become applicable on all foreign profit on debt
payments; even those obtained from third party lenders, so long as the borrower is a
foreign controlled resident company and the profit on debt exceeds the monetary
threshold of PKR 10 million.

14. Applicability of minimum tax on
persons

Section 113

Scction 113 of the Ordinance levies minimum tax on a person bascd on his turnover
where such person is not liable to pay tax duc to various reasons listed therei
However, the levy of minimum tax in case of corporate taxpayers, is only applicable on
resident companies. This means that foreign companies having a permanent establish-
ment in Pakistan (including a branch) are not subject to minimum tax. The Bill has
now proposed to include non-resident companies having a permanent establishment in
Pakistan undcr the domain of minimum tax on turnover.

Consequently, such companies would be required to compute minimum tax under
Section 113 of the Ordinance for determination of their ultimate tax liability. It may be

>> Continued on Page 10
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