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nent of Khyber Pakhtunkhwa's total receipts and

enables the government to provide services to
the citizenry and undertake public investments. Sales tax

on services has emerged to be the largest single source
of provincial revenues and has exhibited a phenomenal
growth during the year 2019-20. It goes without saying
that Khyber Pakhtunkhwa Revenue Authority (KPRA),
which has the sole mandate of collecting Sales Tax on
Services, lies at the heart of the government. We, at
Khyber Pakhtunkhwa, envision KPRA to be a premium
revenue collecting entity capable of undertaking data
analytics, system-supported detection of new taxpayers
and smart enforcement.

p rovincial own source revenue is a pivotal compo-

Mahmood Khan

| would like to compliment KPRA for the reform agenda it has embarked upon and the
achievements it has accomplished. It gives me immense satisfaction seeing KPRA supporting
economic activities during the COVID-19 pandemic through rationalization of tax rates and
taking steps to increase ease of doing business in the province. While we consolidate the earli-
er reforms, our journey does not stop here but we will embark on new initiatives that improve

revenue collection in the service sector.

We are committed to taking all measures that will help us optimize our revenue collections so
that we can serve the province and the country in a befitting manner. This policy note high-
lights areas where KPRA can initiate steps and adapt others to further enhance the quality

and quantity of Sales tax on Services collection.
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has adirect bearing onthe revenues of the govern-

ment of Khyber Pakhtunkhwa. A forward-looking
tax policy which takes into consideration the context
and dynamics of the economy can prove to have far
reaching consequences for revenue generation. Sales
tax on services is an increasingly important source of
Khyber Pakhtunkhwa's tax revenues. The year 2019-20
has been historical in the collection of Sales Tax on
Services as collections increased by a historic propor-
tion of 64% over the preceding year. Had it been for busi-
ness-as-usual policy, this would have been hard to real-
ize. But some bold policy and tax administration reforms :
were initiated that catalyzed the revenue growth under Taimur Jhﬂgrﬂ
the constrained economic conditions. Rationalization of
sdles tax rates on services, generally provided by small and medium enterprises, helped
capture the tax base of the semi-formal sector; tax collectors incentives were aligned with
performance targets with setting up of meaningful performance indicators and a strong over-
sight and monitoring mechanism was put in place. My heartiest facilitations to KPRA for its
achievements and forward-looking efforts for strengthening the system of sales tax on
services in the province.

T ax policy is an important tool of fiscal policy which

However, the path to reforms does not end here. In a continuum, the first generation reforms
pave the way for refinement and lead to second generation reforms. It is our priority to make
Sales tax on Services a buoyant tax, stimulate voluntary compliance and re-calibrate the
organizational structure of KPRA to make it a ‘well-functioning’ tax administration. | envision
for KPRA to gain the capability of informing integrated tax policy; be on the cutting edge of
data analytics; have improved audit, processes and tools and be run by professionals whose
motivation does not falter. This policy note complements our government's vision and
highlights not only key reform areas, but also gives instances of where some of the reforms
have worked.
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for resource management. However, it has a

limited role in revenue generation in as much as
policy setting where sales tax on services is concerned.
KPRA, being an attached department of the Finance
Department has two-fold significance; it helps the
department in better revenue forecast; and it serves as a
repository of technical information and advises the
department on technical aspects of the services' sales
tax regime. In this latter role, the Finance Department
leverages on the services' sales tax proposals for
feeding into the annual budget.

p rimarily, Finance Department has a regulatory role

Government of Khyber Pakhtunkhwa has initiated a tax
reform process that gives salience to businesses and

Atif Rehman

taxpayers but at the same time, is revenue augmenting. While a number of initiatives have
already been undertaken by the provincial government like reduction in services' sales tax
rates and rationalization of taxes within services sector as well as other sectors, more efforts
will be required to further strengthen the policy and tax administration functions of KPRA. A
tax system that is buoyant to capitalize on economic growth will be able to ensure flow of
revenues that are stable and long lasting. Applying a systems approach for improving
enforcement capacities, simplification and automation of business processes and payments,
integrating the tax databases and building a high-performance organization can have a
persistent impact on revenue generation of KPRA. The policy note highlights these issues and
provides key recommendations for the government of Khyber Pakhtunkhwa to reinforce its

sales tax on services' reforms agenda.
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PRA is cognizant of the pivotal role it can play in
Kprﬂviding a basis for the socio-economic uplift

and prosperity of the province. It goes without
saying that KPRA has been fast aligning its administra-
tion strategy characterized with taxpayers’' persuasive
facilitation, soft enforcement measures, efficient settle-
ment of disputes and consistent engagement with trade
associations using their platform to persuade and moti-
vate businesses towards conformity of sale tax obliga-
tions. Measures have been initiated including efficient
compliance-aimed handling of non-filers, late-filers or
short-filers, selection of food outlets for the purpose of
installation of RIMS, rationalization of regional jurisdic-
tions, expansion in registration base by using available
third party data, formalization of audit plan and monitor-

Syed Fayyaz Ali Shah

ing of its implementation, and introducing measurable key performance indicators for each
important activity. The shift in administration paradigm coupled with policy reforms has been
instrumental in KPRA achieving a record revenue of PKR 17 Billion during FY20.

Reflecting on my experience of handling the reforms at KPRA, | am of the view that KPRA is at
a stage where each additional reform measure can have increasing returns to scale. | do
believe that reforms that encourage voluntary compliance, improve enforcement capabilities
and builds taxpayers' trust in the tax system can have lasting impact on revenues. This policy
note provides an objective assessment of KPRA's current functioning and suggests ways and

means to improve it.
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ustainable Energy and Economic Development
(SEED) Programme, funded by UK's Foreign,
Commonwealth & Development Office (FCDO), is
aimed at generating higher levels of public and private
investments. In the post-COVID scenario, there is an even
more pressing need for greater public investment, but
the fiscal space is now highly restricted. This means that
if public investment has to increase, SEED will have to
work with the government to increase the available fiscal
space. This In turn is dependent upon helping
government in optimizing its revenues but the revenue
mobilization effort should not lose sight of the private
sector development and Improved urban planning

goalposts. Hasaan Khawar

The provincial government presently relies heavily on federal transfers, while KP's own source
revenues remain limited. In this context, the Sales tax on Services (STS) constitutes over 50 per
cent of the total provincial tax collection. In recent years, KPRA has been working relentlessly
to expand the tax net, simplify the procedures and increase the tax returns’ filing ratio. But
there is a realization in the government that if KPRA has to keep the momentum going and
excel further, it needs to improve its organizational structure, enhance quality of its human
resources, refine regulatory regime and most importantly make full use of IT systems and
solutions. SEED remains committed to supporting the Government of Khyber Pakhtunkwa
and KPRA in this journey towards excellence.

S

SEED has collaborated with the Consortium for Development Policy Research (CDPR) and
the International Growth Center (IGC) to produce this policy note on STS. This note acts as d
policy guide for the provincial government to carve out a framework for future reform to
improve the performance of sales tax on services in KP.

| hope that SEED will be able to help the Government of Khyber Pakhtunkhwa in reforming the
sales tax on services regime, leading to increased public investment, ultimately contributing to
achieving the growth and prosperity agenda of the province.
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ales tax on services is an indirect tax
on supply services. Sales tax on ser-
vices hasundergone a major transfor-

mation since FY11 which was the last year
in which the tax was collected by the Feder-
al Bureau of Revenue (FBR) on behalf of all
provinces. An amount of PKR 65.98 billion,
equivalent to 0.36% of GDP was trans-
ferred to provincial governments on ac-
count of sales tax on services in FY11. This
had increased to PKR 223.9 billion or
0.65% of GDP in FY18 after establishment
of provincial tax collection agencies.

S

Each province in Pakistan has promulgat-
ed its own legislation for sales tax on ser-
vices whereas sales tax on goods, which is
a federal levy, is administered by the FBR.
There are differences among provinces on
the basic principle for levy of the tax. The
Sindh Government uses the origin principle
which implies that sales tax on services is
the right of the province where services
originate. Other provinces primarily argue
for use of destination principle, implying
that sales tax on services is the right of the
province where their final consumption
takes place. Different tax rates are used by
provincial governments which creates diffi-
culties in input tax adjustments. Similarly,
there are a number of disputes over classifi-
cation of goods and services between FBR
and provincial revenue authorities. Taxpay-
ers are required to file multiple returns
which also imposes additional compliance
costs. quite clearly, fragmentation of sales
tax in Pakistan seems to be resulting in sig-
nificant production inefficiencies for busi-
nesses.

At the same time sales tax on services is ex-
tremely important for provincial revenue
generation in Pakistan as it contributes
more than 50% of the total provincial tax
collection. Reforms to sales tax on services
are, therefore, extremely important for pro-
vincial governments with a view to gener-
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ate more resources at a time when provi-
cial governments are feeling a resource
crunch due to slow-down in FBR collection
and resultantly lower Federal Divisible Pool
Transfers. At the same time businesses
need to be protected from impact of
COVID-19.

Pakistan inherited the Government of India
Act, 1935 which assigned collection of
sales tax on goods and services to the pro-
vincial government. Soon after indepen-
dence, the power to levy sales tax on
goodswas assigned to the federation. How-
ever, the power to levy the tax on supply of
services still remained with the provinces.
Exercising its powers, the Federal Govern-
ment promulgated sales tax acts in 1948
and 1951. Up till 1990s, sales tax was A
minor and unimportant tax in Pakistan. It
started with a narrow base, and between
1996 and 1999 the scope was expanded se-
guentially to include all economic activities
except services, because services were in
provincial domain. The Federal Govern-
ment got provinces on board and all four
provinces levied tax on supply of services
through respective sales tax ordinances
and delegated the power to collect it to
FBR. This arrangement meant that Paki-
stan had a broad base of sales tax and
only one revenue authority was collecting
It.

This arrangement was, however, changed
after 7" National Finance Commission
(NFC) Award and 18" Constitutional
Amendment as the provinces were allowed
to collect sales tax on services themselves,
if they desired so. The major shift was the
result of the demand of the Sindh govern-
ment. The government was apparently ag-
grieved by the population-based distribu-
tion of the sales tax on services between
provinces and also the taxation of some
mMajor services as part of the Excise Duty
by the Federal Government. Thereafter,
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provinces passed new sales tax legislations
and established their own tax collection au-
thorities in the light of decisions made by
7" NFC. Pakistan moved from an integrat-
ed system of sales tax to a fragmented
system where a number of authorities are
levying and administering this tax.

Under the KP Sales Tax on Services Ordi-
nance, 2000, only thirteen services were
liable to pay the tax. By FY19, the number
of taxable services increased to 94. Khyber
Pakhtunkhwa Revenue Authority (KPRA)'s
collection has been increasing steadily. The
collection had touched PKR 17.0 billion in
FY20 which translates into an increase of
approximately 64% over the previous finan-
cial year. This growth rate could have been
around 35% if the collection in FY19 had
not restricted due the Supreme Court of Pa-
kKistan's decision to suspend collection of
sales tax on telecom services. Sales tax on
services collected by KPRA is important for
Government of KP as it constitutes over
50% of the total provincial tax collection.
KPRA has also done well by reducing its de-
pendence on telecom services. Their share
In total sales tax collection decreased from
approximately 22% in FY14 to almost 40%
(excluding FY19 when the share of telecom
services was only 24%). KPRA is also work-
ing hard to increase its filing ratio and take
it above 20%. KPRA had a total of only 37
personnel in FY19 but the authority is in-
credasing its HR capacity through fresh re-
cruitments. With stronger ownership of
KPRA by the Finance Department, the gov-
ernment’'s support for its accelerated
strengthening of KPRA has visibly in-
creased.

A. Expansion in scope of sales tax on ser-
vices

The Government of Khyber Pakhtunkhwa
has done well by bringing a total of 46 ser-
vices within the scope of sales tax on ser-
vices. The number of taxable services in KP
in FY19 was 924. However, during FY20, the
Schedule of taxable services was re-
vamped, and classification of services was
reorganized in light of international practic-
es. Still there are many services that remain
outside the tax domain.

B. Study to assess tax gap

KPRA's revenue growth has been impres-
sive in the last financial year. There is a plau-
sible need to undertake a tax potential
study covering the potential from the entire
services sector. Punjab Government, with
the assistance of the World Bank and FCDO
(Ex-DFID), UK, undertook a tax gap study
which revealed a tax gap of 70%. A similar
study for KP will tie in very nicely with the
move to negative list. The study would not
be a mere diagnostic as it will identify areas
with major untapped potential/ tax gaps
and lead the authority’s efforts to develop a
strategy to plug the tax gap.

C. Organizational development/ restruc-
turing of Khyber Pakhtunkhwa Revenue
Authority

There are a number of areas of organiza-
tion development/restructuring where
KPRA can benefit from the experience of
other revenue authorities in Pakistan. KPRA
was initially established in the Directorate
of Excise & Taxation. KPRA has recently
moved from the administrative control of
Excise Department and assigned to the Fi-
nance Department. After this move, KPRA

9
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has started to use functional roles and
needs undergo a functional review to be or-
ganized on functional basis in future.

Several measures have been undertaken
on HR and incentives within KPRA to boost
collections. Tax collectors’ incentives are
now daligned with performance targets
moving towards more meaningful perfor-
mance indicators. In FY19 KPRA's manpow-
er was also enhanced from 37 to 79. At the
strategic management level KPRA s
moving towards creating in-house capaci-
ty for tax policy formulation and tax audit
administration.

However, lack of capacity of tax collectors
Is a major challenge for KPRA. KPRA like
other provincial authorities has been rely-
INg, to a great extent, on officers of In-land
Revenue Service working at these authori-
ties on deputation, causing serious capaci-
ty constraints for revenue authorities.
KPRA must recruit young, qualified officers
of its own and build their capacity over time
to fill important positions through targeting
training. In addition to exposing the train-
ees to conceptual dimensions of the tax
regime, training content needs to include
practical dimensions of tax collection and
administration. These trainings could be im-
parted by establishing KPRA's own training
facility (as done in Punjab) or by collaborat-
INg with major academic institutions in the
country.

D. Use of Information Technology

Use of information technology is vital for
taxpayer facilitation, effective administra-
tion of sales tax and audit of taxpayers'
returns. Provincial revenue authorities are
ahead of other provincial tax collection
agencies/departments in the sense that
their tax collection systems are fully auto-
mated. Process of registration, filing of
return, generation of tax challan etc. are

10

performed electronically. In Punjab, the
E-Pay system is also functional for ten
taxes which includes sales tax on services.
So, taxpavyers can also make payment of
sales tax on services using E-Pay. Govern-
ment of KP is also in the process of automat-
INg process of payment of taxes by the tax-
payers. KPRA has undertaken a number of
Initiatives to make use of information tech-
nology systems for collection of sales tax
onservices. These initiatives include Restau-
rant Invoice Monitoring System (RIMS),
e-courtsandasystemto develop pre-popu-
lated returns of taxpayers.

KPRA has also joined e-Strive system of
FBR which will help with improvements to
the system of input tax adjustments with
FBR.

KPRA can further benefit from reviewing
the use of information technology in other
provinces and experiences to date. PRA, for
example, has developed a number of sys-
tems to facilitate taxpayers and directly col-
lect information of transactions involving
service provision. These include develop-
ment of PRA Mirror and PRA eye (for effi-
cient monitoring of staff), e-courts, Restau-
rant Invoice Monitoring System (RIMS),
e-IMS (system that captures real time infor-
mation of invoices generated by target sec-
tors), pre-populated return, e-proceeding
module, and database integration and data
scraping (for identification of new taxpay-
ers).

E. Mass Audit

The officers recruited in the audit and com-
pliance unit of PRA have been trained on
tax laws in Punjab. Using the compliance re-
quirements set in the tax legislation and
rules, the officers have developed risk crite-
ria to review tax returns submitted by tax-
pavers. This can be done electronically.
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KPRA is aware of the PRA's experience on
establishment of this unit and has started
to undertake mass audit of taxpayers. De-
velopment of this area can help overcome
tax evasion.

F. Taxpayer Awareness/ Communication
Strategy

Non-compliance of tax laws/rules, in many
cases, is an outcome of lack of awareness
of taxpayers especially the small and
medium level businesses. The experience in
other provinces has shown that taxpayer
awareness campaigns can help increase
voluntary tax compliance.

G. Harmonization of Sales Tax

Lack of harmonization of sales tax be-
tween Governments in Pakistan is causing
major production inefficiencies and costs
forbusinesses/taxpayers.The Federal Gov-
ernment has agreed with the International
Monetary Fund (IMF) to create a National
Tax Council to harmonize and integrate
salestaxonservices. The provincial Govern-
ment / KPRA may start to work on integra-
tion by working with Sindh Revenue Board,
Balochistan Revenue Authority, PRA and
FBR. This can perhaps be the biggest
reform in the system of sales tax in Paki-
stan. If there is consensus among the pro-
vincial and federal government, the remain-
INg work could be completed quite quickly.

KPRA has made significant progress on de-
veloping a system of collection of sales tax
on services in KP. In order to further devel-
op its tax collection systems, KPRA needs
to Iimprove its organizational structure,
quality of human resources and its audit
policies/plans. Effective use of IT can also

go a long way towards improving quality of
tax administration in KP. Further, efforts to-
wards harmonization of sales taxationin Pa-
Kistan remains the most important area of
reform.

11
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What is sales tax on services and what
iIs the context of its evolution over time?
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ales tax on services is an indirect tax
S on supply of services. As per the Con-

stitution of Islamic Republic of Paki-
stan, 1973 provincial governments have
the power to levy and collect this tax.! Ac-
cordingly, provincial governments in Paki-
stan have established their respective reve-
nue authorities/boards to collect this tax
whereas Federal Board of Revenue (FBR) is
collecting this tax in the federal territories.

Sales tax on services has undergone a
major transformation since FY11? which
was the last year in which the tax was col-
lected by the FBR on behalf of all provinc-
es. Thereafter, Sindh Revenue Board (SRB)
was established in 2011, Punjab Revenue
Authority (PRA) in 2012, Khyber Pakh-
tunkhwa Revenue Authority (KPRA) in
2013 and Baluchistan Revenue Authority
(BRA) in 2015. In this fashion provincial au-
thorities gradually took over collection
from FBR. An amount of PKR 65.985 billion,
equivalent to 0.36% of GDP was trans-
ferred to provincial governments on ac-
count of sales tax on services in FY113. The
collection from sales tax on services had
grown to PKR 223.9 billion or 0.65% of GDP
in FY18. The collection, however, dropped
to PKR 202.9 billion (0.52% of GDP) in FY19
as collection of this tax from telecommuni-
cation companies was suspended by a de-
cision of Supreme Court of Pakistan. The
suspension was vacated in April 2019.

Each province in Pakistan has promulgat-
ed its own legislation for sales tax on ser-
vices. The legislations have resulted in dif-
ferences in scope of the tax, multiplicity of
tax rates and even differences in principles
(origin principle vs. destination principle) for
levy of the tax. The matter is further compli-
cated by the fact that sales tax on goods,
which is a federal levy, is administered by
the FBR. The Sindh Government uses the

Hendl MosY of Part | of Federal Legislatve List, Constitution of Polastan, 1% /.5
FY11 refersto FY 10-11

‘Budget in Brief 201 1-12, Finonce Division, Government of Pokistan, Islomobad (Poge 48)

origin principle to levy sales tax on services
which implies that sales tax on services is
the right of the province where services orig-
inate. Other provinces primarily argue for
use of destination principle, implying that
sales tax on services is the right of the prov-
ince where the final consumption takes
place. Similarly, there are a number of dis-
putes over classification of goods and ser-
vices between FBR and provincial revenue
authorities. Revenue authorities have also
been unable to come up with a fail-safe
system of input tax adjustments. Business-
es do not get input tax adjustments for
transactions relating to more than one tax
collection authority. Multiplicity of tax rates
also renders it difficult to allow input tax ad-
justments. Quite clearly, fragmentation of
sales tax in Pakistan seems to be resulting
in significant production inefficiencies for
businesses. Further, businesses operating
across the country are required to file
monthly tax returns to all tax authorities
which also adds considerably to cost of
doing business in the country.

Sales tax on services is extremely import-
ant for provincial revenue generation in Pa-
kKistan as it contributes more than 50% of
the total provincial tax collection. Reforms
to sales tax on services are, therefore, ex-
tremely important for provincial govern-
ments with a view to generate more resourc-
es at a time when provincial governments
are feeling a resource crunch due to
slow-down in FBR collection and resultantly
lower Federal Divisible Pool (FDP) Transfers.
At the same time, inthe post COVID-19 sce-
nario, it Is very important to protect busi-
nesses and provide stimulus for greater eco-
nomic activity. Therefore, the provincial gov-
ernments in Pakistan including the Govern-
ment of Khyber Pakhtunkhwa are trying to
reform sales tax on services in a way that it
generates optimum amount of revenue,
without adversely affecting economic activi-
ty In the country.
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This policy note is an attempt to review the
current system of sales tax on services in
KPRA and other provincial revenue authori-
ties (particularly Punjab Revenue Authori-
ty) with a view to identify if there are les-
sons that can be learnt for improvements
in the system for levy and collection of
sales tax on services in KP. This section pro-
vides the historical context of sales tax on
services in Pakistan with a special focus on
the period post 7" National Finance Com-
mission (NFC) Award when provinces start-
ed to establish their own revenue collection
agencies. Section 2 summarizes the state
of collection of sales tax on services in the
provinces of Khyber Pakhtunkhwa. Section
3isthe key part of this policy note as it iden-
tifies reforms and initiatives that can be im-
plemented by Khyber KPRA for improve-
ments in the system of collection of sales
tax on services in the province and empha-
sizes the need for harmonization / integra-
tion of sales tax in Pakistan in order to
reduce production inefficiencies and cost
of doing business. Section 4 marks the end
of the note with concluding remarks

At the time of independence, Pakistan in-
herited Government of India Act 1935.%
The Act was based on federal structure,
with powers demarcated between federa-
tion and provinces. The authority to levy
sales tax on supply of goods and services
was with the provinces. Soon after indepen-
dence, Pakistan changed this in the sense
that the power to levy sales tax on goods
was assigned to the federation. However,
the power to levy the tax on supply of ser-
vices still remained with the provinces. Exer-
cising its powers, the Federal Government
promulgated sales tax acts in 1948 and
1951. Up till 1990s, sales tax was a minor
and unimportant tax in Pakistan. In 1990,
the Government of Pakistan decided to

" Coverniment of India Act, 1935, General Sales To Act, 1948, Soles Tox Act, 1951
1"! MWFR Sales Tox Ordinance 2000

reform it along the lines of Value Added Tax
(VAT). However, implementation of these re-
forms took a long time. It started with @
narrow base, and between 1996 and 1999
the scope was expanded sequentially to in-
clude all economic activities except ser-
vices, because services were in the domain
of provincial taxation authority. The Federal
Government got provinces on board and all
four provinces levied tax on supply of ser-
vices through respective sales tax ordinanc-
es and delegated the power to collect it to
FBR.> The proceeds of this tax were distrib-
uted among provincial governments in pro-
portion to their share in population. Most of
the major services such as telecom, bank-
INng and insurance were being taxed by the
Federal Government under Excise Duty. This
arrangement meant that Pakistan had a
broad base of sales tax and only one reve-
nue authority was collecting it. This arrange-
ment was, however, changed after 7" NFC
Award and 18" Constitutional Amendment
when power to administer sales tax on ser-
vices was explicitly devolved to provinces
and they were also allowed to collect this
tax by establishing their own revenue collec-
tion agencies. This major shift was the result
of the demand made by the Government of
Sindh to 7" NFC to collect its tax through its
own authority/board. Sindh Government
was apparently aggrieved by the popula-
tion-based distribution of the proceeds pro-
ceeds of sales tax on services between prov-
inces and also the taxation of some major
services as part of the Excise Duty by the
Federal Government. Provinces passed
new sales tax legislations and established
their own tax collection authorities Iin the
light of decisions made by 7" NFC and ex-
plicit authorization in the Constitution
through the 18" Amendment. Thereafter,
Sindh Revenue Board (SRB) was estab-
lished by Government of Sindh in 2011, fol-
lowed by establishment of other provincial
revenue authorities. In this way, provincial
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