Comments on hudget
& fiscal laws

MEMORANDUM
2011

Anjum A5|m Shuhld Rahman
Chartered A



Finance Bill 2011

This Memorandum summarizes an overview of economy for the year 2010-2011 and the
important changes proposed through the Finance Bill 2011. It contains comments on the budget
and on the Finance Bill 2011, including highlights, of the changes brought through the Income
Tax Ordinance, 2001, the Sales Tax Act, 1990, the Federal Excise Act, 2005, the Custom Act,
1969, the Finance Act, 1989, the Securities and Exchange Commission of Pakistan Act, 1997,
Oil and Gas Regulatory Authority Ordinance, 2002 and the Provisional Collection of Taxes Act,
1931. The amendments proposed through the Income Tax Ordinance, 2001 and through other
laws are intended to be effective once the parliament has accorded it's assent and thereafter,
would be effective from July 01, 2011 i.e. tax year 2012 unless otherwise indicated. Whereas
certain provisions relating to custom duty, excise duty and sales tax have been made applicable
from June 04, 2011.

This Memorandum is intended to provide general guidance to the readers on the important
changes brought through the bill and should not be considered as a substitute for specific
advice relating to a particular enactment. For considering the precise effect of a proposed
change, reference should be made to the appropriate wordings in the relevant statute and the
notifications issued where relevant.

The Memorandum has been prepared exclusively for the use of our clients and staff, based on

information available with us till the time of giving it for printing. Printing of this Memorandum, in
any mannetr, is strictly prohibited without seeking a written permission from the firm.
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Budget at a Glance

2011-2012 2010-2011 2011-2012 2010-2011
Rupees in billion % %
RECEIPTS
Revenue
Tax 2,074 1,779 75% 64%
Non tax 658 632 24% 23%
Gross revenue receipts 2,732 2,411 99% 87%
Less: Provincial share 1,203 1,034 43% 37%
Net revenue receipts 1,529 1,377 55% 50%
Other sources
Net capital receipts 396 325 14% 12%
External receipts 414 387 15% 14%
Self financing of PSDP by provinces - 342 0% 12%
Estimated provincial surplus 125 167 5% 6%
Bank borrowings 304 167 11% 6%
1,239 1,388 45% 50%

TOTAL RECEIPTS 2,768 2,765 100% 100%
EXPENDITURE
Current
General public service 1,593 1,388 58% 50%
Defence 495 442 18% 16%
Others 228 168 8% 6%
Total current expenditure 2,316 1,998 84% 72%
Development
Federal government 300 290 11% 10%
Provincial government 55 373 2% 13%
Other development expenditure 97 104 4% 4%
Total development expenditure 452 767 16% 28%
TOTAL EXPENDITURE 2,768 2,765 100% 100%
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Overview of the Economy 2010-2011

Pakistan’s economy reflected a slow growth over the last five years with the real GDP posting a
moderate CAGR of nearly 3.7%. During FY 2010-11 the economy has witnessed a growth of
2.4% which is 37% lower than the growth recorded in FY 2009-10. This low GDP reflects the
overall pressure on the economy causing high unemployment rate, inflation, fiscal deficit and
debt burden. Among the three major sectors of the economy, services was the major contributor
in the overall growth of the country with 4.1% growth over the preceding fiscal year. As a
consequence, the agriculture sector grew at rate of 1.2% against the target of 3.8%. Major crops
witnessed negative growth while minor crops along with livestock and fishery recorded positive
growths. Manufacturing, the third major sector of the economy, grew by 1.2%, It was the Small
Scale Manufacturing (SSM) that played an important role in the positive contribution to GDP.
While the Large Scale Manufacturing (LSM) growth was hampered due to reduced output in
textile and petroleum products (submersions of refineries under flood water, energy crisis and
circular debt).

The deceleration in the economic growth can mainly be attributed to the devastating floods of
2010, deteriorating law and order situation, energy crises, price hike in petroleum products and
a fallout of the global financial crisis.

Figure 1: Real GDP Growth
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In FY 2010-11, the Rupee against the US Dollar stabilized, while a higher growth in nominal
GNP had a direct impact on the per capita real income with a growth of 0.7% in FY 2010-11. In
dollar terms the per capita income rose from USD 1,073 in FY 2009-10 to USD 1,254 in FY
2010-11.
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Overview of the Economy 2010-2011

Figure 2: Per Capita Income (in USD)
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Inflation remains a major challenge for the political government and the economy at large
despite a stringent monetary policy. The rise in the food prices due to destruction of crops in
2010, floods and the rise in cost of production mainly due to oil price hike and energy crisis in
aggregate contributed to the persistently high level of inflation which was recorded at 14% in FY
2010-2011. Increased government borrowings to cover the fiscal deficit also fueled inflation
during the preceding fiscal year as did printing of currency by the SBP.

Performance of Sub Sectors

Pakistan’s economy also comprises three sectors namely (i) Agriculture, (i) Manufacturing and
(i) Services. These three sectors make up the GDP of the economy of Pakistan. In the FY
2010-11 the service sector outperformed the other two sectors in contribution to GDP. The
performance of all the three sectors has been provided in the ensuing paragraphs.

Service sector comprises transport, storage, communication, wholesale and retail trade, finance
and insurance. This sector contributed approximately 53% to the total economy in FY 2010-11
and grew by 4.1% as against 2.9% of last fiscal year. Social services witnessed a rising trend
while other areas showed a stable growth.

The agriculture sector, which provides employment to approximately 47% of the total workforce,
includes crops, livestock, fishery and forestry. The crops are further classified into two
categories namely major crops and minor crops. In the FY 2010-2011 the major crops i.e rice
and cotton have experienced negative growth of 4%, whereas the minor crops have witnessed
positive growth of 4.8%. The significant contributor which led to an overall positive growth in the
agriculture is livestock, which experienced a growth of 3.7%.
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Overview of the Economy 2010-2011

The manufacturing sector is third largest sector of the economy, accounting for almost 18%
contribution to GDP. The manufacturing sector of Pakistan is divided into two branches namely
Large Scale Manufacturing (LSM) and Small Scale Manufacturing. LSM remained victim of
power shortage and cost escalation due to price hike of raw materials and power tariffs. Another
main factor which led to adverse growth in the manufacturing sector is the recent floods which
disrupted the operations of various large scale manufacturing units.

The increased cost of borrowing, due to tight monetary policy resulted in negative growth in the
sector. This decrease in the trend of investments has resulted in loss of employment
opportunities which are generated as a consequence of new investments. Conversely, the small
scale manufacturing sector has done well and as a result contributed towards the GDP.

Additionally, the mining sector has also experienced a decline in the FY 2010-2011. The
significant reasons behind this decline are low investments in the sector, followed by law and

order situation in the regions where major mining operations take place.

Figure 3: Performance of Sub Sectors
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Investments and Savings

Investment is a key determinant of growth; however in FY 2010-11 the total investment as a
percentage of GDP decreased from 15.4% in FY 2009-2010 to 13.4%. Private sector
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Overview of the Economy 2010-2011

investment fell by 1.7%, while public sector investment also declined by 0.3% in the FY 2010-
2011. The decrease in the indicators has adversely affected the economy as low investment
from both the private and the public sectors has led to a fall in the aggregate demand in the
economy, thus resulting in a decrease in the GDP growth.

The national and domestic savings witnessed a marginal growth of 5.3% and 2.1% respectively
in comparison to the previous year’s figures of 13.8% and 9.5% of GDP in FY2010-11 as
against 13.1% and 9.3% of GDP in FY 2009-10.

Figure 4: Structure of Investment and Savings as Percentage of GDP
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Public Debt

Public debt is the outcome of the developments taking place on the fiscal and current account
deficits; thus larger gap in these two deficits cause the public debt to grow at an accelerated
rate. Low fiscal and current account deficits, along with the stability in the exchange rate, are
critical in maintaining public debt at a sustainable level. In FY 2010-11, a considerable rise in
the public debt has been observed where the external debt and liabilities from public sources
equal 91.6% of the total external debt and liabilities. Public and publicly guaranteed debt
accounts for the largest share of the total external debt liability and stands at 78.2% in the
quarter ending March 2011 which is a 5.8% growth over the preceding fiscal year.
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Overview of the Economy 2010-2011

Current Account

The current account balance has long suffered a current account deficit; however in the current
FY the deficit turned to surplus of US$ 99 million. The higher export bill, strong and sustained
inflows of workers’ remittances, logistic support related receipts and grants received all

contributed to this improvement.

Figure 5: Current Account Balance as Percentage of GDP
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Trade

The preceding FY has experienced a decrease in the balance of trade by almost US$ 3 billion.
This fall is attributable to an increase in the growth of merchandise export of about 27% in the
fiscal year. Similarly, imports have also experienced a relative slowdown in growth due to an
overall fall in demand in the economy. The significant contributor in export as always has been
the textile sector. However, the wheat crop also contributed more than US$ 400 m to the export
bill. The increase in exports remained concentrated in few items namely, cotton, rice and
leather. This reinforces the need for diversification if the economy is to avoid setbacks from
natural disasters such as the recent floods, which disrupted manufacturing operations along
with the severe damage to the raw material.

On the contrary, the import bill also witnessed an increase of about US$ 4 billion in the FY
2010-11 which primarily was driven by the ‘Price Effect’ rather than the ‘Quantity Effect’. In the
preceding fiscal year the trade deficit improved by US$ 240 m.

Tax Memorandum 2011 6



Q GrantThornton

Overview of the Economy 2010-2011

Figure 6: Trade (Import and Export Trend) - All Values in USD Billion
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Foreign Direct Investment (FDI)

Foreign direct investment (private) stood at $ 1,232 million during July-April 2010-11 as against
$ 1,725 million in last year, thereby showing a decline of 29%. This is mainly due to volatile
security condition in the country, high interest rates, electricity outages and cuts in the Public
Sector Development Program. The main attraction for foreign investors remained the power, oll
and gas and financial businesses sectors of the economy.

No measures have been announced in the budget which shall act towards building confidence
of the potential foreign investors. It is therefore anticipated that this trend of fall in the FDI
figures will continue in the succeeding years.

In terms of the economy’s total size, investment dipped to 13.4% against last year's 15.4%
which largely is a reflection of deterioration of law and order situation, which reduced the foreign
direct investment and increased the cost of investment. However, in absolute terms, total
investment grew and stood at PKR 2.5 trillion, which is PKR 300 billion more than last year.
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Overview of the Economy 2010-2011

Figure 7: Foreign Direct Investment — Value in USD Billion
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Workers’ Remittances

During July—April, 2011, overseas workers remitted an amount equivalent to $ 9.1 billion as
compared to $ 7.3 billion last year thereby an increase of 23.8% has been witnessed. Keeping
this trend in view, remittances for the full-year are estimated to reach up to $ 12 bhillion.
Meanwhile, with estimated trade deficit at $ 11.3 billion and workers’ remittances of about $ 12
billion, the current account deficit is estimated to decrease to around $ 1 billion in 2010-11 from
the previous year’s deficit of $ 3.9 billion.

Figure 8: Workers’ Remittances — Values in USD Billion
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Foreign Exchange Reserves

The current foreign exchange reserves of the country stand at USD 17.2 billion which is
approximately USD 500 million higher in comparison to FY 2009-2010. The contributors to this
position of the foreign exchange reserves apart from the current account balance surplus are
the funds from international donor / lending organizations.
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Overview of the Economy 2010-2011

Figure 9: Foreign Exchange Reserves - Values in USD Billion
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Inflation (CPI)

Inflationary pressures were quite severe in the beginning of fiscal year 2010-11 and became
worse by the devastating floods. The inflation figures touched their record high of 14.1 percent
in FY 2010-11. The main driver of the CPI index has been the increase in the food prices.
During FY 2010-11, food has remained the major driver of the inflation on the back of supply
disruptions due to floods as well as hike in prices of imported edibles. Food inflation recorded at
18.4 percent which has been mainly due to increase in prices of sugar, milk, poultry, meat, fresh
vegetables and fruits owing to shortfall in production of these items and significant increase in
world food prices. The inflation based on non-food component witnessed an increase of 10.4%
in this period.
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Monetary Policy

The FY 2010-2011 witnessed an increase in interest rates by 150 basis points. Since Nov 2010
there has been no change in the interest rates by the government. The government’s effort to
control inflation is falling victim to its own policy of extensive borrowing from the SBP to cover
the fiscal deficit.
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