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Chairman’s Message

Assalam-o-alaikum. We hope this monthly issue of TaxPak finds you in good
spirits and immaculate health! Tola Associates welcomes you to another edition
of TaxPak, our monthly publication the purpose of which is to provide a monthly
update on the ongoing tax related developments in Pakistan. Alhamdulilah, so far,
we have been successful in our mission to educate about, and keep the
public-at-large updated of these developments on a monthly basis.

Moreover, we would like to apprise the readers of what information you can expect in this document. This
newsletter contains an elaboration of important Notifications and Circulars issued by the Federal Board of
Revenue ("FBR") and its provincial counterparts. Moreover, Notifications from the Corporate regulatory body
i.e., SECP are also discussed. As our main aim is to keep the masses updated regarding the developments in
the Pakistani tax law, we usually discuss a (relatively) recent judgement passed by the courts of law. This
edition of TaxPak discusses a judgment of the Hon'ble Lahore High Court (“LHC"), wherein the Hon'ble LHC
has held that capital gains chargeable at the rate of 0% under Section 37(1A) of the Income Tax Ordinance,
2001 (“ITO”) cannot be subjected to Super Tax under Section 4C of the ITO.

Towards the end of the newsletter, we have discussed our Topic of the month titled as “Input tax adjustments
and Disallowances”. The said topic gives a brief overview of the legal framework governing input tax
adjustment under Sales Tax Act, 1990.

All our readers are requested to visit our website www.tolaassociates.com, or download our mobile
application in order to access previously published editions of TaxPak along with other publications, and to
stay updated of future notifications. Lastly, we request our readers to circulate this e-copy within their circle,
as our primary aim is to benefit the masses. Feedback is always welcomed.

Warm Regardes,

Ashfaq Yousuf Tola - FCA, FCMA
Chairman
Tola Associates.

@www.tolaassociates.com @www.tolaandtola.com
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FEDERAL BOARD OF REVENUE (“FBR"”) NOTIFICATIONS
A. INCOME TAX NOTIFICATIONS

1) Exemption of Default Surcharge and Penalties against Current Tax Liability of PIACL

The FBR, vide its Notification S.RO. 799(1)/2026 dated 4 May 2026, and pursuant to the Cabinet
Decision in Case No. 928/Rule-19/2025/1253 dated 31 December 2025, has granted exemption from
default surcharge and penalties on the current tax liabilities of Pakistan International Airlines

Corporation Limited (“PIACL").

The exemption includes default surcharge and penalties relating to PIACL's current tax liabilities of
Rs. 8,765,972,000, subject to final determination, to facilitate the successful completion of the
divestment process, execution of bid documents, and fulfillment of the terms stipulated therein.

The exemption is subject to the following conditions:

Amount of current tax liabilities

PKR 8,765,972,000

Cut-off date

Liabilities outstanding as at 30 June 2025

Grace period

One year after First Completion

Repayment period

Four years

Payment mode

Equal annual installments

Commencement of repayment

After First Completion as defined in the Share
Purchase and Subscription Agreement between the
Government of Pakistan and the successful bidder

@www.tolaassociates.com @www.tolaandtola.com
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This entails that PIACL has been granted relief from default surcharge and penalties on its outstanding tax
liabilities as part of the Government's privatization and divestment strategy. However, the underlying tax
liabilities must be discharged within the prescribed timeline and in accordance with the conditions
stipulated in the notification.

For further insight: FBR

2) Draft Electronic Returns for Individuals, SME, AOPs and Companies for Tax Year, 2026

The FBR vide S.R.0. 835(1)/2026 dated 7 May 2026, has proposed amendments to the Income Tax Rules, 2002
by introducing draft electronic income tax return forms for individuals for Tax Year 2026. The proposed
amendments seek to insert Part-II-ZE, Part-I-ZF, Part-1I-ZG and Part-1I-ZH in the Second Schedule to the
Income Tax Rules, 2002, relating to electronic return forms for individuals and business taxpayers. The
draft amendments have been published for public consultation, and stakeholders may submit objections
or suggestions within seven days of publication in the official Gazette.

Inter alia, the following changes shall be made:

1. Taxpayers shall be required to review and reconcile withholding tax information and economic
transaction data available with the FBR for the relevant tax year.

2. Salaried individuals shall be required to disclose Employer Registration Number (ERN), employer
name, and details of salary-related deductions made during the year.

3. Business taxpayers shall separately report inadmissible deductions with reference to the relevant
provisions of section 21 of the Income Tax Ordinance, 2001.

4. The proposed return form also introduces enhanced reporting requirements for immovable
property, including disclosure of acquisition cost, address, property type, sub-type, date of
acquisition, and details relating to disposal or transfer.

5.  Further, where a property is transferred by way of gift, particulars of the donee, including CNIC,
NICOP, NTN, or foreign passport details, shall be required to be disclosed.

This entails that the proposed return form seeks to strengthen data reconciliation, improve transparency

of property transactions, and enhance the quality of information available to the FBR for compliance and
risk assessment purposes.

For further insight: FBR

@www.tolaassociates.com @www.tolaandtola.com
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3) Draft Further Amendments in Rules 80B of the Income Tax Rules, 2002

The FBR vide S$.R.0. 856(1)/2026 dated 11 May 2026, has proposed amendments to Rule 80B of the Income
Tax Rules, 2002 which pertain to e-enrolment requirements.

The following changes shall be made:

1 In sub-rule (1), for individuals seeking registration, the identification document requirement shall be
expanded from CNIC, NICOP or Passport to CNIC, NICOP, Pakistan Origin Card (POC) or Foreign
Passport.

2. A new sub-rule (6) is to be added after sub rule (5) whereby a new category of registration
requirements shall be introduced for International Non-Governmental Organizations (“INGOs”)
seeking registration in Pakistan. Such INGOs shall be required to furnish business particulars, details
of principal officers or authorized representatives, foreign registration or incorporation documents,
embassy verification letters, proof of local residence, No Objection Certificate ("NOC”) issued by the
Ministry of Interior and Narcotics Control, and the Memorandum of Understanding (“MoU”) executed
with the Government of Pakistan. INGOs shall also be required to provide particulars of directors,
trustees, major shareholders holding ten percent or more shares, or partners, including their names,
nationality, passport details, and percentage of shareholding.

This entails that the proposed amendments seek to introduce a comprehensive documentation and
disclosure framework for registration of INGOs.

For further insight: FBR

4) Valuation of Immovable Property, Rawalpindi

The FBR, vide S.R.0. 877(1)/2026 dated 19th May, 2026, has amended its earlier Notification No. S.R.O.
1728(I)/2024 dated 29th October, 2024. The earlier notification prescribed fair market values of immovable
properties in Rawalpindi.

The following changes have been made:

1. Serial Nos. 5768 to 5781 in the valuation table have been substituted.

2. The valuation rates of commercial and residential plots, have been revised for various locations in
DHA Phase-I, DHA Phase-Il, DHA Phase-Il Extension, DHA Phase-Ill, DHA Phase-1V, DHA Phase-V and

DHA Valley, Rawalpindi.

This entails that the fair market values for immovable properties situated in various phases of DHA
Rawalpindi have been revised for tax purposes.

For further insight: FBR

@www.tolaassociates.com @www.tolaandtola.com
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5) Valuation of Inmovable Property, Lahore

The FBR, vide S.R.O. 653(1)/2026 dated 2ist April, 2026, has amended its earlier Notification No. S.R.O.
1691(1)/2024 dated 29th October, 2024. The earlier notification prescribed fair market values of immovable
properties in Gujranwala.

The following changes have been made:

1. A large number of entries in the valuation table, Serial Nos. 1330 to 1363, have been substituted. The
substituted entries have revised the residential and commercial open plot values, of Defence Phase
VI, VI, VIIL, IX, X, X1, Xl and Xl (Nishtar Town [/ Defence areas), Lahore.

2. Further, after Serial No. 1363, a new entry has been inserted introducing valuation for “One Central
DHA City’, prescribing rates for both residential and commercial categories.

This entails that fair market values for immovable properties in Lahore have been updated and revised for
tax purposes.

For further insight: FBR

6) Further Amendments in Rules 80B of the Income Tax Rules, 2002

The Federal Board of Revenue vide S.R.O. 879(I)/2026 dated 20th May, 2026, has further amended the
Income Tax Rules, 2002, pursuant to the draft previously issued vide S.R.0. 856(1)/2026 dated 11th May,
2026.

The following changes shall be made:

1. In sub-rule (1), for individuals seeking registration, the identification document requirement shall be
expanded from CNIC, NICOP or Passport to CNIC, NICOP, Pakistan Origin Card (POC) or Foreign
Passport.

2. A new sub-rule (6) is to be added after sub rule (5) whereby a new category of registration
requirements shall be introduced for International Non-Governmental Organizations (“INGOs”)
seeking registration in Pakistan. Such INGOs shall be required to furnish business particulars, details
of principal officers or authorized representatives, foreign registration or incorporation documents,
embassy verification letters, proof of local residence, No Objection Certificate (“NOC”) issued by the
Ministry of Interior and Narcotics Control, and the Memorandum of Understanding (“MoU”) executed
with the Government of Pakistan. INGOs shall also be required to provide particulars of directors,
trustees, major shareholders holding ten percent or more shares, or partners, including their names,
nationality, passport details, and percentage of shareholding.

This entails that comprehensive documentation and disclosure requirements have been introduced for
INGOs in Pakistan, significantly strengthening the registration framework under Rule 80B of the Income Tax
Rules, 2002.

For further insight: FBR

@www.tolaassociates.com @www.tolaandtola.com
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B. SALES TAX NOTIFICATIONS

1) Amendments in Sales Tax Rules, 2006 (Annexure - L)

The FBR vide S.R.0.800(1)/2026 dated 5th May, 2026, has made certain amendments to the Sales Tax Rules,
2006 whereby in Form STR-7, Annex-L (Domestic Sale Invoice for Petroleum Development Levy (PDL) and
Climate Support Levy (CSL)) has been substituted in entirety.

The substituted Annex-L prescribes a detailed reporting format requiring disclosure of, inter alia, tax
period, particulars of the registered person, buyer identification details (including NIN, CNIC and name),
sale origin/province, document details, HS code, sale type, description of goods, unit of measurement,
quantity, value of sales, applicable rates and amounts of PDL and CSL, SRO schedule references, and
details relating to exempt, zero-rated and reduced-rated supplies.

This entails that a comprehensive reporting mechanism has been introduced for petroleum-related
sales.

For further insight: FBR

2) Amendments in Sales Tax Rules, 2006 (Annexure - L)

The FBR, vide S.R.0. 880(1)/2026 dated 20th May, 2026, has mandated electronic monitoring of production
of certain registered persons whereby, the registered persons engaged in the manufacturing of
packaged milk, iron and steel, and oil and ghee shall be subject to electronic monitoring in accordance
with rule 150ZQR of Chapter XIV-BA of the Sales Tax Rules, 2006.

This entails that specified manufacturing sectors have been brought under an electronic production
monitoring system for real-time oversight of production activities and enhanced compliance under the
sales tax regime.

For further insight: FBR

@www.tolaassociates.com @www.tolaandtola.com
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SINDH REVENUE BOARD (“SRB"”) NOTIFICATIONS

1) Notification prescribing reduced rate of 2% Sindh sales tax on the services of owners or drivers of
two-wheeler vehicles using the cab aggregator services in relation to passenger ride, as classfied
under CPC code 64115

The Sindh Revenue Board vide Notification No. SRB-3-4/18/2026 dated 25th May, 2026, has prescribed a
reduced rate of sales tax on specified services.

The following changes have been made:

1. The sales tax on services of owners or drivers of two-wheeler vehicles providing passenger ride
services through cab aggregators, classified under CPC Code 64115, shall be charged, levied and
collected at the reduced rate of 2%.

2. The reduced rate shall be applicable on the net fare (excluding the commission of the cab
aggregator) in respect of passenger ride services.

3. The reduced rate shall not apply to services involving two-wheeler vehicles where no passenger
carriage is involved, including delivery services and cargo or goods transportation services.

4. It has further been clarified that the cab aggregator shall continue to remain subject to all
responsibilities and liabilities under the Sindh Sales Tax Special Procedure Rules, 2019 relating to
services provided or rendered by cab aggregators and associated drivers.

This entails that a concessional tax rate regime of 2% has been introduced for two-wheeler ride-hailing
services

For further insight: SRB

@www.tolaassociates.com @www.tolaandtola.com
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2) Amendment in the Sindh Sales Tax Special Procedure (Services provided or rendered by cab
aggregator and the services provided or rendered by the owners or drivers of the motor vehicles
using the cab aggregator services) Rules, 2019

The SRB vide Notification No. SRB-3-4/19/2026 dated 25th May, 2026, has amended the Sindh Sales Tax
Special Procedure (Services provided or rendered by cab aggregator and the services provided or
rendered by the owners or drivers of motor vehicles using cab aggregator services) Rules, 2019.

The following change has been made:

1) In Rule 3 of the said Rules, a proviso has been inserted to provide that in the case of passenger ride
services provided or rendered by owners or drivers of two-wheeler vehicles using cab aggregator
services, the rate of tax on the net fare (excluding the commission of the cab aggregator) shall be
2%, in terms of Notification No. SRB-3-4/18/2026 dated 25th May, 2026.

This entails that the reduced rate of 2% prescribed for two-wheeler cab aggregator passenger ride
services has now been formally incorporated into the Special Procedure Rules, 2019, thereby giving it
statutory effect within the rule-based framework.

For further insight: SRB

@www.tolaassociates.com @www.tolaandtola.com
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CORPORATE NOTIFICATIONS

A. SECURITIES AND EXCHANGE COMMISSION OF PAKISTAN
(“SECP") NOTIFICATIONS

1) Delegation of Powers to Commissioner (L & R Division)

The SECP, vide S.R.O. 660(1)/2026 dated 15 April 2026, , has delegated certain powers and functions of the
Commission to the Commissioner, Licensing and Registration Division.

The delegated powers include the authority to grant prior approval to any person acquiring 10% or more
shareholding in an insurer (whether individually, in concert with family members, or as part of a group) for
entering into any share purchase agreement, memorandum of understanding, and all related or
incidental matters thereto.

For further insight: SECP

2) Draft Amendments in Shariah Governance Regulations, 2023
The SECP vide S.R.O. 802(1)/2026, has issued draft amendments to the Sharioh Governance Regulations,
20283.

The said draft amendments relate to revision of the framework governing certification of Shariah
compliant companies and regulated persons.

For further insight: SECP

3) Notification of the Certificate of the statutory Compliance

The SECP, vide S.R.0. 875(1)/2026, has introduced issuance of a Certificate of Statutory Compliance (“‘csc”)
to be issued by the Registrar. The said notification prescribes the mechanism, conditions, grounds for
non-issuance, validity and fee osf issuance of the CSC.

For further insight: SECP

@www.tolaassociates.com @www.tolaandtola.com
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CASE LAW: HON'BLE LAHORE HIGH COURT (“LHC"”), HOLDS THAT WHERE
CAPITAL GAINS ON DISPOSAL OF IMMOVABLE PROPERTY ARE SUBJECTED
TO 0% TAX UNDER DIVISION VIil OF THE FIRST SCHEDULE OF THE INCOME
TAX ORDINANCE, 2001 (“ITO"”), NO SUPER TAX UNDER SECTION 4C OF THE
ITO IS LEVIABLE IN VIEW OF THE BINDING INTERPRETATION LAID DOWN BY
THE FEDERAL CONSTITUTIONAL COURT OF PAKISTAN (“Fcc”).

INTRODUCTION

The Income Tax Reference Application filed under Section 133 of the ITO arose from an order passed by the
Hon'ble Appellate Tribunal Inland Revenue (“ATIR”) pertaining to the levy of Super Tax under Section 4C of the
ITO on capital gains arising from disposal of inherited immovable property.

The Applicant declared income for Tax Year 2024 arising from capital gains on sale of ancestral immovable
property (open plots held for more than six years), which was subjected to tax at the rate of 0% under Section
37(1A) read with Division VIII, Part | of the First Schedule of the ITO.

Subsequently, the Assessing Officer issued a show cause notice and passed an order creating demand of
Super Tax under Section 4C of the ITO, which was upheld by the Hon’ble ATIR. The Applicant challenged the
same before the Hon'ble LHC.

ARGUMENTS BY THE COUNSEL OF THE APPELLANT [ TAXPAYER

The learned counsel for the Applicant contended that the Applicant is an individual deriving income from
disposal of inherited immovable property, which falls under a special charging regime under Section 37(1A)
of the ITO and is taxable at 0% under Division VIII of the First Schedule.

It was argued that where the legislature has provided 0% tax treatment, thereby granting a substantive
benefit to the taxpayer, and consequently, Super Tax under Section 4C of the ITO cannot be imposed.

ARGUMENTS BY THE COUNSEL OF THE RESPONDENT / DEPARTMENT

The learned counsel for the Department contended that capital gains, even if taxed at 0%, remain part of
“income” under Section 4C(2)(i) of the ITO and therefore fall within the ambit of Super Tax. It was argued that
Section 4C constitutes an independent charging provision applicable to high-income persons irrespective of
the rate applied to underlying income.

@www.tolaassociates.com @www.tolaandtola.com
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QUESTIONS OF LAW FRAMED

I. Whether the levy of Super Tax under Section 4C of the Income Tax Ordinance, 2001 can extend to capital
gains which are expressly treated as zero income under Section 37(1A) and taxed at 0% under Division
VIII, Part | of the First Schedule?

ii. Whether capital gains from immoveable property held for more than six years, deemed non-taxable
and reduced to zero under Section 37(1A), can nonetheless be included on the base of Super Tax under
Section 4C?

FINDINGS OF THE HON'BLE LHC

The Hon'ble LHC framed the core question as to whether capital gains taxed at 0% under Section 37(1A) read
with Division VIII of Part | of the First Schedule can nonetheless be included in the base for Super Tax under
Section 4C of the ITO.

The Hon'ble LHC held that Section 37(1A) of the ITO creates a special and overriding regime as compared to
Section 37(1) for taxation of capital gains arising from immovable property, and such gains are chargeable at
the rates specified in Division VIl of the First Schedule. Where the prescribed rate is 0%, no tax is payable, and
the incidence of tax does not arise.

It was further held that Section 4C of the ITO is an additional levy on income otherwise chargeable under the
ITO and does not operate independently where the underlying income is not subject to tax. The Hon'’ble LHC
placed reliance on the judgment of the Hon'ble Federal Constitutional Court of Pakistan (‘FCC”) in M/s DG
Khan Cement Company Limited and others v Federation of Pakistan and others, (‘DG Khan case”) wherein it
was held that where no tax is payable on capital gains arising from disposal of immovable property, no Super
Tax shall be payable on such capital gains. It was further held that Section 4C, although includes capital gains
for computation purposes, it cannot override the regime under Section 37(1A) and Division VIII of the First
Schedule, which governs capital gains on disposal of immovable property, and where the statute itself
prescribes NIL or 0% tax on a particular category of income, such income cannot be subjected to Super Tax. It
was further held that that Super Tax under Section 4C is dependent upon the taxability of the underlying
income and where no tax is payable on a capital gain due to exemption, NIL or 0% rate, Super Tax ufs 4C
cannot be imposed on such income.

The Hon'ble LHC further held that Section 4C(2)(i) of the ITO, which includes capital gains, must be read in
conjunction with the statutory scheme of the ITO and the binding principle laid down by the FCC. It was
further observed that while Section 4C(2)(i) is a general provision broadly including capital gains for the
purposes of income for super tax, Section 37(1A) read with Division VIl constitutes a special regime governing
gains arising from disposal of immovable property, therefore, the special provision prevails over the general
provision.

Therefore, the Hon'ble LHC set aside the order of the Hon’ble ATIR and the demand of Super Tax, holding that
capital gains subject to 0% taxation under Division VIl of the First Schedule do not attract Super Tax under
Section 4C of the ITO, in view of the binding principle laid down by the Hon'’ble FCC in the DG Khan case.

@www.tolaassociates.com @www.tolaandtola.com
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TOTM: INPUT TAX ADJUSTMENTS AND DISALLOWANCES

The right to adjust input tax against output tax liability is the cornerstone of the value-added tax model that
Pakistan’s Sales Tax Act, 1990 (the “Act”) adopts. In theory, the mechanism is straightforward: a registered
person pays sales tax to its suppliers, recovers that amount from its own customers, and remits only the net
difference to the Federal Board of Revenue (“FBR”). In practice, however, the statutory conditions governing
when input tax may lawfully be claimed (and the equally important provisions specifying when it must be
reversed or denied) constitute one of the most litigation-prone areas of Pakistan's indirect tax landscape.
This article sets out the principal rules governing input tax adjustments, the categories of disallowance that
registered persons most frequently encounter, and the procedural safeguards that practitioners should keep
in mind.

Entitlement under Section 7 of the Act

Section 7 of the Act grants a registered person the right to deduct input tax paid or payable in respect of
taxable supplies made to it from the output tax due on its own taxable supplies during the same or
subsequent tax period. The entitlement is not unlimited. It arises only where the goods or services in respect
of which input tax is claimed are used or to be used for making taxable supplies. This “taxable use”
requirement, though apparently simple, underpins a significant body of FBR audit activity: claims that
straddle both taxable and exempt supplies must be apportioned, and the methodology for that
apportionment is a perennial source of dispute between taxpayers and the department.

Two further conditions must be satisfied before a Section 7 adjustment can validly be made. First, the supplier
must itself be a registered person at the time of the transaction, and the supply must have been made to the
claimant registered person. Second, the input tax must be evidenced by a valid tax invoice in the prescribed
form, or, for imports, by a bill of entry or a goods declaration. These documentation requirements are not
mere formalities: a claim unsupported by a compliant invoice is vulnerable to disallowance regardless of
whether the underlying tax was in fact paid.

Disallowances Under Section 8

Section 8 catalogues the categories of input tax that may not be adjusted under any circumstances. The list
has been expanded through successive Finance Acts and now covers a fairly wide range of acquisitions.
Motor vehicles designed or adapted for passenger transport (other than those acquired for onward supply
or for hire) fall entirely outside the adjustment regime. The same prohibition applies to goods or services used
in the construction, operation, or maintenance of a residential building or a guest house, unless the
registered person is in the business of constructing or operating such premises for taxable supply purposes.

Goods or services acquired for personal use or consumption by the proprietor, partner, or employee of a
business similarly cannot be the basis of an input tax claim. The extension of the disallowance to “personal
consumption” has been interpreted broadly by tax authorities and has generated a significant volume of
appeals, particularly where a taxpayer has acquired goods with a dual character (portly for business and
partly for personal benefit). Registered persons operating in sectors such as hospitality, media, and profes
sional services should pay close attention to this provision when structuring procurement.

@www.tolaassociates.com @www.tolaandtola.com
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Perhaps the most significant disallowance in practice is the one introduced through the non-filer and
blacklisted supplier mechanism. Under Section 8(1)(ca) and related provisions, input tax in respect of a supply
made by a person whose registration has been suspended or whose name appears on FBR’s blacklist is
automatically disallowed. The disallowance operates even where the buyer was unaware of the supplier’'s
status at the time of purchase, placing a due-diligence burden on all registered persons to verify supplier
standing before finalising procurement.

90% Cap under Section 8B and Its Implications

Section 8B restricts the total input tax that may be adjusted in any given tax period to 90% of the output tax
payable for that period. Any excess (the portion of admissible input tax that cannot be absorbed within the
90% threshold) is not lost but is instead carried forward to the immediately succeeding tax period. Where it
continues to be absorbed over a defined number of periods without being fully utilised, a refund claim may
be filed.

The 90% restriction has attracted considerable commentary from the business community because it
imposes a cash-flow cost on taxpayers in sectors with structurally high input tax ratios, such as zero-rated
exporters and manufacturers who acquire significant raw material inputs.

Payment-Through-Banking-Channel Requirement under Section 73

A disallowance that has grown in practical importance is the one triggered by non-compliance with Section
73 of the Act. Where the value of a taxable supply exceeds PKR 50,000, the input tax in respect of that supply
is only admissible if the payment is made through a crossed banking instrument (a crossed cheque, demand
draft, pay order, or equivalent electronic transfer). Cash payments, even where the transaction is otherwise
properly documented, defeat the input tax claim entirely.

Section 73 was intended to promote financial transparency and reduce the scope for fictitious input tax
claims based on circular cash transactions. Its practical effect, however, has been to disallow genuine
credits where a business has, for reasons of internal treasury management or supplier preference, settled
invoices outside the banking system. The courts have generally upheld the department’s strict application of
this provision, and there is limited scope for equitable relief once the cash payment has been made.
Practitioners advising clients on procurement policy should treat the banking-channel requirement as a
hard commercial condition precedent to any input tax claim of meaningful size.

@www.tolaassociates.com @www.tolaandtola.com
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Apportionment in Mixed-Use Situations

Where a registered person makes both taxable and exempt supplies, the Act and the Sales Tax Rules, 2006
require that input tax directly attributable to exempt supplies be excluded from adjustment, while input tax
on common inputs (those used indirectly in both taxable and exempt activities) must be apportioned. The
apportionment formula prescribed in Rule 14 of the Sales Tax Rules uses the ratio of taxable turnover to total
turnover as the basis for determining the admissible portion.

In practice, the application of Rule 14 is rarely free of dispute. The classification of particular inputs as “directly
attributable” versus “common” is often contested, and FBR auditors have, in a number of cases, sought to
reallocate inputs that a taxpayer had treated as directly attributable to its taxable business. Registered
persons in the financial services, insurance, real estate, and healthcare sectors, where exempt and taxable
activities frequently coexist, should maintain granular records of input usage that can support the
apportionment claimed in their returns.

Reversal of Input Tax on Exempt and Non-Business Use

Where goods in respect of which input tax has previously been claimed are subsequently put to a
non-taxable or personal use, the Act requires that the input tax originally adjusted be reversed in the tax
period in which the change of use occurs. The same reversal obligation arises where goods are destroyed,
lost, or otherwise cease to be available for taxable use, unless the loss is of a kind that the Commissioner
Inland Revenue accepts as beyond the taxpayer’'s control.

The reversal mechanism prevents a taxpayer from obtaining a permanent benefit from input tax on goods
that ultimately do not contribute to taxable output. It also creates a compliance obligation that is easy to
overlook in the ordinary course of business: a disposal of fixed assets, a write-off of damaged inventory, or a
decision to provide company goods as employee benefits can all trigger reversal requirements that, if
missed, expose the registered person to tax shortfall, default surcharge, and penalty under the Act.

Input Tax on Capital Goods and the Spreading Mechanism

Capital goods, defined under the Act to mean plant, machinery, and equipment used in the manufacture or
production of taxable goods attract a distinct treatment. Under Section 59A and the relevant rules, input tax
on capital goods may be adjusted in twelve equal monthly instalments where the total input tax exceeds a
prescribed threshold, or immediately in the case of exporters and certain other categories of taxpayers. The
instalment mechanism is intended to prevent large, lump-sum input tax adjustments from creating
sustained revenue shortfalls in any single period.
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Audit Risks

The evidentiary standard for sustaining an input tax claim in audit or appellate proceedings is demanding.
The onus lies on the taxpayer to demonstrate, through contemporaneous records, that each input for which
adjustment has been claimed satisfies all of the statutory conditions: the goods or services were received,
they were used in the production of taxable supplies, a valid tax invoice was issued by a registered supplier,
payment was made through the banking channel where required, and the supplier’s registration was in good
standing at the time of the transaction. The failure of any single element can, and routinely does, result in a
partial or complete disallowance by the department.

FBR’s increasing reliance on data analytics, through the CREST system and its integration with IRIS, the income
tax processing platform, means that anomalies in input tax claims are identified earlier than they once were.
Registered persons whose input tax ratios are high relative to industry norms, or whose principal suppliers are
clustered in sectors that FBR has designated as high-risk, should anticipate enhanced scrutiny and should
ensure that their record-keeping is sufficient to withstand a detailed desk or field audit.
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DISCLAIMER

This newsletter is the property of Tola Associates and Tola & Tola ("Authors”), and contents of the
same may not be used or reproduced for any purpose without prior permission of the Authors in

writing.

The contents of this newsletter may not be exhaustive and are based on the laws as of date unless
otherwise specified. Tax laws are subject to changes from time to time and as such any changes

may affect the contents.

The comments in the newsletter are a matter of interpretation of law and is based on author's
judgments and experience, therefore, it cannot be said with certainty that the author's comments
would be accepted or agreed by the tax authorities. Furthermore, this newsletter does not extend
any guarantee, financial or otherwise. The Authors do not accept nor assume any responsibility,

whatsoever, for any purpose.

This newsletter is circulated electronically free of cost for general public to create tax awareness in

the country.

@www.tolaassociates.com @www.tolaandtola.com




