INCOME TAX ORDINANCE 2001

SPECIAL CASES

For December 2003 exams
MODARABA

a) Tax rate on Modaraba’s income is 25% except income under PTR (Clause 18 Part-II 2nd Schedule).

b) Income of a Modaraba, not being income from trading activities, is exempt subject to 90% distribution of profit after mandatory reserve required to be set aside by the State Bank. It means that a modaraba involved in manufacturing activities or financing activities including leasing is exempt without any time limit subject to the said condition.

Issue of bonus shares shall not be considered as distribution of profit for the purpose of this clause. It means that cash dividend is required (Clause 100 Part-I 2nd Schedule)

c) Minimum tax provisions u/s 113 are not applicable for a Modaraba (Clause 24 Part-IV 2nd Schedule)

d) Modaraba engaged in leasing business shall be treated at par with a leasing   company if 90% of profits is not distributed i.e. similar treatment shall be there in respect of rentals, finance income, tax depreciation and also restriction on unabsorbed depreciation. However, tax rate shall be applicable @ 25%.

PRIVATE SECTOR POWER PROJECT

a) Income of a company owning private sector power project is exempt without any time limit – Refer clause 132 Part I 2nd Schedule.

b) Exemption is not available to any oil fired power plant.

c) Section 113 i.e. minimum tax liability is not applicable on private sector power project if its income is exempt.           Clause 15 Part IV 2nd Schedule.

BANKING COMPANY
Tax rate 47% for the tax year 2003 (44% for the tax year 2004)
Provision for doubtful debts. Provision for doubtful debts is allowable if bad debts are certified by the State Bank and in this case actual write off is not a condition for tax admissibility

(Circular letter dated 21-9-92)


However, the above situation has been revised and now the above concession is available only to the banks wholly owned by the Government.




(Circular letter dated 17-4-96)


Interest income on non-performing loans by a banking company, DFI, NBFI or a modaraba. A deemed expense u/s 30 is allowed against accrued interest income credited to suspense account as permitted under the Prudential Regulations. If the said accrued income is recovered subsequently then it shall be treated as taxable income. It means that such interest income is taxable on receipt basis   

SPECIAL PURPOSE VEHICLE (SPV)

a) A public company having the prescribed amount of paid up capital, a trust or a body corporate may be registered as SPV with SECP for the purpose of Securitization under the Companies (Asset Backed Securitization) Rules, 1999.

b) An Originator including a leasing company and modaraba may transfer its receivables to SPV in consideration of a mutually agreed payment by SPV who is entitled to collect the receivables.

c) Lease rentals of an asset, used by a lessee for his taxable business income, to SPV on behalf of an originator is allowable tax expense for the lessee. (Section 28)

d) Financial cost of securitization of receivables by an Originator in respect of SPV is an allowable tax expense. Financial cost shall be the difference between the amount received by the Originator and the amount of receivables securitized from SPV. This financial cost shall be treated a financial transaction by the Originator. (Section 28)

e) Payment by SPV to an Originator in respect of securitization of receivables shall not be subject to tax deduction. [Section 153(5)(d)]

f) According to Clause 136 Part-I 2nd Schedule, income of SPV is exempt.

However, if there is any income arises in the accounts of SPV after the completion of securitization process, the same shall be returned to the Originator in the next income year and such income shall be taxable in the hands of Originator.

g) Section 113 i.e. minimum tax liability is not applicable on SPV (Clause 20 Part IV 2nd Schedule).

h) If a person deducts tax from payment to SPV on behalf of an Originator, the Originator is entitled to get credit of such tax. [Section 153(8)]

LEASING

i)
Lease rentals in connection with the lease is treated as income of the lessor. In the case of finance lease by the lessor, lease rentals shall be added back while finance income and tax depreciation shall be deducted from accounting profit.

ii)
Tax depreciation including Initial Allowance is allowable to the lessor subject to the condition that tax depreciation on leased assets shall be allowed only against income from lease rentals. However, tax depreciation on owned assets shall be allowed in the normal manner. [section 22(12), 23(4)]
iii) Unabsorbed tax depreciation including initial allowance is not c/f in the normal manner. The same shall be added to the tax depreciation for the next year and therefore unabsorbed tax depreciation on leased assets cannot be c/f against any other income not even against other business income by the same entity (i.e. carry forward is allowable only against leasing business).

iv) No tax is deductible on lease rentals and therefore PTR is not applicable on leasing business. 

ILLUSTRATION OF LEASING COMPANY

The following is the profit and loss account of a leasing company approved by the CBR. The company follows “financing method” in accounting for recognition of lease and installment loan income. The applicable corporate income tax rate is 35%

PROFIT AND LOSS ACCOUNT






Rs.(000)


   
Income from:

                         

Finance lease

10,250
            Installment loan

4,000


Operating lease

2,500


Other income

  2,500





19,250


Less:


Finance and bank charges
5,000


Administrative and general expenses
8,000


Direct cost of finance leasing including installment loan
3,000


Direct cost of operating lease
2,000


Allowance for potential lease losses
2,000


Gain on cancellation of leases
(2,000)
18,000


Operating profit before taxation

  1,250
In addition you have access to the following information:


i)
Lease rentals received and receivable against finance lease

40,000

           ii)
Tax depreciation on owned assets as per working

1,500

          iii)
Tax depreciation on leased assets as per working

38,000

          iv)
Unabsorbed depreciation of assessment year 2002-2003

4,000

           v)
Administrative and general expenses include:





Provision for gratuity scheme

2,000




Provision for doubtful receivable

500




Depreciation on owned assets

1,000

         vi)
Tax gain on cancellation of leases

400

Required:

Compute taxable income of the company the amount of tax thereon.

Solution

1. Common tax expenses to be apportioned between leasing business and other income 

Financial charges

5,000,000

Administrative expenses as per accounts

8,000,000

Tax depreciation on owned assets

  1,500,000



14,500,000

Accounting depreciation on owned assets
1,000,000

Provision for gratuity
  2,000,000

Provision for doubtful debts
   500,000
  3,500,000



11,000,000

2. Taxable income and tax payable

	
	Leasing

Business
	Other income
	Total

	Lease rentals- finance lease
	 40,000,000
	
	

	Installment loan 
	   4,000,000
	
	

	Lease rentals- operating lease
	   2,500,000
	
	

	Other income
	
	2,500,000
	

	
	 46,500,000
	2,500,000
	 49,000,000

	Common expenses
	(10,438,775)
	 (561,225)
	(11,000,000)

	Tax gain on cancellation of leases
	      400,000
	
	  

	Direct cost of finance and operating

     leases and installment loan
	  (5,000,000)
	
	

	Taxable other income

Taxable income before tax

    depreciation on leased assets

Tax depreciation on leased assets 

Unabsorbed depreciation of

    Leased assets b/f
	 31,461,225

(38,000,000)

(4,000,000)
	1,938,775
	

	Total unabsorbed depreciation c/f
	  10,538,775
	
	


Income tax @ 35% on Rs.1,938,775

678,571
ALTERNATIVE METHOD OF CALCULATION OF TAXABLE INCOME:

Admin. expenses and financial charges adjusted as per tax

11,000,000
Working of taxable other income to be considered separately:

Other income



2,500,000

Less: Proportionate admin. expense and financial charges adjusted


as per tax working


_2,500,000   x  11,000,000




49,000,000



   561,225








1,938,775

COMPUTATION OF TAXABLE INCOME AND TAX PAYABLE


Profit before tax as per profit and loss account

1,250,000


Add: Allowance for potential lease losses

2,000,000



Lease rental received and receivable

40,000,000



Provision for gratuity

2,000,000



Provision for doubtful receivable

500,000



Tax gain on cancellation of leases

400,000



Accounting depreciation on owned assets

1,000,000





47,150,000


Less: Finance income

10,250,000



Tax depreciation on owned assets

1,500,000



Accounting gain on cancellation of leases

2,000,000



Other income for separate consideration



      as per working

1,938,775
15,688,775







31,461,225


Less: Tax depreciation on leased assets

38,000,000


         Unabsorbed depreciation of previous year

4,000,000
42,000,000


Total unabsorbed depreciation c/f


10,538,775

Taxable other income


1,938,775

Tax @ 35%



678,571

Q.6 December 2001 ICAP

First ABC Modaraba, a client of your office, is a perpetual, multipurpose and multidimensional modaraba engaged in providing finance on morabaha and musharika arrangements, leasing, commodity trading and dealing in listed and non-interest bearing securities. Following is an extract from the profit and loss account of the modaraba for the year ended 30 June 2003:



Revenue From





Rupees



Leasing operation




21,844,000



Musharika 





     700,000



Investments





  7,000,000



Other sources





     656,000









30,200,000



Expenditure



Administrative expenses



  1,500,000



Amortization on leased assets



14,000,000



Financial charges




  8,000,000










23,500,000









  6,700,000



Provision for



Diminution in the value of investments


  1,550,000



Doubtful debts





     200,000










  1,750,000


Profit from operations




  4,950,000

In addition the following additional information is available:

i. This is the fourth year of operation of the modaraba.

ii. No provision for tax has been made in the accounts.

iii. The modaraba is required to transfer appropriate amount to statutory reserve as required under the Modaraba Companies and Modaraba (Flotation and Control) Ordinance, 1980 and the Rules framed thereunder which has to be worked out.

iv. Modaraba Company’s management fee at 10 % has not been incorporated in the accounts.

v. Lease rentals are recorded under “Operating Lease Method”.

vi. Following are the break up of leasing operations, investments income and income from other sources:

Leasing Operations




    Rupees



Lease rental





21,200,000



Front-end fee





     544,000



Gain on disposal of leased assets


     100,000








21,844,000



Investment Income


Dividend income




  3,000,000



Bank profit





  4,000,000









  7,000,000


Other Sources


Documentation charges




      250,000



Gain on disposal of fixed assets-owned assets

      200,000



Misc. income





      206,000









      656,000
vii. Administrative expenses include the following:

Accounting depreciation – owned assets

      150,000

Provision for gratuity



        30,000

viii. Tax depreciation on

Owned assets




        65,000

Leased assets




 10,000,000

ix. Tax loss on disposal of 

Owned assets




        25,000

Leased assets



                1,700,000

x. Unabsorbed depreciation from leasing operation b/f
 13,000,000


Required:


a)
Compute the amount of modaraba company’s management fee.
          (02)

b) Compute the amount of statutory reserve and the minimum distributable 

amount of 90%.






          (02)

c) Calculate the taxable income of the modaraba and income tax thereon assuming that:

i. Modaraba has not distributed 90% of its profits to its certificate holders.

ii. Modaraba has duly distributed 90% of its profit to its certificate holders.

(16)
Solution


a) According to Regulation 17 of the Prudential Regulations for Modarabas, management fee of a modaraba company in respect of a modaraba floated by it shall not exceed 10% of the net annual profits as shown in the audited profit and loss account of the modaraba before charging such management fee.  Therefore the management fee shall be Rs.495,000 which is admissible for tax purposes.
b) According to Regulation 3 of the Prudential Regulations for Modarabas, an amount not less than 20% [circular 4 of 2001] of its after tax accounting profits shall be credited to a reserve fund till such time the reserve fund equals the paid up capital and thereafter not less than 5% of its after tax profits.

It is assumed that the amount of reserve fund is less than paid up capital, the amount to be credited to statutory reserve is as under:


Net profit as per accounts before tax and management fee

4,950,000


Less: Management fee  


    495,000





4,455,000


Tax (if 90% of the profits is distributed then no tax shall


        be payable. Section 113 is not applicable as well)

--


Statutory reserve @ 20% of the above


  891,000

Profit after statutory reserve


3,564,000

  
Amount required to be distributed 90% of the above


   (required to be distributed by way of cash dividend


    to avail exemption as the issue of bonus shares shall


    not be considered as per clause 100)


 3,207,600

c) TAXABLE INCOME AND TAX LIABILITY assuming:

· 90% of the profits is not distributed

· income from documentation charges is related to leasing business

· no expense is allocable against dividend income and bank profits

Common tax expenses to be apportioned between leasing business and other than leasing business

Financial charges

8,000,000

Administrative expenses as per accounts

1,500,000

Management fee

   495,000



9,995,000

Tax depreciation on owned assets

65,000

Tax loss on disposal of owned asset
 
       25,000



10,085,000

Accounting depreciation on owned assets
150,000

Provision for gratuity
  30,000
   180,000



9,905,000

Taxable income and tax payable

	
	Leasing

Business
	Musharika

and other

sources
	Bank

Profit
	Total

	Lease rentals
	21,200,000
	
	
	

	Front end fee
	     544,000
	
	
	

	Documentation charges
	     250,000
	
	
	

	Musharika
	
	700,000
	
	

	Bank profit
	
	
	4,000,000
	

	Miscellaneous income
	
	206,000
	
	

	
	21,994,000
	906,000
	4,000,000
	26,900,000

	Common expenses
	  9,513,125
	391,875
	
	  9,905,000

	Tax loss on disposal of 

    leased assets
	  1,700,000
	
	
	  1,700,000

	
	10,780,875
	514,125
	4,000,000
	  5,295,000

	Tax depreciation on

    leased assets
	10,000,000
	
	
	10,000,000

	Unabsorbed depreciation

    of leased assets

    (Restricted)
	     780,875
	
	
	    780,875

	Taxable income

   excluding dividend

   income
	      nil
	514,125
	4,000,000
	4,514,125

	Unabsorbed depreciation

    of leased assets c/f
	12,219,125
	
	
	


Income tax @ 25%

1,128,531

Income tax on dividend 5% of 3,000,000

   150,000
Total tax liability

1,278,531

If 90% of the distributable profits as calculated above is distributed then no tax shall be payable by the modaraba and minimum tax u/s 113 is not applicable as well.

Q. 3(a) November 2001 ICMA

It is the policy of Star (Private) Limited to provide company maintained 1200cc cars to each of its seven managers. Currently, the company is considering two options to acquire seven such cars for seven of its managers. Cash price of cars is Rs.1.2 million each whereas market value after 5 years is Rs.2 million for 7 cars:

Option 1: Lease

Down payment 



:  Rs. 1,098,430

Implicit rate of return of the lessor 17%

Twenty quarterly installment of Rs.549,215. Down payment would be considered residual value of lease against which cars would be transferred to the Company at the end of lease period.

Option 2: Bank Loan

Under this arrangement the Company would raise a loan of Rs. 8.4 million to pay the cost of 7 cars. The loan carries 13% interest rate and the repayment schedule agreed with the bank is as under:

	Year
	Opening Balance of Loan

Rs.
	Interest @ 

13%

Rs.
	Yearly installment

Rs.
	Closing Balance of Loan

Rs.

	1
	8,400,000
	    1,092,000
	2,389,000
	7,103,000

	2
	7,103,000
	923,390
	2,389,000
	5,637,390

	3
	5,637,390
	732,861
	2,389,000
	3,981,251

	4
	3,981,251
	517,563
	2,389,000
	2,109,814

	5
	2,109,814
	274,276
	2,384,090
	


 Required:

(i) Compute the tax gain/loss under Option 1 (Lease) and Option 2 (Bank Loan)

(ii) Advise, duly supported by necessary computations, the most tax efficient option.

Answer to Q. 3(a) November 2001
 (1) (a)  Tax gain / loss under leasing option:

	Sale proceed
	2,000,000

	Cost 
	1,098,430

	Tax gain 
	901,570

	Tax @ 43%
	387,675


Note: Only lease rentals are allowable as tax expenditure as per section 28(1)(b). Any down payment shall therefore be considered as cost at the end of lease term.

(b) Tax gain / loss under Bank loan (i.e. outright purchase)

	Actual cost of Cars 
	
	8,400,000

	Allowable cost for tax purposes 7 x 1,000,000
	
	7,000,000

	Less: Tax depreciation @ 20% of year  1   
	1,400,000
	

	                                                                2
	1,120,000
	

	                                                                3
	896,000
	

	                                                                4
	716,800
	

	                                            5
	573,440
	4,706,240

	Tax WDV
	
	2,293,760

	Proportionate sale proceed    7,000,000 x 2,000,000

                                               8,400,000
	
	1,666,667

	Tax loss on disposal 
	
	627,093

	Tax saving @ 43%
	
	269,650


(2)         Cash flows after tax benefit under leasing: 

	Down payment 
	(1,098,430)

	Lease rentals 
	(10,984,300)

	Tax saving on rentals @ 43%
	4,723,250

	Sale proceed after lease period
	2,000,000

	Tax on gain on disposal 
	(387,675)

	Net cash outflows
	(5,747,155)

	
	

	Cash flows after tax benefits under borrowing:

	Yearly installments (2,389,000 x 4) + 2,384,090
	(11,940,090)

	Tax saving on interest expense 3,540,090 x 43%
	1,522,239

	Tax saving on tax depreciation 4,706,240 x 43%
	2,023,683

	Sale proceed 
	2,000,000

	Tax saving on loss on disposal 
	269,650

	Net cash outflows 
	(6,124,518)


Result:  Leasing option is beneficial as compared to borrowing mainly because of the reason that under borrowing option, i.e. outright purchase, cost of one car is restricted to Rs.1,000,000 resulting in lower tax depreciation whereas under leasing option full cost of a car along with financial cost is allowable in the shape of lease rentals.
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