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ITS CHALIENGES AND ROAD
TO IMPROVEMENT
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INTRODUCTION

Developing countries frequently struggle to meet
their tax revenue targets due to inefficiencies within
their tax administrative systems. This study identi-
fies several key determinants that influence tax
collection in Pakistan. Persistent challenges measure
such as political instability, an underdeveloped
economic structure, unclear taxation policies, and
weak institutional capacity, have hindered the estab-
lishment of an effective tax regime.

Numerous macroeconomic variables influence
Pakistan's economic situation, complicating the
task of isolating the effects of specific factors
within this analysis; therefore, the report aims;

Rationally estimate Pakistan’s feasible income tax
base. Assess the current revenue potential from the
untapped sector. Analyze the impact of tax revenue
on (EJ) P growth. Evaluate whether Pakistans tax
structure is regressive and progressive. Identify the

deficiencies in the current tax system and propose
actionable improvements.

The report further examines the socio-economic
effects of a regressive tax system, hi hlights
enforcement gaps and legal loopholes that facilitate
evasion and non-compliance strategic policy
recommendations. These include enhancing tax
compliance, broadening the tax base, and strength-
ening revenue mobilization.

Additionally, it proposes practical such as digitali-
zation of the tax system, harmonization of sales
tax, introduction of agriculture income taxation
and local government empowerment to build a fair,
efficient and sustainable tax framework.

DEMOGRAPHIC AND
STRUCTURAL ISSUES

According to the national census 2023, our popu
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lation stood at 241,499, 431 which has since
increased to 253,959,011 as of March 7, 2025,
based on the real-time monitoring. Demographi-
cally, approximately 35% dependent poPulation is
under age 15 children, and 4% are senior citizens
aged 65 and above. Alarming nearly 140 million
population remain below the poverty line, surviving
a less than 2% a day. According to the economic
survey of Pakistan 2024, the employed labor force
is estimated to be around 72 mj{lion with the
majority residing in rural region 48.5% most of
these rural worker is earning incomes either below
the taxable threshold or derive earning from
agriculture, which exempt from the scope of the
income tax ordinance 2001.

Tax non-acquiescence remains widespread due to
the simplicity of avoiding the tax complexity of
paying them. Many tax authorities impose intricate
and varied tax rates, making acquiescence expensive
and burdensome. The excise and taxation depart-
ment, multiple agencies, provisional bodies, and the
FBR ' continue to operate independently. This
inefficiency encourages tax evasion and allows man
to remain informal sector without fulfilling their
tax obligation.

Extensive exemptions and concessions reduce the
taxable base, while a lack of coordination between
federal and provincial tax authorities leads to
fragmentation and inefficiencies.

Policy Case Study: Pakistan Refinery Limited:

[Area Policy change/ finance importance

Sales Tax Regime Exemption of petroleum sales —loss
of input tax adjustment- reduces

margins.

Refinery Policy 2023 | Extended incentives and a deemed
duty to support upgrade projects.

Operational loss Rs. 2.35 billion in QI, 2025, due to
lower demand and tax treatment
issues.

REUP Status FEED completed EPCF tendering,

and investor engagement is ongoing,

Soutce: Pakistan Refinery Limited

According to Pakistan Refinery Limited, Policy
changes have exempted sales of petroleum has been
exempted from sales tax. This exemption led to
input tax adjustment, which means the company
cannot reclaim input tax paid on goods/services
used in the production process. It rec%uces the profit

margins, making the operation less profitable. The
Government has extended the incentives and is
deemed under the refinery policy 2023. These
measures are aimed at encouraging refineries to
invest in upgradmg and modernization. It provides
financial assistance and support.

The company reported an operational loss of Rs.
2.35 billion in the first quarter of 2025. Due to a
slowdown economy and or market, changed
demands decreased and suffer tax treatment issues.
Refinery upgrade project status (RUPS) FEED has
been completed. ]EP F tendering has been under-
way. Investor engagement is ongoin . The project is
moving toward implementation, which is positive
for long-term capacity and efficiency improvement.

TAX SYSTEM REGRESSIVE AND
INFLATION IMPACT

According to the 2023 World Bank report, the tax
system is regressive, with the poorest 10% of the
po ulation paying a proportion of the income tax
n Eoth of the relative and absolute terms to their

retax income, then the wealthiest 10%. Pover
Eas increases 43% while indirect taxes and hitﬁ
inflation 174% disproportionally burden the
population. Both rich and poor face the same tax on

oods and services, contributing to a shrinking
mic}dle class, which has declined from 42% to
33%.
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PAKISTAN’S TAX TO GDP RATIO
AND PERFORMANCE AND TREND

According to the World Bank that tax revenue
exceeding 15% of GDP is essential for promoting
economic growth and reducing poverty. However,
Pakistan has remained below over the past many
decades, limiting its fiscal capacity antf develop-
ment potential.

Pakistan’s Tax-to-GDP Ratio

Soutce: Federal Board of Revenue

Pakistan is tax to GDP ratio remain significantl
below, its potential, which the World B
estimates at 22.3% of GDP. This gap is hi hlight
substantial under performance in revenue co]%ecnon

under the capacity of the country.

The Federal Board of Revenue (FBR) achieved
100.5% of its update revenue target for the fiscal
ear 2023-24, collecting Rs. 9,299.1 billion —a
9.8% increase from Rs 7,163.1 billion in the
revious fiscal year. This includes a surplus of
21.8% or Rs'809.7 billion over the direct tax
target of 2.1 trillion in the year significance achieve-
ment.

COMPARISON OF NET REVENUE
COLLECTION:

Comparison of Net Revenue Collection

Tan Pt

During the fiscal year 2023-24 Federal Board of
Revenue (FBR) recorded impressive tax collection

rowth despite significant national and internation-
al challenges. The industrial and services sector

rowth 1.2 while large-scale manufacturin:
%LSM) grew by 0.7% flood Flood-related expendi

ture, along with global economic slowdown, inten-
sified by regiona.% eopolitical instability, disrupted
supply chamns, and strained fiscal space. Fiscal %ear
ZOP;}, tax collection growth remains 30.3% in the

first half and 29.3% m the 2nd half, as illustrated
upper table.
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Author estimates: Data Source: Federal Board of Revenue (FBR) Division Year Book
2023-24.

Policy or enforcement improvements may have
contributed to better collection in 2023-24. A
consistent increase in direct tax collection could
suggest better compliance or an expanded tax base.
The upward trend in total revenue supports a narra-
tive of improvement in fiscal policy performance by

the FBR.

According to the worldwide tax in Pakistan,

individual income tax, this bottom figure shows the

Brogressive income tax structure for individuals in
akistan.

Comparison of Tax Rate and Base Tax

800000 40%
700000 35%
600000 30%
500000 25%
400000 20%
300000 15%
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100000 l 5%
0 — L 0%
600,001 — 1,200,001 - 2,200,001 - 3,200,001 — 4,100,001 and
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N Base Tax (PKR) Tax Rate on Excess (%)

Author estimate: data source: (Pakistan - Individual - Taxes on Personal Income)

As increase in income both the base tax and
marginal tax rate both are increase, where higher
earner pays not only more tax in total but also a
higher rate on income above a threshold.
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ENFORCEMENT CHALLENGES
AND INFORMAL SECTOR:

Pakistan faces numerous challenges that underscore
the need for comprehensive reforms, including a
heavy reliance on indirect taxes, widespread corrup-
tion, and pervasive tax evasion.

The reality is that the rich and powerful are not
tulfilling 316& tax obligation, are taking advantage
of tax exemption deductions and protections,
including in tax laws in addition to benefitting from
tax laws in addition to benefiting from recurring,
and assertive forgiveness scheme offered by the
government.

Pakistan's tax-to-GDP ratio stands at approximate-
ly 12%, significantly lower than the OEPED average
of 34%. This dis arity constrains Pakistan’s abﬂity
to underwrite public investment of the revenue it
does raise, the bulk, about 6.3% of the GDP,
comes from indirect levies on goods and services.
The remaining 2.4% of the GDP direct taxes is
chiefly extracted via business withholding on trans-
actions, eliminating the need for individuals to file
voluntarily, and as a result, individual tax compli-
ance remains exceedingly low.

This is a broad agreement that robust enforcement
boosts tax revenue, weak enforcement can take
many forms, from a property tax official accepting
a br&;e a turning a blind eye to assessments to a tax
authority simply lackin§ tKe resources and capacity
to carry out its duties effectively.

THE NEGATIVE IMPACT OF HIGH
INDIRECT TAX AND
WITHHOLDING TAX BURDEN:

FBR experts must engage in some serious intro-
spection to diagnose what has gone wrong and Wl'gl
sO many taxpayers seem to have disappeared.
Numerous analyses cautioned about the ruinous
impact of high indirect levies and the heavy burden
of withholding taxes. Yet the government pushes
ahead with these measures even at low-income
levels, and the consequences are play to be seen:
widespread tax resistance. This Wiﬁ be reflected in
the surge of nil and loss filling returns, the decline
in the %ﬂers remitting their full tax liabilities, and
rampant evasion undger the withholding tax frame-
work.

REVENUE EXPANSION POTENTIAL:

Recent study examine Pakistan is true tax rising
capacity $ 35 trillion (15% of the GDP includin
the informal sector) at the federal level and $ 3%
trillion overall. Yet the FBR has not even tapped
into the 10 million retailers who each earn more
than $2 million annually. Taxing their income alone
current rate could yield around $3 trillion. Expand-
ing the net to capture all exemptions and bring the
entire undocumented economy under taxation
could leave total income tax revenues at nearly $15
trillion.

POTENTIAL FROM HARMONIZED
SALES TAX AND AGRICULTURE
INCOME TAX:

Meanwhile, a unified 10% harmonized sales tax
has the Potential to generate about $12 trillion. If
all existing federal and provincial levies on goods
and services are consolidated under a single eécient
national tax authority or national tax council,
customs duties, federB] excise duties could contrib-
ute another $3 trillion. Provinces by institution and
properly enforcinﬁ an agriculture income tax collec-
tion, an additional $4 trillion.

WHO PAYS TAX, AND HOW MUCH?

L

FLMIRE
663.613

RARACH

9B0.7T66

Sources: Federal Board of Revenue, Govt. of Pakistan
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According to FBR, Punjab has a more diversified
economy but still contributes less than Karachi,
likely due to a higher proportion of agriculture and
a smaller scale og industries. Karachi, despite being
the largest contributor, faces significant tax evasion,

articularly in the business and fashion industries.
EJnder invoicing, informal cash transactions, tax
collection, and fake invoicing are common issues.
As given in the case study:

SECTORAL CASE STUDY: FASHION
INDUSTRY EVASION IN KARACHI;

The cooperate office tax in Karachi has filed an FIR
against prominent fashion designer Nomi for
committing major sales tax fraud of RsI.2 billion
over nearly seven years. Acc ording to FBR, as under
a group of associated entities is declared under the

declaration of taxable sales from 2018 to 2025.

This case not only underscores the fraud of 1.2
billion sales tax but also highlights the broader
concern over compliance,  transparency, and
enforcement within Pakistans high-end retail and
fashion sector.

REGIONAL COMPARISON AND
INFORMAL ECONOMY:

Pakistan’s Informal Sector: 60% of the GDP,
Affected by its Revenue Collection:

Pakistan's vast informal economy poses a significant
barrier to effective tax collection in Pakistan, which
sector is estimated from 60% of the economy’s
GDRP. This vast unregulated segment significantly
undermines the government’s abllity to collect taxes
as businesses and individuals with in typical do not
file returns, pay taxes, or appear on o cial records,
making revenue mobilization a persistent challenge
Out of the total projected revenue, the FBR 1s
expected to collect I{s 1297 trillion in taxes,
reHecting a year-on-year increase of 40%. And
non-tax revenue is estimated at 4.85 trillion,
making a substantial service 64% year-over-year
rise. Petroleum development levy, which is projected
to bring 1.3 trillion, up to 33% from the previous
year

Sources: global. news (2025)

Out of the total projected revenue, the FBR is
expected to collect I{s 1297 trillion in taxes,
reHecting a year-on-year increase of 40%. And
non-tax revenue is estimated at 4.85 trillion,
making a substantial service 64% year-over-year
rise. Petroleum development levy, which is projected
to bring 1.3 trillion, up to 33% from the previous
year.

CASE STUDY: REGIONAL
COMPRESSION:

Comparative analysis Tax Revenue (%GDP): 2015-24

2015 2016 2017 2018 2019 2020 2021 2022 2023 2024

Pakistan emselndia esseBangladest Sti Lanka essmslran esssNepal emsmwA fghanistan

Data Sources: Country economy (2022), Global Economic Data, OECD, Public
Finance, Ychart, Data bank, The Hindu, etc.

Pakistan is tax-to-GDP ratio remains lower than
India, Nepal as a regional comparison that this is
not inevitable, suggesting room for improvement in
the tax policy in tax policy and administration.
Neighboring countries, Sri Lanka and India, are also
lower than by terms of compare to Pakistan. There
is an upward trend is positive, but it needs reforms in
its tax structure. In contrast, Bangladesh has a
declining ratio, highlighting potential issues in tax
compliance and economic structure. Sri Lanka’s
recent recovery exhibits the impact of changes in
policies and economic stabilization efforts. Iran is
decreasing under the external economic pressure.
Afghanistan's figure in tax revenue to GIJ)DP% %
needs structural reforms to improve fiscal capacity.
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REVENUE POTENTIAL AND POLICY
RECOMMENDATION:

Despite persistent  challenges, Pakistan must
confront its income tax shortcomings, Particularly
rampant tax collection and tax evasion, and a
narrow tax collection base tax to raise more revenue
and ensure the tax system needs comprehensive
digital modernization and mechanisms to curb
leiages.

Empowering local communities with the authority
to levy the collected revenue potential in Pakistan.
Although around 38% population lives in urban
areas, these cities contribute more than 55% of the
GDP If urban tax collection is better managed and
decentralized, it allows local government to directly
raise and reinvest revenue. The Punjab government
could increase tax revenue through the property tax,

which is approximately Rs 25 billion.

FBR’S DIGITAL REFORMS AND
LOCAL IMPROVEMENT:

The Federal Board of Revenue (FBR) has placed
strong emphasis on digitizing the economy and
automating its initial and automating its internal
processes. hese initiatives are designed to reduce
compliance  costs for taxpe;yers, bring more
economic activity into the formal sector, and
expand the tax base. Over time, such digital reforms
are expected to enhance transparency, improve
efficiency, and set the foundation for sustainable
revenue growth.

ROAD TO IMPROVEMENT:
“GOVERNMENT CREATES JOBS
THROUGH TAX CUTS IN PAKISTAN”

The oovernment of Pakistan should consider
strategic tax cuts to stimulate economic activity and
create jobs. In particular, a 20% cut in business
taxes could incentivize private sector investment,
encourage business expansion, and boost job
creation. Furthermore, a 10% cut in individual
income tax would increase disposable income,
boost consumer spending, and further increase
demand for goods and services, ultimately support-
ing economic growth and employment. These tax
measures, if well-taroeted and timely, can serve as
effective tools for ﬁgscal consolidation and labor
market improvement.

POLICY REFORMS MODEL FOR
ECONOMIC GOVERNANCE OF
PAKISTAN;

Structural Overhaul of the Tax System;

Transition to a simple, broad base and low rate TAC
regime featuring a 10 % individual income tax rate
%with an alternative minimum wealth tax of 2.5%
or net wealth above Rs. 45 million).

20% corporate tax rate and 8% uniform sales tax
on goodls) and services (0% for export), 5%
customs duty, and target excise duty (e.g., 500
billion cigarettes and related products). Eliminating
most Withholding taxes except on salaries,
dividends, interest, and non-resident payments.

Creating the Unified National Tax Agency
(UNTE);

Established a unified, federalized, and autonomous
National Tax Agency to coordinate and replace
currently fragmented tax authorities at both the
federal and provincial levels. Merge FBR and provi-
sional tax agencies into a single entity responsible
for tax collection across responsible for all govern-
ment-level administrative fEnctions of social and
economic benefit programs. Digital = integrates
database taxpayer information across all sectors and
government tiers for improved compliance and
e-government.

Federalization and Harmonization of Tax Policy;

Fully harmonize the value-added tax (VAT across

rovinces through the National Tax Council
gNTC). Reforms exciting legislation FBR Act

007) and utilize Article 144 of the constitution
of the provisional consensus to establish the unified
authority. Adopt international best practice (Nepal,
Canada CRA) for federal and provincial tax coordi-

nation and social program administration.
Fiscal Policy Alignment and Social Goals;

Link tax compliance to the provision of universal
social services, including education, healthcare, and
pension and income support programs. Shift public
expenditure toward a social contrast-based tax
model promoting inclusivity and trust in gover-
nance.
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Target Outcome and Fiscal Target;

Reforms in income and sales tax should be Rs.
30-31 trillion. At the provisional level, through a
harmonized VAT regime, Rs. 4 trillion. Through
customs and excise duties, Rs. 1.5 trillion.

Achieve sustainable GDP growth above 5% by
integrating tax reforms, macroeconomic reforms,
and government reforms.

CONCLUSION:

The implementation of targeted tax cuts in
Pakistan can play a significant role in boosting
€conomic activitg and reducing unemployment. By
reducing the tax burden on businesses and individu-
als, the government can encourage investment,
increase consumer demand, and help create sustain-
able jobs. However, to ensure long-term benefits,
such fiscal measures should be accompanied b
reforms to public financial management and broacz
ening the tax base.

Pakistan's tax collection system is beset with
deep—rooted structural, administrative, and
pohcy—level challenges that continue to undermine
its fiscal potential and economic stability. Despite
repeated reforms, the system remains regressive.
TEe analysis reveals substantial untapped revenue
potential, especially in the urban sector, the service
sector agriculture through harmonized sales
taxation. It also addresses policy loopholes, simpli-
fying tax structure and moving toward a more
equitable and broad-based system. Recent digital
rgforms by the FBR and recommendations f%r a
unified national tax authority mark a positive shift,
but implementation remains critical.

To achieve long-term success, Pakistan must adopt
a modernized, transparent, and efficient tax regime
that prioritizes equity compliance and institutional
coorgination. mphasizing local ~government,
leveraging digital tools, and integrating fiscal policy
with social development goals can help build public
trust, broaden the tax net, and ensure that taxation
becomes a pillar of economic governance rather
than an obstacle to development.
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