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ABSTRACT. In this paper an attempt is made to develop an aternative Islamic approach
towards self-enforcing direct tax sysem. A number of Muslim countries are, at present,
economically backward. Here resource mobilization efforts occupy a prime position.
Taxation is one of the important means of mobilizing resources. It cals for a self-
enforcing tax system which helps not only in raisng the required revenue but also
minimizes revenue leakage on account of tax evasion. It is defined as the one where
efforts to evade one tax will automaticaly involve the taxpayer in other tax liabilities so
great that evasion is not worthwhile. The sysem makes it to pay to be honest about
taxes. Any approach towards a self-enforcing system qualifies itself to be called as the
Islamic only when it essentially satisfiestwo conditions. Fird, it is necessary that in the
perceived approach zakah should form the core of resource mobilization effort. Second,
in addition to the current secular rules and regulations regarding rates, exemption levels,
administration, etc., the approach should also incorporate minimum of the Shariah
prescriptions. On one front of the Idamic approach, as devel oped in the present paper,
zakah occupies a pre-eminent position, on the other front a gross tax on income, an
expenditure tax and awithdrawal tax operate to support one another so asto reinforce the
sysem. This approach makes taxpayers to pay at each and every stage of accretion,
consumption and accumulation.

A number of Muslim countries, wherein it is possible to creae Islamic societies and
establish Islamic states, are, at present, characterized by economic backwardness. Even
though a few among them are capitd surplus countries, it can be said that they, too, are
not developed in the real sense of the term™. If efforts are not made to speedup economic
growth then, in the years to come, their economic backwardness would create problems
for the Mudim ummah on social, economic and politica fronts. Their dependence on
developed countries, mainly non-Mudim, would increase to the advantage of the latter.

(1) One can refer to various issues of World Development Report of the World Bank and Human
Devel opment Report of UNDP o as to obtain a clear idea about the present state of economic affairsin

Musdim countries.
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Given the present day scenario it is necessary for Muslim countries to make
sincere efforts to accel erae the rate of economic growth. The path of economic growth
isnot asmooth one. It involves pains, sacrifices and adjustments of different sorts. Here
the resource mobilization effort occupies a prime position. Resources are normaly
mobilized through tax and non-tax means. On account of the limitation of this paper the
non-tax means of revenue are not discussed here. So far as taxes are concerned it is
maintained here that not only the rates and number of taxes matter, an effective tax
administration is equally important. It helps not only in raising the required revenue but
it also minimizes revenue leakage on account of tax evasion. It is here that the need for
a self-enforcing tax system arises. This paper attempts to develop outlines of a self-
enforcing tax system for Muslim countries. It is organized as under: Section | explains
meanings of the sdf-enforcing tax system. Section Il examines certain minimum
Shariah prescriptions that impart Islamic character to the proposed self-enforcing tax
system. Different constituents of the self-enforcing system are explained in Section I11.
The final Section contains some concluding observations.

I

The governments in developing countries, in order to raise required revenue,
normally impose several types of taxes on individuals, business corporations and
commodities. Severa tax rates on one hand and poor tax compliance and administration
on the other make it possible, and even encourage too, a large-scale tax evasion. Even
though currently there is a paradigm shift in favour of market-led growth with
governments adopting off-budget measures, the importance of taxation as a means of
resource mobilization cannot be denied. Not in al the Muslim countries it can be
expected that a recourse to market provides sufficient revenue for the purpose of
financing socialy welfare-oriented functions of the government. The market failure in
the context of provision of public goods is an important part of the debate in area of
Public Economics'?,

In developed countries the problem of tax evasion may not be that serious though
its existence cannot be denied altogether. Limited possibilities of evasion can be
attributed to a practice of book keeping which is normally of a very high order. At the
same time there prevails in developed countries a very high sense of tax compliance.
Consequently, tax evasion happens to be a very small fraction of tax liabilities of
individuals and corporations. This, however, is not so in the case of Muslim countriesin
particular and other developing countries in general. Here tax evasion is a rule rather
than an exception. This phenomenon of evasion not only adversely affects resource
mobilization effort but it also makes governments to rely more on non-tax means of
revenue such as deficit financing and public borrowing. It is here that the need for a
self-enforcing tax system is felt which, on one hand, helps to raise required revenue and,
on the other, brings down the existing level of evasion.

(2) A. B. Atikinson, and J. E. Stiglitz, Lectures on Public Economics, Tata MacGraw Hill, New Delhi, 1980.
One can aso refer to A. J. Auerbac and M. Feldestein (eds) Handbook of Public Economics, North
Holland Amsterdam, 1985; Richard A Musgrave and P. B. Musgrave, Public Finance in Theory and
Practi ce, McGraw Hill, Tokyo, 1976.
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Higgins defines a self-enforcing tax system as the one where efforts to evade one
tax will automatically invol ve the taxpayer in other tax liabilities so great that evasion is
not worthwhile. The system makes it to pay to be honest about taxes. At the same it has
built-in i ncentive aspects that should contribute to economic growth®. This notion of a
self-enforcing tax system as defined by Higginsis very close to the idea of “a closed tax
system” developed and proposed by Nicholas Kaldor to the Government of India in
1956. The Government of India adopted Kaldor’s report and introduced wealth and
expenditure taxes. To this day the wealth tax exists, the expenditure tax, however, had a
chequered history®. Of the several reasons attributed to its poor performance one major
reason was that the expenditure tax was not implemented in the form as recommended
by Kaldor. At present a different variant of the expenditure tax is operating.

Higgins admits that Kaldor’s idea of a closed system provided the “missing link”.
Higgins borrowed from Kaldor his famous idea of an expenditure tax®. He admits that
by adding to Kaldor’s expenditure and wealth taxes, a penal tax on excess inventories
and a turnover tax, it is possible to devise a closed system so that any one failing to
report one taxable transaction will either find himself paying more under ancther tax or
having the transaction reported by the other party to it because the other party can
reduce itsliability by honest reporting.

I
Following the above scheme an attempt is made here to develop an alternative
Islamic self-enforcing tax system that can be applied in Muslim countries”. Admitting
complexities and intricacies that are normally associated with the administration of
different taxes, the scope of present paper is limited only to the area of direct taxes only.

We dready have two approaches before us. Oneis that of Higgins“self-enforcing
tax system” and the other that of Kaldor’s “modd of a closed system”. What is then an
alternative Islamic approach? Any approach towards a self-enforcing system qualifies
itself to be called asthe Islamic only when it essentially satisfies two conditions. First, it
is necessary that in the perceived approach zakah should form the core of resource
mobilization effort. Second, in addition to the current secular rules and regulations
regarding rates, exemption levels, administration, etc., the approach should aso
incorporate minimum of the Shariah prescriptions.

The two minimum requirements as mentioned above make it necessary to
understand the importance of zakah and Shariah prescriptions. The i mportance of zakah
is very well documented in the literature on Islamic Economics. It is, therefore, not
necessary to repeat the same once again. It suffices here to maintain tha Islam
institutionalized zakah to ensure that no one suffers for the want of wherewithal to meet

(3) Benjamin Higgins, Economic Development: Problems, Principles and Policies, Universal Book Stall,
New Delhi, Reprint, 2001, p. 528.

(4) Nicholas Kaldor, Indian Tax Reform: Report of A Survey, Ministry of Finance, Government of India,
New Delhi, 1956.

(5) Sayed Afzal Peerzade, Expenditure Taxin India, Anmol Publications, New Delhi, 1990.

(6) Nicholas K aldor, An Expenditure Tax, George Allen and Unwin, London, 1955.

(7) For a discussion on “just tax system from Shariah view point” please refer to M. Umer Chapra, Islam
and Economic Challenge, The Idamic Foundation, Le cester, U.K., 1992, pp. 296-97
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his or her basic needs. “It is, thus, the financial embodiment of an indispensable socio-
economic commitment of Muslims to meet the needs of all without putting entire
burden on the public exchequer which sociaist and secular welfare states have
unwittingly done”®.

In Muslim countries the choice of a tax or a combination of taxes, level of
exemption, rate bands, scope for deductions and definition and measurement of tax
bases, etc., need to be greatly guided by the dictates of Shariah. A study of
administration of zakah and kharaj during the period of the Prophet and his righteous
caliphs would be of immense significance. It provides us with a set of Shariah
principles. The levy of zakah, itself, for example, sets certain imperatives as follows:®

First, no additional levies on personal or collective incomes can be imposed on assets
whose incomes fall below the nisab stipulated in zakah.

Second, in the calculation of assessable income, expense items shall have to be
deducted as are done under zakah laws. The deductible items have been examined in
detall in the Shariah...... These have to be taken account of and strictly adhered to, not
only in the administration of zakah but in additional levies as well.

Third, double or multiple assessment of the same base is not possible in one gipulated
period in zakah. Hence such apalicy isto be avoided in case of ather direct taxes.

Here three more Shariah-based prescriptions are added:

Firgt, once income/spending/wedth level crosses zakah nisab level, then the whole of
income/spending/wealth should be taxed and not just that part whichisin excess of nisab.

Second, tax tools should not be used to achieve, as far as possible, non-tax goals
through a series of deductions, concessions and allowances.

Third, the rate bands of different taxes should greatly reflect the essence behind the
rates of prominent Shariah levies where the thrust is on moderation.

The above prescriptions help and guide us when we contemplate an Islamic
approach towards a sdf-enforcing tax system. It should strengthen the working of
conventional Shariah levies, especialy the zakah. It istheir promotion and continuation
that imparts a distinct Islamic character to the existing tax systemsin Muslim countries.

(8) M. Umer Chapra, Isslam and Economic Challenge, The Islamic Foundation, Leicester, U.K., 1992, pp.
271-272

(9) F. R. Faridi, "Zakah and Fiscal Palicy" in Ahmed Khursheed (ed.) Selected Papers, Amar Prakashan,
New Delhi, 1984, p.121. One can also refer to the classic works of great masters such as Abu Y usuf
(1966), Abu Ubayd (1986), and al-Daudi (1995) In recent times the contributions of al-Qaradawi (1980)
and Nejatullah Siddigi (2001) are aso significant. The Islamic Figh Academy, New Delhi, has also done
commendable work in this area.

(10) Sayed Afzal Peerzade, Principles of Islamic Public Finance and Policy, Idarah-1 Adbiyat-1 Delli, Delhi,
2004 (forthcoming).
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[l
An alternative Islamic approach comprises atax on gross income, an expenditure
tax, the zakah, a withdrawal tax and an agency administering a scheme of “special
deposit account”. On the periphery there would be corporation, gift, capital gains and
property taxes. These constituents are briefly discussed in the following paragraphs.

Currently among all direct taxes, a tax on personal income occupies a pride place
in dl developed and devel oping countries including Muslim countries. It is viewed as
an important means of revenue and an effective instrument of correcting unequal
income and wealth distribution. In terms of percentage its contribution to the total tax
revenue may not be high, yet it attracts maximum attention of the policy makers, tax
administrators and taxpayers.

Currently, following the accretion ided, income is computed on gross basis,
however, tax is not imposed on grossincome. First, a part of incomeis exempted. Next, a
number of deductions, concessions, rebates, etc., are dlowed. As a reault, a significant
portion of gross income gets excluded from the tax net. Consequently, to saisfy equal
revenue condition, the tax rate is required to be higher than what it would have been when
no such exemptions, deductions, concessions, rebates, etc., were alowed.

The present practice of allowing a number of deductions and concessions mainly
for the non-tax purposes has diluted the pure income base (following the accretion
ideal). It is now regarded as a hybrid basé™. A hybrid base is the one that conforms to
neither the accretion ideal nor the consumption ideal. Further, this practice has also
enabled a few assets to enjoy a relatively high index of fiscal privilege. This is an
additional advantage that some persons enjoy by manipulating their tax affairs. Surdy,
the revenue outcome of a hybrid base would be entirdy different from the one where
the tax base remains undiluted following the accretion principle.

In this context it is argued here that when all deductions, concessions, exemptions,
etc., are withdrawn so as to impose a tax on gross income, the above-mentioned
weaknesses disappear. Even with a sufficiently low rate a substantially large amount of
tax revenue gets collected. Thisrequires bold policy decisions. Muslim countries should
set a precedent and should not wait for the one from Western countries. Following the
Shariah principles the entire income of a taxpayer should be taxed if it exceeds the
minimum exemption level.

An expenditure tax is another important constituent of the Islamic approach.
Following the consumption ideal, here the tax base is persond consumption
expenditure. It is not for the purpose of promotion of savings alone that an expenditure
tax is favoured but more importantly for the reason that no other tax but an expenditure
tax prevents depletion of scarce resources by charging dissaving. “Taxes on
consumption expenditure may some time become necessary to discourage deiberate
evasion of zakah and willful obstruction in the fulfillment of its secondary function
namely the promotion of producti ve investment of one’s savings™2.

(11) The working of personal income taxation in India, Pakistan and several other countries lend support to
this contention.
(12) F. R. Faridi., “Zakah and Fiscal Policy”, op .cit., p. 122.
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There are reasons to believe that an expenditure tax helps Muslim countries to
achieve broad goals of Islamic fiscal management, more conveniently than any other
direct tax™. In brief these reasons are, first, an expenditure tax helps to curb
ostentatious consumption. Second, since savings are tax free, it releases more finance
for economic growth. Third, it helps to control inflation and thereby maintain price
stahility. Fourth, it facilitates expansion of the existing zakah base. Of the four
mentioned above, it is emphasized here that the first three are incidental to the
introduction of an expenditure tax and the primary and motivated reason happens to be
the expansion of zakah base.

Savings assume different forms such as bank deposits, shares, investments in real
estates, participatory loans and investments in numerous other financial and non-
financid instruments. This undoubtedly expands zakah base because zakah primarily
covers different types of productive assets. No other direct tax but an expenditure tax
helps in promoting and strengthening zakah base, to the advantage of both the Muslim
ummah and Muslim countries. With passage of time more attractive forms of savings
and investments have appeared and their number continues to multiply. The Islamic
approach maintains that the financial and non-financial assets that are above nisab,
complete one year and are free from debt, come under the reach of zakah.

For tax purposes it is directly not possible to keep a record of consumption
expenditure spread over the purchases of numerous goods and services. It is exactly for
this reason that the computation of expenditure for tax purposesis gpproached indirectly
following the basic relation between consumption and savings components of income,
i.e., c=y-s. Once savings are tracked the computation of chargeable consumption does
not pose any problem.

Under an expenditure tax regime, in order to claim a cent percent deduction, it is
required that all savings and investments are recorded. Unrecorded transactions are
treated on “cash flow” basis and are taxed. Since a cent percent allowable deduction is
tagged to the recorded savings and investments, the expenditure taxpayers get a strong
incentive to record the same and, therefore, zakah base expands to the extent of their
recordings. This incentive could be further enthused when the amount paid in zakah
also qualifies for a cent percent deduction from gross income or expenditure.

In this alternative Islamic approach a specia place is occupied by zakah.
Ordinarily the zakah does not belong to the broad genre of taxes imposed by a state. So
also the funds collected through zakah do not belong to the ordinary genus of revenue.
But, purely from the economic view point, the zakah is an impost, which like any other
levy, effects a transfer of resources from private to the public use for an earmarked
spending. Even though the revenue from zakah can not be spent on the heads other than
those enumerated in the Holy Quran [9:60] it can be said that the extent to which zakah
funds are available to the state for spending on poor, destitute, needy and indigent, the
broad purpose of any resource maobilization effort, i.e., poverty aleviation, is served.

(13) For a detailed discussion one may refer to Sayed Afzal Peerzade, “The Place of An Expenditure Tax in
the Idamic Fiscal System”, Journal of King Abdul Aziz University: Islamic Economics, Jeddah, 1999,
Vol. 11, pp. 29-62
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There are at least three reasons to believe that the levy of zakah islikely to provide
substantid funds to the state exchequer™. First, it makes accessible to the tax
authorities such items as ordinarily beyond their purview. Second, the low exemption
limit of zakah enables the state to throw its fiscal net quite wide. Third, the incentive
effect of zakah is likely to increase productive investment and hence net savings in the
economy. As this happens, the zakah base widens and brings in more resources.

At this juncture one objection can be anticipated. A system, where the zakah and
an expenditure tax operate side by side, is on a self-destruct path for the reason that the
levy of zakah would cancel incentives to save. Therefore, one should not expect
promotion of savings, investment, capital formation and thereby high growth rates. This
criticism, however, is not well founded. The imposition of zakah leads to a persuasive
utilization of assets that in the absence of zakah would have remained idle. This effect
of zakah can be understood in the context of a circular relationship between zakah and
increased investment on one hand and zakah and increased transfer payments on the
other. One set of forces strengthens supply-side and the other stimulates demand.
Further, what the zakahpayers are going to do with their large savings when it is feared
that the zakah on an annual basis depletes their savings? Will they notice silently a
gradual decline in their accumulated ba ances? How they react to this adverse situation
that gets worsened further on account of a persistent fall in the value of money on
account of inflation?

Indeed, it can be said that, the fear of a gradual depletion in savings alongside a
fall in the value of money force zakahpayers to find out suitable avenues of investment.
Supposing that they are not wise enough to understand intricacies of financial markets
S0 as to invest personally, they can undertake investment through secondary sources,
i.e, financial ingtitutions, investment houses, mutual funds, etc. Even deposits in
commercia banks can be considered as a safe investment. Therefore, it is maintained
here that the investments increase following an increase in savings.

It should not be ignored that the assets on which zakah is paid are subject to a
“divine multiplier” [The Holy Quran 2:261-62]"°. As against conventional economic
wisdom (substitution effect) it is not difficult to find Mudims who earn more (economic
effect) to save more so as to pay more zakah in order to earn etherea reward (merit
effect)’®. In this context zakah is not considered as a levy but a celestially ambrosial
incentive to save. As zakah is considered as a means of seeking the pleasure of Almighty
Allah, itisnot expected to reduce savings, it, on the contrary, increasesthe same.

The Islamic approach towards a self-enforcing tax system requires, for the sake of
administrative simplicity and convenience, setting up of a National Equity Fund (NEF),
which administers a scheme of Special Deposit Account (SDA). The contributions to
SDA qualify for a cent percent deduction. It is merely a matter of policy before
governments in the Muslim countries to declare which saving-schemes they are going to

(14) F. R. Faridi, “Zakah and Fiscal Policy”, op. cit., p. 126.

(15) One must not cast doubt on introducing the concept of ““divine multiplier” herein our discussion. The divine
reward is guaranteed by the Almighty and, therefore, aMudim is required to accept it in letter and spirit.

(16) Sayed Afzal Peerzade, “The ldea of Merit Effect: Idam's Contribution to Economics”, Journal of
Objective Sudies, Vol. 3, No. 1, 1993, pp. 1-22.
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treat as fully tax deductible. The NEF would undertake investment on behalf of its
contributors who have no or a very limited knowledge to understand complexities of
financia markets™.

It is dso suggested the proposed NEF should be authorized to deduct zakah at
source on the savings of each one of the contributor, provided it is above nisab and that
it has completed one year under the administration of NEF. Further, the NEF adhering
to the expenditure tax principle collects atax on withdrawals that are permitted after a
stipulated period. This covers consumption financed out of dissaving. A progressive
income tax with adequate saving provisions does not restrain a taxpayer from dissaving.
Thus, in Muslim countries the NEF is expected to perform the following functions:

First, it mobilizes funds and channels the same into productive business and commercial
ventures on behalf of its numerous contributors and share profit and loss with them.

Second, it deducts zakah annually from the capital of each one of its contributors,
provided Shariah conditions are satisfied.

Third, it deducts atax on withdrawal at sourcein theyear of withdrawal.

Let us consider the following numerical example of a hypothetical taxpayer who
earns one million rupees per year. As his income exceeds the nisab level, he is,
therefore, taxed on his gross income. Further, he contributes Rs.200,000/- to the NEF.
Since we are following consumption criterion as well, contributions to the NEF are fully
tax exempt. The remaining amount of Rs.800,000/- istaxed on cash flow basis. There at
the NEF levd, after the completion of one year, Rs.200,000/- are covered for zakah
purposes. The dividend remains untouched. It may be remitted or reinvested by the NEF
on the instructions from the contributor. Suppose that the contributor, after the
completion of stipulated period, decides to withdraw his contribution with the NEF. The
NEF now imposes a withdrawal tax. Thus, at every stage of earning (the accretion
principle) and spending (the consumption principle) our hypothetical taxpayer is
required to pay something to the state exchequer. He pays zakah as well on his
contributions to the NEF.

There could be a large number of people who prefer to save and invest
independently of the NEF in one or more profitable business ventures. Here it is
proposed that such investors should pay zakah directly to the zakah authorities and
thereby claim deduction for the amount paid in zakah from their tota taxable income.
The monitoring of zakah base (and consequently consumption base) is possi bl e because
in the year preceding zakah payment they had asked for a cent percent deduction of the
amount paid in zakah. Here tracking of the sale of assets accumulated tax-free is also
possible because in the next year zakah will not be paid on them. Consequently, these
are included in the gross income in the year of sale and taxed accordingly. It is no
longer necessary to impose a weath tax because its purpose is well served by zakah.
However, awealth tax or a property tax could be imposed on such of the assets that are
not normally covered under the purview of zakah.

(17) It is not necessary that there should be only one institution of the type of NEF as suggested, there could
be many. In several countries such organizations are functioning at the government and private levels as
well. The essence of this proposal is that there should be some record of contributions, i.e., savings and
investments, so that these qualify for a cent percent tax deduction.
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v

It is clear from the above discussion that it is possible to present an alternative
Islamic approach of a sdf-enforcing tax system. On one front of the self-enforcing tax
system, zakah occupies a pre-eminent pasition, on the other front a gross tax on income,
an expenditure tax and a withdrawa tax operate to support one another so as to
reinforce the system. The creation of NEF facilitates flow of funds into productive
channels. This approach makes taxpayers to pay at each and every stage of accretion,
consumption and accumulation. It makes attempts of evading taxes less attractive than
before for two reasons. First, from the gross income a cent percent deduction of the
amount paid in zakah is claimed. Second, a cent percent deduction is claimed on
contributions to the NEF. There is a sufficient provision for cross-checking too. Once
contri butions to the NEF are reported, consumption is tracked and vice versa.
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