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The aim of this study is to assess the Tmcàtion system of Afghanistan with 
pattioular referenoe to Income Taxes.

The study begins with a brief outline of the struBture of the economy.

in; Chapter 2 an overall look is taken at the Monetary and Fisoél polioy and 
this is followedI in Chapter 3* by a diecussiOh of the various souroes of 
public Revenues.
This leads to the major part of this study oonoerned with an analysis of the 
various aspects of the Income Tax System. in Chapter 4 the analysis is 
confined to the sale of income Taxes as; (a) a souroe of development finance, 
and (b) a oounter-oyclioal instrument of Fiscal polioy* The analyses under 
both time rate of growth series and regression funotions examines the incremental 
tax/income ratio and the elasticity of the income taxés. The conclusions 
arrived at indicate the ineffectiveness of these two funotions of the tax system.

unlike indirect taxes, taxes on income and profits, in addition to meeting reVOnue 
requirements# are capable of achieving another important objective of fiscal 
policy; namely the achievement of equity in taxation. Chapter $ is devoted 
to an examination of this function. Chapter 6 deals with an approximation of 
the initial impact of income taxes on various functional groups. The results 
in both these chapters indicate that the tax system fails to serve either the 
"horizontal'* or "vertical" aspects of equity considerations*

The questions of revenue, equity and impaot of taxation have a strong bearing 
on the level of economic activities by changing the level of demand for and 
supply of the factors of production. The study, in Chapter 7 examines the 
effects of income taxes on certain specifio asbeots of economic activities,
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namely the ihoeniiyee to work# # #  and invest. The examination also oovèrs 
a study of certain featuree of the Private Investment 13noouragement haw. The 
various amendments and conoessions initiated, particularly during the development 
decade, fail short of affecting a higher rate of saving and investment within 
the private' Sector.

Where the state of tax administration and its degree of competence, or lack of 
it, are factors responsible for the success or failure of any tax system with 
respect to the various bmdgetary objectives, the enquiry examinesi in Chapter 8, 
some of the important and relevant aspects of the Afghan Income Tex Administration,

in the light of the above analyses# Chapter 9 draws the conclusions and emphasises 
some of the necessary and feasible changes the writer recommends for futher 
improvement of the Afghan Tax System in general and of Income Taxes in particular̂

j
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ïiio past decade has witnessed marked changes in tjje socio-economic 

structure oi! Afghanistan. As a highly complex phenomenon, this 

transition has been profoundly influenced by the inter-play of a 

variety of social, political, cultural, economic and other factors, 

This enquiry concentrates on one of the economic variables, i.e. 

Taxation, tha.t facilitates the achievement of certain ultimate 

objectivesc

No attempt lias been made, so far, either in the form of an official 

enquiry as a guideline to policy measures and/or in the form of a 

sheer academic exercise, to examine the crucial role of taxation in 

the planned development of Afghanistan. The purpose of this study 

is to attempt this,aiming at providing a guideline for future policy 

measures against the background of developmental objectives and to 

initiate an academic study which would serve as a background to any 

further attempt made in this area.

One of the problems confronting developmental efforts in Afghanistan 

has been the mobilisation of adequate resources in the economy. 

Growth objectives have put considerable pressure, primarily on the 

Public Sector, to incur certain necessary expenditures for purposes 

of capital formation. Although the rate at which such outlays, 

carried out during the First and Second Five Year Development Plans, 

1957-58/1966-67, seem quite impressive, domestic contribution has 

.been very small indeed. In I968/69 this share of the government 

budget allocated to capital outlays has amounted to only 2.8 percent 

of GNP in spite of the fact that it has been the highest rate in 12 

years. Tpe rate of growth of National Income for the same year has 

also been very small, estimated in the order of 2.5 percent. To 

achieve/



achieve at least a 3 percent rate of growtli in per capita income, 

it would demand, under the present circumstances, a GMT growth rate 

of about 5 percent which would allow for a modest rate of population 

growth at 2 percent assuming no change in the level of prices.

Assuming a gross capital output ratio of 3:1, it would necessitate 

a gross investment at a rate of 15 percent of GNP to achieve the 3 

percent rate of growth. To achieve such a rate of investment, 

domestic sources, both public and private, have been supplemented by 

foreign aid in the form of loans and grants and by deficit financing 

throughout the period of planned development. ‘Since an adequate 

amount of revenues had to be raised from domestic sources, the Afghan 

Revenue Structure has been marked by the predominance of indirect 

taxes, (custom duties), monopoly levies and the growth of revenues 

from the public domain. A major part of revenues from these sources, 

allocated to developmental programmes, has gone into the construction 

of the infra-structural projects resulting in a rise in the level of 

effective demand unmatched by an increase in real output. Neither 

monetary nor Fiscal iiolicy instrumen-ts have been successful in 

regulating the level of effective demand. The result has been a 

continuous rise in the general level of prices. It was, however, 

realised that in view of the regressive effects of indirect taxes that 

further reliance on this source of public finance would only exacerbate 

the unequal distribution of income. This is especially so as (a) the 

portion of national income passing through the foreign trade channels 

and affected by custom duties has been small, and (b) the expenditure/ 

income ratio of recipients falls with a rise in the denominator. In 

the absence of some kind of a wealth tax and effective income tax 

system such a development would further impair the basis of the 

distributive justice of the fiscal system, X't'may be/
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be argued that direct taxes on income (or^coiisumption with other taxes 

on wealth), with a certain degree' of progression and a. broad base, are 

the only taxes that can be sufficiently income elastic to meet the 

requirements of the growth of public expenditures as national income 

increases. With the process of démocratisation spreading in every 

sphere of social structure, such taxes are likely to facilitate a more 

equitable distribution of income and wealth. Moreover, manipulations 

with income taxes, as one of the important fiscal instruments, are 

equally expected to influence the pattern of resource allocation between 

consumption, savings and investments. Taxes on income and profits have 

been the only direct taxes to have undergone considerable changes. More 

than six major amendments embody some necessary and appropriate provisions 

which influence the pattern of resource allocation. Despite all these 

amendments and revisions, income taxes still occupy a minor role in 

framing the budgetary policies of the government. The concept of income 

still remains very limited in scope. It excludes, owing to structural 

and/or administrative shortcomings, various groups, among them the 

agricultural sector where output accounts for almost 75 percent of 

national income. In 1966, tax revenues from this sector constituted 

only 0 .3  percent of national income. The lack of a supplementary tax 

on wealth, and the regressive nature of indirect taxes leave equity 

considerations still unattended to. The inadequacy of the coverage of 

the tax and the arbitrary treatment of income from certain sources tend 

to fall equally short of meeting public sector revenue requirements and 

,inducing savings and investment in the private sector,

A detailed consideration of the various aspects of the different taxes 

in the Afghan Tax Structure, does not only fall beyond the scope of 

one/
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one volume, but is also handicapped hy tlie limitations of sufficient 

and reliable data. As a consequence, the emphasis in this study is 

greatly influenced by; a^ the availability of data axid,bj the signi

ficance, botil at present and in the future, of the major taxes (i.e. 

Indirect Taxes, such as custom duties, and. Direct Taxes such as those 

on real and personal property and on income) in the revenue structure 

of the Afghan government. Owing to the potentially increasing role 

of Direct Taxes in the Afghan Economy, a major part of this study is 

concentrated on a detailed examination of some aspects of the Income 

Tax System and ife’/ contribution to the process'of economic growth.

In examining the Afghan Tax System in general and Income Taxes in 

particular, it is appropriate to conduct the analysis on the basis of 

the following policy objectives; (a) to achieve an increase in revenue, 

i.e. a transfer of purchasing power from the private to the public 

sector, in order to facilitate the process of capital formation (b) to 

maintain a satisfactory degree of stability in the economy, (c) to 

.mitigate the inequalities of income, and (d) to facilitate and encourage 

growth of investment within the private sector. Tlie study is therefore 

divided into several chapters, each dealing with one particular aspect 

of the Tax System,

It is apparent that an understanding of the social and economic structure 

of a society is a helpful requisite for an analysis and evaluation of 

any sets of policies and recoiiEiiendations that may follow. The study 

will therefore commence with a brief outline of the structure of the 

Afghan Economy. It will be followed by a general study of the effects 

of some of the relevant monetary and fiscal measures adopted during the 

period concerned. This is preceded by a short introductory note on 

the/



the raonetaiy structure covering the functions of the Banking System 

in general and of the Central Bank in particular. As the effective

ness and degxee of autonomy of the instruments of monetary policy play 

a significant part in regulating effective demand and influencing the 

design and success of financial policies, it is the purpose of this 

chapter to investigate to what extent the Afghan monetary policy has 

succeeded in this direction*

Having briefly outlined the scope and magnitude of public expenditures, 

the next chapter deals with the sources of Public Revenues. Since 

sources of revenue, both tax and non-tax, are numerous, the structure 

is broken down into its components and the share of each one is examined 

separately* The increasing active role of the Government in the 

economic life of the society has altered the structure of Public 

Revenues. Traditional levies have been supplemented by additional 

sources of finance* As domestic sources proved inadequate, both 

foreign and domestic (deficit finance) loans have formed a considerable 

portion of Hon-tax Revenues. Although the government's share in 

national income is very small, the rate at which revenues from the 

Public domain has grown over the last ten years, puts it in a 

significant place in the revenue structure* As for Tax Revenues, the 

examination here will begin by covering some of the major Indirect 

Taxes, such as Tariffs, Sales and Excises* Under Direct Taxes, the 

emphasis here is placed on taxes imposed on Income, Real and Personal 

Properties, i.e. land and Livestock Taxes. The study on Income Taxes 

in this chapter is confined mainly to an historical review of the 

development of the Income Tax System* For purposes of convenience, 

amendments brought into the structure of Income Taxes may fall under 

two distinct periods. The first period covers changes that were 

introduced between 1R44, the year Income Taxes were first initiated, 

and/
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and 1956-57 the year after which Afghanistan embarked on a planned 

economic development prograrmiie. The secojid period covers the 

development decade between 1957 and 1967 when the implementation of 

the development progranmies, necessitated the initiation of appropriate 

changes in the Income Tax System. Since the changes and amendments 

from the introduction of the Income Taxes up to 1956 have been numerous, 

the evaluation in this paper will be mainly confined to the post 1956-57 

period which also corresponds to the Plan period, Tpe rest of this 

chapter is almost entirely devoted to an analysis of the taxes imposed 

on real and personal properties, in the form of hand and Livestock Taxes. 

The significant place agriculture holds in the economy of Afghanistan 

and the irresponsiveness of taxes from this sector suggests the revision 

of Land Taxes_, and the study at this point presents certain feasible 

propositions. This will not only eliminate tax differentials between 

this and various other sectors, but will emphasise the urge to increase 

this sector's contribution to the process of economic growth.

toThis leadsy,the major part of this study which is concerned with the 

analysis of the various aspects of the Income Tax System. At this 

stage the study will be confined to the role of income taxes as a 

source of development finance. Under this chapter the adequacy of 

the Tax Base or coverage and the effectiveness of the Rate Schedule(s) 

as well as the different sets of exemptions and deductions, affecting 

both the base and rate schedule, will be examined. The examination 

in this chapter includes an analysis of the incremental tax/income 

ratio and the elasticity of the income tax system compared with indirect 

taxes. In the light of our findings an appraisal of the most recent,

i.e. 1967, reform of the Income Tax Law' is also attempted in this 

chapter. Furthermore, since income taxes, as a counter-cyclical 

fiscal/



fiscal instrument, are one of the most effective automatic stabilisers, 

it is important to examine whether the Afghan Income Tax System fulfils 

this task*

Unlike Indirect Taxes, taxes on income and profits, in addition to 

meeting revenue requirements, are by definition capable of achieving 

one of the important objectives of taxation, namely the achievement 

of equity in the distribution of tax obligation in accordance with the 

principle of the "ability to pay". The next two chapters, ioG. (5) 

and (6), are devoted to an examination of this function of income taxes. 

The question of equity and tax burden has received adequate attentbn, 

both in academic and political circles; however, ideas governing the 

solution to it still rematn subjective and controversial. Moreover, 

an analysis of this issue in relation to any one or group of taxes 

would only provide a partial solution* A comprehensive examination 

would require to see the combined net effects of all taxes and all 

direct and indirect benefits arising from government budgetary operations 

Nevertheless, the enquiry here will investigate the question of equity 

in ta.xation among income tax payers and the rest of the community,

however partial such an examination may be* Since one of the

characteristic features of income taxes is generally some degree of 

progi’ession in rates, their imposition is expected to take into account 

the two aspects of equity consideration, namely the "horizontal" and 

"vertical". V/hile the former aspect necessitates the existence and 

definition of an adequate index constituting the basis of income 

taxation, the latter ensures that individuals or entities situated 

in different economic positions along the vertical line of such an 

index must be treated differently. For this purpose an examination 

of the concept of income, as an acceptable index, under the Afghan

Income Tax Law is attempted. The study will cover the treatment of

different/
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di-ffertint items of income such as in-kind, gross vs. net or taxaiiie, 

earned and imearned income, capital gains and the like,

since statistical facts and information on personal income by income 

groups and factor cost are not yet available, the effects of the tax 

on the process of distribution of income and the shifting and incidence 

of the tax are not considered in any detail. This chapter (6), will 

be mainly confined to an estimate of the initial impact of these taxes. 

As income from different sources has been subject to separate rate 

schedules, during the period under study, taxpayers are divided on a 

functional basis and tax obligation of the different groups is examined 

with respect to income and compared with each other and the rest of the 

community. It must be noted that as wealth is not taxed, any result 

arising from the above analysis may appear to provide a partial picture 

of ultimate tax obligation. Although the Afghan Tax System is based on 

the principle of the 'ability to pay', in practice taxes are based only 

on part of the index of economic well-being.

The questions of revenue, equity and impact of taxation seem to have a 

bearing on the level of economic activities, by changing the level of 

demand for and supply of the factors of production. They will in turn 

influence the level of income, its composition and distribution. The 

study at this point moves into an examination of the impact and bearing 

of these taxes on certain specific and vital aspects of economic 

.activity, namely the incentive to work, save and invest. Here too, 

the effects of the coverage of the tax base, the different schedules, 

exemptions and deductions, as well as the various concessions affecting 

the level of economic activities will be evaluated. At this stage, 

an/
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an examinai ion of the different features of the Private Investment 

Enconrageinent Law, covering discretionary concessions, will also be 

made «

Last, but not least, where the state of tax administration and its 

degree of competence, or lack of it, are factors responsible for the 

success or failure of any tax system in terms of revenue, equity and/or 

inducements to work, save and. invest, the enquiry will examine some of 

the important and relevant features of the Afghan Income Tax Administra

tion.

In the light of the above analysis, the study will finally, while drawing 

the conclusions, recommends some of the necessary, feasible and urgent 

changes, aiming at the further improvement of the Afghan Tax Structure in 

general and of Income Taxes in particular.

The information and data necessary to help carry out this enquiry come, 

to a great extent, from the statistics and reports published and issued 

by the relevant Departments of the Ministry of Finance, Since develop

ment efforts have been co-ordinated and supervised by the Ministry of 

Planning, the economic reports issued by this Ministry normally form the 

basis of the facts and figures on expenditures, national income aggregates 

and other aspects of the Afghan economy. Statistics on the inoney supply, 

prices, foreign exchanges and other relevant monetary operations come 

from the publications of the Central Bank, prepared with the co-operation 

of the Ministries of Finance, Planning, and Commerce. Foreign trade and 

industrial investment statistics are obtained from the publications of 

tlie Ministries of Commerce and Industries respectively, bLere statistics 

and information on specific aspects of the Tax System and the economy 

were not available in published/
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published form, owing to the undovelopeu state of Afgiian statj sties, 

efforts are made to compile t.hem, from the records and ft] es of the 

Ministry of Finance which has significantly contributed to and made 

this study possible. The writer has equally benefited from and drawn 

on the valuable personal experience acquired during his term of office 

as an official in charge of the Department of Inland Revenue in the 

Royal Afghan Ministry of Finance.

Domestic sources of information are supplemented by the publications 

of the United Nations, its subsidiary agencies, chiefly ECAFE, IMF and 

IBRD, as well as OECD and other international organisations.
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C H A P T E R  O N E

STRUCTURE OF THE AFGHAN ECONOMY
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Structtire of the Afghan Economy

A* Area and Population

B, Structure of Production

1 - Agriculture
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Prior to tiie oxamination oj' tJio Ln yubject of this paper, it 1b 

necessary to present the reader with a briol study of certain relevant 

aspects of the Afglian economy. V/e begin v;i [h an examination of the 

socio-economic structure of the Country in. this chapter*

A, Area and Population ;

The size of the population, distribution among sectors, and relation to 

the size of the cultivable area and natural resources, are all important 

determinants on the appropriateness and effectiveness of a policy measure 

as well as having a signifleant impact on the process of economic growth. 

Afghanistan, forming the nortJi-eastern portion of the Central Asian 

Plateau, has an area of 647,497 square kilometers and a population of 

over 15 millions, wliicli gives it a population density of almost 23 persons 

per square kilometer, A large percentage of population, about 80 to 85 

percent at present, has for long depended on a primitive primary economy 

as the principle means of livelihood. This includes the over two million 

nomads dwelling in different parts of the country. Due to a comparatively 

favourable climate, there is a liigher concentration of population in some 

areas of the south, east and north of the country. Of the 15 millions 

some 2 millions live in towns and cities and the rest dwell in rural areas. 

Such a distribution may not be of an inmiediate concern, and the 1.75 per 

cent population growth per annum indicates tJiat the country has yet ample 

room to absorb this modest rate without serious economic danger. But due 

to better medical care and liigdier life expectancy the rise in population 

rate of growth is likely to create a possible threat to the maintenance of 

the present level of employment and material well-being. One of the 

major aspects of population issue wjjich j,as received considerable attention 

in almost all less developed economies is the relationship between the 

rate/
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rate of population growth and the ratea at which national and per capita 

income increase. This is one of the issues which will he of major 

concern to the Afghan planning experts in the years to come*

B* Structure of Production:

Afghanistan is one of the countries with national development planning 

which does not maintain national income accounting procedures and 

statistics except on the crudest hasis. The Gross National Product for 

the year (l337 A.H. 1938-39 was estimated by officials in the Ministry 

of Planning at Afghanis 26,6 billions , It was increased to an amount

of Afghanis 30*4 billions in I96O-6I, the end of the First Ffve Year Plan,^ 

This represents a compound rate of growth for the first two years of 

approximately 8 percent in current prices. For the longer period of 

1961/62 - 1966/67 (1345 A.H, ) a growth rate of over 11 percent in current 

prices was estimated which resulted in a GNP, in 1966/67 of 54.0 billion 

Afghanis in current prices. Allowing for population increases this 

leaves a rate of growth in per capita income at approximately nine and 

one-quarter percent during the period. Allowing for sharp increases in 

the level of prices during the period^ GNP rate of growth falls to a 

negative level.

Of the estimated total 34.0 billion Afghanis more than 75 percent come 

from/

1. Afghanistan follows the Al-Hejri Solar Calendar which begins 
oil the 21st of March and ends on the 20th of the same month,

2. The Afghan currency unit "Afghani” is equivalent to U.S.
/00,2, 22 or £0î 0: 2.3 at the official rate. The effective 
market rate of exchange has increased by more than 66 percent 
since I962/6 3. For further information on the currency and 
monetary system reference may be made to the following chapter, 
page 36.

3 . Framework of the Third Five Year Plan, Unpublished proposal, 
Ministry of PIamiingj 1965/6 6, and Afghanistan, by J.C, Griffiths.
1967. Pall Mall Press, London,

4. Table 5, page 32,



from agriculture and pastural activities, 8 per cent from industrial 

activities, forestry, cottage industries and crafts, 15 percent from 

trade and services, and the remaining 2 percent from miscellaneous 

activities. The per capita income at the end of the Second Five Year 

Plan has been estimated at approximately AfSo4000 or 21 Pounds Sterling,

59 Dollars, exchanged at the free market rate of I9I Afghanis to a

Pound and 70 Afghanis to a U.S. Dollar^respectively,

1 Agriculture;

With almost 85 percent of the population being engaged in agriculture 

and farming activities, contributing approximately 75 percent of national 

income, Afghanistan’s economy is almost entirely dependent on agriculture. 

Apart from being the largest sector of the economy and the major source 

of national output and employment, the agricultural sector is the mainstay 

of the country’s export trade.

Three-fifths of the total area is barren mountains and dry plains, and 

out of the total $0 million Jereebs (a jereeb is equivalent to half an 

acre) of cultivable land, a.bout 20 million Jereebs are under cultivation. 

This gives an area of around 1.7 jereebs per person engaged in agriculture, 

(Reference on land ownership may be made to page 105). One third of the 

cultivable land is left fallow due to water shortage and/or to allow soil 

fertility to return . The sum total of cereal food crops production 

(wheat, maize, barley and r’ice) in the year I965/66 has amounted to 5<>9 

million long tons or 8756 million pounds weight. To accept a population 

estimate/

5o Land is left fallow in order to regain its fertility which 
has been lost in usage over a long period of time due to 
the lack of organic fertilizers.
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estimate of 15 millions the per capita production of grain would he 

approximately 582 pounds, which is hardly sufficient to sustain 

population, especially where grain and in particular wheat bread forms 

the back-bone of the Afghan diet. The production of these items during 

the year 19^5 has shomi a slight cumulative increase amounting to less 

than 3 percent over 1961^.

To supplement this very low level of domestic production, the government

has from time to time imported wheat from the United States of America

and the Soviet Union, particularly, since 1956/57 corresponding with the
nimplementation of the Development Plan , However, looking at the

objectives for agricultural development, the Plan stipulates: ”..... .

although Afghanistan is not faced with an explosive population and

pressure on land is relatively less, as a result of the extension of

preventive and curative medicine, its population is likely to increase

at a rate faster than before. Food production must rise within a

relatively short period and keep pace with population. Again, demand

for agricultural raw materials - particularly cotton, wool, and sugar-beet

- will grow in the coming years with the expansion of domestic industry.

Furthermore, exports have to increase pari-passu with the growing imports
8of machinery and equipment needed for industrialisation ........ " .

In spite of these broad policy guide-lines it has been estimated by the 

Second Development Plan that production of/

6. Information from officials at the Ministry of Agriculture, Kabul, I965# 
See Note 2 6, page 259 for further explanation.

7 . The import of wheat from the United States has taken place under the 
1954 Agricultural Trade Development and Assistance Act known by its 
serial number Pu^ic Law 480. The purpose of these imports has been

twofold; in the first place, to ensure against food shortages and rise 
in prices of main staple items, and in the second place to help the 
government raise enough local currency through the sale of these items 
for financing developmental projects.

8. Ministry of Planning, Second Five Year Plan, 1962-67, page 17»
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of food grains must sliow a cumulative increase of a little over 

7 percent for the entire period of five years. Production fell short 

to a level of 3 percent amounting to an increase in value of agricultural 

output of 1.6 percent, Table 1. Such an increase is bound to get 

completely absorbed by the increase in the population of the agricultural 

sector.

The development of cotton and its production has been lagging behind the 

estimated forecast, despite an increase of almost 10 percent over the 

five year period. Actual output fell short by 62 percent below the 

target figure of 159,000 tons. Some of the reasons for this failure may 

be summarised as follows: (l) The rise in the price level of food items

has adversely affected the cultivation of cotton in reducing the area 

for its cultivation. l^heat, rice and other crops compete with cotton 

for land, water and labour. The price per "seer " (Afghan unit of weight 

equivalent to l6 pounds) of cotton paid, to producers is Afs.39*00 as against 

Afs.39*00 to 42.00 for wheat in the market* As the supply pattern of 

both types of output is price elastic, even in the short run i.e. on a 

yearly basis, resources can easily be draivn from one and employed in the 

other whenever such price changes appear. This price differential 

becomes very discriminatory in the export sector due to the peculiarities 

of the exchange system and the taxes imposed on cotton. Cotton is one of 

the three export items - the other two being Karakul lamb skin and wool -

the foreign exchange proceeds of which is totally surrendered to the
9 'government at less than the market rate of exchange » A rate of

Afs,45.00 per U.S./ is offered as against the free market rate of

Afs.70-75 from hard currency, i.e. Multilateral, and Afs.55*00/ U.S./

from/

9 . Ministry of PIaiming, Third Five Year Plan, 1967-71, page 57 
See pages 54-57 below for further reference on this point*
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from Bilateral areas. In addition to this an export tax of Afs.13*00

}ier dollar is collected. This Ibaves a low effective rate of AfS. 32*00

to a dollar proceed. Obviously this has forced the producer to sliift

to the production of other items or find ways of reducing costs of

production and marketing* The low cost of transportation to bilateral

areas, including Soviet Union and some Eastern European countries, coupled

with a high sales price for cotton in this area^^ has proved beneficial to

the exporter to ship a large percentage of total exports of this item to

this area. In 1964 the Central Bank received over U.S. /l5 millions in

foreign exchange from the sale of cotton. All but U.S. /600,000 of this

came from sales to bilateral customers. Recently, in I967/68 the price

of cotton was increased by 40 percent, i.e. 19*36 Afghanis per seer^^, to

improve its competitive position vis-a-vis food production and prevent its

decline in exports. This act increased the export of cotton in spite of

a decline in total cotton production. The effect has been on the existing

stocks, Wliether or not it will enable the Plan to meet the reduced target 
12of 116,000 tons , a 97 percent increase over the Second Plan actual 

figures, again depends on the difference between the official and free 

market rate of exchange, the level of food production and the availability 

of further areas to be allocated to the production of these rival items*

(2 ) a second factor responsible for the low output of cotton is that total 

area under cultivation of this crop has not, as expected, increased,

(3) a third factor which has put the actual output of cotton below the 

target/

10. U.S. /73O per ton of cotton in bilateral as against U.S. /550 
per ton in the multilateral areas. Ministry of Planning, 
Next Steps in Foreign Trade and Exchange Management, 1965*

11* Survey of Progress, Ministry of Planning, Kabul, 1968, p,46.
12, A Mid-term look at the 3rd Plan, III Revised Edition, August

1968. The Plan initially estimated a target of 130,000 tons 
or 120^ increase over the Second Plan actuals*



tar;':et ] eeel i s the estimated target itself compared to the pattern

of increase in tlie past. As data reveals cotton production had

increased on the average at a rate of 14 percent between 1959 and
131964 wjticlj is more than twice the average for the ECA.FE region. In 

addition to these it may be seen that total developmental outlays 

appropriated for agriculture amounted to only 1,9 percent of national 

income^ \ T]ie number of acres per person, may have also made it 

difficult for the small farmer to increase output owing to limited 

means and capital resources at his disposal. Furthermore, the usage 

of improved seeds, chemical fertilisers, insecticides, small tools as 

well as more intensive use of technology all require better training 

and additional investment which an average farmer will not be able to 

afford without the necessary help of the appropriate institutions,

2 " Industry;

Afghan industry is still in the early stages of development. In 19&5 

there were a total of 80 factories operating in the whole of Afghanistan; 

consisting of both Public and Private enterprises, output of these 

factories ranges from textile to mining, food processing, woodwork, 

printing, transport and other activities, With the exception of a few 

large enterprises tlie rest is entirely consisted of small concerns. 

Industrial output increased during the Second Plan period by more than
1580 percent. Nevertheless, total industrial output is only very small, 

Table 2,

Industrial/

13o Economic Sni'vey of Asia and the Far East, Bangkok, 196?, page 2 16
140 This included certain indirect outlays such as that incurred 

by the Ministry of Public Works for the building of roads, 
canals and daias which will, among other things, contribute to 
the agricultural sector by expanding the size of cultivable 
land o

15* Ministry of Planning, "Third Five Year Plan", 1967/71, page 187.
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lEdu.s'tri ;il oraploy; c’lit l io.inly i.ü the private sector^ has, under the 

prevail'ing oi rcujn; tajscct'. 5 r;; he red to only 26 j 3^5 workers in 196?,

(see j>ayo 248 foi' ruriiior reference), 'Xl.i.ere are many more engaged 

ill local handicraft industries throip;hout the country. Textile is the 

largest industry accounting lor fifty percent of total industrial 

labour force. Mining and pu.vrrying, food processing, printing, manu

facturing of non-ferrous ]woducts and repairing of transport equipment, 

all enijiloying the other 90 percent, Semi-skilled and skilled labour 

has been very short in supply, but the engagement,in infrastructural 

projects,of manpower organized under t]ie "Labour Corps" of the armed 

forces lias contributed to increasing tlieir number, (page 246). In 

addition, manufacturing a)id craftsmanship have been the training plat

form for such labour. It is from these sources that the industrial 

labour force has developed. On a formal level, efforts have been made 

to provide technical training through the media of vocational schools 

established in different parts of the country. There are no trade 

union movements or workers' syndicates,

3 - Power;

In view of the importance of so?ne natural resources like petroleum, 

and coal, as sources of energy and a fundamental pre-requisite for 

industrial expansion, adequate suras of money have been allocated for 

the discovery of petrolcuia in various yarts of the country. As a result, 

deposits of natureJ. gas ainouating to .'.nore than 62,000 billion cubic 

meters have been located, however, the output is presently greater 

than the immediate requircm,:r,ts of the country, owing to the lack of 

industrial and domestic uses. It vos estimated that at least 500 

million cubic meters would be produced annually after I967, and tliat a 

major part of it would be c.pi or red to hussia, the nearest outside market 

available. This expert item vnll not only enable the country to be less 

dependent upon borrowings froja abroad but will also enable her to offset 

part of the outstanding foreign loan. It was planned that a major part/



24
part of this output be used domestically after the establishment of 

t;ie artificial fertilizer plant ])roducing an amount of 56,000 tons 

ehcinical fertilizer in I967* The project,however, has been dropped, 

at a later stage, from the priority list of the Plan.

Coal, which is one of the most important fuel and source of energy for 

industry and household, has been given a considerable emphasis in the 

development plans. Programmes and operations have been launched and 

deposits totalling more than 90 million tons have been discovered so 

far. In I966/67 production amounted to l6l,600 tons as compared with 

41,400 tons of 1959^^» Nevertheless, it falls short of the estimated
17target by almost 9 percent.

One of the most important factors behind Afghanistan's potentially 

growing industrialisation programme is the supply of electricity, Tî e 

high seasonal rainfall characteristic of all Afghanistan makes the 

production of hydro-electric energy extremely feasible, and therefore, 

storage dams and reservoirs must be built. Hydro-electric plant pro

jects were launched during First and Second Plans, Although the com

pletion of some of these projects has increased production capacity by 

more than ten times during the past twelve years, from 27 million lOVH 

in 1955 to 302,3 million lÜvH in 1967^^, more than 40 percent of the 

entire production is being used by the industrial sector, leaving a 

small amount for household consumption. At the moment a few cities, 

including the capital province have electricity supply. The rest of 

the/

16. Ministry of Planning, "Survey of Progress", Kabul, 1964, p,138, 
and i960, p,62.

17« Ministry of Press and Culture, "Afghanistan News", March, 1962, 
VoloV, poges 6-18.

18, This amount includes all the electricity production, including 
tlie diesel generators supplying more than 7 million Khli of 
electricity per annum. Ministry of Planning, 1968.
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tliO country obtains its ligliting and beating from fuel, i.e. paraffin

oil and wood,

4 - Transport and Communication:

Afghanistan's planned economy after 1956 gave first priority to agri

culture and irrigation to be followed by transportation, industry and 

social overheads. After two years of operations under the Plan it was 

realised that neither agriculture nor industry could develop efficiently 

wd.tbout the necessary infrastructure of which transport and communication 

are among the most important. Price differentials were very high owing 

to the inaccessibility of markets and high cost of transportation both 

of which made it costly to open wholesale or retail businesses in these 

rural areas. Consequently, the market and people in these areas largely 

depended on pedlars. Since the volume of business of such pedlars is 

usually very small, turnover very low and cost of transport high, large 

percentage price differentials between the cities and small towns and 

villages have not been unusual. The lack of communication divided areas 

and provinces into self-contained economic units. One of the vitally 

important roles played by transportation was to break through the 

traditional social and cultural patterns, A transport development 

programme had to take into account the land and the extremely mountain

ous terrains of the country on the one hand, and its changing economic 

and social setting on the other. Emphasis was, therefore, directed to 

the construction of roads and airports. Around 50 percent of the total 

investment outlays during the First Five Year Plan, and 25 percent during 

tdie Second Plan were allocated £or this purpose. This considerable 

amount of expenditure, over a period of ten years, has resulted in the 

completion of the "Great Circle" route which connects the Capital 

province with major points in the country. This gives Apglianistan a 

total/
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total of more than 45,000 miles of all-weather roads and highways.

Air transportation has also improved, as it servos a need in domestic 

transjiortation where distances between cities and production points 

are great and topography an inescapable obstacle to direct rapid surface 

movement of goods and passengers.

Domestic and Foreign Trade;

As indicated earlier, trade also occupies a small portion of the total 

economically active population and yet this sector represents more than 

15 percent of national income.

Foreign trade occupies an important place in the economy of the country. 

Merchandise export earnings contributed 8,1 percent of GNP in 1966, 

(using the figures from Table 5, page 2?a, and GNP figures from page 14 

above). The main export item is fruits which accounts for 35 percent 

of total foreign exchange earnings in I967/6 8, Next in importance is 

Karakul lamb skin, which accounts for 21 percent of earnings, cotton 19 

percent, wool, carpet and others make the remaining 25 percent of export
19earnings . Efforts are being made to wdden the scope of exportable

20commodities. However, the increasing burden of foreign debt service , 

together with rising imports during the past five years have not only 

erased appreciations in the balance of trade, but has resulted in 

balance of payments difficulties, Table 4,

Prices/

19' Foreign Trade Statistics, Ministry of Planning, 1967•

2O 0 Total debt service in I967/68 bad been estimated at 
about UoS, /19.OÜ millions or £7*9 millions, or more 
than 30 percent of the U.S./6I million export earnings 
for that year.
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Note on Table 4»

relatively high level of a favourable balance on Commercial 

transactions amounting to £4-91 millions in I966 is mainly 

attributed to the curb on unnecessary imports imposed for a short 

period of time. In addition, the slight increase in export receipts, 

resulting from a rise in exports of such items as fruits and the auction 

of Karakul lamb skin, has also contributed towards this improvement



Prices have sho-wu a steady vipward trend for the past six years.

Table 5 shows a cumulative l64 percent increase in the general level

of prices during the I961/62 - I967/68 period, indicating on average rate

of increase of a little over 27 percent per annum, A moderate rate of

inflation such as the upper 5 percent limit suggested by development 
21economists ' may be necessary in order to promote growth, but such a 

limit has been vigorously exceeded under the Afghan experience. The 

Table also reveals that the highest rise of prices has accompanied develop

mental expenditures,particularly, under the Second Plan, Since the total 

price index is a weighted average of its components, a brief examination 

of movements in the price indices of these components and the underlying 

causes will shed some light on price index in general,

Following 1962/63» cereal prices have been the principal immediate cause

for the acceleration of the national price index* This is explained not

only by the fact that cereals carry the largest single weight in the 
22index , but that their prices collectively, and that of wheat alone, rose 

at unprecedented rates since 1962, Despite the sale of wheat obtained 

under the PL480 arrangements the prices of cereal rose at an annual rate 

of 34 percent during 1963/66 - I967/68. While such a rise in the price 

level of these items is mainly attributed to droughts causing a reduction 

in output of the agricultural sector, the inflationary effects of the 

budgetary outlays (pp.60 and 62) reflecting themselves in the level of

effective demand have highly aggravated the situation. This has

obviously shifted the terms of trade in favour of agriculture and a re-'

distribution of income to land-owners. Moreover, the rise in food prices

forced/

21, W.A. Lewis, Theory of Economic Growth, pp.224 and 404,
22, In low income countries expenditure on non-protein food items 

such as grains, fruits and vegetables have a higher income 
elasticity than the protein foods such as meat and dairy products.
If production is unable to keep up consistently year after year, 
prices rise and consumers are forced to spend an even greater 
proportion of their income in order to satisfy their physical needs. 
The result is, obviously, a reduction in the proportion of consumer 
income remaining to satisfy other wants,. Survey of Progress, Op.
Cito pp, 26-28,
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Note on ;Vi/bie |5

Tlie Hfli.eDal price index is a veiglitcd average of food arid non-food 

item pr.ices collected across tlie country. Prices of twenty-four 

coromociities are currently collected by the Central Bank, from twenty- 

eight main citieso Beginning with 1966/6?, the national average price 

has been calculated for each item through multiplying by the estimated 

1966/67 population of each city. For the period I961/62 ~ I965/66  

when prices from I6 cities were collected, the estimated 1959 population 

figures were used. Tpe commodity content has remained constant through

out the period and as such changes in preferences associated with rises 

in income have been disregarded. Using the year I961/62 as the base 

period the city or national average price for each commodity for each 

year is converted to a price relative. The commodity price relatives 

are weighted according to their estimated expenditure in GNP in 1958 to 

arrive at the group and general index,

Tho index is, therefore, of the Laspeyres, base-weighted type. It has 

the advantages of establishing the base weights once and using them in 

future for the rest of the series, which gives greater speed if such 

series are calculated and produced at shorter intervals, i.e. monthly 

or even weekly if need be, with some time lag involved. However, the 

method still retains its inherent wealmess by maintaining the base 

weights for calculation over a long period which very quickly become 

'irrelevant in a dynamic situationo As prices increase they will 

obviously affect the quantities so purchased which will not be reflected 

in the base year and calculations will either exaggerate or underestimate 

the real trend in price changes„
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forced u’> tbo j.cvel of wai;es , (page 246). Regarding non-food items,

they include elru'ici city and petrol, botli monopoly items (page 79)?

the j)i\iees of ■■ ••iiic j.; are deliberately kept dowai, Tpe price of other items
I

such as cotton, wool, nrrs and carpets, being at the same time export 

items, is Jiigb-ly susceptible to changes in the international market 

affected by consumer preferences, type and quality of competitive goods, 

technological changes and Lhe efficiency of market organisations necessary 

in affecting ]ar;\cr salcso A drop in prices in the international markets 

evidently depresses domestic prices to a large extent particularly wlien a 

larger share of the items concerned is destined for export purposes and 

where the elasticities of supply take some time to adjust themselves to 

such movements. The rise in the price of other items has slowed down as 

cereal prices arc continuing their spiral t r e n d W l i e t h e r  or not the 

general trend will bring hopes to peg the inflationary pressure and reduce 

its effects on foreign exchange rates remains to be seen. A great deal 

of this depends not only on the output of cereal but also on the level of 

budgetary deficit and its method of finance*

With this brJef outline of the main features of the Afghan Economy in 

mind we shall n o w  -proceed to a study of some of the main economic 

institutions, the policies and measures of which have been responsible 

in affecting the pattern of economic growth.
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A thorough study of the total legal framework of institutions and their 

relevant policies, facilitating the process of social and economic change, 

appears to fall beyond the scope of this paper. Nevertheless, attention 

in the following pages will he focussed on some relevant aspects of 

Monetary and Fiscal policies best suited to mobilise the requisite volume 

of savings and resources for economic development, and help ensure an 

increasing rate of sustained growth.

Before proceeding with the examination of the role of these two major 

tools of economic policy, a brief note on the structure of the Afghan 

Monetary System appears necessary*

1, Monetary Systems

Until 1935? gold, silver, copper and other metallic coins constituted 

the currency and were considered the only medium of exchange in the 

country. Treasury Notes, the first paper money to be introduced in 

1935 remained in circulation until the end of March 1948« Bank Notes 

which supplemented Treasury Notes and eventually replaced them, were 

introduced in 1941 as the Central Bank of the country was established.

The basic monetary unit is the "Afghani" which is equal to one hundred 

"Pouls", page 14 above. As a member of the International Monetary Fund

Afghanistan established a par value for her currency in terras of U.S./, 

in 1963^» There is no specific monetary legislation and the sole right 

to issue currency notes and to regulate the monetary situation is vested 

in the Bank of Afghanistan, the Central Bank, by virtue of the articles 

of its Statute,

A. Banking System /

Page 97 below



Ao Banking System;

The Afghan Banking System operates on a "branch bank" basis with head™ 

quarters in Kabul, the Capital City, and branches in many parts of the 

country6 There are no foreign banks or their branches operating in 

Afghanistan* In addition to foreign banks operating as correspondents 

to members of the Afghan Banking System, transactions abroad are also 

handled by the branches of Afghan banks incorporated under the laws and 

regulations of the countries in which they operate*

There is, as yet, no banking law other than the Afghan Commercial Code,

defining the banking profession* ^Banking profession is, therefore,

considered an ordinary commercial activity subject to the provisions of

the Commercial Code, that governs the legal form, capital requirements,

Shares of capital, Bye-laws and other aspects of commercial enterprisesc

For tax purposes banlcs are treated as joint-stock companies subject to
2the tax rates applicable to such commercial enterprises,

(l) History:

Afghanistan's awareness of the need for economic development started right 

after complete independence in 1919» Being a land-locked country, one 

of the most important schemes was to improve trade. Bilateral trade 

agreements were concluded with neighbouring as well as European countries*

A number of local trading companies were established by the joint efforts 

of the Private and Public Sectors, to help promote foreign trade activities 

and accumulate capital for the various development projects. A few of 

these companies were allowed to deal in gold and silver transactions to 

accumulate foreign exchange to meet the requirements in both Sectors*

This/

2® They differ from other commercial enterprises in that they are
allowed to establish reserve from taxable income up to a certain
ratio of outstanding loans, which affects tax liability* See
page 209 for further reference on this point*



This trend of progress continued until 1928 during which year the 

country experienced an internal disturbance culminating in a revolutionary 

regime* The regime was suppressed in I929 and replaced by a Constitut

ional Monarchy, Since then, there has been a continuous progress in 

many aspects of the social and economic life of the country® One of 

the stabilisation and reconstruction measures taken by the government was 

the establishment of a compauy, then known as Afghan Joint-Stock Company, 

or "Shirkat-o-Sahami Afghau", authorised to deal in foreign exchange 

operations in order to secure and maintain the value of currency in terms 

of foreign exchanges* Another purpose behind establishing the company 

was to provide short, medium and long-term loans to industrial projects®

In 1932 the name Afghan Joint Stock Company was altered to the "Afghan 

National Bank" Bank-e-Milli Afghan® It thus became the first financial 

institution to perform commercial and certain Central Banking activities 

throughout the country® The Bank, was authorised to engage in other 

activities such as the purchase of necessary capital and consumer goods 

for government agencies* The initial authorised capital of the Bank 

amounted to Afs.35 millions, fully paid up. This initial amount, however, 

has been increased by nev; stock issues and calls on the shareholders from 

time to time until it obtained the present (1968) level of Afs.^OO millions 

and an additional Afs,356 millions as reserves*

(2) Development of the Present System;

In the late thirties, as Bank-e-Milli was overburdened with many other 

activities the need was realised to relieve it of the irrelevant 

activities such as the procurement of supplies and capital goods to 

government agencies* Bank-e-Milli was hence entrusted mainly with some 

of the Central Banking functions, while at the same time enjoying the 

monopoly over all commercial banking operations. As the need for an 

independent Central Bank was growing stronger, the statutes for such a 

bank/
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bank were finally ratified in 1939 and with a capital of Afs.120 millions, 

fully owned by the Government, the Bank of Afghanistan was established*

Among some of the activities, the function of issuing bank notes which 

was in the hands of the Treasury, was entrusted to this Bank* In 1940 

it was declared as the fiscal agent of the Government* The Central Bank 

also maintains the operation of a separate commercial banking department. 

Although more than quarter of a century old, the Bank has not yet been 

able to perform some of the orthodox functions of a Central Bank, such as 

operating the "reserve ratio"^"^'discount rate"; dealing in "open market 

operation" and the like. For various reasons the organised sector of the 

money market has been cut off from the rest of the monetized sector of the 

economy. This obviously renders monetary policy ineffective with respect 

to regulating prices, interest rates, the level of effective demand and 

the supply of money. Much of this lack of success in this direction may 

be attributed to the dualistic nature of the economy* However, it does 

not relieve the Central Bank of its responsibilities regarding thé establish

ment of a framework of a Central Bank and sound management of the monetary 

affairs in a dynamic situation. An account of the development of the 

banking system since the forties will substantiate this argument.

Early in the forties some economists in Afghanistan were convinced of the 

merits of centralising all kinds of banking operations and thereby 

suggested the possible merger of Bank-e-Milli and the Bank of Afghanistan, 

Others, aware of the growth of specialisation in every aspect of social 

and economic life of the community, proposed the establishment of separate 

specialised credit institutions* The problem of raising funds for such 

organisations made it difficult for the government to depend on the 

Private Sector for equity capital and/or tjie volume of saving to be 

created. If any need for specialised credit institutions was felt, the 

Government/
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Government had to provide all the capital required* Consequently, the

framework of these specialised credit institutions we.s created by

establishing, in 1947y a Construction Credit Fund (later known as the

Construction.Mortgage and Real Estate Bank) under the management of the

Central Bank* The functions of this bank were to grant credit to civil

servants for buying land and constructing houses* These loans were

almost entirely unsecured except for the land* The bank was also allowed

to grant loans to the inhabitants of Kabul for the same purpose* Such

credits were supported by collaterals which were mostly over-valued* It

has been mainly to this and other unsound banking practices that the r
Construction & Mortgage Bank experienced losses for more than three years 

from which it has not yet recovered* At present, while trying to collect 

as much of its outstanding loans as possible, it is extending commercial 

credit to at least cover operation^and administrative expenses* This 

movement has obviously taken the bank away from its initial objective.

The Agricultural and Cottage Industry Bank was established independent 

of the Central Bank in 1955* About 51 percent of its capital was 

subscribed by the Central Bank and the rest by other government agencies 

and private investors. This bank was established with the purpose of 

assisting farmers and land-owners throughout the country. It started 

operation by extending short and intermediate-term loans aimed at 

raising agricultural output. The loan policies of this bank, too, 

lacked prudence. In 1957, an analysis of loans in Kabul shows that out 

of 60 applications, 20 were for household expenses, 18 for marriages and 

9 for expenses on death^. In general, it appears that most of the loans

have/

5, "The possibilities of Agricultural Co-operatives in Afghanistan". 
F.A.O, Report No;690 Rome, 1957•



42

have been obtained for household expenses, purchase of cattle and other 

personal expenses, This is just because interest on private loans 

extended by money-lenders sometimes exceeds more than 50 percent of the 

loan^, as against the bank rate of interest at 8 percent* This state 

of affairs has forced the closure of the chapter of extending any direct 

credit to the farmers* Losses have been partly due to the lack of 

sufficient and accurate facts- and data and partly due to inefficient 

management of the loan portfolio*

The initiation of the First Five Year Plan in 1956/57 increased the need 

for foreign exchange earnings in order to meet an increasing level of 

imports of both consumer and capital goods* In a move to expand and 

develop^foreign trade sector, and facilitate the movement of goods to 

local and export markets, the Government laid down in 1956 the framework 

of a second commercial bank, known as the "Afghan. Commercial Bank"

(Da Pashtany Tejaraty Bank). The immediate objective of the bank was 

to provide credit facilities for the growing number of small merchants 

who had not previously been adequately accommodated by the banking system 

and had therefore been compelled to borrow at exorbitant rates in the 

"Bazar" . Despite the existence of Bank-e*-Milli and Pashtany Bank, the 

Central Bank still conducts commercial banking operations. Credit 

extended by the Central Bank to individuals and institutions, including 

members of the Banking System, bear the same interest rate, i.e. at nine 

percent per annum* This has created an atmosphere of lack of co-operation 

among/

4* Ibid*
5. Private rates of interest, even for commercial loans, are presently 

at 26-50 percent. Bank credits bear a rate of interest that 
ranges from 8 percent on agricultural and industrial loans to I5 
percent and 16 percent on commercial overdrafts* Time deposits on 
the other hand bears a rate of interest between 6 and 6§ percent* 
The difference between the deposits and credits may be narrowed by 
increasing interest on certain specific deposit accounts*
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among members of the banking system especially between the recently 

established PT.B and the Central Bank, The former claimsj(l) Central 

Banks in other countries do not lend directly to the public and, there-
% lr . s.fore/^Bank of Afghan must refrain from such commercial activities, (2)

The Central Bank should first lend to commercial banks and they in turn 

will lend to the general public* The first contention is not entirely 

in accord with the facts* While Central Banks in many countries do not 

directly deal with the public there are a number of them, such as the 

Commonwealth Bank of Australia, Bank de France and the Central Bank of 

Turkey that maintain both the Central and the Commercial Banking 

Departments* Since the Central Banks in a number of other countries do 

in fact make direct loans to the general public the second contention 

is based on an incorrect premise* Nevertheless, as a result of such an 

attitude there is very little sign of co-operation between the Central 

Bank and members of the Banking System* This is of great importance 

as relations among them are not based on any kind of legislation or 

indirect control, but rather on direct control and moral suasion of the 

Central Bank*

Ov\ce. the Plan was underway, the foundation of an industrialisation programme 

was laid down* The provision of both medium and long term credits to 

industry became the major concern of this programme* Prior to 1956, 

industry was mainly financed by the private investors through Bank-e-MiHi. 

This policy was carried to a very limited extent. The contribution of 

the Central Bank was equally inadequate* In 1957 an Industrial Credit 

Fund was established with a capital of 220 million Afghanis, subscribed 

by the Central Bank and Bank-e~Milli in equal proportions* At the same 

time the Government bought at least 63 percent of Bank-e-Milli’s share of 

investment in the Northern Cotton Company and 51 percent in the General 

Electric Company and so established their control over the selling prices 

of/
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oi textiles and electricity® Fur tiiermor c , dealings in foreign cxcjianges

were onLrusted solely to the Central Bank. The Fund had, until 1963/64 

granted a total oi 369 million Afghanis as credit mostly to major estahlishe 

industrial enterprises such as the Kabul Hydro-electric Project, the 

Gulbahar Textile Mills, the Afghan Textile Company, and the Jangalak 

Repairing Plant. These loans have been jroinly for further expansion of 

these enterprises. Meanwhile, the government increased their share in 

industrial investment in new enterprises tliroiigh advances by or balances 

at the Central Bank. All this marked a departure from the traditional 

"guiding"^ role of the Government to an active "participation" with the 

private enterprise.

B. Money Market;

The allocation of resources in an economy is considerably influenced and 

affected by the development of communication and of the means by which 

capital is transferred from the control of one party to that of another.

The network of individual institutions through which the process of 

transfer and allocation is carried out is Imoim as the "Money Market".

This Market consists of a nucleus of specialised institutions including 

the banks, the market for negotiable securities, the discount houses, the 

brokers and other specialised credit institutions providing funds for 

short term uses.

It is apparent that there are markets of this sort in almost every economy. 

Some of these markets are highly developed while a large majority of them 

are not. It would be appropriate to list some of the characteristics of 

a developed money market and evaluate the state of the Afghan Money Market. 

Pour/

6. See pages ?8 and 309 below for further reference on this point®



Four major characior.i.stics of a dcvc-.l r- ■ '-oviev i ia.r’cot may be li.stod 

as foJ.]ov/s;^ (l) Tb.e preseaco of a bp" :ly organi.scd banking system 

that forms the nucleus of tlu; \hiole s:o:r.: y ’'.arliot, (k) tJjo development 

of a number of sub-markets for specia i i sod dead in;.;s in funds for various 

maturities and against different col ici-rn ! s, imp.1 ying the existence of 

a substantial supply of and deîJiund for rur'ds in all those sub-markets,

(3) the existence of an integrated s Ire c rure in viiicli every sub-market is 

dependent upon, and is affected by the other pnrl:s, and the presence of 

an easy flow and movement of funds froix one part to the other parts of the 

market, and (4) the attraction of funds from abioud due to the high degree 

of liquidity of the market. Those who prefer to possess highly liquid 

assets will send their, funds to such u ce.ntre even if they happen to live 

away from it.

The brief description of the Afghan Bunki))g System bears ample witness 

to the undeveloped state of the Afghan Mojiey Maria;t. Unlike the

developed economies the majority of the public does not use the services 

of the banking system. As a result, banking facilities are available

at a few centres only. The low ratio of demand deposits to money supply

and the ratio of bank credit^ (especially to the private sector) to 

national income both indicate the undeveloped nalure of the Banking System 

and the size of the Money Market.

Liquidity of this narrow market is not assured both because of the 

absence of banking legislation and beenuse of the Ic.ck of proper Central 

.Banking operations® Liquidity rcquirer.'.eiits, at times, may leave these 

banks witli undesirably high cash hold;iays on hand. A1 thougli there are trade 

bills/

7 . B.E. Sen, "Central Banking in ur h'vc'j oped v Markets", 
Bookland, Calcutta, 1952, pp,19-kk.\.

8. See Table 7, page 51 below on this poiut.
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bills in use, ilie number of people oyitig tbe-i -> jchn'it]y js very small.

The majority of transactions are made in coy'' ' .hch, amerg other tilings, 

reflects upon the degree of confidence in tJic character and capacity of 

traders. There are no dealers or discount jionocs, pri'rnrily because 

the practice of discounting is non-existenA Short ierm self-liquidating 

transactions are financed by means of overrirait facilities* Tĵ e discount 

market will tend to develop on modern linen if trade bills were widely 

used in financing self-liquidating transactions, and, if the Central Bank 

undertook to provide rediscounting facilities in order to ensure adequate 

liquidity. This will establish control over the role of interest, which 

is one of the most important factors in investment decisions, and. the act 

of rediscounting, a fundamental function of the Central Banking in a less 

developed country. It will prepare the wny for the initiation of s3iort
9and medium term bills. .

As far as the acceptance market is concerned, it can be stated that the 

Bank of Afghanistan, the Pashtany and to some extent the Milli Banks . 

have confined their operations to providing s3;ort terra credit to finance 

foreign trade. Nevertheless, in almost 80 percent of such credits an 

advance deposit of up to 100 percent in foreign exchange or in local 

currency, at the prevailing exchange rates, is required* TJie balance, 

if any, is then extended in the form of short term credit. This 

practice, initialled at times by the Central Bank, is one of the measures

c
'on imports and balance of payments

’̂ adopted to stabilise foreign exchange rates and to reduce the pressure

Since the government has always financed budgetary deficits through 

borrowings from the Central Bank, the so called "mar!(ot lor governjoent 

securities" is equally unknown,both^to the general public and to the 

Banlting/

9. See page 282 for farther reference on tliis point



Banking System*

As a result, the narrow and unorganised nature of the money market in 

Afghanistan has given rise to a market for private money-lenders and 

usurers who are not connected with or affected directly By the activities 

of the Banking System* Private rates of interest for commercial loans 

are presently at 26 to $0 p e r c e n t T h e y  include a high degree of risk

premium, perhaps as much as 15 to 20 points®

Co Capital Marketî

The securities and shares market, facilitating the finance of medium and 

long term needs is considered to be a vital factor in the economic growth 

of any community® One of the factors largely responsible for the un

developed state of the Afghan Industry and for the low agricultural 

output is the lack of adequate provision for long term capital® Equity 

financing is still a new movement® The practice of holding shares of 

stock or debentures as assets, instead of real estate and the like, has 

not yet gained popularity among the general public® This leaves a

considerable part of long term financing in agriculture and industry to

be met by the prospective entrepreneurs themselves®

II® Effects of Monetary Policy;

We could best sum up the effects and the contribution of the entire

monetary system underytwo development plans by taking a brief look at
11the issues of money supply and the trend in the level of prices 

Only/

10* Ministry of Planning, I964. 
11® Table 5? above®
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Only three of Afghanistan's hanking institutions comprise the commercial 

banking system. The Bank of Afghanistan, Pashtany Tejaraty and 

Bank-e-MiHi are "deposit banks" in the usual meaning of the term® They 

have the power.to establish deposit accounts at the same time they extend 

loans, thus acting as agents for the increase or decrease of the money 

supply. A comparison of the volume of money supply between the years 

1959 and 1966/67 reveals that the money supply during the last seven years 

has jumped from an amount of 2,09 to 5<j55 billion Afghanis showing an 

increase of over 265 percent, see table 6, The table also indicates that 

currency in circulation overshadows Private Demand Deposits* This 

expansion in the total money supply, justifiable on the basis of money/ 

income ratio, may be attributed to an increase in all the components of 

the money supply involved. Money in circulation represents a liability 

of the Banking System to the public. The counter-part to these liabilities 

in the form of bank notes and demand deposits payable by the banking 

system are the assets acquired by the banking system in the process of 

creating money. For example, the money supply may be increased by the 

Banking System giving credit to the private sector or to the public sector, 

or by acquiring gold, silver and foreign exchange in return for Afghanis 

which become part of the domestic money supply* It is interesting to 

see which of these factors has been mainly responsible for the change in 

the supply of moneys (l) Credit to the private sector, including loans to 

the specialised non-bank financial institutions, namely the Agricultural, 

Industrial and the Construction Banks, as well as participation by the 

Central Bank in the Public and Private enterprises increased from a figure 

of 2115 million Afs. in I962 to 2349 million Afs» in I966, a total increase 
of almost 11 percent over a period of five years, (2) The Banking System's 

net credit to the Public Sector is approximately measured by the size of 

the deficit in the Government's budget, including finances from abroad.

The Government's position vhra-vis the Banking System has deteriorated from

an/
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an indebtedness of 15^9 million Afs» in ].9dl/(.v? Cu b302„6 jiiilli.on Afs» 

in 1966/6 7? see Tables 7 and 8. Tho Ibuibin/.( system's asset's in the 

form of gold, silver and foreign exchonges, too, krve increased the 

volume of money supply.
196l/%2 1966
(lïi Million Afs.)

a “ Gold and silver reserves 979.3 2260.6
b “ Foreign exchange 920.1 2263°6^^

Tĵ e primary factors responsible for the rapid expansion of the Money 

Supply have, therefore, been; (i) the growing demand of the Government 

on the reserves of the Bank of Afghanistan, (ii) the increase in the 

Banli of Afghanistan's participation in the Industrial and commercial 

enterprises, and (iii) the increase in the gold, silver and foreign 

exchange holdings of the Central Bank as well as the devaluation of the 

Currency in I963. There has been a fourth factor responsible for the 

expansion in the volume of Money Supply, namely the manipulation of the 

minimum ratio of Currency Cover. Since 1939 the Bank of Afghanistan has 

been required, by its statutes and the resolutions of its Supreme Council, 

to maintain, as backing for the currency notes issued, at least 50 per 

cent in gold, silver and foreign exchanges. This rule authorised the 

Central Bank, as the exclusive monetary authority in charge, to issue 

currency as it deemed necessary. Unless the 59 percent reserve require

ment was lowered or any of the above three assets increased substantially, 

the Bank would not have been able to meet any furtlier demand for money 

and had to refrain from increasing money supply more than it was legally 

possible. Tiie Second alternative, which was a substantial increase in 

the assets, was also unlikely in view of the lo>/ level of exports and 

export earnings. Since the government intended to launch development 

programmes in the coming future, this dilemma sj'urred it in 1953? 

to/

12. Bank of Afghanistan, Bulletin, 196?
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Table 7

Banking Sector Credit Outstanding
between 1341 - 1346, i.e. I962 - 67

(Million Afso)

To the Government 

To the Private Sector

a “• from centra.1 bank
b “ from commercial 

banks

Total

1962 1963 1964 1965 1966 1967

1549.0 3650.0^ 3463.0 3572.5 3692.5 4302.6
2113.0 2154.0 2402.0 2645.0 2736.0 2349.0
2113.0) 998.0)

1156.0)

985.0)

1417.0)

1007.0)

1638.0)

1028.0)

I7O8.0)

584.0)

1765.0^

3662.0 5804.0 5865.0 6217.5 6428.5 6651.6

Source; The Central Bank, I968, Kabul

The Central Bank provided a substantial loan to the Government to cover 
the deficit incurred during the first year of the Second Five Year Plan, 
1962/ 67» The devaluation aiad increase in the level of Ordinary 
(current) as well as Development expenditures have also been responsible 
for such a sharp increase of Bank credit to the Public Sector. The 
expansion of Bank credit to the Government has been accompanied by a 
policy of restricted increase of Bank credit to the Private Sector, 
partly to maintain a certain level of money supply and partly to prevent 
diversion of funds into speculative investments®



Table 8

PUBLIC
BANKING

SECTOR
SYSTEM

POSITION
1963

WITH
1968

(in Million Afs,)

Government 1963/64 1964/65 1965/66 1966/67 1967/68

Long Term Loans 3613.8 3795.9 4400.4 4469.4 4872.3
Short Term Loans 984.7 554.1 539.7
Advances in Afghanis 271.1 252,4 305.1 342.0 303.6
Advances in Foreign Exchange 35.8 35.1 34.0 79.0 55.3
Treasury Coins 121,1 123.3 123.3 123.3 123.3
IMF Accounts - 187.5 187,5 187.5 187.5 187.5

Total 4838.9 4573.2 4675.3 4862,2 5706.7

State Enterprises
Loans 455.8 130,0 107.3 185.8 68.8
Advances in Afghanis 4.3 4,6 0,5 0.5 168.6
Advances in Foreign Exchange 17.7 10 0 7 9.4 9.4 9.4

Total 477.8 145.3 117.2 195.7 247.0
Total Public Sector Position 
With Banking System 5316.7 4718,5 4792.5 5021.9 5953.7

Minus Government Deposit 
With the Banking System (l) 1666.7 1255.5 1220.0 1729.4 1651.1

NET PUBLIC SECTOR POSITION 
WITH THE BANKING SYSTEM 3650.0 3463.0 3572.5 3292.5 4302,6

(1) Includes counterpart fimds, deposits in clearing account currencies 
and export taxes not yet credited, in addition to time and demand 
deposits of government and government enterprises in Banks,

Source: Survey of Progress, Ministry of Planning, Kabul, I968,
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to revalue the gold and silver stocks of the Central Bank. The value 

of gold stock had been previously entered in the books according to 

the price of gold effective at the time of purchase, Some purchases 

were made at prices less than the equivalent of U.S,/ 35.00 per ounce, 

the rate adopted by the IMF and other International financial organisations

In an act of faith in the soundness of the Afghan economy, the Government

announced the revaluation of gold in the last quarter of 1954. This act
over

amounted to an increased book-value of gold and silver stock by/l800 

million Afs., increasing the currency potential by twice this amount,

This enabled the government to launch some of the projects of the Plan 

pending the availability of resources and funds. The need for further 

expansion of the money supply persisted for some of the reasons listed 

above. The Central Bank would not have been able to further expand the 

money supply had it remained under the 50 percent reserve requirements.

It was early in 1957 that a lower reserve of thirty percent, as a currency 

cover>was approved. Moreover, to have improve/ and supplemented the 

minimum foreign exchange reserves needed to cushion fluctuations in export 

earnings, a 5 percent of foreign exchange earnings was to be carried over 

directly to the foreign exchange reserve account.

With the 30 percent currency cover it is evident, as the pattern of the

growth of money supply in table 6 indicates, that currency in circulation

can be expanded considerably. The subsequent years have witnessed this
15development when the level of deficit finance increased substantially'

While the Central Bank holds the balance between currency issued and 

that in circulation, as cash reserves, it however cannot exercise control 

over this portion. In addition to deficit financing of the Government, 

with/

13. See Table 13 below, on this point.
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with the fluctuations in export proceeds, the Bank faces recurrent 

conversions of foreign exchange into local currency whicJi would 

reduce its cash balances. Thus, the non-circulating amount hangs 

over the monetary situation as a potentially disturbing factor. Unless 

National output is also stepped up further price inflation would be 

inevitable c-

It is conceivable that in the context of an expanding economy, such as 

Afghanistan's, the demand for the quantity of money is bound to increase, 

mainly - (a) as a result of the growth of national income, (b) as a 

result of the increasing monetisation of the economy, and (c) as a result 

of the growing transaction, precautionary and speculative (liquidity 

preferences) demand for money. Of equal importance in this process is 

the nature of development expenditures. Tpey have to result in an increase 

in the output of goods and services to the extent that the inflationary 

potential of a major part of such development expenditures may be neutral

ised. Recalling the review of the economy under the two Plans, the main 

result of such a monetary expansion has been a rise in the level of prices 

with very little change in output. Consequently, a depreciation of the 

value of the Afghan Currency in terms of foreign exchange was inevitable, 

Table 9,

To have avoided any further adverse effects on the Country's balance of 

Trade and International Pajoiients, a reform of the foreign exchange system 

was introduced. Prior to 1932 foreign exchange transactions were handled 

by private dealers, set up in the market places of Kabul and Kandahar.

It was in 1934 that all foreign exchange transactions were handled by 

the Afghan National Bank, (Bank-e-Milli Afghan), In 1943 Bank-e-Milli 

relinquished/



cl
h

s
CD

I

en
cl

o
k
H-
O
H-

&
8chCD
Cl
W

f'j 'm.

I
s,
}î>

fH-Wch
S

g'î_jMCD
chf-i.
y

VDCA
-O

-fi. VD CD VD t-J
-kj ro -fi^ o v o

VD
ro vo o o ov

ov o o

l„ j
VD VD CD VD h"'
O VD -fi.. o vo

VD
Vj-I -O O o ~o
CD M o o

M {£>4A VD CD VJ hD
o O -fi. o v o A

VD1-' o o o CD o
CA o o hrf

M

h-j r-D Cl
t- j -1̂ CD VD [-_) vo •x)
—o h-' o v o VD CD

VD Ov Wro CD o o v o
v o VD o o

e <=!
}i>

h-J
h-J -fA CD VJ J-J 6 S
Cû ro -fi- o v o r-j w Lxi

CA v o
v o -fi. o o O CA

v o o o ov c l
ü

M
V_Nro -o

r-j
VJ1

CD
4-'̂

8
V̂Jo
8

h-Jvo
CA
h-J

hJ-fi». v_nO o
oo oo

OD VjJ 
-fi. O

O
O

Oo
VD
CA
ro

H-f̂ VIM o
CA CA 
O

to -ph.0\ VI
8 Oo

CA

CD CA 
-fi- VD

H  —J 
O  VD

l-Jro
Oo

-fi.
OV VD

8
vo
. g

roo -o
CA VD

h~> CD 
O  VD

ro
MVD
oo

-o
CD

o

ro -ph.
CA VD

oo
l-Jro
oo

oo

-fi.
CA VD

O
O

H
VO
CA
VD

I-'
VO
CA
CA

&h-' 
CD

VO



reliiiquislied its control over excliange matters to the Bank of A.fgliani stan.
14The Exchange System was codified in 1 9 5 1  hy the Government which 

formed the basis of a multiple exchange system with variable buying and 

selling rates. The buying rates, applicable to the surrender of exports 

proceeds, have usually been a mixture of a budget rate, an industrial rate 

and sometimes the free market rate. The buying budget rate was Afs, 

14.00/U.S,/ in 1948, depreciated to A&S.16.8Ü in 1949 and again fell to 

Afs.23.00/U,S./ in 1951 and to Af8o30*00/U.S./ in 1956. On the selling 

side, imports, or payments made by the government or the private sector in 

connection with industrial activities approved by the Government, were ' 

effected at the budget rate of Afs.21.OO/lJ.S./ and A £ s , 2 8 , 0 0  per U.S./ 

corresponding to years 1949 and 1956 respectively® The rest of the 

transactions were effected at the free market rate, Table 9» Miile there 

seems to^”̂exi steel only three rates, the actual number of exchange rates 

increased in number over the years as the surrender requirements have 

become more elaborate for different export items combining one rate with 

one or two other rates at varying percentages. In I96O there existed more 

-than ten buying and five selling rates, both ranging from Afs. 20.00 to 

Afs. 400,00/U.S./. These rates can be viewed as essentially equivalent, 

in terms of economic effects, to a system of differential taxes and 

subsidies on various transactions. The total surrender of exports 

proceeds at very low rates of exchange penalised the most important export 

items, namely cotton, karakul and wool. This was bound to have discour

aging effects on the export sector and an adverse effect on the economy. 

Such a system tends to force resources into less efficient lines of 

production. Furthermore, the continuation of such a multiple exchange 

system would have rendered Afghanistan ineligible/

14. Government Decree No,2632, Bank of Afghanistan, 1951



ineligible to draw on the resources of the International Monetary Ihmd 

for temporary Balance of Payments difficulties. In I963 this compli

cated multiple exchange rate system was replaced by a unitary rate with 

dual rate feature, one fixed official rate which was set at AfBo45®00/uS 

another an uncontrolled "free market rate" used for unofficial transactions, 

Both rates were established at Afs.45*00 U.S./; however, the fluctuating 

one was allowed to follow the course of the free market on a daily basis® 

The surrender of export proceeds at the official rate was extended to 

cover, in addition to cotton, wool and karakul SO/, part of the proceeds 

of items such as carpets I5/, sesame seed 40/, sheep skin 20/, and casings 

10/6. Although the measure removed the difference between the official 

and the free market rates and established a more realistic rate, with one 

or two currency units difference between the official and effective market 

rates in 1965? the gap has since grown larger and has almost reached a 

similar situatioh existing prior to the exchange reform of I963® The 

persistence of a large disparity between the official and free market 

ra/fces is to be taken as an indication that another change in the former 

is required® It is misleading to accept the arguaient that the lower 

the official rate the lower will be the pressure on the budgetary require

ments in the form of increases in the expenditures of Government Depart

ments, subsidies and foreign debt service® On the contra.ry an 

artificially maintained lower exchange rate implies that the costs of 

Government purchases of goods and services from abroad and certain 

private imports, considered "developmental" are heavily subsidised and 

are not realistic« It provides an ever-present danger of the mis- 

allocation of scarce resources, and is most likely to deplete the 

Country’s reserves in defence of an exchange rate which ceases to be
15the true equilibrium rate. A rate which is realistically high would 

tend/

15o Ministry of Planning, Next stens,,.. Op.Cit. 1964/êi5’. 
For the treatment of the surrender ratios and other 
taxes on exports e,s a source of government revenues 
page (88) may be consulted®
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tend to encourage exports while discouraging imports. However, prior

to a further devaluation, an improvement in the foreign exchange system

appears necessary. Tpe surrender requirements and taxes on the export

proceeds of the most important items must he reconsidered. Export

promotion schemes may be necessary as a first gesture in this direction.

Moreover, as the level of domestic deficit fimmce adversely affects the

balance of international payments, the government is well advised to

follow a policy of moderation in incurring domestic budgetary deficits,
15aespecially where the level of domestic savings is low. These measures

are necessary if any improvement in the exchange system or a devaluation 

is to make a headway.

It may be inferred that in the light of the present state of the Afghan 

economic structure and the undeveloped nature of the Monetary System, in 

particular, a high rate of stable and sustained economic growth is un

likely to be attained solely through instruments of Monetary Policy,

While the present state of the Monetary System requires considerable 

improvements the effective role that Fiscal Policy can play must not be 

neglected,

III. Fiscal Policy;

Under this caption, measures that affect the- Government's budgetary 

operations, i.e. Revenues - which have been substantially supplemented 

and affected by the process of monetary expansion outlined above - and 

•Expenditures will be dealt with. We leave the topic of Revenues, and 

particularly that raised through taxation, to be studied in the subsequent 

chapters. The remaining pages here will be devoted to Government spending.

The effects of government expenditures do not only depend on the nature 

of the sources of revenue, i.e. whether it consists mostly of inflationary 

finance/

15a. Ministry of Planning, Op.cit.,
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finance or otherwise, but they equally depend on the proportion of 

those expenditures devoted to consumption and investment of a productive 

nature. Tables 10 and 11 present the pattern of public expenditures 

allocated between these two areas under "Ordinary" and "Development" 

outlays. Although the percentage of budget aggregates allocated for 

development expenditures, during 1957/58 and I967/6 8, amounts to an 

average of 35c8 percent per annum, the distribution is nevertheless 

characterised by wide fluctuations. The ratio, during the entire develop

ment decade, rose to its highest level of 49.8 percent in the early 

sixties and dropped to a low level of 28 percent in 1967/6 8, which is only 

a little over the 1957/58 percentage distribution*

Ordinary expenditures had a net increase of almost 36I percent during 

the period. The major factors responsible for this rise have been (i) a 

rise in the salary level of government employees which became effective 

as of 1963/6 4, (ii) the normal increase in the level of services made 

available as a result of government development outlays. As projects 

have been completed and became operative, and as institutions are esta

blished in accordance with the planned programmes, increased expenditures 

have been necessary for their operation and maintenance, (iii) another 

factor has been the higher Afghani cost to the budget of debt service and 

other government payments to the outside world, a concomitant of the 

foreign exchange reform mentioned above. The expiry of the moratorium 

on debt payments will put a further pressure on the pattern of distribution 

of budget outlays, alongside their effects on the level of economic growth. 

Although defence expenditures rate almost 30 percent of the Ordinary budget, 

their share has declined in the growing government budget. On the other 

hand, a considerable portion of this outlay may be added to the Development 

Expenditures as a result of the contribution of the "Labour Corps" in the 

implementation and completion of a number of infrastructural projects, such 

as the construction of roads, bridges, dams, canals and the like.

The/
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The growth in debt service arises from the termination of the 

moratorium on some debt obligations as well as the effect of 

devaluation in the accounting of such services.

A number of other Government Agencies have been established, 

on an independent basis not included in the list of ministries, 

which accounts for part of the rise in the level of this category. 

Nevertheless, a considerable amount of this category may be year- 

marked for defence outlays not reported separately for I967/ 68.
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Expenditures on Transport and Communication and Agricultural 

extension programmes such as dams and canals and the like carried 

the heaviest weight in the development programmes of the First 

Five Year Plano The rising trend continued throughout the early 

part of the Second Five Year Plan when in I965/64 Public Works 

accounted for almost 50 percent of the domestic development budget 

outlays for that year. A major part of this increase was incurred 

on transportationo As most of the highway projects were completed 

the emphasis in development outlays was later shifted to Agriculture, 

Mines and Industries.

(.1.)

Until 1962, the beginning of the Second Five Year Plan, Afghanistan 

maintained, on an experimental basis, a Fiscal Year ending in 

August every year thus falling in the middle of the Afghan Calendar 

Year which ends on the 20th March, (see page 14 above). Since the 

experience proved unsatisfactory for reasons of accounting and 

interpretation of other calendars, i.e. Lunar and Western (A.D.), 

the fiscal year was allowed to coincide with the calendar year.

As a result, column 5 represents figures for half a year.
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The Development Expenditures of the Government (tables 11 and 12) 

have been supplemented by deficit financing (table 13) and Foreign 

Loans and Grants^^, The latter raised the 27 percent level of 

domestic public saving to over 39 percent of the budget expenditures 

in I957/ 5G and the 33<>6 percent of domestic public savings in I966/ 67, 

to over 60 percent of the total marking the highest level of foreign aid 

during the period. Table I3 reveals part of the Afghani Counterpart

funds for the aid. In this respect the relative share of total

Ordinary Expenditures and their components shows a corresponding declineo 

This obviously raises the total deficit in terras of domestic Revenues, 

but the inflationary impact on the economy may be asserted to be

relatively less than the aggregate budget deficit over the period, A

sizeable amount of the deficit has been appropriated to the import of 

both capital and consumer goods. However, the pattern and composition 

of the total expenditures including development outlays, have contri

buted much to the rise in the level of prices,. It can be seen that 

more than 70 percent of the Development Expenditures has been absorbed 

by two sectors, namely Transport-Communication and Mines and Industries,

One of the criteria for evaluating the growth of Government expenditures, 

their distribution between Ordinary and Development outlays and the 

level of domestic Revenues is to see these aggregates in relation to 

changes in the level of Rational Income, Table I4 reveals both 

Expenditures and Revenues as a share of Domestic Rational Income, - All 

figures have been taken in ciirrent prices, meaning that the real value 

of government expenditures may not be taken into account. However, 

as this factor affects, in this case, all other aggregates in the same 

way, the fall in their value is not of our concern in evaluating their 

relative/

1 6 , See Table I6 below, on this point,



63 Table 12

FINANCING ECONOMIC DEVELOPMENT 
PLANS

1937/38 - 1966/67

(in Billion Afghanis)

ECONOMIC SECTOR
FIRST PLAN
1937/ 58-1962

SECOND PLAN
1962-1966/67 Aggregate

Expenditure 
as percent 
of Total

Mines and Industries 3,0 8,8 11.8 33.1
Agriculture 1,3 4 .4 3,7 16,0

Transport and Communication 3 ,1 9 ,6 14.7 41 ,3

Education and Health,

Other Social Services 0,8 1.8 2,6 7,3

Miscellaneous Expenditure 0,4 0.4 0,8 2,3

ALL SECTORS 10 .6 23 .0 35 .6 100,0

Source; Ibid.



66 Table 1)

DEFICIT FINANCING

1957/38 - 1966/67

(in Million Afghanis)

Year
Surplus -f ) 

Amount )
Deficit *» )

(Last six months 
of 1540)

1957/58 •1- 59

1958/59 + 10

1959/60 - 385

1960/61 « 804

1961/62 - 373

1962/65 - 1037

1963/64 - 536

1964/65 - 709

1965/66 - 34

1966/67 » 424 (1)

Net Total 4493

Source: Bulletin, Bank of Afghanistan, 1968c Kabul,

(1) Preliminary figures not adjusted.



GOVERNMENT EXPENDITURE AND 
REVENUES RELATIVE TO GDP

1957/58 " 1966/67

(in Billion Afghanis)

Table 14

Year
1.
GDP

^Public 
Expend.

^Public
Revenue

^(2) as / 
of (1)

^(5) as io 
of (1)

1957/58
1960/61
1967

25.526

28.175

49.457

1.581 

5.108 

5.081

1,548^^)

2.099
4.247

5.8
11.0

10.5

5o7

7.4

8.5

Source? Computed from "Survey of Progress", Ministry of 
Planning, I967,

(1) This amount does not include Proceeds of commodity 
assistance nor does it include borrowings from the 
Bank of Afghanistan*
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growth relative to GDP. Tro above table sliows that although public 

revenues have increased, the increase has been lower than the growth 

of public expenditures. This shows the very poor tax effort of the 

governmento Obviously, when the ratios are seen in terms of GNP 

aggregates, the relative position of the Revenue Section drops further 

to a lower level « An attempt is made in the following chapter to 

examine some of the important features of the Revenue Structure, and 

the share and role of the main categories of Revenues in the Afghan 

economy. The study will cover the historical development of the 

revenue sources before, during, and after the Development Plans.
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C H A P T E R  T H R E E

SOURCES OP PUBLIC REVENUES
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Sources of Public Revenues

Non-tax Revenues 
Ao Borrowings

(1) Domestic Debt
(2) Foreign Aid

Bo Revenues from the Public Domain

II - Tax Revenues
A. Indirect Taxes

1̂) Import Duties
2) Export Duties
3) Sales Taxes
4) Excises
(5) Stamp Duties

Direct Taxes
(1) Income Taxes

a - Income Taxes between 1944-1936 
b - Income Taxes between 1956/57-1966/67, 

the Development Decade, 
c “ Individual Income Tax under the Present 

System
d - Company Income Tax under the Present 

System.
(2) Taxes on Property, real and personal.
(3) Municipal Taxes
(4) Pension Fund.
(5) Miscellaneous Imposts.



As exniiiined earlier, the Afgiiaxi economy has been growing at an anxmal 

average rate of over 9 percent in current prices for the past seven 

years. It is the purpose of this and the following chapter to see 

what portion of this aggregate is tapped off tlirough the revenue structure 

and to examine which sources of revenue promptly respond to variations in 

the level of national income. For this purpose a study of the compon

ents of total public revenues, appears necessary. Total government 

revenues, including loans and grants from abroad, and excluding borrowings 

from the Central Bank, amounted to 7789 million Afghanis in 1967, 

representing about 14,2 percent of GMP. Excluding foreign aid, this 

ratio drops to 7*6 percent of GNP, This may be considered a rough index 

of the burden of taxes on the entire economy. About 75 percent of total 

domestic revenues were raised through taxation. Revenues from utilities. 

State properties, economic enterprises and participation in private sector 

investments all contributed about 22.2 percent* The remaining 2*8 per 

cent represented revenues from other non-tax sources* Table 15 shows 

changes in these sources with respect to GNP over the Plan period.

Total public revenues, from domestic and foreign sources, represented 

10.4 percent of GNP in 1957/58, and increased to a figure of 15.6 percent 

in 1961/6 2, but^even-though there was a rise in the volume of foreign aid^ 

it dropped slightly below this figure in I967. Revenues from loans and 

grants (foreign aid) increased by over I6O percent during the entire 

period of the two Plans. Their share as a ratio of Gi'JP on the other 

hand, fell from 9*2 percent in I961/62 to 6.6 percent in I967.

Prior to 1957/58 Government revenues from public enterprises, including 

Monopolies, were a small portion of total revenues. In an effort to 

increase savings the Government expanded the share of the public sector 

in the economy. As a result, revenues from State enterprises, mixed 

ventures and other public earnings increased by more than sixfold over 

the/
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tI:i.o entire period 1977-*67? indicating an average absolute increase of 

more tiian 69 percent per annuuu Similarly, revenues from other non

tax sources too increased, in absolute terms, by more tJiaii fourfold 

over the period. Nevertheless, since both these sources contribute 

only a fraction of total Public Revenues, the increase in relative terms 

is negligible. Total tax revenues increased by 284 percent, in absolute 

terms. However, as a ratio of GNP, the rise has been considerably small. 

Tax revenues/GNP ratio increased from 4.2 percent in 1957/58 to only 5*6 

percent in 196?,

For a detailed analysis, the major sources of revenue will be studied 

under two main headings, namely Non-tax Revenues and Tax Revenues, Each, 

in turn, will be broken down into its components. Under Non-tax Revenues 

we shall look into the growth of Internal and External loans, Revenues 

from State o w e d  and mixed enterprises and the rest of the public sector. 

Revenues from Taxes will be mainly studies under Direct and Indirect Taxes,

I - Non Tax Revenuest

As Table 15 reveals, Non-tax Revenues have increased considerably over 

the past nine years. This increase has been mainly in loans and grants 

from abroad as well as revenues from the operations of the public sector,

A, Borrowings I

Both domestic and external loans have served as a major source of revenues 

for the Afghaxi Government.

(l) Domestic Debt :

As far as Domestic Borrowing is concerned, based on the brief description 

of the Money and Capital Markets in Afghanistan (pages 44-47 above), it 

is apparent that Government borrowings in the market, through the sale 

of Bonds or Treasury bills is non-existent,^ As a consequence, budgetary 

deficits hâve been met almost entirely by loans from the Central Bank, 

This/

1. For a detailed analysis of this potential source of public
revenues reference may be made to chapter seven, page 282 below,
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This, of course, has been in addition to foreign loans and grants or 

their proceeds in local currency. There is no regulation or practice 

in the Afghan fiscal framework specifying the extent of borrowings from 

the Central Bank, and consequently the aggregate supply of money.

In view of the above situation the Afghan Government's position with the 

Central Bank has changed considerably. Its position deteriorated from 

a surplus balance of Afs,95 millions in 1957/58 to an accumulated total 

debt of 4495 million Afghanis in I967, representing more than 80 percent 

of total money supply. The effects of such a trend on the level of 

prices cannot be overlooked, even though the money/national income ratio 

is as low as 10.2 percent for the latest year, A major part of the 

purchasing power is directed towards the consumption of agricultural out

put, the supply of which has been rigid, and only a fraction of it goes 

to non-food items including industrial output. The amortisation of such 

loans from the Central Bank with reasonable terms, may appear to be less 

of a worry as compared with that borrowed from abroad. Even so, the 

repayment of the total loans implies an additional increase in the resources 

of the Government over and above their growing expenditure requirements.

The fact that the Government can easily negotiate such loans does not 

necessarily justify an excessive recurrent use of this source, Tlie 

volume and the appropriate field and purpose for which such funds may be 

spent must also be carefully evaluated,

(2) Foreign Aid, (Grants and Loans):

In many less developed economies, private and public savings and invest

ments from domestic sources fall short of the aggregate amount required 

to fulfil the objective laid down in the development programmes; as a 

consequence, reliance/
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reliance on foreign capital to fill-in the gap appears inevitable.

Without resort to external resources, the pace of growth has to be slowed

down by curtailing certain expenditures and that of the level of employment

and consumption, or by resorting to inflationary finance. As indicated

above, foreign aid occupied an important role in the finances of the

Afghan Government, As Table 15 shows, foreign capital covered well over

50 percent of the total outlays of the First and Second Development Plans.

These funds have played a very significant part in the development of the

present state of the Afghan socio-economic structure. It seems quite

unlikely that Afghanistan would have achieved the present rate of progress

had it not been for the availability of these external resources. On the

other hand, they have created debt service obligations to be duly met by

the Afghan Government in the future, see Table I6, The Soviet Union has

been the leading supplier of aid, providing 6? percent of total foreign

aid from I961/62 onwards. The United States provided I9 percent^, and

9 .5  percent was provided by the German Federal Republic. The rest is
3 .shared by a number of other countries * Military aid is excluded from 

the/

2, Total economic aid from the United States to Afghanistan, between 
1954 and 1965, has amounted to U.S./281 million as against U.S./
552 million from the Soviet Union during the same period. But 
total U.S. Aid to Afghanistan since the end of World V/ar II has 
amounted to 586 million dollars. Next to transportation, a 
considerable amount of Soviet Aid has been extended mainly for the 
exploration of natural resources such as gas and petroleum, for
the production of electricity and construction of industrial plants. 
Industrial plants in this respect cover only those in the public 
sector. Aid from the United States, on the other hand, covers 
areas such a,s transportation, education, agriculture, industry, 
community development, health and public administration.

3. It may be noted that aid from the United States consists mainly in 
the form of grants, while that from the Soviet Union, Czechoslovakia 
and China are mainly inloans, the amortisation of which will hang 
over the balance of payments for some time to come. The proportion 
of grants in the Soviet Aid has dropped considerably in the last fev/ 
years. The entire amount of aid from this country in I967/68  
consisted of loanso
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the above table. Commodities imported tlirough these aid programmes 

included wheat, sugar, petrol, vegetable oil, vehicles and spare parts. 

Commodity assistance from the United States and the U.S.S.R. consist 

mainly of wheat and vegetable oil, initiated under the U.S. PL480 

arrangement and the Soviet Aid Agreement, which also provided part of 

the counterpart local currency requirement of the development expenditures, 

Both these arrangements have helped the government to regulate the prices 

of certain staple items such as wheat and, vegetable oil and have reduced 

the pressure on the limited foreign exchange holdings of the Government. 

With the present state of economic progress and the long term economic 

and social objectives, it appears difficult, if not unlikely, for the 

Government to try to achieve '-̂-Vevx ‘ rate of growth in the

coming decade by relying entirely on finances from domestic sources. 

Foreign capital,^as inter-governmental loans and grants, and/or private 

investment, will remain part of the resources expected to be employed in 

the process of capital formation for a number of years to come. Loans 

and grants, as part of the finances of the Third Five Year Plan, have 

been estimated at 20 percent and commodity assistance almost 40 percent 

over the Second Plan actuals. It may be indicated that a continuous 

reliance on foreign assistance is not likely to induce the Government to 

take a hard look at the domestic resources. The burden of debt service 

is already growing heavier in the annual budget of the Government, which 

suggests that an increasing portion of development finance must be 

internally raised,

B, Revenues from the Public Domain:

Revenues from this sector, have sboim an upward trend lately occupying 

a third place in the revenue structure, after foreign aid and taxes. 

Prior to the implementation of the development plans the function of the 

Government was mainly confined to the maintenance of law and order and 

the/
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the provision of certain social services. Its role in the economic 

sector has been traditionally based on what is called a "Guided” system 

with minimum intervention. On the other hand, the existence of 

obstacles tended to make a rapid achievement of growth objectives, at 

the private and public sectors, more difficult. In 1956/5 7.the 

Government declared that both Government and private enterprises

should function for the benefit of the Country and general welfare of 

the people. In future full economic resources of the Country, private 

and public, vûll function in such a manner as to provide maximum benefit 

to all sections of the population; therefore, for the co-ordination of 

the Country’s economic activities, it is necessary that the Government, 

which represents all sections of the population, guide and regulate such 

a c t i v i t i e s . B y  so declaring, the Government expanded their traditional 

role and followed a more vigorous and direct policy of development.

This laid down the grounds for the active intervention and participation 

of the government in certain fields of economic activity.

Economic activities of the government are usually conducted under various 

forms of organisation and management, depending upon the objectives the 

government wishes to follow. They may be carried under a form of 

organisation operating at a loss, in which case the government actually 

subsidises the recipients of goods and services such as health, education 

and others. They may be conducted on a no-profit no-loss basis, whereby 

the services and goods may be offered at cost, as in transportation, 

electricity, water and other utilities. A third category falls under 

organisations working on a profit earning basis whereby the government 

enters into commercial and industrial activities aimed at furthering the . 

process of capital formation.

The/

4. From the speech of the Prime Minister to the Parliament 
initiating the First Five Year Plan, Kabul, 1956
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The entire operations of the public sector in Afghanistan consist of 

all three categories. In the area of social and economic overheads 

the total cost is borne by the Public Sector, For example, in the 

field of education, the government is liable by the Constitution to 

provide free education up to the end of the University level. The same 

applies to the provision of medical health services. Tables 11 and 12 

above, indicate the magnitude of government obligations in these areas.

In the case of utilities such as electricity, fuel,water and communication 

one of the most important factors is to determine the feasibility of the 

project, which will satisfy various conflicting objectives. That is 

(l) to obtain a rate of return sufficient enough to render the project 

profitable, whether based on the profitability concept of the private or 

the public sector, (2) achieve an improvement in the standard of living 

of the population by offering such goods and services at less than 

economic prices and (5) promote growth in the industrial, commercial and. 

agricultural activities. As a result, the growth of revenues from this 

source has been slow.

Revenues from government economic activities increased from Afs.5 million 

in 1957/58 to Afscl58 million in 1965/66. Revenues from government 

participation in private enterprises has increased, from nil in 1957/58 

to a level of Afs.96 million in 1966/67. Income from Government 

Monopolies rose from 59 million Afs. to 611 million Afs. during the ten 

year period. Monopoly operations cover the purchase and sale of items 

like tobacco, sugar, petrol, cars and certain non-monopolised articles. 

Owing to the retention of profits, revenues from State Enterprises to the 

Treasury - both as taxes and transfer of profits ~ have been small.

Table 17 depicts the growth of revenues from this source, over the past 

28 years,

II. Tax Revenues; /



STATE ENTERPRISE TAXES AND TRANSFER CI’
PROFITS TO THE GOVERNMENT

1940 -  1968
(In 000 Afs,)

Transfer of
Year Profits Taxes Profits Retained Profits

1940 - 1950 147,850 8,556 159,294
1951 - 1955 421,859 27,004 155,610 259,225
1956 - i960 2,250,001 140,807 1,208,105 901,089

1961 - 1965 951,654 2,795 549,407 599,454

1966 - 1968 1,022,528 911 197,298 198,209

TOTAL 4,793,672 180,001 1,910,420 2,077,271

Source; Compiled from the Statistics of the State
Enterprises Department, Ministry of Finance, 
Kabul, 1969.
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IIo Tax Revenues ;
5The Afghan Constitution provides for taxes to he imposed by the State , 

through the Central Government and municipalities. There is no local 

taxation although the collection of national revenues is a provincial 

responsibility.^ Following Foreign Aid, Tax Revenues occupy the second 

important place in the revenue structure of the Afghan Government. Its 

role as a source of revenue has increased over the past few years. Tax

cent^ Although this 

rise in absolute terms seems quite substantial, its growth in terms of 

GNP is not all that impressive and significant. The average annual 

increase as percentage of GNP increase has been less than one percent 

between 1957/58 - 1959/60 and almost two percent between I96I/6 2  - I966/ 67. 

Total Tax Revenues, as may be recalled from Table 15, page 72, amounted 

to only 5=6 percent of GNP. This indicates that tax revenues in 

Afghanistan do not only fall below the 25-50 percent ratio of tax revenues 

to GNP prevailing in the more advanced economies, but is also less than 

the low average of 8 or 10 percent Tax/GNP ratio known for less developed 

countries^; Tables 18 and 19^. An examination of tax/income ratio or a 

tax/per capita income ratio puts Afghanistan in the lowest rank among a 

large/

5« "Every Afghan is bound to pay tax and duty to the State. No
duty or tax of any kind shall be levied without the provision
of the law. The rate of tax and duty as well as the method
of payment" shall be determined by law with consideration for 
social justice. The provisions of this Article are applicable 
to foreign persons as well." Constitution of Afghanistan, 
Article 58, Kabul, October 1 , 1964»

60 Further reference on this point may be made to Chapter 8 on' the 
Administration of Taxes.

7. N. Kaldor, Essays on Economic Policy, Vol.l, page 255> London,
1964,

80 It may be noted that the above tables do not provide any
information regarding the ratio of the monetized and non
monetized sectors of the various economies concerned. This 
limits the usefulness of such a comparison, i.e. the share 
of direct and indirect taxes, to a considerable extent.



WEIGHT OF DIRECT AND INDIRECT TAXES 
IN SELECTED COUNTRIES OF ECAFE

COUNTRY Year

Total Tax Direct Taxes Indirect Taxes
As /age of As /age of Total As /age of total
GNP Tax Revenues Tax Revenues

BURMA i960 23 52 68

CAMBODIA 1959 15 12 88

CEYLON 1959/60 21 19 81

INDIA 1959/60 10 51 69

INDONESIA 1959 6 41 . 59

JAPAN 1959/60 14 50 50

PHILIPPINES 1959/60 11 22 78

PAKISTAN 1959/60 7 55 67

THAILAND 1959 15 8 92

AFGHANISTAN 1958 4 26 74
1960/61 5 21 79

1967 5.6 15 87

ECAFE REGION^l) 1966 - 12 - 50 88» 70

(l) Tax Potential and Economic Growth in the countries of the ECAFE Region, 
1966, Pages 29-48, in Economic Bulletin For Asia and the Fa,r East 
Bangkok, I966. The figure for Afghanistan is computed'from Table 23®



Table 19

TAX REVENUE, GOVERNMENT EXPENDITURES 
AS A PERCENTAGE OP GNP AND DIRECT

TAXES AS A PERCENT OP TOTAL TAX R5JVENUE
FOR SELECTED COUNTRIES

Countries Year

Direct Taxes Government
Tax Revenue as /age of total Expenditure
As /age of GNP Tax Revenue As / of GNP

(1)AFGHANISTAN 1965 5o4 21,8 16.0

BURMA 1965 25,2 56.2 15.8

CEYLON 1965 20,8 28.2 28.0

INDIA 1964 11.06 29,05 26.0

IRAN 1964 17,68 10.59 28,7

PAKISTAN 1964 7.98 29.49 20.7

PHILIPPINES 1964 8.56 26.86 10,9

THAILAND 1964 12,26 11,60 15.4
TURKEY 1965 15.61 51.59 18.2

Source; For Countries other than Afghanistan the figures 
- are computed from the UN Statistical Year Book, 
New York, I966.

(1) This is composed of both ordinary and development budgets.
The rate of increase is mainly in the development 
expenditure sector. Although it forms over 11 percent 
of GNP it has been growing at a rate of 25 percent per annum 
between 1957/58 and 1965/66, much faster than all the 
components of aggregate expenditures put together. Discounting 
for items such as repayment of debts interest and the like, 
the above ratio among other effects shows the increasing 
influence of government budget on aggregate demand. Although 
in an economy where the prime objectives of the Government is 
to promote growth, the stability factor cannot be overlooked.
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large nimber of less developed countries^. A more realistic comparison 

based on the purchasing power parity still shows Afghanistan to hold 

the lowest position among 52 countries. In terms of tax efforts, too, 

Afghanistan ranked lowest among these countries^^" Such a state of 

affairs does not only provide an interesting gr'ound for conducting this 

enquiry, but demands that radical and immediate changes must be brought 

in if some of the objectives envisaged in the social and economic 

programmes of the government are to be accomplished.

Prior to proceeding with the main part of the paper, i.e. the appraisal 

of the various aspects of the Afghan Income Tax System it is appropriate 

to take a look at the structure and significance of the overall Tax 

System. For this purpose taxes may be grouped under the main categories 

of "Direct" and "Indirect" Taxes.

Ac Indirect Taxes:

Most characteristic of the tax revenue in Afghanistan, as in many less 

developed countries, is that it is derived to a great extent from indirect 

taxes* Reliance on revenues from this source has been primarily for 

reasons of convenience in collection. Indirect Taxes were one of the 

early levies imposed by the Afghan government. These included taxes 

on imports, exports and certain other duties such as excises, sales 

taxes, stamp duties and the like. Taxes on imports and exports were 

subject to periodic changes in their rates in order to raise further 

revenues or to affect economic activities® Since the government has 

had/

9* See Jorgen, R. Latz and Elliot R, Marss, "Measuring Tax Effort 
in Developing Countries. " IMF Staff Papers, Voi.XV'I, 1967? 
pp.478-99? and "Tax Effort" in Developing Countries, Finance 
and Development No*5? 1969'

10c Ibid, Page $6, and pages 1)0-1 below,
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had the power to change the weights of export and import tax rates 

without the prior appro vail, of the Legislature, such changes have been 

brought in from time to time to meet the economic objectives. Indirect 

Taxes at present are the most important source of public revenues 

amounting to around 88 percent of Tax Revenues. In I965/66 it amounted 

to over 52 percent of the total domestic revenues,

1. Import Duties;

These duties constitute a major part of indirect taxes. As indicated 

above, import duties have been imposed mainly for two purposes® The 

first aim was to raise revenues, and later, as some aspects of import 

duties made themselves felt, rates were raised and now ones, in the form 

of "Ad valorem" and "Specific" rates were added to serve the multi

purpose of revenue,protection, restriction,economisation of the limited 

foreign exchange earnings and affecting the pattern of public consumption, 

It should be mentioned that the past thirty years of amendments have 

rendered the tariffs system very complicated. In I966/67, the rates 

per unit of item ranged from 10 percent on powdered milk to I50 percent

on alcoholic beverages® However, as these percentages are based on 
11"specific prices"5 they cannot portray an accurate picture of the

Tariff System. In addition to these ad valorem or specific rates of

custom duties, "all individuals in the business of importing goods from

foreign countries for sale in Afghanistan are subject to a fixed tax of 
12four percent." The tax is computed on the total cost, including 

custom duties, on the goods imported. As a turnover tax, this four 

percent is deduetable from income in the same taxable year. Poor 

organisation and precarious control at custom houses, whether along the 

border or in the cities, have created smuggling practices which will, 

if/

11. See page 87 below.
12, Income Tax Law, Article 80, Kabul, I966/67



if not remedied and prevented, not only make future measures less 

effective and the achievement of the anticipated objectives less 

likely, but will also destroy the honesty of those who conduct their 

activities•through legal channels.

Revenues from import duties in I966/67 have amounted to 1450 Million 

Afs* almost 54 percent of total indirect taxes® Compared with the 

value of imports for the same year, which amounted to U*S./66,7 million
15or 4669 million Afs* import duties amounted to percent of the value® 

The fact that indirect taxes in I967 constituted more than 50 percent of 

total revenues and more than 87 percent of tax revenues, and that over 

50 percent of it came from import duties reveals a major shortcoming of 

the Afghan tax system® This may be attributed to the pattern of tax 

structure change during early years of growth, when imports and exports 

tend to be almost directly related to the changes in the level of 

national income and the level of money supply* These are as such tied 

up with a fairly wide income elastic base* However, the orientation 

of the tax system towards a base, which comes as low as 15 percent of 

GNP, renders the system virtually incapable of affecting aggregate 

demand through tapping-off larger share of GNP increments which does 

not go through the foreign trade channels.

2. Export Duties
gc/ghttougk

Duties on exports yield a relatively small ajuount of revenue, ^ proceeds 

from this source are reported under two separate revenue categories, 

namely "Custom Duties on Exports" and the "Foreign Exchange Taxes on 

Export Proceeds". The latter is primarily resorted to in order to 

reduce domestic demand and secure revenues for the government* Tariffs 

cover/

1). A free rate of exchange of Afso70.00/U.S./ is applied for 
the conversion* It does not include imports for the 
development projects or commodity assistance®



cover most of the iteiris exported* The rates range from five to one 

hundred percent* Tariffs are maintained largely on the basis of what 

is called a "Free Price List", arranged and established on the prices 

of exports and imports which prevailed a long time ago* There is no 

relationship between prices on this "List" and the level of market prices 

at present* It was meant to provide a basis for customs tariffs* How

ever, as the price list has been very seldom adjusted to reflect the 

current price level, it has lost its significance. With low "List" prices 

the tariff rates in most cases reach a hundred percent. These apparently 

high rates give a false impression of the actual^. Furthermore, the 

existence of "List" prices makes it difficult to compare the level of 

revenues with changes in the level of prices, particularly if the actual 

duty is stated as a percent of price , If the duty has no relevance to 

the price of the article, then it is advisable to completely abolish the 

"free price list" altogether and introduce the duty on an ad valorem 

basis. There is no valid reason for maintaining such a list as it serves 

no useful purpose unless it is constantly adjusted to reflect prevailing 

market prices. These specific duties not only reduce revenues but also 

weaken the stabilising effects on the economy. Revenues from export 

tariffs amounted to AfS*139 million in I965/66 as against 57 million Afs. 

in 1959/60,.

The Income Tax Law of 1966/67 also incorporated a 2 percent tax on the 

export of goods and products from Afghanistan, computed on total cost 

including custom d u t i e s , '

In/

14* The Income T^x Law, Op.cit,, Article 81.



Ill addition to ihe adoovo tariffs 5 a ninobor of export items, by being

subject to tlie surrender requirements y bear varying amounts of additional

taxe 8 « As indicated above, proceeds of a iiu; ibor of export items are
3 5suri'endered, eitiier in full or in part, to the Central Banlt at the 

official exchange rate. The difference between the recorded value of 

foreign exchange so acquired and the effective selling rates prevailing 

in the free market is the share of government profits in the foreign 

exchange transactions* The rising price level and the wide gap, at 

times over 65'percentj[ Table 9 above) between the official and the free 

market rates ]iave resulted in an increase of revenues from this source. 

Export proceeds are further subject to an additional tax knoim as the 

"foreign exchange tax", This brings the effective foreign exchange 

rate well below t)ie official rate, as was noted in the case of cotton,

The exact amount of revenues from taxes on foreign exchange is not avail

able as it is combined with the profits from the purchase and sale of 

foreign exchange in the free market. The level of such profits is 

further affected by the acquisition by the government of foreign exchanges 

through drawing under special (Standby) arrangements on the resources of 

the International Monetary Fund, In I966/67 the entire amount of revenues 

from foreign exchange transactions, including the profits on sales and 

taxes, amounted under "Revenues from Commercial Transactions" to almost
17830 million Afs» Whether the level of revenues from these export taxes

will continue to rise is uncertain owing to fluctuations in the conditions
] 8of demand and suiuply for Afglian exports.

3» Sales Taxes /

15o Page 57 above,
16. Page 17 above.
17. The balance under this category constitutes revenues from 

Stamp Duties and the related items, pages 89-90 below.

18. See page 235 Tjelow*
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3° Sales Taxes

There is no general sales tax in'Afghanistan on a retail level. Sales 

taxes have been imposed at wholesale level on imports of all articles 

(Article 80 Income Tax Law, page 85 above). Revenues from this source

amounted to Afs.l62 million in I967/68.

4. Excises;

Excise taxes have been imposed on textiles, cement and certain other 

items. Revenues from this source amounted to 62 million Afs. in I967/6 8. 

Both this and sales taxes imposed at industry and wholesale levels, 

respectively, provide ease of collection. However, against this advan

tage lies the argument that, unlike taxes on a retail basis, taxes at the 

manufacturing and wholesale levels fail to promote consumer awareness of 

the aniount of tax included in the price of goods and services in demand.

5. Stamp Duties;

Such duties are collected on all deeds, documents, applications of a 

commercial nature, commercial and legal registers, court resolutions, 

contracts, income tax forms and the like. Duties collected by the party 

concerned are duly transferred to the Treasury, These duties are of 

two main types; the first one is a fixed amount which is determined by 

the nature of a transaction, and the second type which varies according 

to the value of a transaction. Stamp duties are imposed in a variety of 

’ways; as stamped paper supplied by the government agencies, or stamped 

stationeries prior to use, or as affixed stamps or seals. Revenues 

from this source are not separately accounted for. It appears under 

Profits from exchange dealings of the Central Bank entitled "Commercial 

Transaction", This does not represent an accurate classification as 

part of the duty, that on Income Tax Forms and the like, may be classified 

as/
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as direct taxes* Nevertheless, Revenues from this source amounted to 

almost Afso100 million in I967/ 68.

Bo Direct Taxess

Total revenues from direct taxes dropped from 26 to^lj percent of the 

total tax revenue, between 1958 and I967, a corollary of the initial 

stages of economic growth?'^ This change in tax structure leading to 

a greater reliance on indirect taxes, during the initial stages of 

economic growth noticed in the above paragraphs, may be attributed to 

two main factors. First, since the volume of foreign trade normally 

increases with a rise in the level of GNP, tax revenues from this source 

tend to have a corresponding increase under the existing tariff rates* 

Second, owing to administrative expedience in revenue collection from 

this source and the growing revenue requirement, by adjusting the existing 

tariff rates, the government aims at raising revenues and/or achieving 

other economic objectives. In I967, revenues from Direct Taxes amounted 

to 1.1 percent of GNP,

This major source of revenues includes taxes imposed directly upon the 

annual income of a taxpayer, whether individual or corporate, computed 

on a progressive scale or a specific rate, and on the personal or real 

taxable property of an individual or a corporate entity.

1. Income Taxes :

Although income taxes are a fairly recent development in the Afghan 

tax system, they have, nevertheless, undergone frequent and radical 

changes since their inception in 1944* In I966/67 revenues from this 

source/

19. Harley‘H, Hinrichs, "A General Theory of Tax. Structure 
Change During Economic Development" Harvard Law School, 
Carnbridge, I966., pp. 19-28



source amounted to 85 percent of total direct and I6 percent of total 

tax revenues*

Since the following Chapter, 4? examines the revenue aspect of income 

taxes in greater length, the enquiry here is mostly confined to a brief 

historical account of all the amendments and development of the income 

tax system* This will provide a background to what the writer attempts 

to present in' the subsequent pages of this paper. For purposes of 

convenience, the study here falls under two distinct periods* The first 

period covers the study of the system between 1944 and 1956, while the 

second period covers the development decade, i.e. between 1957 and I967»

(a) The Income Tax System between 1944 and I956:

Taxes on the income of individuals and companies were first instituted

in 1944 under a progressive schedule ranging from 5 percent on a taxable 
20income of over Afs.5000 and up to Afs.20,000, and a maximum of 25 per 

cent on Afs.500,000 and above* "Individual' subject to this schedule 

consisted of traders operating under proprietorships or partnerships of 

different forms* The word "Company" on the other hand applied to limited 

liability and joint-stock enterprises,. Early in 1945 a flat rate of 

20 percent, applicable to both categories of taxpayers, replaced the 1944 

progressive tax schedule* Shareholders were also added to the category 

of individual income tax payers, as dividend was declared taxable.

However, the coverage of the tax base remained narrow and limited since 

income arising from other sources in the form of salaries, wages, rent 

and interest remained untaxed. Following a series of further amendments 

in 1946 and subsequent years the tax law initiated, in 1954/ 55, certain 

major changes in the system whereby the taxation of individual and 

company/

20. See Pages 177 and 194 be3ow, on what constitutes taxable 
income, under the Afghan Tax Law*



company wore separated from each other* Accordingly, four different 

categories of taxpayers were createds

(i) Individual traders and shareholders * Traders whose net income, ioS. 

after the provision of legal deductions, exceeded the exemption limit

of Afs.4,000 were subject to a fixed tax rate of 10 percent and a

progressive rate schedule ranging from 3 percent to 43 percent on taxable

amounts of Afs*4,001-10,000 and three million Afghanis and above, 

respectively. Shareholders receiving dividends were, however, not 

entitled to the Afs*4,000 exemption. The law also required both

individuals and companies to maintain adequate and reliable records for

purposes of assessing taxable income, i.e. the deduction of allowances 

and expenses incurred in the process of earning that income. In practice 

this provision proved inadequate as the tax office found it necessary to 

question the reliability of these records maintained and presented by 

individual traders, partnerships and limited liability companies. As a 

result, an arbitrary 4 percent of total turnover of such businesses was 

regarded as taxable profit subject to the above tax rates, irrespective 

of whether the business experienced a higher rate of profit or sustained 

a real loss. Later in 1954 and again in 1956 this arbitrary percentage 

profit was raised to 5 and 7 percent, respectively.

(ii) Income from wages and salaries was declared taxable for the first 

time under a progressive schedule ranging from one percent on a taxable 

income of Afs.13,001-20,000 and a maximum rate of 10 percent on Afs.70,000 

and above. In addition to such a low rate, income from salaries and 

wages enjoyed a personal allowance of Afs.13,000, Income from other 

sources, mentioned above, escaped taxation.

(iii) Companies engaged in commercial and trading activities, including 

banking and other financial enterprises, were subject to a 10 percent 

tax/



tax on the total taxable income. Dividend distributions were, as 

indicated, taxable under a progressive tax schedule. This v/ay a two- 

tier tax feature was introduced into the system, in that, income was 

first taxed as company profits and later s.s dividends, if any, in the 

hands of the shareholders*

(iv) Industrial and Agricultural Companies were subject to a 5 percent 

tax on their profits and distributions as dividends were again subject 

to the individual income tax schedule. The five percent tax on the 

profits of the company was to be credited towards total tax liability 

of shareholders as an incentive to induce investment in such organization,

(b) Income Taxes between 1956/57-1966/67, the Development Decade:

The First Five Year Development Plan launched in 1956/57, asserted

"that although changes had occurred in the level of economic activities,
23tax rates underwent no radical changes." ' The situation affected the 

value of currency and weakened the financial position of the Country,

It had offered no effective incentives to enterprise* The history of 

the revenue structure reveals that for a long time government revenue 

depended on direct taxes, name3.y, land and livestock. For example, in 

1948/ 4 9j revenues from land alone constituted over I9 percent of total 

government revenues* In 1954/55 this share dropped to almost 7 percent. 

The role of indirect taxes had increased rapidly since the mid-fifties. 

Income Taxes had not contributed significantly to the government budget, 

Table 20, Owing to these facts, necessary adjustments were introduced 

in the tax system and again income taxes were the only group of levies to 

experience major changes. As a consequence, a series of fixed and 

progressive/

21* Ministry of Planning, "The Five Year Plan of Afghanistan' 
pages 2O8-23O, Kabul, 1956/57.

22* Ministry of Planning, "Survey of Progress", Kabul, I967,



Table 20

GOVERNMENT REVENUES PROM DOMESTIC SOURCES

1951 -  1955/56
(in Million Afs.)

Sources of Revenue 1951 1952 1953 1954 __ 19^
Custom Duties 172 215 244 301 401

Income Taxes 52 68 81 98. 98
land Taxes 67 68 77 76 77
Livestock Taxes

(] )Small business and artisans 
tax and stamp duties

50 31 34 32 40

13 32 43 69 ■ *112

Monopoly dues and related 
items ^ 106 79 75 98 138

SourceÎ First Five Year Development Plan* 1957? page 209 
Ministry of Planning, Kabul,

Note

(1) The income tax did not cover all income earners. Small businesses, 
artisans and other independent occupations, with or without a fixed 
place of business, covering more than 50 different occupations, 
were and still are subject to a fixed tax in lieu of income taxes, 
(see pages 97-100 )

(2) The Department of government Monopolies, established almost 30 
years ago is engaged in the purchase and sale of items, such as 
sugar, petrol, tobacco and others* Revenues from such operations 
include duties, profits from the difference between the purchase 
of foreign exchange at the official rate and its conversion for 
price calculation at the market rate of exchange, as well as annual 
profits* These items in later years have been reported under, 
separate headings in the expanded classification of revenue items*
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progressive profit and income tax rates, on a schedular basis, was 
23introduced. The change towards a schedular system was largely 

influenced by the fact that, by recognising a distinction in the "kinds" 

of income the varying tax rates under a schedular system offer a 

differential treatment of income from various sources with minimum 

administrative complications* It expected to simplify and facilitate 

the taxation of income from any individual source* Since the number 

of schedules under such a system is largely determined by a careful and 

elaborate classification of income and policy objectives, it had been 

kept down to three and limited to income from wages and salaries, 

dividends and individual businesses* In addition to the varying rates, 

the schedules were equally accompanied by various araomits of allowances 

and deductions.

The existence, until I966/ 67, of the Schedular System of income tax 

with rate differentials and varying levels of exemptions tended to render 

the realisation of the overall objectives of the tax policy more 

difficult* Although income from different sources was declared taxable, 

the discriminatory treatment, which was by itself arbitrary in nature, was 

contrary to the principle of the "ability to pay" recognised by the tax 

law* The multiple schedules allowed income to be split among different 

sources and created the likelihood of reducing one's total tax obligation 

thus working against the revenue objective of the government. It is 

true that rates were increased considerably; however, the inefficiency 

in administration and lack of taxpayer consciousness were both in

consistent with the move* The fact is that, like its predecessors, it 

still left areas, such as the self-employed professions where the recipient 

of income paid little or virtually no tax, untouched* This obviously 

worked against the success of the system* The low level of tax 

education/

23* For an evaluation of these schedules reference is made to the 
following chapters, pages p%y_238
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education of the tax officer and the lack of adequate regulations in the 
form of manuals increased the discrepancy in the interpretations causing 
further confusion among taxpayers* Similarly, the low level of literacy 
and lack of well-established systems and habits of maintaining records 
added to the shortcomings of the system* The fixed corporate income tax 
of 1955 was also supplemented with a progressive surtax of up to 17 per 
cent, (page 156 )* Such a move imposed both high effective, or average, 
and marginal rates on the successful rewards of risky enterprises.
Coupled with higher rates of progressive taxes on dividends this did not 
seem conducive to a high rate of investment in the private sector.

It wa,B primarily due to these and other shortcomings, which we will come 
across in our later chapters, that another attempt was made, in 1967s 
in order to introduce necessary revisions in the 1944 and 1957 income tax 
laws. Since these changes coincide with the implementation of the Third 
Five Year Plan, efforts have been made to orient these revisions towards 
meeting some of the requirements helping to achieve the objectives of the 
development programmes. Accordingly, the latest changes in the income 
tax structure have been to achieve equity in distributing the tax burden 
on a global basis. The schedular tax with its impersonal characteristics 
was far from attaining an equitable distribution of the fiscal burden as it 
ignored the personal aspects of the various taxpayers.

The revenue effects are expected to help reduce budget deficits and act 
as a strong deterrent to the inflationary pressure that impeded the success 
of the First and Second Development Plans* It also has introduced a 
number of concessionary provisions aimed at promoting the incentives to 
work, save and invest.

Under the present global feature of the Income Tax Law, a tax is imposed 
on the income of all persons (individuals), corporations (consisting of 
limited liability and joint stock companies) and other entities in 
Afghanistan; on the income of Afghan citizens abroad, and on the income 
of alients and foreign companies from sources within Afghanistan.^4 
However, statutory exemptions and preclusions of income from sources’ 
such/

2 4. Income Tax Law, Op.Cit. Article One, See also page 175 below.



such as agriculture, liberal professions and others render the scope 

of the tax very limited indeed .

(c) Individual Income Tax Under the Present System:

Personal or individual income tax in Afghanistan is still far from 

having become a general tax* Although personal income is declared 

taxable under a consolidated single progressive tax schedule ranging 

from 4/ on an income of Afs*10,000 and 40'/ on an income of Afs.2*5 

million and above, the areas and the number of individuals subject to 

the tax are still very limited and small* Since the assessment of 

personal income and the application of the tax vary according to the 

source of income, the study of the 19^7 Income Tax Reform may be better 

understood through an examination of the already established groups of 

taxpayers in the following manner:

(i) The first category may be taken to include recipients of salaries, 

wages, fees, commissions, bonus payments and other emoluments* Taxes 

computed on the total of an individual's income from the above sources, 

less legal e x e m p t i o n s , a r e  under the reform withheld at source* 

Discharging tax liability, therefore, requires that income from these 

sources must be added to other income and additional taxes, if any,

paid.27 ■
/}

(ii)^'tecipients of what may be called unearned income, i.e* income 

arising from sources other than work* Included among these are sole 

proprietors, partners both active and sleeping of either general or 

special partnerships or any other unincorporated business enterprise.

As separate groups of taxpayers they constitute - (l) recipients of 

dividend/

25. See page 99 below.
26* A maximum of Afs.55)000 is allowed each taxpayer in this 

group, See page I97 below.
27* See page 520 below*



28dividend income, from joint-stock company or any public enterprise, 

whose taxes under the 1967 Reform are withheld at source* Dividends
29distributed in shares are exempt from personal income taxes. The 

net after-tax dividend plus the tax withlield constitute part of the 

total taxable income of any such recipient; (2) recipients of profits 

from commercial and industrial, ventures, interest, rents, royalties, 

awards from a private organisation, prizes, distributed shares of 

partnerships and any other return from labour and capital or from economic 

activities; (5) recipients of gains* Under the 1967 tax Reform a 

capital gains tax is imposed* The tax considers such gains part of 

total income of an individual subject to the general provisions of the 

rate schedule. (More on these points in Chapters 5 and 6.)

(iii) As the assessment of income from certain occupations still appears 

difficult, the law has maintained the appropriate provision from the 

previous legislations, enabling tax authority to impute the level of 

such income, particularly in individual trading activities, and apply 

the turnover arrangements whenever the amount of profits declared in the 

annual statements fall short of the seven percent requirement. A 

second case vhere income for tax purposes is imputed covers all artisans 

and small businesses with a capital less than Afs,50,000, who do not 

submit acceptable balance sheets a,nd profit and loss statements* These 

businesses constitute over 50 different occupations grouped under 

separate categories in accordance with the type of goods and services 

handled. Each category is divided into grades reflecting estimated' 

net income potential® A fixed tax, which is in lieu of income taxes, 

is imposed on each grade* The net income potential of each establish

ment is estimated with due consideration to the following factors:

(1)/
280 Public enterprises denote those enterprises where ownership of 

their capital is represented by shares of stock transferable 
among members of the public.

2 9. See Page 201 below, for further reference on this point*



(l) The kind of goods and services offered; (-2) the estimated volume 

of business; ($) the size and rental value of the establishment;

(4) the economic advantages of its location, and (5) the population of 

the district or village* Various procedures may be used in estimating 

net income potential of each category and grade depending of course on
30the nature of business , After having imputed income an annual income 

tax is computed on the net income in. accordance with the general income 

tax schedule* In this respect, the tax. will be higher for a Beauty 

Salon than a shoe repair shop, lower in to^-ms than big cities* An 

individual owner o.f several such businesses will have to pay the tax on 

each of his business places separately* If the individual so taxed has 

income from sources other than the business covered by the fixed tax the 

income will be reported for income tax separately* There are other 

activities under the artisans group such as entertaining establishments, 

flour, sugar cane and oil mills where income tax liability is a fixed 

percentage of the volume of business conducted* In the case of enter

tainment activities the tax is 10 percent on the receipts from sale of

admissions* Owners of mills equally pay a 10 percent of the gross

income per year. Individuals who furnish supplies, materials, or 

services under a contract or a lease are subject to a separate tax 

computed under a graduated schedule applicable on the total contract 

amount* The rates range between one percent on a total contract of 

up to Afs.20,000 and 5 percent on Afs,One million and over* The Fixed 

tax of individuals in the business of transportation is a tax on each 

vehicle used in the business. The tax, which is in lieu of income taxes,

varies according to the vehicle; a taxi must pay a tax of Afs*600, a

truck or bus pays a tax of Afs*500 per ton of rated capacity* Since 

the right to carry on any one of these individual activities is based 

on/

30. Methods to estimate the net income potential include projection 
of daily profits to annual profits, estimating annual profits 
from purchases and the like*
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on the obtaining of licences and permits, the individual concerned will 

also incur minimal charges on this account, see Table 25 below. Although 

the number of such fixed taxpayers has increased over the years, Table 

2 7, page 218 , income from certain professions such as the practice of 

law, medicine, architecture, engineering- and the like still remains 

outside these provisions, and as such, totally escapes taxation*

(d), Company Income Tax under the Present System;

The income tax of a corporation and limited liability company is 20 per
32cent of its taxable income from all sources including capital gains in 

33the taxable year . There is no significant licence tax on corporations 

in Afghanistan. Limited liability and corporations are subject to a 

turnover tax, known as the "Business Receipt Tax" at specified rates in 

the following manner;

(1) Five percent of receipts (before deduction of expenses) during the 

taxable year of commissions, fees, interest, dividends, rent, royalty 

and similar income,

(2) Two percent of all receipts (before deduction of expenses) during 

the taxable year for materials, equipment, services, transportation and 

construction provided under terms of contract,

(5) Two percent of receipts (before deduction) during the taxable year 

from premium income whether that premium is exempt from or subject to
4.- 54income taxes.

u w   _________ _______

51. The word company under the recent income tax reform covers only 
limited liability companies (known as Sherkat mahdoodul masuliat) 
and joint-stock companies or corporations(known as Sherkat 
Sahami). A limited liability company is subject to the same ' 
provision of the income tax law as corporations. Partners in 
such companies are considered shareholders, and distribution of 
earnings as dividends.

52, See pages ]$2-5on the special treatment of Capital Gains.
55" Income Tax Law, Op,Git. Article 5<> The taxable year is the 

Solar or Fiscal year, page 14 above,
54= All premium income for insurance written in contracts that require 

ultimate payment of specified benefits to the policyholder or 
his beneficiary is exempt from income tax. Ibid, Article 56.



(4) Two percent of receipts (before deduction) during the taxable year 

from the sale of admission to public entertainment, including cinemas, 

shows, plays, concerts, exhibitions and carnivals,

(5) Two percent of receipts (before deduction) during the taxable year 

from sale of products, goods, assets and services not included in (l), (2)

(5), and (4) above

The Business Receipt Tax is not affected by either profits or loss in 

the same or preceding years*

Both individuals and corporations are also subject to certain other minor 

taxes on their income, such as the stamp duty, (page 89), contributions 

to the Afghan Red Crescent and Municipalities, (pages 112-5 ) below,

2o Taxes on Property, real and personal;

A second Major tax included under the category of Direct Taxes is the 

tax on the Agricultural Sector® It consists of taxes on land and live

stock* These taxes were originally meant to be a tax on the gross product 

of land* However, as they are not at present assessed on the basis of 

actual or potential income derived from this source, these taxes have 

appeared to represent a nominal tax per unit of property owned*

Whether for purposes of revenue or as an instrument of manipulating 

economic activities, the historical development of the Afghan tax system 

shows that most taxes have been imposed in accord with the principle of 

the ability to collect. Shortly, after Independence, such taxes as 

custom duties and land taxes and stamp duties were some of the first 

kind of levies to be initiated on a nation-wide basis which raised the 

bulk of government revenues.

Land/

5 5. Ibid, Article 75.



Land taxes were first initiated as a "tithe", which were based on the 

Principles of Islamic religion, v/hereby l/lOth of land produce (gross 

harvest) was to be collected, in-kind, by the government. In the case 

of double cropping, the tax was l/lOth of each crop harvested from a 

given piece of land in the same year. This was not based on the 

results of a scientific cadastral survey and land register for purposes 

of tax or transfer of property® It was imposed on the actual yield per 

unit (jereeb) of land or other property - fruit bearing trees - multiplied 

by the number of such units owned, It was assessed by tax inspectors at 

harvest time, for every village, and was then collected on behalf of the 

government by the chief of the village® The chiefs were also responsible 

to report changes in the nature and ownership of land, in their respective 

districts. Towards the end of the nineteenth century, land was divided 

into various categories and their taxes were accordingly revised. Land 

irrigated by rivers was taxed at one-third or percent of the value 

of the yield, i.e. gross produce; land irrigated by natural springs was 

taxed at one-quarter or 25 percent of gross yield; and land irrigated 

by "Karaiz" (subterranean wells) was taxed at one-tenth of the yield
36value. Taxes not duly paid were converted to cash on the basis of

the highest price of the year. This was normally the price prevailing
37during the ninth month of the year, as it is generally the highest.

Such a,n arrangement created administrative and technical difficulties.

This problem and the intention of the government to introduce monetisation

of the different sectors of the economy, brought some changes in land

taxes® While preserving its "tithe", nature land tax was converted in

I9I8 /19 from kind to cash, at the prevailing level of prices for
38agricultural commodities . While such an attempt may have eliminated

some/
56® Ministry of Finance, I967/68.
37« This price is still used in computing tax liability of flour 

mills, page 99 above®
38. Ibid.
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some of the difficulties associated with a tax in-kJ.nd, it has definitely- 

aggravated the highly inequitable feature of the tax today. Among other 

points, it did not provide for the tax to be adjusted in the event of 

possible changes in the level of prices over a, period of time, hater 

on, an attempt wa,s made to remove this inequitable feature of the 

agricultural tax* A nation-wide land classification and registration 

was ordered in I92O, According to the tradition in every province and 

district, land was classified on the basis of its fertility and potential 

yield* This classification created a set of different grades for every 

province and district* A schedule of tax rates ranging between 0,23 

and 20,00 Afghanis per jereeb was initiated to go with the different 

grades of land* This measure also specified the amount of tax per head 

of livestock owned* Livestock raised or kept for purposes of personal 

consuraption, i.e. the use of meat, milk and other by-products by the 

owner, or employed to utilise land was exempt from taxes* To have avoided 

a substantial potential loss of revenues through this conversion of taxes 

from kind to cash, the act provided that in cases of emergency the 

government can demand taxes to be paid in-kind at the rate of one-tenth 

of output* Other than this, it failed to provide for any adjustment to 

be made in tax rates due to changes in the value of money* It made no 

provision for taxes on agricultural income* Land owned by certain 

institutions, like religious and charitable organisations, were exempt- 

from lard tax altogether* On the other hand, a tax equal to one-third 

of the actual yield vras imposed as a rent for the use of government land* 

The rent was not converted into cash® The district tax inspector, 

together with the chief of the village, are still responsible for the 

assessment and collection of the government share at harvest time. Such 

collections are deposited with the nearest agency of the Pood and Public 

Necessities Procurement Department*

There are no other levies imposed on the Agricultural Sector, Realising 

the/



the fixed and inequitable feature of land and livestock taxes, and the 

pressing' need for more revenues in the public sector, the government 

proposed a revision of agricultural taxes to an Agricultural Congress 

held in 1964 /̂0 * This was the first move after a period of almost half a 

century, when the last changes were made. The Congress, representing 

the farming population, agreed to a hundred percent increase in land 

taxes under the present structure* Table 21 shows, by province, the 

minimum, average and maximum land tax rates before and after the doubling 

of the tax in 1964/ 65* Such a move was bound to increase revenues from 

land tax by twice the amount. It, however, failed to remedy the erosion 

of the tax base and eliminate or reduce the gap existing between the 

obligation of this sector and the others. It failed to eliminate the 

inequalities existing within the same sector® Table 22 shows the pattern 

of land tenure in the Country* The past fifteen years have undoubtedly 

altered the situation mainly through land reclaimation programmes in the 

different parts of the country* Furthermore, the reduction of labour 

from ],and and its attraction into lural and urban aueas in search for 

other occupations may also relieve the pressure on the owners of small

holdings* Nevertheless, while more than 80 percent of the population is 

engaged in agriculture, from which approximately 75 percent of the national 

income is derived, land tax, in I966, amounted to about 82 million Afs.

This comprises less than 50 percent of the total Afs.170 million 

revenues from agricultural taxes, which include livestock tax, and only 

3 percent of tax revenues or 1*7 percent of total government revenues, 

as against almost nineteen percent in 1948/49= Seen as a ratio of GNP, 

land and livestock taxes together represented only 0*3 percent in I966.

In view of the share of agriculture holds in the economy of Afghanistan, 

this percentage appears to be low by all standards* This, obviously 

shows a fundamental weakness of the tax in not being able to automatically 

siphon off an increasing proportion of the growth in national income*

A proposed land tax:/



MINIMUM,

-Luy

AVERAGE AND MAXIMUM LAND TAX
RATES BY PROVINCES, BEFORE AND AFTER
THE DOUBLING OF THE RATES IN 19 64/65

Table 21

H A T E S  - P R I 0 R T O  1 9 6 5
Minimum Tax Average Tax Maximum Tax

Name of Province Afghanis Per Jereeb

1* Faryab 1.85 6.25 13.19
2. Kabul 3.00 11.00 21*00
3. Kandahar ' 1,00 8.50 17.00
4 . Parwan 2.50 7.50 13.00
5- Badakhshan 22.00 3.50 5.00
6. Uruzgan 2.15 - 5.00
7 = Kataghan 4 .50 5.40 7.50
80 Ghazni 4,00 13.00 14.28
9 . Ghor 2.50 5.00 10.00

10 0 Herat 2.50 5.80 8.73
11* Nangarhar 2.85 7 = 76 10.75
12* Helmand 6.00 8*50 11.00

13 = Sheberghan 3.42 3.68 4.59
14, Nimroz 1.50 7.00 15.00

NATIONAL AVERAGE 2.84 7 .15 11.14

NATIONAL AVERAGE AFTER
DOUBLING OF TAX RATES IN
1344 (1965) 5.68 14.30 22.28

Source: Ministry of Finance, I968
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THE PATTERN OF LAND TENURESHIP
IN AFGHANISTAN UP TO 1955

(in Jereebs)

Amount of Land Number of Qvmers-

Less than 2 257,872

3 - 20 265,243

21 - 30 32,844

31 - 50 ' 26,240

51 - 100 22,484

101 - 500 13,832

500 - Over 1,208

Table 22

Source: Ministry of Planning, 1956/57
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A proposed land tax:

In the following pages an attempt is made to study the case of agricultural 

taxes in view of the tenureship pattern, the potential and actual output 

and in the light of our findings recommendations aiming at removing the 

present anomaly are made*

In an underdeveloped economy such as Afghanistan's, agriculture and 

particularly land is the principle source of production* However, land 

taxes are not charged in proportion to output and income from this source. 

As observed, this is primarily due to the fact that taxes have been 

collected at one-tenth of output converted into cash at a level of prices 

prevailing approximately half a century ago* Prices of agricultural out

put have increased more than fiftyfold since then. The level of prices 

for the past decade, covered earlier, is representative of this phenomenon. 

Before malcing a,ny feasible recommendation towards the alteration of the 

present land tax system, it is desirable to relate the tax to income, 

which is normally accepted as the index of income tax base® This suggests 

that, as a first step, the average ability of an owner to pay a tax on a

one jereeb of land must be found out* The following figures on the
39average gross income and expenditure, and net average income per jereeb 

of water irrigated wheat-producing land may be helpful towards this 

direction;

39o This is based on actual rather than potential output.



A Average Expenditure40

Quantity or Expenses Total
Nature of Expenditure Number per unit Expenses

APs * Afs*
1* Ploughing

(a) Labour 3 persons 30.00 90.00
(b) Pair of Oxen 3 pairs 50.00 150,00

2* Cultivate Seeds 5 Seers'^'’- 50*00 250.00
3 = Land Cultivation I person 30.00 30.00
4 = Irrigation 1 person 30.00 30.00
3. Harve s t-J.abour 2 persons 30.00 60*00
6„ Thrashing-oxen 2 pairs 50.00 100.00

7 = Winnowing 2 persons 30.00 60.00
8* Cleaning 2 persons ■ 30.00 60.00
9. Reaping 2 persons 30.00 60.00

10. Other expenses - 30.00

Total average expense per jereeb 920*00

40® Based on the I967/68 estimates o.f the Ministry of Agriculture, 
calculated largely on the basis of factor cost in the monetised 
sector of the economy and will be subject to adjustment owing 
to changes in the level of prices. The level of real wages in 
the monetised exchange sector is normally higher than the average 
(as opposed to marginal income) real wage (income) in the 
subsistence sector in order to affect an immigyration of labour 
from land to the modern sector* This state of affairs is not 
necessarily the result of trade union pressures as in most cases 
such movements are still lacking* It is equally not due to a 
high legal v/age rate* It is mainly due to the willingness of 
the employer, whether local or foreign, to build up a stable and 
efficient labour force and to avoid a high turnover which impedes 
productivity* Since the sector under consideration is predomi
nantly non-monetised the difference in these expenses which would 
normally exist between the monetised and non-monetised sectors, 
has not been considered in these calculations, owing to lack of 
statistical information* The difference, however, may have to 
be borne in mind as it affects both gross and net income per unit 
of land involved in these calculations*

4̂ -* A Seer is equivalent to sixteen pounds weight*
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B - Average Incorne from One Jereeb 
Of Irrigated V.heat Producing Land

1o Wheat
2. Straw

Quantity 
of output

36 Seers 
54 Seers

Total average income from one jereeb 
of Wheatland  ̂ ® ̂ .

Income from 
One Seer

Af s*
50.00

5 .00

Total
Income
Afs*

1800*00
270*00

2070.00

Net Average Income from One 
Jereeb of Wheat Producing Land Afs,

lo Average income of one jereeb of 
wheat producing land

2* Average cost of one jereeb of 
wheat producing land

Net average income of one jereeb of irrigated 
wheat producing land ..* .,* .,,

2070*00

920.00

1150*00

This simple calculation can be carried on for all grades of land 
under the present classification, and for every crop® The result 
is obviously different for each crop, even though an average grade 
of la.nd is chosen* This is due to the varying amounts of output
and cost involved* The following summary presents the net income
per jereeb of land producing the following crops:

Nature of the Crop Net Average Income/Jereeb
Afs.

1* Irrigated V/heat 1150.00
2. Dry Land Wheat 290.00
3 = Corn 1113.00
4 = Vegetables 1298*00
5. Cotton 1229.00
6. Beetroots 1013.00
7e Rice 4300.00
8* Fruits (apple) 4790.00
9, Vineyards 4995.00

The/



110

The above findings may be divided into the following groups on the 
basis of the value of the crop and the four main grades of land 
accepted under the present land classification;

1 - Average net incorne/jereeb of the first group
2 - Average net income/jereeb of the second group
5 “ Average net income/jereeb of the third group
4 “• Average net income/jereeb of the fourth gi?oup

Afs. 4674.00  

Afs. 1163.00 
Afs. 583.00 

Afs. 290.00

Since some of the cultivable land is not cultivated every year, due to 

shortages of water, and rainfall, it is advisable to divide land into 

two main categories; continuous cultivation and fallowing cultivation.

The first two groups above belong to the first category, while the second 

tv70 fall under the second category* Although a tax on the basis of one- 

tenth of the value will place land tax liability in line with the lowest
42group of income tax payers , the implementation of it might still evoke 

reaction and encounter political resentments* An alternative solution 

may be to consider a one-twentieth of the value of output as the basis 

of land tax.

The latest preliminary land registration estimates the cultivated area to 

be about twenty million jereebs. Assuming that the total area is taxable, 

the tax revenue under one-tenth and one-twentieth of the net average 

income of each group would be as follows;

Approximate l./lOth net income l/20th net income
Area in per jereeb per jereeb

Group Jereebs Tax/Jer. Total Tax Tax/jer. Total Tax
Afs. (000 Afs.) Afs. (000 Afs.)

Group One 500,000 467.00 233,500.00 234,00 117,000.00
Group Two 10,000,000 116.00 1160,000.00 58.00 580,000.00
Group Three 2,000,000 58.00 145,000.00 29.00 72,500.00
Group Four 6,0007000 30.00 180,000.00 15.00 90,000.00

TOTAL 20,000,000 - 1718,500.00 - 859,500.00

Although/

42. Chapter six below,
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Although the amount under l/20th of the value will represent a 50 per 

cent reduction in the total would-be tax liability of land owners, it 

nevertheless raises the notoriously low level of agricultural taxes.

An element of progression in terms of holdings of land may be introduced 

above a level whereby omiers of large holdings, in addition to the 1/20th 

proportional tax, will bear a further tax liability. This will not only 

establish equity within the agricultural sector, but will also induce land

owners to make full utilisation of their resources. Considerations 

regarding the size of the land and the progression of surcharges will 

depend on administrative feasibility of such a tax, the personal circum

stances of the taxpayer, equity and revenue considerations as well as

productivity objectives envisaged under the Plan. Owners of small

holdings falling between one and fifteen jereebs of land may be exempt 

from such a progressive surcharge primarily on administrative grounds. 

Furthermore, to encourage land improvement and greater productivity, 

exemptions on improvement outlays incurred by owners may also have to be 

taken into account. In order to encourage and safeguard such investments, 

measures ensuring the availability of such factors as labour, capital, raw 

material and technical knowhow must be given serious consideration. In 

the case of landlords and tenants, a system of rent contract may be 

devised to avoid a backward shifting of the tax®

It must be pointed out that the government should reserve the right to

adjust, at least every three years, these rates in the light of changes 

in the levels of prices and production. For the sake of simplicity small 

changes in these magnitudes, of up to 10 percent, may be ignored® More

over, reservations must be made that if and when a situation arises, in- 

kind payments can and must be demanded by the government. At the moment 

the Money/National Income ratio is very low and the process of monetisation 

cannot/



cannot be extended all over the country in a short period of time® Tax

collection in-kind may be accepted as an inevitable feature of the 

agricultural tax system for the time being® To avoid administrative and 

technical difficulties, one crop may be chosen at present as a basis of 

such possible in-kind payments and the l/20th of the value must be expressed 

in terms of "seers" weight of that crop, as a measurement® Changes in the 

type of grade of land, which will affect output and hence tax obligation, 

will have to be accounted for almost every year through the services of the 

Cadastral Survey Authority so as to maintain an equitable treatment in the 

system*

A simila.r exercise may be attempted to compute the income and taxes of 

personal property, 1*6® livestock® Each single animal may be valued for 

meat and other by-products such as wool, milk and others in a year*

3* Municipal Taxes:

As noted above taxes are levied and collected by the central government 

after their ratification by the Parliament in accordance w.i.th the authority 

vested in it by the Constitution* There are certain levies also imposed 

at the municipal and other secondary levels® Municipalities have 

independent and separate budgets of operations which are not entirely 

dependent on the central and local governments for further support®

Advances or grants may be made from the government budget to some munici

palities; nevertheless-, almost all of them have the power to impose and 

collect their own specific levies, with the approval of the government 

and the legislature. The magnitude of such levies vary from one 

municipality to the other* An-annual property tax, as "cleansing charges" 

of almost Afs.3»00 per Afs.1,000.00 value of real estate property is 

levied upon leassors or occupants of houses and apartments* The rate 

rises to Afs*7»50 per Afs.1,000*00 if the property is held for commercial 

purposes./
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purposes0 These properties are supposed to be periodically assessed to 

maintain the level of taxes in accordance v/ith the rise in the level of 

prices 0 No such evaluation has been carried out for the past two decades 

or more. Construction fees, licences and permits to the 50 different 

categories of artisans and a number of other levies form the main source of 

municipal revenues*

In addition to these there is a tax equal to one month rent, per year, 

on all rented real estate properties* Kabul Municipality also collects 

from individual merchants and companies,a levy equal to one percent of 

their income tax paid to the Central Government, a 10 percent on the 

profit of bus companies, and one percent on the profits derived from the 

operation of government transport facilities* The one percent tax on 

merchants and companies is collected at the tax offices on behalf of the 

Municipality of Kabul o,t the time the income tax of such taxpayers is 

collected. It is then transferred to their account, together with any 

other government subsidy needed. hue to poor administration, coupled 

with lack of tax consciousness, the percentage of revenue raised from real 

estate property or its income is very small* It has been due to the 

problems of collection of these imposts, that the government, in addition 

to partly financing the activities and programmes of the municipalities, 

has offered its relatively effective services in as far as the assessment and 

collection of municipal revenues are concerned.

Another secondary organisation which has imposed levies is the Afghan Red 

Crescent., Personal and company income taxpayers are subject to an 

additional tax equal to one percent of their income taxes paid* In 

addition to this* authority has been vested in it by a government decree 

to carry out a national lottery programme.

4. Pension Contributions ;

Another/
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Another potentially large source of revenue is the social insurance 

contributions, including pension fund* At the moment, contributions to 

the pension fund are made only by civil servants from their salaries 

after taxes* The fund is maintained independent of the government budget 

and is normally invested in safe assets such as buildings and other similar- 

proper tie s.

5, Miscellaneous Impostst

In addition to the above sources of revenue, there are a number of other 

levies imposed at different levels of activities. Revenues from these 

sources either appear under their own separate headings, or, for purposes 

of simplicity, are added together with revenues from other sources*

These levies include e*g* Cess taxes, on a certain district for the upkeep 

and maintenance of certain projects such as dams, bridges, canals, as well 

as roadrtolls and the 10 percent commission for facilitating or collecting 

bad debts in the event of a recourse to the law court by the creditors.

For a full picture of the growth in the revenue sources of the Afghan 

government Table 23 may be consulted.

With this brief study of the sources of revenue and their importance in the 

Afghan economy, attention is now moved to the main part of this paper, 

i*e.- the analysis and evaluation of the Income Tax System.
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Ï15c Table 23 - Sheet 4

Footnotes, etc* on Table 2'

Sources î

(1) Ministry of Finance Revenue Reports, 1$61/62 - 1967/ 68.

(2) Ministry of Planning, "Survey of Progress", 1962-64, August, I964, 
and 1967-68, August, I968. While consolidating the figmres for 
the period 1957/56 - I96I/ 6 2  with the rest of the Table, figures in 
the thousands have been rounded up and the classification of revenues 
un if iedo

* As a result of change in calendar year, revenues in this column represent 
the total for six months, See page 63 for explanation on the change of 
fiscal year.

a - Company taxes are payable within six months after the end of the
fiscal year. Since this column represents figures for the second 
half of fiscal year it does not include company taxes* Similarly, 
since taxes on personal property (livestock) are payable at the 
beginning of the calendar year, the corresponding amount in this column 
represents only late collections for the entire year*

b - Land tax rates were doubled by the Agricultural Congress held in I965.

c - Livestock taxes were temporarily suspended by a government move in an 
attempt to find, with the co-operation of the Par].iament, better ways 
of collecting the tax*

d - These taxes were instituted under the Income Tacc Reform of I966/ 67.
The amount for year I966/67 appears in the total of Revenues from 
Category 100, i.e. Direct Taxes.

Although there has been a drastic fali in revenues from this source 
a major part of this decline may bo attributed to improvement in 
Revenue classification*
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C H A P  T E R F 0 Ü R

INCOME TAX AS A SOURCE OF REVENUE
AND INSTRUMENT OF ECONOMIC POLICY



Income Tax as a Source of Revenue 
and instrument of Economic Policy

Income Tax as a source of revenue*
(factors affecting revenue (income 
elasticity) and stabilisation functions 
of income taxes)

1. Individual Income Tax

(a) The Coverage of the Base
(b) The Rate Structure

Schedule (b )
Schedule (c)
Schedule (b )
Schedule (e )

2* Corporation Income Tax
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This Chapter deals mainly with an evaluation of the financial (revenue) 

aspect of the Income Tax System, The economic effects of the System 

arc dealt with separately in Chapter seven, page 239 below.

The rate at which aggregate savings and investment in an economy accumu

lates is generally indicative of the pace at which that economy is 

expected to grow. Therefore, a higher rate of growth in employment and 

per capita income necessitates a larger share of national income incre

ments to be siphoned-off,as savings,at both the private and public sector 

levels. However, when the private sector’s share in total savings is 

low and inadequate, pressure mounts up on the public sector to shoulder 

greater commitments in order to attain a certain desirable rate of savings 

and capital formation. This renders the functions of instruments of 

economic policy more significant in manipulating and regulating the flow 

of resources in the economy. One of the objectives behind the manipu

lation of the instruments of fiscal and monetary policy, often emphasised, 

is the extent to which they transfer purchasing power from the private to 

the public sector* Taxes in general, and certain taxes in particular, 

are among the most appropriate of these levers in achieving this objective. 

This is primarily true where the buoyancy of the tax is directly related 

to and promptly affected by fluctuations in the level of national income. 

However, where such a prompt or what may be called "automatic" response 

proves inadequate, alterations, covering changes in the level of statutory 

rates and in the base of the tax often Itnô vn as "formulae" and 

"administrative" flexibility, are initiated to render the tax system, or 

a particular tax, more buoyant. On the other hand, frequent adjustments 

of the structure of tax rates and the base corresponding with changes in 

the level of national income may be impracticable as they may encounter 

resentments, and create an atmosphere of uncertainty, not conducive to 

the/
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the process of sustained growth of commerce and' industry* This is of 

particular importance where entrepreneurs may have to be urged to step 

in as pioneers, laying down the foundations of these sectors, where the 

element of risk is sometimes very high* Furthermore, it is difficult to 

precisely attribute a specific change in revenue to such amendments, as 

the existence of a number of other variables, operating simultaneously, 

makes it difficult to clearly isolate the consequences and benefits of 

such periodic changes, let-alone the lags involved^* As a result, and 

where possible, the reliance is placed on the "automatic" response of the 

tax system to variations in the level of income* Taxes on income appear 

in the majority .of cases, to be highly responsive to changes in the level 

of national income. This ability of the tax to increase or decrease tax 

revenues in terms of variations in the level of income is known as the 

"Built-in Flexibility" of the system* It is attributed to the structure 

of the tax, i.e* the coverage of the tax base and the progression of its 

rates* The effectiveness of the tax, both in terms of revenue yield and 

stabilisation, depends on the scope of the statutory coverage of the base, 

the structure of the average and marginal tax rates and the future move

ments in the pattern of income distribution* In other words, it assumes 

no change in the rate structure, introduction of new levies or the modi

fication of the tax base by altering the level of exemption and deduction. 

For that matter, it may be argued that due to their "automatic flexibility", 

income taxes are more sensitive to fluctuations in the level of national 

income/

1* Lags arising in the course of the recognition of the problem, 
implementation of the measure and expectation of the effects. 
See "Taxation and Income Stabilization", J*A. Bristow 
The Egonomic Journal, June I968, Vol.LXXVIII, pp*299"911*



2income than any one of the fixed outlay or property taxes* Only where 

and v?hen such automatic response proves ineffective with respect to 

achieving various objectives, resort to formulao and/or administrative 

flexibility becomes inevitable* This is primarily because the forms,! 

incidence of the tax structure may not al.v/ays help achieve some of the 

objectives of budgetary policy, i.e* sustained growth and stability, 

particularly during the upturn of the cycle or recovery period* The 

built-in flexibility effect may not be appreciated if the elasticity of 

government expenditures, with respect to GNP, appears to be either equal

to or less than unity* Both the higher growth rate of GNP during the

upturn of the cycle and the built-in flexibility feature of the tax will 

enable revenues to grow faster than the rise in personal income, GNP, or 

government expenditures, thus creating; budgetary surpluses* This effect 

of the built-in flexibility feature of the income tax becomes more obvious 

when revenues from this source constitute a fairly large share of total 

government revenues^* The problem then becomes not one of raising 

additional revenues, as one of the objectives of fiscal policy neces

sitates, but one of determining; the appropriate ways of disposing of this 

growing balance* The public sector may be tempted to expand its own sphere

of economic activities at the expense of the private sector ; as an

alternative/

2. This is primarily so for two reasons; first, as income increases 
with the level of exemption held constant, more people will enter 
a tax bracket; second, as income rises in the middle and higher 
brackets of income, part of it is hit by higher marginal rates.
The progression here denotes structural progression rather than 
the progression of incidence seen in the case of a general sales 

tax. For a discussion of a different view, reference may be made 
to N. Kaldor, "An Expenditure Tax", the latest contribution in this 
line of argument.

3* Douglas Dosser, "T̂ ax Dicûderice_and Growüj", Economic Journal, I96I,
pp. 572-391. "

4* The percentage of revenues from this source amounts to 60«6 percent 
in the United States in I965 and 46 percent in the United Kingdom. 
The figures are inclusive of taxes on personal income and capital. 
See Richrrd E, Caves, Eritain\s Economic Frosnects, Brooking 
Institutions, Washington, D.C., 1968, ppo45-48,

5* E.J. Mishan and L.A. Dicks, "Progressive Taxation in a.n Inflationary 
Economy", American Economic Review, September, 1958, pp.590-606



alternative5 in most such cases the situation may call for a possible 

reduction of taxes or the use of a combination of different instruments 

of monetary and fiscal policies is then called for, depending of course, 

on the politico-economic structure of the society* Another reason why 

the automatic response of an income tax to variations in the level of 

income may appear undesirable is that the objectives of a tax policy are 

bound to change with the overall changes in the prevailing situation*

In spite of all such shortcomings income taxes have been one of the most 

effective tools of economic policy* While governments have preferred to 

retain much of the desirable features of these taxes, they have occasionally 

resorted to amendments such as tax cuts by increasing the size of exemptions 

and decreasing rates wherever the situation has warranted^ in order to 

minimise the adverse effects on the grovrth and stability objectives of 

budgetary policy*

It may be noted that, while such a state of affairs may appear to be the 

case in some of the more advanced economies, where taxes such as those on 

.income generate the largest portion of public revenues, it is far from 

being so in the less developed economies such as Afghanistan's where income 

taxes make up for too small a portion of total revenues and the budget is 

increasingly characterised by rising levels of deficits* The public 

sector's contribution towards economic growth has been increasing during 

the post-war years* Growth objectives have in many cases taken govern

ments away from giving adequate attention to the question of equilibrium 

or stabilisation policies. Strong political pressures for more and rapid 

increase in all public services at rural levels is rising with the advance 

of the process of démocratisation* Representatives are equally eager to 

give support to these demands especially as the finances necessary for 

them/

6. Vito Tanzi, "A proposal for a Dynamic Self-adjusting Personal Income 
Taxes", Public Finance, No,4 1966, page 50?. The "tax cut policy" 
followed in the Japanese case, since 1950ï has been mainly due to 
the high elasticity of the income taxes. See "Foreign Tax Policies 
and Economic Growth", N.B.E.R*, I966, p.55»
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them are rare]y being borne, especially by the- majoicity of ru.ral 
7electorates . The rm?al sector, as drawn out car]1er bears no signifi

cant burden of taxes except for a, very minor and nominal amount of direct 

tax known as "land tax"^, plus the indirect levies that are of a general 

nature and borne by all sectors, however regressive they may be. The 

growing demc.rids of a rising urba.n popu.lo.tion for more social and economic 

services, have also compelled governments to undertake increased invest

ments so as to adequately provide these services * As a result, expendi

tures on such services in many less developed countries, t-o which. 

Afghanistan is no exception, have risen at a faster ra.te tVia,n the growth
9of GNP , Whatever the causes behind the increasing share of government 

expenditures^^ may be, it is obvious that a dyneunic equilibrium must be 

maintained between the rates of growth of expenditures and revenues. The 

policy implications of this trend have been obvious in so far as the 

structure of government revenues is concerned. Although certain sources 

of revenues such as foreign aid, custom duties and other direct taxes, 

revenues from the public domain and others have increased accordingly, 

narrowing the gap between revenues and expenditures; the relative weight 

of domestic revenues, particularly from income and other direct taxes, 

still/

7. Shibshankar P* Gupta, "Public Expenditures and Economic Growth; 
a time series analysis", Public Finance, I967, pp,423-461,

8. Page 101 above,

■9 . Thorn, Richa,rd S., "The evolution of Public Finance during
Economic Development". Manchester School of Economic and Social 
Studies, Vol.XXXV, No,1., 1967? pp.19-51»

10* Reference on the growth of government expenditure, both on the 
basis of a time-pattern of growth series and/or in relation to 
economic development, may be made particularly to A, Peacock and 
J, Wiseman, ''The Growth of Public Expenditure in the United Kingdom", 
Princeton, I96Î.. , A,M. Martin and V/.A. lewis, "Pattern of R.ibli_c 
Revenues and Expenditures" Manchester School of Economic and Social 
Studies, Sept., 1956, ppc203~244? J.G. Williamson, "Pub]ic 
Expenditure and Revenues, an International Compari3on'', Manchester 
School of Economic and Social Studies, Jan.,1961, pp.46-51? and 
Thorn, Richard S., Op.Cit., pp.34-45®
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still remains meagre * Apart from their failure to serve as a sounce 

of development finance, Direct Taxes in general and Income Taxes in 

particular have equally proved ineffective instruments serving the 

stabilisation objectives of budgetary policy.

The following analysis is concerned with an examination of the Afghan 

Income Tax System with respect to revenues and contribution toward.s 

achieving some of the objectives envisaged in the Country’s development 

programmes.

The period under consideration extends from 1957/58 to I966/67 during 

which time the Afghan socio-economic structure has experienced marked 

changes under the programmes of the Development Plans* However, due 

to the lack of adequate statistics, part of this analysis may ha.ve to 

be confined to a shorter and more recent period, that of the Second Five 

Year Plan*

The procedure employed is to first of all study over-time growth and

changes in the ratio of income tax revenue to variations in the level of

some of the main relevant magnitudes such as Direct tax, Total tax, 
Revenues

and Total government/and the level of national income. This is clearly 

indicated in Tables 24 and 25. As examined earlier, it appears that 

the ratio of Tax revenue to GNP is around 5 percent. Revenues from 

Direct Taxes amounted to 13 percent of total tax revenues and only one 

percent of GNP,

The most immediate derivation from these Tables and comparisons is that 

income tax revenues have increased substantially over the past few years, 

particularly since I962. This may partly be attributed to an increase 

in the levels of income and prices and, partly to the number of income 

tax payers which reflects a relatively wider income tax base rather than 

a/
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Note on Table 24

This low level of tax revenue for this period represents an amount 

for half the fiscal year, after Afghanistan's fiscal and calendar 

years coincided with each other, see page65, The adjustments of

accounting practices, plus the fact that the period corresponded to 

the first half of the pre-1962 fiscal year both have resulted in the 

considerably low figure for half a year»
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a higher marginal tax rate^^* It should be indicated that part of this 

rise during later years, i„ec 19^5 and I967, represents the addition of 

certain indirect taxes, namely the turnover taxes collected from importers 

and wholesale businesses, pages 84-87 above. This recording mistake in 

tax revenue classification has affected the level of income tax revenues 

for these years« This is depicted in later parts when the income 

elasticity and formal incidence of the tax are being examined. Column 6 

in Table 24 shows that revenues from income taxes, as major portion of 

direct taxes, have risen to a considerable extent. The major reason for 

this may not be entirely a corresponding and prompt response of income 

taxes to changes in the general level of national income, but rather a 

reflection of the extreme inelasticity of most of the fixed property taxes, 

i,e. land and livestock taxes which have virtually remained stagnant.

Colujiin 7î i»e, income tax/total tax revenue ratio, in Table 24 shows a 

declining trend durirg the first half of the period. With the other 

components of direct taxes remaining almost constant the fall here signifies 

a heavier reliance on indirect taxes. It is only after the second half of 

the period that revenues from income taxes have shown an increasing trend. 

Although the share of direct tax in total tax revenues has dropped during 

the period, page 82, the rise in the share of income tax revenues may again 

be attributed to and explained by a relative fall in the share of other 

components of direct taxes. In other words, even though income tax 

revenues have increased the relative fall in the level of revenues from 

other direct taxes has wiped out the increase.

The low share of income tax to total public revenues and to the level of 

national/

11. If export taxes are added to direct taxes, it will obviously reduce 
this ratioo This is due to export taxes, page 86 being at 
times regarded as taxes on the income of the producers of export 
commodities in which case their addition to direct taxes will affect 
the relationship of income taxes to other imposts under the category< 
But for purposes of convenience and the fact that the degree at 
which such export taxes may be borne by the producers of export 
commodities is not clear and difficult to establish, export taxes 
have been kept separate and appear under Indirect Taxes.



national income while reflecting the inadequacy of income tax efforts, 

signifies the government’s inclination to raise the bulk of their revenues 

from sources other than direct taxes, namely, custom duties, increasing 

the share of revenues from public enterprises, state monopolies and income 

from the public sector’s participation in the private enterprises.

Revenues from corporate income tax alone have equally increased in absolute 

terms, but their share in relation to both total tax revenues and GRP has 

decreased, except for the year I966/67 when a higher tax collection from 

public enterprises has changed the declining ■, "ti'e.wd® The fall is 

difficult to explain since it is generally asserted that the corporate 

type of organisation would grow rapidly as the process of development 

makes progress. There has been a definite increase in the number of 

organisations, page 155 but the rather slow response of corporate income 

tax revenue may partly be attributed to the tax holiday period or to losses. 

Moreover, attempts to reduce the payment of higher corporate taxes through 

diversification of funds cannot be disregarded. This is due to corporate 

income being subject to a progressive income tax schedule.

The rate of change in income and profit tax revenues, although high, is

declining in relation to that of GNP, table 26, The explanation may

partly be given that the GNP rate of growth reveals an estimated constant

percentage change over a period, while in reality it may not have been so

regular. The trend might not have been regular; however, it has been
ratf op

rising. The same is not true of income taxes. Taking the^time rate

of growth of income tax revenues to that of national income, the elasticity

of inc 
time/

12of income taxes appears to be more than one The findings of the

12, Page 129 below. Income elasticity of a tax is the measure of
the degree of response in tax revenues to changes in the level
of national income. See Appendix (a) on this point ,
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the time rate of growth series of both income tax and national income is 

supplemented v;ith the outcome of a double log function which is considered 

worth attempting, in spite of the fact that the period covers a limited 

number of years, i»e. I96I-I9660 Although the results of the linear 

regression function of the first degree attempted in the following para

graph is clearly indicative of the degree of responsiveness of the income
15tax system, the double log function of the same degree provides not only 

a better "fit", but the constant "b" signifies the elasticity of income 

taxes to changes in the level of national income and that part of income 

declared for income tax purposes^^. The elasticity of income tax to 

changes in the level of national income appears from this analysis to be 

1,607 which largely agrees with our findings under the time rate of growth 

serieso This elasticity coefficient may be interpreted as such; on 

the average a one percent change in national income during the period has 

been associated with a 1*607 percent change in total income tax revenues. 

The elasticity of Indirect Taxes to variations in the level of national 

income, on the other hand, has been as low as 1,50» The overall narrow 

coverage of the tax, whether Direct or Indired, and the low tax revenue/ 

national income ratio render the elasticity of the tax system as a whole 

and of Income Taxes in particular, however^greater than unity, less 

effective with respect to variations in the level of national income.

The/

15c Using log X ™ log a -i- b log Y, where X denotes the level of
income taxes and Y the level of national income, "a" the level
of taxes when national income is equal to zero, and "b" 
signifies the coefficient of elasticity of income taxes*
Further reference is made to appendix (b) to this chapter on
the definition and the suitability of statistical method employed,

14. Ibid, page I65 below*



15The fact that income taxes have succeeded to transfer only 1,4 per

cent of the increments in national income indicates the inadequacy of

the elasticity features. Consequently, Income Taxes have, first as a

source of development finance, proved inadequate in mitigating the level

of effective demand by transferring an increasing ratio of purchasing

power to the Public Sector, Secondly, owing to the narrow coverage and

low elasticity, the impact of the income tax as an. automatic stabiliser
17on cyclical fluctuations or the process of multiplier , does not appear 

to be significant, even though the high coefficient of determination,

( r ^ 0 ,94) and the low standard error of correlation coefficient (0,024) 

indicate a good "fit".

V ________________________________

150 Although statutory tax rates have been held constant during the
period under study, the effects of formulae and/or administrative 
flexibility as part of an increased tax effort affecting the 
buoyancy of tax revenues has not been isolated and as such must 
not be overlooked. The introduction of the withholding scheme 
and the assessment of taxes on the basis of actual rather than 
imputed earnings of employees, page 218 are examples of such 
efforts.

160 The regression method employed here has been of a linear function . 
of the first degree using the equation X ~ a + bY, where the 
variables and constants have the same denotation as in the log 
function, page I50 above.

170 The multiplier in this case equals to 1 or 1 where
1-bc l~c(l”t)

"b" has been the fraction of the changes in the level of income 
which is largely reflected in disposable income, "c" is the marginal 
propensity to consume, and "t" is the amount of tax. Both "b" and 
(l“t) are likely to reduce the effect of the multiplier process by 
their weight. Given the necessary data, the fraction of changes in 
disposable income, important from the viewpoints of immediate and 
successive changes in national income, may be obtained by b ~ c (/XT//SX)

y d p T A / S Y j '
where "c" is the MPC and T and Y denote computed changes in the level 
of tax and income, respectively* "b" as the resultant is the fraction 
of the change in income which may be governed by the degree of effec
tiveness of built-in flexibility of income taxes. The final outcome 
is further to be adjusted by the income effect of other taxes and the 
net changes resulting from the expenditure side of public sector 
budget over the period concerned.
Further reference on this point may be made to Richard A, Musgrave 
"The Theory of Public Finance", Kogakusha Co. Limited, Tokyo, I96I,
pp.505-512»



A more meaningful approach of evaluating the effectiveness of both the 

tax base and rates would be to examine the elasticity of the tax with 

respect to variations in the level of that portion of income, gross or 

taxable, declared for income tax purposes* Our findings reveal still 

lower elasticities of (0 .72) and (0.77)^^ for gross and taxa.ble income, 

respectively* This suggests that an increase of one percent in income 

was associated with a,n increase of 0*72 percent or 0.77 percent in tax 

revenues. On the other hand, both gross -and taxable income declared for 

income tax purposes have increased at a considerably faster rate than the 

rise in the level of national income* Such a result may partly be 

explained by the fact that total income taxes have been inclusive of 

other revenue items - not directly related to the level of income assessed 

for income tax purposes. Nevertheless, this signifies mainly the 

responsiveness of the base and the effectiveness of the marginal rates 

of income taxes to changes in the level of income* Apart from the narrow 

coverage of the tax, the low elasticity in effect suggests that the 

majority of income tax payers fall within the lower income tax brackets 

of lower average rates, representing a weaker built-in flexibility,. 

Consequently,it may be inferred that neither the coverage nor the respon

siveness of the base, or the progression of marginal rates has been 

effective enough to syphon off a larger portion of the increments in 

either GNP, gross or taxable income. A higher income elasticity of the 

income tax is necessary if the income tax is to be called upon as a major 

source of development finance and a stabilisation measure.

A note of caution must be added regarding the effectiveness of the 

elasticity and stabilisation functions of the income taxes. It may, 

under the present circumstances, be argued that even when a higher income 

elasticity is achieved by raising the effective tax rates, the effect on 

stabilisation/

18. Appendix (b), page I65.



155

stabilisation is not likely to be significant* On the contrary, where 

and when the tax impinges on private savings which are not matched by 

savings and real productive investments of equal amount in the public 

sector, may fail to serve the allocation (i.e, investment) and 

stabilisation objectives of budgetary policy. Exploring this aspect of 

the tax furthermore and establishing its significance in the overall 

economy, necessitates an examination of the behaviour of those subject to 

the income tax system, and those falling outside the scope of this tax, 

bearing, however, the immediate and/or ultimate impact of other taxes and 

policy instruments as well as the influence of the institutional set-up 

in the type of economy under consideration.

The Afghan economy, like almost all less developed economies, is distinctly

characterised by a dual stxuctui'e consisting of a "modern" and "traditional"

sector# The former is identified with the exchange or money economy or

the sector consisting mostly of large scale economic units employing
19capital-intensive methods of production' , The latter, i.e, the 

traditional or subsistence sector, accounting for the large portion of 

population and output, is characterised by small-scale economic units with 

labour-intensive methods of production. This dualistic nature of the 

economy renders the "modern" sector, aJthough expanding to occupy still 

a small portion of population and contribute a small share of national 

income. It leaves the "traditional" sector to carry a considerable weight 

in the economy, for some time to come, before a lai'ger degree of integration 

between the two sectors is achieved. Under a dynamic relationship, 

factors such as production of a surplus with a view to sale, growth of 

specialisation in output and benefits from technological advance determine 

the pace at which integration between the two sectors is established. In 

the context of planned developmental programmes, the government intends to 

facilitate/

19, H. Myint, "Dualism and the internal integration of the Under-
developed economies". ’ "fapir suTTmiTtecT fo a"~3eminai , University 
of Glasgow, September, I969.



facilitate and add impetus to this dynamism by mitigating the "structural" 

rigidities. Expecting this to have been the objective of the Afghan 

developmental programmes, it is interesting to see to what extent the tax 

system as an instrument of policy can and has contributed to the realisation 

of this objective.

The immediate effect of a rise in the level of effective demand, from a

low base whether affected in the "modern" or "traditional" sectors, is

an expected increase in the level of consumption ajnong the majority of

the recipients. This rise in demand accompanied by population increase
20and a high income elasticity of demand for food , should lead to an 

increase in the availability of goods and services produced both in the 

modern and subsistence sectors of the economy. Where production in the 

modern sector depends for raw material on the subsistence sector, either 

for purposes of transformation and/or creating substitutes, it increases 

the demand on the subsistence sector not only for labour, but also for rav/ 

materials. With inelasticities in the supply of output the result is an 

inevitable rise in the level of prices. This result is even accentuated, 

if we allow for deficit financing which does not afect the level of output. 

In order to maintain stability in the economy, particularly when a. major 

portion of this rise in demand is generated through income as a result of 

inflationary finance in areas having an indirect effect on output with 

fruits to be expected in the long run, the function of the tax as one of 

the policy instruments is to regulate this level of induced demand at 

least in the short run. Under the assumption of a smooth functioning 

of all other policy instruments, the success of the tax (on salaries, 

wages/

20. Total Demand (d ) in this respect becomes a function of D = P f pg, 
where "P" and "g" are the rate of growth of population and per 
capita income and "p" is the income elasticity of demand for 
agricultural products. See G.E. Paparnok, "Development Problems 
relevant to Agriculture Tax Policy", appearing in G. Meier 
Leading Issues in Development Economics, pp.289-97
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wages, interest, profits and the like in the money economy) with an 

efficient administration in this respect depends not only on the coverage 

of the tax base, hut also on other important factors such as the consumption 

behaviour of the income recipients and the response in supply function of 

the goods and services demanded.

The coverage of the tax in the monetised sector is very limited indeed, 

owing to a general low level of Income, provisions for various types of 

exemption and allowance and the degree of efficiency in administration 

and enforcement, all dealt with in Chapter 5 below. The tax in this 

respect becomes effective only in the upper income brackets where consumption 

behaviour is different and identified with a higher MPS, compared to what 

is found among the lower income groups in the economy. This leaves demand 

and consumption almost unaffected in this sector. On the other hand, even 

where, as s. result of a tax on lower income groups, demand for and 

consumption of essentials is not likely to be adversely affected. The 

pattern of consumption among the majority of the would-be taxpayers is such 

that only those marginal expenditures incurred on non-essentials are likely 

to be adversely affected. With the high income elasticity of demand for 

essentials, mainly food items, expenditure on food consumption is not so 

much affected by the tax, unless its rates are so high that it would affect 

not only money but also real income. However, if total income of these 

recipients is spent on consumption and the marginal propensity to save is 

nil, the tax suggested will result in a reduction of consumption, If 

consumption is affected in real terms by the tax, the net result would 

depend on its relation to that obtained in the subsistence sector reflected 

in terms of substitution and income effects. Where the difference in real 

consumption (in favour of income in the modern sector) is not satisfactory, 

particularly where permanent as opposed to seasonal employment is looked 

for, the result is a shift of labour back to the subsistence sector*

Under/



Under such an assumption, employment, total output and real consumption 

both in the modern and subsistence sectors, will all fall* However, 

given the elasticity of supply in the subsistence sector, output and 

employment in both sectors tend to increase, which would result in a 

further expansion of the modern sector* Failure of a rise in output, 

however, raises prices and shifts the terms of trade against the approprite 

sections in the modern sector, resulting in a reduction in investment, 

employment output and consumption in both money and subsistence sectors. 

Salaries and wages increase will amount to a net addition in money income, 

after tax5 however, it will further accentuate the effects on prices and 

add to the problems encountered. Therefore, a solution to the question 

of stability under both cases, i.e. with or without taxes, requires not 

only a prompt increase in the output of the subsistence sector, but it also 

necessitates that an increasing portion of this rise must be made available 

as marketable surpluses to the modern sector.

The subsistence sector, as it may be recalled from previous chapter, is 

not directly affected by the income tax system as income from agricultural 

pursuits is excluded under income taxation. Instead the recipients of 

income in this sector are subject to a nominal tax bearing no relevance 

to the level of income received. As a result neither income nor agri

cultural taxes, excluding the heavy impact of the discriminatory export 

taxes, (page 8 6 ) has had virtually any effect on output in this sector. 

Owing to a low level of output, and real income and modest tastes, 

production in this sector, under the present circumstances, is largely 

for subsistence. Only when a marketable surplus is available, whether 

for purposes of domestic consumption or exports, the modern sector is 

likely to benefit which will, in turn, help towards achieving a greater 

degree of integration between the two sectors. The result of this 

addition to the value of output is a rise in the purchasing power of the 

subsistence/



subsistence sector providing a further incentive, particularly for industry in 

the Jiaodcru sector, to expand. Total opportunity for industrial expansion in this 

sector provided by agricultural market in the traditional sector is made up of 

the industrial sales for farm inputs and the industrial sales for consumer goods* 

Tpo ci)ange in the traditional sector's purchasing power may be illustrated by the 

following equation Y = 0 II - C, where Y represents total income, 0 is consump

tion in the traditional sector, of its own production, which is supposedly very

high at the moment, It is the monetary receipts from the surplus goods and
tola')

services sold, and C is the cost of production, including the^ cost of purchasing 

inputs. The net monetary income or purchasing power of the subsistence sector 

is therefore the difference between E and C. The larger the share of income 

increments that goes to both cost of production (C) and money receipts (R), the 

stronger is the stimulus of rural demand for both farm inputs and consumer goods 

of an industrial nature. On the other hand, factors such as the agricultural 

extension programmes, subsidies on farm inputs and above all the shift in the 

terms of trade in favour of the agricultural sector are all likely to raise the 

aggregate level of (y ), reduce the C/Y ratio and lead to an increase in the level 

of 0 -I- R, hhetlier for purposes of a greater degree of monetisation in the 

economy, and/or growth of the industrial sector, it is necessary that a larger 

share of this increment in income accrues as (e ), representing effective demand.

One would expect that with the rise of income in the modern sector, and the 

general consumption pattern of its recipients supplemented particularly by the 

degree of "opemiess", i.e. availability of external markets for cash earning 

activities covering such items as cotton, wool, karakul and the like, would pro

vide adequate stimulus for an increase of total output in the traditional sector. 

Although production of most major crops and livestock increased. Table 1, page 18 

the increase did not keep pace with the growth of non-agricultural income and 

population increase. Population increase by itself has been estimated to run 

over 1,75 percent per annum. Total output in this major sector of the economy 

during the past five years increased by only 1.6 percent. Both domestic and 

export markets suffered as a result. Output for domestic market was supplemente 

by food imports which deprived industry from their vital foreign exchange require 

ments. In spite of this, it has not been possible to maintain a stable price/
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price level in food and other agricultural products. This has adversely 

affected existing industry in the modern sector, mainly manufacturing and 

processing based on farm and pastoral raw material such as sugar beets, 

cotton, fruits, leather and the l i k e ^ I h W t l i e  creation of new plants 

which would depend on agriculture for laboûr £ind raw material. In the

future althougli extractive industry will also develop, nevertheless, a po

tentially growing number of manufacturing and processing industries is still 

expected to have an important place in Afghanistan's predominantly agricul

tural economy.

In exploring the causes of such a low response of output in this sector, as 

may be recalled, are, first, that agriculture, while responsible for 

increasing capacity growth of the economy, has received a lower priority in 

the allocation of investment resources aimed at mitigating the "structural" 

rigidities which would otherwise impede the growth rate. Whatever, expen

ditures incurred in this area, pages 60-62,have not directly contributed to 

corresponding and sufficient increase of output in the traditional sector. 

Output, neither in the short run, with which stabilisation objectives are 

concerned, nor in the long run which has interested growth objectives, has 

showi any sizeable increase. Although the infra-structural projects aimed 

at bringing markets and production centres close to each other, the pattern 

of land ownership and the availability of appropriate credit and other 

institutions required to help peasants benefit from the merits of market 

operations, render the benefits, if any, from these projects to be enjoyed 

mostly by larger units who can command access to a greater share of such 

public s e r v i c e s . A l t h o u g h  this shifts the terms of trade, under the 

present circumstances, in favour of oimers with large holdings and available 

(or potentially available) marketable surplus, their marginal tax rate with 

respect to holdings and/or output is zero. These increased surpluses are 

seldom reinvested/

2 1. For a detailed coverage of this issue with respect to both 
modern and subsistence sectors, reference may be made to H, 
Myint, Op.cit.



reinvested in land with the aim of raising productivity* On the contrary,

increased opportunities promising high speculative profits and the rate

of inflationary pressure are apt to make these recipients lose confidence
22in money and indulge largely, in Conspicuous Consumption. Taxing these 

surpluses is likely to reduce such consumptions and not productivity*

The taxation of these surpluses can he carried out on the basis of the 

proposal made in an earlier Chapter (3), as well as instituting prohibiting 

rates on import items of a luxury nature, with high income elasticity of 

demand*

Pricing' policy in the export sector too has had an adverse effect on the 

output of such primary items as cotton, wool, Karakul, covered above and 

in page 159- They tend to check the extension of the modern sector
23"because they reduce the area over which production for sale is possible.

Another factor responsible for the slow response of output in the subsis

tence sector, particularly during the last three years has been an un

favourable climatic condition, accompanied by continuous natural hazards.

A reduction in fallowing, accompanied by lack of an agricultural extension 

programme which would provide for credit facilities, use of improved seeds, 

tools and other agricultural implements, wheat threshers, biological in

puts (fertilizers and insecticide) as well as storage places, ' . will 

adversely affect the level of output, income, employment, and stability in 

the economy.

The above pages indicate the extent to which income taxes are capable of

fulfilling their revenue and stabilisation functions in a dual economy

such as Afghanistan. Its success is largely dependent on and affected 
8y/
22o V/.A . lewis, Theory of Economic Growth, p.227.

25. P.T. Bower, "Economic Analysis and Policy in Underdeveloped 
Countries" , Cambridge University Press, London, 1937, p.11?.



by the inter-play of various other factors, including taxes on other 

areas. Nevertheless, it may be asserted that there still remains, 

particularly under a dynamic situation, ample room for the improvement 

of all the factors affecting the incremental tax/income ratio; leading 

towards a greater success of these and other budgetary policies*

For one thing, to be truly income elastic, the base of any tax must have 

a wide coverage * Taking income taxes alone, with the income of potential 

taxpayers rising, the wide coverage will raise the elasticity of the tax 

through an increase in the incremental tax revenue/income ratio,. As the 

tax is income elastic it will have an immediate effect on those whose 

income^^/expenditure rises either in real or in money terms. Where the 

effect of the rate structure appears inadequate, through its built-in 

flexibility feature their alteration must not be ruled out. Lastly, 

an effective and competent administration is necessary if these measures 

are expected to bear any satisfactory results.

Although the income tax reform of I966/ 67, as can be seen in the following 

sections of this paper, has improved certain relevant features of the 

system, an examination of some of the factors which have been responsible 

for the above state of affairs in the past and which will, to some extent, 

affect the performance of the recent changes appears necessary. While 

some of these factors may be of a legislative and administrative character 

a great many of them are typical of the kind of society under study*

Since the examination in this part of the chapter deals mainly with the 

income elasticity of the income tax system, i,e, assuming no changes in 

the tax base and the rate structure, the remaining few pages will be 

confined to the examination of factors influencing the operation of these 

two major determinants, under both individual and corporate income taxes.

24, Reference is made to Page 175 below on the concept of income, 
acceptable for purposes of income taxation*



m i

lo Individual Income Tax - (a) The Coverage of the Baseî

Apart Trom the fact that only the•monetised sector of the economy, repre

senting a money/national income ratio of ten percent, is subject to the 

provisions of income tax, within the sector itself the percentage of 

income effectively covered for income tax purposes is still very small, 

page 218 below. Examining the individual income tax base, it appears 

that only three percent of the working population, a total of 163,000  

in 1964 from both the private and public sectors, filed income tax 

returns. The total number of individuals assessed for income tax 

purposes averaged about 14,1 thousand per annum over the period
251961-1966 . It shows an annual average rise of about sixty percent

26almost wholly attributable to the initiation of the witliholding scheme 

However, this total indicates that income tax has been effective over 

less than one percent of the population. Legislative loopholes and 

poor administration may be held largely responsible. The fact that 

income from the agricultural sector and from the growing number of self- 

employed professions is not covered under income taxes, leaves the number 

of assessees basically very small and retains a virtual contraction of 

the base. In.addition, the increase in the level of personal allowances, 

and the tax unit, was confined to every income earning member of the
27family which encourages income splitting, further affect the tax base. 

The adverse effect of this rise in the exemption limit on the level of 

revenue/

2 5. Page 223 below. This excludes the artisans group as their tax 
liability under the provisions of the income tax law is a lump 
sum amount in lieu of income taxes.

2 6. The withholding scheme differs from the PAYE scheme in that the 
amount of tax deductions from wages and salaries under the latter 
is kept in step with the recipient’s income. As such, total tax 
borne at any time is related to the total earnings to date, which 
enables the scheme to have a better built-in stabilising effect* 
See K.S, Carmichael "Income Tax and Profits Tax", pp.102-104, 1968,

27. Reference on Tax Unit may be made to page 173, Note 8 , below*



revenue was defended on the ground that the tax force will have more

extra time to cope with bigger assessees whose tax payment will more than

compensate for loss of revenue* The results of such an optimistic view

still remain to be seen* A third factor responsible for the narrow tax

base is the tax exemption extended to cover income from interest on

individuals' accounts with Afghan banks, and on government and municipal 
28bonds . It must be pointed out that the base of tax is more crucial 

where the elasticity feature is concerned. Even a flat rate will render 

a wide and growing base promptly respond to changes in the level of 

national income. A fourth factor limiting the tax base is the existence 

of the schedular tax system itself, (b) below.- Under such a system the 

base appears to be less responsive to variations in the level of taxable 

income due to a steep progression between income brackets particularly at 

higher levels of income *

(b) The Rate Structurei

One of the factors affecting the effectiveness of the second major 

determinant.of the elasticity of income tax is the existence, up to 

1966/ 67, of the schedular tax system* Under this system, covering the 

period between 1957/58 - I966/ 6 7, income from different sources was 

subject to separate rate schedules varying from each other both in 

minimum and maximum tax rates* (For an historical development of the 

system pages 9O-IOI may be consulted). Although the procedure for 

assessing income was of a general nature applicable to all schedules.

the final assessment of income under each schedule was affected by 

ri(
income/

29provisions specifying further adjustments . Consequently, the total

28. An elaboration of these points is made under the concept of 
income and equity considerations in the following chapter.

2 9. As such, it is different from the schedular arrangement under 
the United Kingdom income tax system. Here each one of the 
four Schedules, while dealing with a different source of income, 
sets out the rules for measuring and assessing income from that 
source as part of total income liable to one levy.
K.C, Carmichael, Op.Cit. Further reference on the various features 
of a schedular tax, "such as the one in Afghanistan, is made to 
R.M, Sommerfield, "Tax Reform and The Alliance for Progress" 
University of Texas Press, 19^6



income of an individual, coming from various sources, is allowed to be 

split among different schedules resulting in a virtual reduction in 

one's ultimate tax liability* There were three income tax schedules 

in use prior to I966/ 67* Schedule (b) applied to unincorporated 

businesses and covered such items as profits, interest, rent, gains and 

other business income, except dividends. Schedule (c) covered dividend 

income in the hands of individual shareholders including unincorporated 

businesses. Schedule (d) applied to income or emoluments from salaries, 

wages, fees and other such compensations for labour* A comparison of 

these Schedules will shed some light on the issue and the fiscal policy 

objectives envisaged during the period under which such changes were 

initiated.

Schedule (h):

In 1957/ 58, both fixed and progressive rates w?ere increased with the 

expectation to collect more revenues. The ten percent fixed tax rate 

(page 9 1 ) was increased to 12 percent for all three schedules.

Schedule (b) reveals au increase in the progressive rates from a minimum 

of 5 percent under Schedule (A), applicable up to 1956/57 on income from 

all sources, to a five percent, and from 43 percent to 60 percent, 

respectively, pages 144 and 146 . It was maintained that the majority 

of income taxpayers in Afghanistan seem to fall within the low income ,
50groups , and tax rates were, therefore, increased for the first few

income brackets. Since taxpayers in these lower income brackets spend

most of their disposable income on consumer goods, this increase in the

tax rates was expected to reduce their purchasing power and therefore

serve as a control measure to prevent the rise in the general level of 
31prices , However valid such an argument may be, the inadequacy of the 

system/

30. Ministry of Planning, "First Five Year Plan, Page 208, Kabul, 1957

31. Ibid. page 113o
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Note on Schedule (a );

Coluimi 4 represents marginal rates applicable to the increments of

taxable income, i.e. column Column 5 is the effective amount of

tax consisting of taxes on the previous level of income and on increment.

For example, Afs*680.00 which is the effective (average) tax amount

consists of Afs. 190), 00 and an excess of Af s. 500.00 a/t the marginal

rate of 5 percent on the increment of Afs.10,000.00, Similarly, the

amount of Afs.51,450,00 is the effective tax on the total taxable amount

of AfSo500,000.00. It consists of Afs. 29,450,00 on a total of up to

Afs.200,000.00 and Afs.22,000.00 on the increment of Afs,100,000.00 at a

marginal rate of 22 percent. Column 6 is the product of column 5, as a

ratio of column one, indicating the increment, i.e. the difference between

column one and two. Column '/ Is column 4 multiplied by column 5 and the

product taken as a ratio of the immediate preceding figure in column 5,

e.g. (a) 5'x 10,000.00 /  100 = 500.0 0,
(b) 500.00 X 100/ /Ï60 = 277.

The same procedure is applied in computing other schedules in the pages

that follow*
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system in contributing towards the achievement of such an objective is 

due to the fact that the schedules were limited in scope and covered only 

a small portion of the national income. The rise in the rate of tax

increments on marginal income falls gradually after the fourth income bracket

in this schedule. This may, presumably, have been based on the assumption 

that the rising income of merchants and other non -corporate enterprises 

available for investments ought not to have been adversely affected. The 

rise in the volume of trade and investment is the product of a number of

factors and not of lower tax rates alone.

Schedule (c) î

It was further believed by the planners that to encourage greater partici

pation in economic enterprises, profits accruing to owners of shares of 

stocks, in joint-stock, companies should be accorded a different treatment 

from the rest of an individual's income^^. Schedule (c) presents the rates 
of such a special tax on dividends. Although the highest marginal rate 

remained the same as under Schedule (B) the initial rates were reduced and 

the degree of progression stretched allowing for more tax brackets and 

reducing steepness of the rate structure.

Schedule (b ):

The taxation of income from wages and salaries was maintained under a 

separate Schedule (b ), with an increase in both the rates and the level of 

personal exemption.

As noted above, the purpose behind all these changes in 1957/5^ was mainly 

twofold. On the one hand, they were meant to increase government revenues 

and help mitigate the inequalities in the distribution of income. The 

splitting of taxpayer's total income, as a result of these changes, was not 

only/

52. Ibid, paragraph 4 , page 11$,



Ui

m

01c+m
8"
B
Mi=«0
1
g
G'

H
VO
v_n<co

hl cr|yo
B d-
h- O

V V r-j r-t h-=-M t-i)o o rv -V 4A- rv l_j ot)o o o o o o O vn V-î rv }-’ rno -o o o o o O O o o co 4A rv M pyo o o o o o O O o o o o o O O H-o o o o o o o O o o O o O O O w(.-J K> H M M M M H 1—’ M M H y
ch d- d- d- et d- d- d- d- d- d- d- d- d-
o o o O o O O O o o O O O O

p vn vn MpPb O o rv -0 -p- rv l“jO o o o o o O vn vn (V r-Jo o o o o o O o o o .[A. 00 -lA- rv Mo<i o o o o o o O o o o O o O o O
CD o o o o o o o o o o o o o o O
y o o o o o o o O o o o o o o O rv

M
oy
§py
c+

o
H )

tJ>Hjcorv r-j
o co vn vn rv Mo o o O o O VI rv r-jo o o O o O o o o OA OA .fA. rv M
o o o O o O o o o o o o o oo o o o o O o o o o o o o oo o o o o O o o o o o o o o vn

OA -> vn sv rv l-* t-J K' Mo co o rv -j rv VD OA vn O co OA -p- vn rv y
- y

h"
COM H

VD o vn M
VD vn H vn “ V vn r-j
OA OA OA OA vn M rv rv M
OA OA OA OA CÎA OA OA OA o o OA rv

VD VD VD VD VD VD VO VD VD VO M vn VD vn yo o O o O o o o o o o o O o o VI

ooy
M M M M i-j r-j 1—'

OA vn •V -Vi O O o OA vn -P» -V) o o o 1
OA o M vn O O o OA o VI vn o o Q ykK vn

y
(TA

rv H H K t-* M M M M rv rv
VD rv O o vn vn -V I rv VD -V -fA. -V) o o Irv -V rv co VD O O 4A. VD VD p. o o

-V

IM0)
M

oo
§

g" gc-h X 
CD

P)Od-
O  kb-H, B
g§X d-
M  g

“ Ele  0)
g S-
II
M  5  s o O M
§ P (D m m

hd
M  CD5 y  ̂ o
>  CD

§ 3. 
§ g
c-h CD

O K l i-D y
K) H 
p  CDX P M 

CD

IH3
H

s

m

a

I

§ ü'S'

M
VDvn

d
CO



INCOME TAX SCHEDULE (D) ON IHCOMl.']
PROM WAGES, SALARIES, FEES AND

COMMISSIONS, EFFECTIVE AS OF 1957/l9$S

Taxable Income ________ _____ __________Tax Rate__ _

Afs. 1 up to 10,000 2 percent
10,001 20,000 5
20,001 50,000 5
50,001 50,000 7 "
50,001 75,000 9
75,001 100,000 11 "

100,001 150,000 14 "
150,001 200,000 17 "
200,001 500,000 20 ”
500,001 500,000 25 ’•
500,001 and over 50 "

________________________ ____ ________ _____ _____ ___ ■

SourceÎ Income Tax Lau, 1997/50



only likely to adversely affect total revenues, but it also introduced 
an element of inequality in tax treatment, confusion and administrative

difficulties. It was,on the other hand, believed that with the

application of different progressive rate schedules inflationary and

deflationary movements in the economy could also be brought under control.

In other words, it was expected that the stabilising effects of the income

tax schedules would prevent undesirable fluctuations in the level of

economic activities* It is obvious that the inability of the system to

have achieved these objectives lies in some of the weaknesses and limitations

of the system indicated so far.

Some of these undesirable features of the system were later considerably 

improved under the income tax law of I966/ 67. The major weakness of the 

system, the schedular feature accompanied by fixed taxes and various 

levels of exemptions and deductions, was eliminated. Income was declared 

taxable on a global basis^^ under a single Schedule (e). , It also provides

that taxes on salaries, and wages, is withheld on a graduated scale.

This would enable the system to achieve a quick impact on the disposable 

income, particularly at those low levels of income associated with higher 

propensities to consume. However, they do not constitute the largest 

sector of the economy in order to adequately increase the effectiveness 

of the stabilisation function of income taxes. The withholding of tax 

on dividends also adds to the effectiveness of the tax as it reduces the 

possible time lag involved in and following the distribution of dividends.

It may be noted that, under Schedule (C) a taxpayer would have paid only 

10 percent of an income which increased almost twenty times the lowest 

taxable income. It might have been a reason for encouraging small and 

medium sized savings and investments in industrial and commercial shares 

of stock. Under the new income tax law, the initial rates are progressing 

at/

5$. Similar to its predecessor, this law too retains the basic 
weakness of not being a comprehensive tax. See Chapter p 
on this point.
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at a, lower scale as income from all sources is aggregated « A taxable 

income of up to Afs® 10,000 <.00 would be liable to a 4 percent while y on 

the average, under the previous schedules it was subject to over 15 per 

cent of both fixed and progressive rates* The maximum msLrginal tax rate 

was also lowered and the difference between the brackets of income narrowed, 

on the grounds that one cannot rely to a great extent on the highest rates 

of income taxes for purposes of increasing revenues or influencing and 

adjusting the level of economic activities. In a society such as 

Afghanistan's they are relatively unproductive and inefficient in their 

revenue effect, as the number of those falling in the higher brackets of 

income is likely to be small * This is clearly demonstrated from our 

analysis of the income tax burden at the point of impact, Chapter 6* As 

a result, rate graduation whi.ch was emphasised under the schedular system 

has been ineffective. Although Jliagram (A) page l^ia, will help in 

indicating tax obligention under the various schedules at different levels 

of income, illustration of a few cases will further explain the difference 

between the various schedules of the schedular system and the global 

schedule of 196'/ :

Examnle:

A taxpayer is married and has five dependent children, 
and has an income of Afs,500,000.00 Tax liability 
under Schedule (e) is Af8*92,700.00 after allowing a 
deduction of personal exemption. The tax will be the 
same irrespective of the source of income, except 
agricultu2?e and salaries and wages.

Tax liability under the pre~1966/67 Act may be determined 
as follows: /



Case 1 - Income of Afs,500,000,00 is from wages,
Tax is Afs,87,775*00,

Case 2 - Income of Afs. 500,000.00 is from Dividends,
Tax is Afs, 101,610,00.

Case 5 “ Income of Afs.500,000.00 is from Dent of Buildings,
Tax is Afs,142,500,00

Case 4 “ Income of Afs,500,000,00 is from Profits from individual
commercial and industrial enterprises.
Tax is Afs.142,500,00

Case 5 “ Income of Afs,500,000,00 is from Rent of farm land.
Tax is nil.

Case 6 “■ Income of Afs. 500,000,00 is from several sources, as follows
Wages 200,000)
Dividends 100,000) Total Afs. 500,000,00
House Rent 100,000) Tax is Afs,51j790,00

Case 7 - Income of Afs,500,000,00 is from several sources, as follows:
Wages 50,000 )
Dividends 10,000 )
Business profit 100,000 ) Total Afs. 500,000,00
House rent 240,000) Tax is Afs, 65,160,00
Orchard Income 120,000)

Case 8 - Income of Afs, 500,000,00 is from sources as follows:
Dividends 250,000) Total Afs. 500,000,00
House Rent 250,000) Tax is Afs. 94,710

The above hypothetical cases show how widely taxes could vary according 

to the t̂ p̂e of income and how tax liability was reduced vfhen an individual 

obtained income from several sources under the pre-1966/67 Daw, Such a 

result would obviously hinder the effectiveness of the built-in flexibility 

feature of the tax system. The global feature and the extended rate 

schedule with lower marginal rates of the I967 income tax law are expected 

to improve these anomalies of the schedular system at the same time they

will increase the number of taxpayers at all levels. On the other hand,

the higher level of exemption and low initial rates, i.e. starting at 4

percent as against I5 percent under Schedule (c) with the lowest rates,
may /



154

may not only function as a revenue reducing factor and limit the possibility 

of further downward adjustment when necessary, but also reduce the 

stabilisation and distribution effects* In view of the acute shortage 

of revenues experienced under the First and Second five Year Plans and 

that forced a revision of the thix’d plan, it is difficult to defend these

alterations in the tax law. It is  -- :—  ̂essential that the base must

be expanded and tha.t the initial rates of the Schedule (e ) be raised,

Insteaf. of an initial rate of four percent it must start somewhere between 

8 and 10 percent accompanied by a further extension in the graduation of 

income slabs at lower and middle income brackets. This increase will 

also result in a rise in maximum marginal rates. In view of the 

possibilities of income splitting it is necessary to stretch income brackets 

as much as possible so as to make the base of the tax more responsive to 

changes in the level of income. Both these factors will greatly serve 

what is called equity objectives of the tax. The upper income limit 

need not increase in order to allow for the extension of income brackets.

As can be seen from Schedules (B) and (E), the limit was lowered by half 

under the I967 reform* It can still be reduced at the same time allowing 

for rates to rise to a maximum of 45 to 50 percent. The disincentive 

effects, if any, may be remedied by providing concessions for investments 

in priority areas meeting plan objectives.

It may be maintained that under the present circumstances, a higher degree

of income elasticity and stabilisation effects of the income tax system

is very unlikely for the following reasons: (l) The tax is not a mass tax

having a wider coverage, (2) the definition of the concept of income for

income tax purposes is very narrow and limited, (see pages 175-204for

further explanation on this point), (5) although per capita income at 
least/

54o Chapter 7i page 259,



least in money terms, rises, the exemptions apd allowances will reduce 

the relation between gross and taxable income, (4 ) lastly, it requires 

a competent and efficient system of administration, not only to prevent 

evasion but to be able to handle the growing volume of assessments.

On the basis of these points it is inadequate to completely depend on 

the statutory rates of income taxes, their automatic response and. their 

narrow base, as a reliable source of revenues and an effective instrument 

of maintaining economic stability* Discretionary measures bringing 

structural changes in the rates and base, introduction of new taxes and 

improvement of administration must all be looked for.

2* Corporate Income Tax:

As far as corporate income tax is concerned, the small rise in yield from

this source, Afs*51 million in 1959/60 to Afs.81 million in I965/ 66, has

been mainly due to an increase in the total number of Limited Liability

and Joint-Stock Companies* They increased from 56 to 250 over the

period covering both commerce and industry* This excludes the 5I State

Economic Enterprises. In Afghanistan, as in many less developed nations,
55the ratio of reproduceable capital to other assets, like land, is small .

As such corporate profits, particularly from the industrial sector,

constitute a low percentage of national income* Corporate income tax

also appears to be less effective as an automatic stabiliser for two

main reasons: (l) like individual income tax, the base coverage of this

tax is very limited, even narrower than, the individual income tax. In

spite of the variable marginal rates, the exemption level plus the low

initial rates add to the ineffectiveness of the base and rates of Scheduh

(P), Secondly, a substantial time lag is normally involved in the payment

of these taxes^ The progressive tax rates with the exemption limit were

meant to give small undertakings with small profits a favourable treatment

The justification for this progressive feature, was to provide social 
justice/

55* Table 53» page 278 below,
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CORPORATE INCOME
EFFECTIVE

TAX RATE SCHEDULE, (p) 
AS OF 1957/58

Taxable Income after Fixed
Corporation and Municipal Taxes^' Tax Rate Structure

Afs. 1 50,000 Exempt
50,001 500,000 1 percent

500,001 1 ,000,000 2

1 ,000,000 2 ,000,000 3
2 ,000,001 3,000,000 5
3,000,001 5,000,000 7
5 ,000,001 8 ,000,000 10

8 ,000,001 15,000,000 13
15,000,000 and over 17

All industrial-- limited liability and joint stock-companies 
have been subject to a fixed tax of five percent on taxable 
income and the rest, if more than Afs«50,000, were subject 
to the above progressive rates preceded by a one percent 
municipal tax* Commercial enterprises were subject to a 
ten percent fixed tax while the rest of the taxable income 
was subject to the above procedure.



justice. Under the pre-1958 lev/, small companies with little income

were believed to pay the same tax rate as big companies wi.th large incorneo^^.

It is true that such an arrangement will help small businesses in their early 

years, but as they grow the weight of the tax is likely to become heavier.

The law was bound to narrow the tax base and create discouraging effects, 

particuarly on more efficient and prospering establishments* Furthermore, 

it increased the administrative inconveniences and the possibilities of 

tax evasion and avoidance by the concealment of profits and the break-up of 

different integrated businesses of which the Revenue Department has 

experienced a number of cases*

Since the effect of corporate income tax on consumption is an indirect

result of its influence on dividends, the relation between corporate and
57individual income taxes plays an important role. Initiative, both in 

theory as well as in practice has been taken for a move towards the inte

gration of these tv/o taxes. This rna.y appear helpful for our purposes

here. By avoiding a two tier taxation on corporate source income, i.e. 

first, at the corporate level, and second, in the hands of shareholders, not 

only a tiue degree of progression of income tax may be revealed, but will 

also promote savings at the corporate level The Afghan Income Tax

Law has, to some extent, gone along with this line of argument. Both 

dividends/

36. Ministry of Planning, Ibid, page 117.

37* Ralph Turvey, "A Tax System without Comnany Taxation",
Canadian Tax Journal, I963, pages 409-19•

38* This is asserted in spite of the fact that a shareholder is a 
bearer of a piece of paper rather than a partner in large 
Corporation. See Reuort of the Royal Commission on Canadian 
Taxation, Vol.4, Taxation of Income, Chapter I9 , page 54s 
Ottowa, 1966, For an argument on the separate taxation of 
corporate and individual income, reference is made to R* Goode 
"Corporation Income Tax", V/hiley & Son, N.Y. 1955 and to R.M. 
Sommerfield, Op.Cit, p. 78.



dividends and undistributed profits are taxed at a fixed rate of 20 per
59cent o Dividends are allowed as deductions from corporate taxable 

income and the withheld 20 percent tax is credited to the shareholders 

whose tax liability on total income would exceed the 20 percent. This 

appears to be inequitable between small and big’ shareholders. More on 

this in Chapter 5s P&ge 202. The measure is also likely to reduce both 

the total revenue from this source and the stabilising effect of the tax, 

which have to be compensated for by an increase in taxes on other sectors, 

for however short a period it may be. Furthermore, it penalises profit 

retention, the encouragement of it one would think to be the objective of 

the reform. Whether a complete integration of the corporate and individual 

income taxes would provide an answer to these problems again depends on 

the importance of the objectives envisaged under a tax policy.

The provision to offset losses from future profits, the existence of 

investment allowances of up to 15 percent of new capital outlays in mining 

and manufacturing, deductable from taxes, and other concessions are a.ll 

likely to reduce corporate income taxes and their stabilising effect^^*

One W8,y by which the corporate base may be broadened, to compensate for 

the above factors, is to encourage and facilitate the formation of more 

incorporated enterprises. This will also promote internal financing^^. 

Another/

59* This has made the Afghan Corporate Income Tax similar in principle 
and form to that existing in Britain prior to 19^5, and to the 
present West German Corporate Income Tax, where, under the latter 
dividend distributions are taxed at a "qualifying" rate of 15/  and 
retained earnings are taxed at 51/• On other distributions a with
holding tax at a rate of 25/  is applied which is later credited.
There is no tax credit of this kind either in the United Kingdom 
after I965, or in the United States after I964. In Canada the 
resident shareholder is entitled to deduct a 20/ credit which means 
that taxes assessed on dividends will be less by 20 percent. For 
further study of these points, reference is made to the "Report of 
The Royal Commise ion on the Canad ian Taxation ", Op.Cit. pp. 4-7?
641-59.

4O 0 Chapter 7, page 259
41® Further reference on this point may be made to Kerr Gibson, Tax

Implications of incorporating small Businesses, Canadian Tax Journal,
1959, pp.100-107



Another way of making corporate income tax more income elastic is to tax 

public enterprises as individual establishments instead of either as 

corporations or agency. Such a treatment is essential not because there 

is a single shareholder, i.e. the government, but according to the criteria 

accepted, in treating corporations differently, the management and control 

of these enterprises are not separated. Moreover, the higher level of 

individual income tax rates will provide for the channelling of the public 

funds in other areas where the need for them is greatly felt. With no 

provisions regulating the utilisation of the after tax profits, funds may, 

due to the administrative and poltical pressure, be either uneconomically 

accumulated at government agency level or tied up in undesirable invest

ments, both within and outside the particular enterprise. This may not 

reflect the true objective and aim governing their establishment. The 

Government Monopolies, for instance, has transferred revenues (both taxes 

and profits) to government accounts erratically and with no apparent 

correlation with monopoly profits and the general economic conditions.

In addition, the Monopolies Department has apparently made real estate 

investments and lent amounts of money to ministries and to projects. In 

doing this, of course, the entire budgetary process is side-stepped and 

government control of revenues and expenditures is forestalled. This 

set of circumstances badly needs to be radically altered in favour of 

closer government supervision of such profits. If there should arise any 

need for such investments and/or transfer, which actually fall beyond the 

scope of operations of these existing government enterprises, it is not 

for that enterprise to assume the function of an investment bank. The 

financing of new ventures may be better served if independently carried 

out through the operations of the banking system and the government, if 

need be, by increasing the level of public accounts with the appropriate 

bank. The problem of regulating the credit creating capacity of the 

Banking/



System may either be handled tiirough the statutory reserve ratio or 

such financing be made through specific non-bank financial institutions.

It will have no power over the over-all volume of money supply and the 

levelling of credit in the economy.

It may be pointed out that in addition to the structural and administrative 

shortcomings of the tax system, benefit payments such as pensions, relief 

and other payments, government expenditures, both current and developmental, 

pricing, employment and other policies, the coverage of which fall beyond 

the scope of this paper, all are equally effective and important in as far 

as the achievement of the revenue, stability, distribution and other 

objectives of public policy are concerned.
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Appendix (a)

The elasticity of tax yield, which is the ratio of the percentage change

in tax yield to percentage change in income, equals A Ta « Yo , where
To A Y

"To" and "Yo" are the initial levels of income tax yield and national 

incomej respectively; A  denotes changes in the respective items over the 

period concerned; and "a" is the automaticity of the change. The 

elasticity of the income tax yield "ET" is affected by and varies with 

both the elasticities of average statutory rates "Etsr", and tax base "Eb", 

with regard to changes in the tax base and the level of total income, 

respectively. It will be more precise to employ, the following formulae:

%tsr - , and Eb == A B  / Bo
A B  / Bo A Y  / Yo

Where "Bo" and "to" and "Yo" are each the initial levels of the tax base,

average effective tax rate and income, respectively. Where national

income increases at current prices, the yield of income taxes is expected

to rise for two reasons; first, because of the increase in the taxable

income which is the base of income taxes, the coverage of which depends

on a variety of factors, the definition of the concept of income, the

degree of monetisation, efficiency of administration and the like. The

response is more obvious and effective if this base is of a general nature

covering a wider area in the economy where the marginal share of the tax

base to changes in national income is considerably greater than the

average; second, because of the progression of the statutory rates,

additional shares of taxable income are pushed up to higher income

brackets, liable to higher marginal rates of tax. Income elasticity

of a tax must not be confused with the built-in flexibility of the tax.

A tax may have higher elasticity of yield with regard to changes in .

income, but may not have greater flexibility. This may be due to a wide

base/



.Lb2

base but lower average rates. Built-in flexibility therefore, reflects 

both the response in the tax base and the marginal rax rates to changes 

in income which is measured by the aggregate ratio of , Moreover, 

this is separate from measuring the effectiveness of built-in flexibility 

regulating changes in the level of demand due to fluctuations in income 

which may best be explained and obtained through the process of multiplier,

For a detailed review of this point, reference may be made to :

R.Ao Mu8grave, "The Theory of Public Finance", pp®505”“512 ;

Richard Goode, "The Individual Income Tax", pp,287-508; and to

R.A. Musgrave and M.H. Miller, "Built-in Flexibility", in 
Readings in Fiscal Policy, page 579-588.
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Appendix (b)

For purposes of convenience and clarity it is deemed necessary that a 

brief note is provided on the definition of some of the relevant 

magnitudes and the statistical methods and procedures adopted in our 

analysis under this appendix.

Income Tax proper, represented by X(ppt)) v/here X signifies the tax and 

(pit) denotes personal income tax, may be defined for purposes of this 

analysis as follows: They constitute taxes on the income of persons, both

real and juridical declared taxable after the deduction of legal or 

statutory exemptions and expenses incurred for the purpose of earning such 

income. The categories subject to this tax are clearly examined in the 

text under "Sources of Revenue..." Chapter 5 and the "...Concept of 

income,,." Chapter 5» The analysis in this respect is based on the "gross" 

and "taxable" income of such taxpayers declared for income tax purposes, 

rather than CMP aggregates. The reason is not only because the income 

tax system in effect fails to be of a general nature, but that an analysis 

based on the relevant variables, either "Gross Income" (y^pp) or "Taxable 

Income" (ypip) Is expected to reflect a better test of the effectiveness 

of the base and the rates of the income tax schedule(s).

It may be noted, however, that since revenues under income taxes are 

inclusive of sums collected in lieu of income taxes but assessed on the 

imputed income of certain categories, such as artisans, such amounts are 

separated for purposes of this analysis. This is necessary if the res

ponsiveness of the tax system to variations in the level of the relevant 

aggregates is to be carefully examined. However, they are not separated 

when variations in the level of total income tax revenue, denoted by ( X ) 

are/
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are examined vitL. respect lo changea in Gross Katioiial Product.

National income (GNP) estimates, denoted by ( Y ), at current or 

mardiet prices are used.

The statistical observation covers a period of six years from I96I
-x-to 1967, inclusive. Upon examination of the scatter diagram, the 

statistical method employed is regression ano.lysis using the equation;

X = AY , where X (in this case signifying income tax revenues) and Y 

(signifying income or its components) are the dependent and independent 

variables, respectively; ( A )j the constant indicating yield when (iô) 

is zero; and ( b ) is tiie elasticity of the income tax system. T^e 

application of the method appears to be appropriate as there has been a 

significant degree of correlation between the level of income taX revenues 

and variations in all independent variables, i.e. GNP, Gross and Taxable 

income declared for income tax purposes. It may be recalled that the 

application of simple regression function of the form, X = a + bY showing 

the incremental tax/income ratio, (marginal propensity to tax), signifies 

the overall income tax efforts of the goverumont, It covers the effec

tiveness of the base and rates, both average and marginal, of the tax 

system as well as any formulae and administrative adjustments that might 

have been introduced. Our concern here is mainly focussed on the testing 

of the effectiveness of tlie base and rates of the income tax system. The 

elasticity coefficient in this respect servos as an appropriate indicator.

Tables 1, 2, p and 4 below show our observations of the variables during 

the period concerned. The results arrived at from our analysis may be 

summarised as follows;

1. /
See Table I, page 16?.

-x-K’ This exponential function is reduced to a linear equation in
the form; t v  t 1 t v -Log X - Log a + b Log Y.
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lo Total Income tax to GNP

X « -5.0552 + I0607Y 
(0 .1544)

R = 0,881
r2 = 0.776

Indirect tax to GNP ;

X = -1.5852 + 1.5 Y(0,505) 
R = 0 .9 5
r2 == 0.86

5. Income Tax to Gross personal income declared

^(pit) “ Go6528 + 0,7286 Y(gpj[)
(0,1025)

R = 0 .99
R2 » 0.98

4o Income tax to taxable income declared :

X(pit) = 0,5856 + 0.7750 y(gpi)
(0.1920)

R - 0.97

r2 == 0.94



Although the short period of our observations may have affected the 

findings, (t) test of significance, indicates that the results are 

significant by 95 or 99 percent of confidence. Moreover, in all 

four cases, the correlation coefficient ( R ) and the coefficient of 

determination ( R ) are significantly high, supporting the point 

made above with regard to the existence of a high degree of correlation 

between the two series. It may be interpreted that a large percentage 

of variation in tax revenues is associated with changes in the level of 

income and that only a small percentage of it may be accounted for by 

other factors. The results under equations 5 and 4 indicate a low 

elasticity of tax, i.e. with a one unit increase in the level of 

income the corresponding increase in the level of tax revenues has been 

less than one. Although the rise in the level of personal income, 

both gross and taxable, has been higher than the rate of increase in 

national income, the elasticity of the income tax system appeared to be 

very low. It suggests the ineffectiveness of the m.arginal tax rates 

at the upper income brackets.
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TABLE 1

■vrYear
GNP At Current Prices 

(in Million Afs.)
Total Income Tax 
(In Million Afs.)

i960 - 61 29,658 188

1962 - 65 55,450 191
1965 - 64 59,560 256

. 1964 - 65 45,740 519
1965 - 66 48,600 406
1966 67 54,000 480

Source:

The six months period of I96I/6 2  which resulted from a 
change and the adoption of a new fiscal year has been 
omitted from our statistical observations. See page 65 
of the text for further explanation on this point.

TABLE 2

Year GNP at Current Prices 
(in Million Afs.)

Total Indirect Taxes 
(in Million Afs.)

i960 - 61 29,658 1,121
1962 - 65 55,450 1,127
1965 - 64 59,560 1,712
1964 - 65 45,740 1,917
1965 - 66 48,600 2,175
1966 - 67 54,000 2,645
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TABLE 3

Year
Gross

For
Income Declared 
Tax Purposes* Income Tax Revenue

(In Million Afso) (in million Afs.)

i960 - 61 662 173
1962 - 65 755 172
1965 - 64 888 209
1964 - 65 1,155 246
1965 - 66 1,452 281
1966 - 67 1,616 528

* Gross income here refers to income before 
the statutory exemptions and/or deductions 
for tax purposes^ as "net income".

TABLE 4

Taxable Income Declared Income Tax Revenues
Year (In Million Afs.) (in million Afs.)

i960 - 61 607 175
1962 - 65 681 172
1965 - 64 695 209
1964 - 65 1,010 246
1965 - 66 1,220 281

1966 67 1,501 528

À
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C H A P T E R  F I V E

EQUITY CONSIDERATION: THE CONCEPT OF
INCOME AND THE HORIZONTAL ASPECT OF

EQUITY UNDER THE AFGHAN INCOME TAX M W
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Equity consideration; The Concept of 
Income and horizontal aspect of equity- 

under the Afghan Income Tax Law

lo Income In-kind

2 0 Capital Gains

Gross vs Net and Taxable Income

(a) - Foreign income and the treatment of
taxes paid

(b) “ Personal Allowance and Deductions

(c) - Business Expenses and Deductions

À
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Income taxes are, generally, regarded as one of the appropriate fiscal 

devices helping to achieve some of the diverse objectives of budgetary 

policy, namely - to transfer an adequate amount of resources to the

public sector, to mitigate the inequalities in the distribution of

resources (income) among members of the society, and to influence the 

process of resource allocation aimed at promoting economic activities, 

particularly at the private sector level. It is the second function that 

we are concerned with in this and the following next chapter.

Equity in taxation is usually referred to meaning fairness in the 

distribution of the tax burden, where the level of such a burden is 

constitutionally agreed upon and democratically legislated. On the other 

hand; terms such as "fairness" and "tax burden" are both vague in meaning 

and as such do not provide acceptable criteria for evaluating a specific

aspect of tax, /Fairness'* is quite elusive when used by itself. It is

important that the interpretation of the term "fairness" be specifically 

and clearly established either on eithical or economic grounds in order 

to enable us appreciate its purpose. Similarly, the "burden" of taxes 

cannot be easily established either. The imposition of a tax indicates 

a certain amount of tax payment. However, the amount of real burden is 

not necessarily always the total burden borne‘by an immediate taxpayer.

For a full understanding of the above terms we have to be more specific. 

Whether the fiscal burden is based on the "social welfare"^ concept of 

taxation/

This is quite distinct from the "purely financial" concept of 
taxation aimed at satisfying the growing revenue requirements 
of the State, irrespective of the pattern of distribution,
A,Wagner, Three extracts on Public Finance, "Classics in the 
Theory of Public Finance", Edit. R. Musgrave and A. Peacock, 
pp. 1-15*
The "Allocation Branch" under the recent classification of 
budgetary policy while inclusive of these concepts also suggests 
under a democratic system to improve the imperfections of the 
market mechanism and affect the level of economic activities at 
the private sector. R. Musgrave, Op.Cit. Pages 6-27»



172

taxation, or as more recent writers have put it, on the objectives of

the "distribution branch" of fiscal policy, it requires that the

inequalities existing and/or arising in the distribution of economic

resources among members of a society be mitigated. Taxes appear as one

of the important policy instruments employed on the basis of "ability 
2

to pay" “ in order to transfer larger shares of national income' increments 

for the process of capital formation, and at the same time mitigate such 

a pattern of inequalities in the distribution of income and wealth. To 

achieve this objective the "burden" of such a tax (sacrifice), or taxes 

ought to be based on and related to some meaningful index, i.e. income 

and/or wealth^, of the ability to pay. It is the definition and 

interpretation of the meaning and scope of such an index that will have a 

significant bearing on ability to pay and the tax burden. ' Therefore, it 

is necessary and important to take a wider definition of income and/or 

wealth into consideration. Taxation on the basis of the ability to pa,y 

requires first, that those who arc in --------- —̂ ■ equal economic circum

stances, and have equal ability as a principle must bear equal tax 

obligation^,

2. The choice of the "ability to pay" approach is strengthened by the 
fact that it has been accepted as the basis of imposing income 
taxes in Afghanistan during the period under study. "First Five 
Year Plan.,." Op.Cit., page 209. It is however, important to 
note that the approach fails to account for the psychic magnitude 
of a tax sacrifice, which varies among taxpayers in the same 
economic position. Nevertheless, it is preferable tothe "benefit" 
approach where tax liability is determined according to the 
benefits received from the goods and services offered by the 
government, such as the tax on use of highways and the like.

5. N. Kaldor, (a) "Indian Tax Reform", Government of India, Delhi, 
1955^56; (b) "An Expenditure Tax", may be consulted for a more
recent contribution on the choice of an index other than income 
for tax purposes.

4 . R. Musgrave, Op.Cit., p.l60, and Otto Eckstein, "Public Finance", 
page 55, 1964.
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This is governed by what is called the "horizontal" aspect of equity in 

taxation,. However, in practice, circumstances under which individuals 

operate are quite different and as such it is unlikely to expect a full 

adherence to this aspect of equity in taxation. For instance, where 

the treatment of retained profits is concerned, individuals and companies 

(private and public) situated in equal circumstances, are treated 

differently for political, economic and other reasons. The existence 

of these factors prevents a full realisation and maintenance of hori

zontal equity among taxpayers. The stronger the struggle among these 

rival factors the more difficult is the task of fiscal authorities in 

reconciling the different interests and objectives towards establishing 

a greater degree of horizontal equity among taxpayers. Second, it 

requires equity in the "vertical" sense, maintaining that individuals 

situated vertically in inequal levels of income and wealth are treated 

differently, independent of their source of income and weadth. It assumes 

a degree of graduation in the level of income, and, as such, introduces 

progression in tax rates. This means that those v;ho fall at a higher

level of income and wealth will be liable to contribute a larger share 
5in taxes , There may be little, if any, disagreement regarding progres

sion in tax rates based mainly on the philosophy of mitigating inequalities 

in the distribution of income in the society^. However, the scale of 

progression has been a controversial issue both among writers and 

politicians* The structure of marginal and average rates appears to be 

an important criterion of progression, but when taken by itself the 

degree/

5. H.C. Simon "Personal Income Taxation, University of Chicago Press 
1938? pages 18-19»

6c Walter J. Blum and Henry Kalvin Jr., "The Uneasy Case for 
Progressive Taxation"o University of Chicago Press, 1933; 
page 71*
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degree of statutory progression is of a very limited significance.

A tax may have very high progression with steep rates but this may not 

be representative of the effective or actual scale of progression* The 

structure apart from indicating the objective of the government with 

respect to revenues and distribution of income, will only reveal that 

the percentages taken from each successive level of income is rising.

The scale will indicate whether the progression is of a regressive, 

uniform or progressive nature. The actual scale of progression, on the 

other hand, is not what the statutory structure portrays. It is 

affected by many other factors. In addition to the definition and 

treatment of income and wealth, the level of exemption, supply of and 

demand for factors affected by the tax, legislative loopholes, adminis

trative feasibility, the change in marginal rates in percentage points 

with respect to income, and the level of other taxes are all factors 

affecting the effective progression of tax rates.

It may be inferred that while the first aspect of equity emphasises the 

equality of tax obligation among those in similar economic situations, 

the second aspect goes further and maintains, as a policy objective, 

to affect the allocation of resources and mitigade the disparities of 

income and wealth among taxpaying groups irrespective of the degree of 

utility. It is therefore with respect to these aspects of equity that 

"fairness" in allocating tax burden is taken in-to consideration; the 

term 'equity', used throughout this paper is for that reason meant to 

reflect either one or both of the aspects outlined above in the inter

pretation of the ability to pay as the basis for income taxes*

The interpretation and treatment of income under the Afghan Income Tax 

Law will form the criterion for examining the former aspect of equity, i.e. 

horizontal/



"horizontal", among taxpayers* The Afghan Income Tax Lav/ does not

contain a clear definition of income* Nevertheless, receipts in
7cash or otherwise, of all real and juridical, national or alien entities, 

subject to income tax include, but are not limited, to the following: 

salaries, wages, fees and commissions, receipts derived from business and 

industry, receipts from sale of property (i.e. gains) interest, dividends, 

rent, royalties, av/ards, prizes, winnings, gratuities, bonus payments, 

distributed shares of partnership, income of persons claimed as dependents^, 

and any other return from labour and capital or from economic activities,
9

except otherwise provided in the law* Although in theory this itemisation 

may indicate a comprehensive definition,, the reservations made in other 

parts/

7o The word "alien", includes foreign individuals residing in 
Afghanistan and foreign juridical entities established under 
the laws of Afghanistan* The individuals enjoy no minimum 
resident period to become liable to tax. While the income 
of an alien .from sources outside Afghanistan is not part of 
his taxable income, but income received for services rendered 
in Afghanistan, regardless of where it is paid, is part of the 
alien’s taxable income. The taxable year of an alient begins 
upon arrival in the country. A one-twelfth of personal exemption
in the taxable year is allowed for each month the alien resides
in the Country, Article 5? Income Tax Law, Op.Cit. All non
resident aliens are subject to the tax on annual income from all 
sources in Afghanistan, without allowing for the deduction of 
expenses, except those by an authorised local agent, either 
resident or domiciled. The status of representatives of foreign 
governments and international organisations is determined by 
treaties and contracts and mutual practices. Ibid. Article 10 . 
All limited and joint-stock companies organised under the laws of 
Afghanistan, including subsidiaries of foreign companies and 
government enterprises, are subject to the income tax on income 
from all sources within aud outside Afghanistan. Ibid. Articles.
6 and 7. See page 195 for the treatment of foreign taxes.

8c The tax unit is the individual and not the family. Where both
spouses or several members of a family hold a joint title to a 
property, the income accrued to them is assessed in the name of 
the husband or head of the family, until the property is legally 
divided among them*

9. Ibid. Article 14*



parts of the law and /or in practice render the scope narrow * In

addition to statutory exemptions and deductions, page 198 the preclusion

of income from a number of sources; whether as a result of legislative

loopholes or administrative inefficiencies, such as agriculture,

inheritance, gains from land and buildings^^ or liberal professions all

render the scope of the above definition very limited indeed. As a

result what actually constitutes income from all sources for income tax

purposes renders the concept of income very narrow in scope and far from

the economist's concept, according to which the interpretation includes

not only realised gains and losses from current operations, but all the
11changes in net worth due to all other factors* ' It also falls short of

the accepted interpretation of income in public finance which is based

on accretion and defined to equal consumption plus increases in net worth
12during a specified period of time.' Neither consumption nor net worth 

would/

10* (a ) Receipts that are not subject to income tax and which are
not to be included in the returns of persons, limited liability 
and joint-stock companies and other entities are limited to the 
following items - (a.) Grants, gifts, and awards of the State of 
Afghanistan, (b) Grants, gifts and awards of foreign governments 
international organisations, or the non-profit organisations for 
the contribution to science, art, literature, social progress 
and understanding among people, (c) all scholarships, fellowships 
and grants for professional and technical training, (d) Health, 
accident and unemployment insurance benefits, (e) Life insurance 
paid on death, (f) Compensation or damage for personal injuries 
and sickness, (g) Proceeds of borrowing,(h)lnterest on deposits 
of individuals in Afghan banks, (i) Interest on bonds issued by 
the State and Municipalities of Afghanistan. Ibid. Article 15 *
(B)lncome represented by the value of food, fuel, and goods 
consumed or used by the producers of the same or by members of 
his household is excluded from income tax. Ibid. Article l6 »
(C) Rent received in money or otherwise from leasing immovable 
property used for residential, commercial, or industrial purposes 
is subject to income tax. Taxation of the yield (income)from 
agriculture gardens and animal husbandry is subject to a separate 
law. Ibid. Article 17«
(d ) The income of Charitable, Religious and Educational Organisations
established under the Laws of Afghanistan are tax exempt. Article
11.

11c Joel Dean, Managerial Economics, chapter Qn&i PP 3-^3*? 
and R. Musgrave Ibid. page l66,

12. Particular reference may be made to J.R. Hicks,
Oxford, 1959, p.l76; Wm, Vickery, "Agenda for progressive
N. Kaldor "An Expenditure Tax" Op.Cit.pp.54-78; R.Musgrave Op.Cit p.165
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would help determine taxable income under the Afghan Income Tax Law unless 

the concept of accretion is translated into income, which would invite 

valuation in co.ses where neither sale nor realisation take plo.ce« Moreover, 

net worth here is inclusive of gifts, inheritance, capital gains and the

like, most of which are excluded from income for tax purposes* The corporate

practices with respect to the distribution of profits also act against the 

principle of accretion for tax purposes* Even though the law recognises
13both "accrual" as well as "cash" methods of record keeping , the interpre

tation of income tax for tax purposes is however equally far from falling 

close to the conventional accountant’s view which assesses income on the bases 

of historical records recognising gains ctnd losses particularly when they are 

realised* This view is rejected primarily on the grounds that taxable 

incomê ''̂  of certain groups is only arbitrarily imputed a.nd taxes arc assessed 

accordingly, pages 98-100 above* Actual income realised and based on 

historical records is not always acceptable for tax purposes, e.g. in the 

case of traders and artisans* The Income Tax Law of I967 has widened the 

scope of income by assuming realised capital gains as normal income and 

subject to taxation; however, in spite of this the concept of income both in 

statute and in practice remains far froîn the accountant's approach in that 

personal expenses are not deductible* Moreover, in arriving at taxable

income a loss of capital under income tax law cannot be normally written off

as a rule, while in accounting it is permissible. Similarly, losses under 

the tax lav/ are not fully recoverable even if they are realised* The partial 

loss offset provision under the Afghan Tax Law, allows losses not covered 

during the taxable year to be carried forward for not more than 3 years,

(more on this in page 200),

It/

13. Articles 4-2 and 43 j of the Income Tax Law*
14c Taxable income is net Income less exemptions as personal allowances, 

Let income on the other hand is adjusted gross income less deductions 
of a certain fixed amount such as the Afs.4000 for traders, and 
adjusted gross income is gross income from all sources, less allowable 
statutory trade and business deductions, see page 194 below*



It is obvious that such an interpretation of the concept of income 

accepted under the Afghan income tax ls.w conflicts with the 'ability 

to pay' approach in taxation and undermines equity considerations*

An examination of some of the major types of income, allowances and deduc

tions will shed more light on this issue.

(l) Income in-kind:^^

The fact that income in-kind receives our immediate attention is an 

indication of the significance of the magnitude of this type of income 

in the economy* Partially subsidised in-kind compensations to employees 

have been increasing lately, either in an attempt to maintain the level 

of real income or that employees and employers find it mutually 

beneficial to do so^^. The provision of free meals and lodging for 

factory workers and employees, medical services, recreational facilities 

and a host of other fringe benefits are all examples of such compen

sations enjoyed by the recipients of wages and salaries* In a less 

developed economy as in Afghanistan, where the economy is less monetised 

and the percentage of literacy is very low, income in-kind still covers 

a wider area* Income derived from the ownership of property, such, as 

agriculture, which constitutes a large percentage of national income and 

which accrues almost entirely in kind, both to the landlord and the 

tenants, further complicates the problem of interpreting income and 

determining its scope. The determination of the tax base and the 

consideration for horizontal aspect of equity, under these circumstances, 

confront the enquirer with the fundamental question as to whether or not 

in-kind compensations such as those mentioned above, can and ought to 

be/

15. See William Vickery, Op.Cit., pp*35-44 for a detailed coverage 
of this issue*

16, Although a total in-kind compensation as wages or other similar 
payments for services is not allowed by the law, "Labour 
Legislation in Afghanistan", Chapter II, International Labour 
Review Vol*57, 1948, pages 83-85) their provision is offered for 
low prices which implies a partial subsidy by the employer*



be included in an individual’s income for tax purposes*

There are divergent views regarding the inclusion or exclusion of such 

benefits as income in the tax base* Arguments against their exclusion 

are defended on the grounds that such benefits are offered free of 

charge or at nominal prices. Not to include them in the income, even if 

some of them are based on merit wants, as/gainst social wants, in the 

allocation branch of the budget, would discriminate against those who are 

deprived of such a subsidy, and have to bid for the commodities concerned 

in the market at prices governed by the forces of supply and demand. To 

avoid this shortcoming and to reduce the administrative burden involved 

in accounting for these benefits, their value can be taken as a percentage 

of salaries or wages paid, as the money or real value of such benefits is 

difficult to establish* In practice however, this is still bound to 

result in administrative complications, both at the public and private 

sector levels where salary scales are different and the degree of subsidy 

varies from one organisation to the other* The administrative cost 

involved may outweigh the gains in tax revenues arising from the inclusion 

of these benefits* On the other hand, it may equally be argued that 

revenues will supercede the administrative cost incurred particuarly if 

these benefits are growing and the problem of administration can be 

facilitated through the withholding scheme.

It is furlh-r argued that in-kind compensations are at times considered 

necessary to suite a particular type and condition of work* Their 

elimination or inclusion in the recipient’s income will necessitate 

higher monetary compensations. Even if it is agreed that in-kind 

compensations ought to be included in the tax base, the main difficulty 

arises from the method employed to evaluate these benefits* The 

handling/
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handling of home produced goods and services, the consumption hy a whole

saler or a retailer from stock-in-trade, barter transactions and the appli

cation of an appropriate price level all render the question of evaluation 

even more difficult* The application of a certain index of prices, either 

wholesale, retail or at factor cost, might serve the purpose, but it will 

take the tax system awa,y from one of the important canons of taxation, 

namely, convenience and simplicity considerations. Whether it is justified 

to subordinate the importance of convenience and simplicity in taxation to 

that of revenue and equity considerations is a matter of value judgment 

largely influenced by policy objectives* This is not meant to belittle 

the importance of either simplicity or convenience, but revenue and equity 

are equally important.

It has been on the basis of these controversial views that income in-kind

has been treated differently at different times ever since the introduction

of the Afghan income tax system* To wage and salary earners, income

in-kind, especially food items such as flour, sugar, edible oil and lunches,

and housing facilities, the prices of which are subsidised have not been

subject to income tax. Although the allowance for lunch may be obtained

in cash, the subsidy and convenience involved in obtaining lunches at the
17premises of the employer render cash receipts less attractive^ Such a 

benefit in this respect becomes inconvertible. It becomes very difficult 

indeed to assign to all these in-kind benefits a real monetary value which 

would be the same for every recipient.

The revised income tax law of I966/67 is still silent on the exclusion 

or inclusion of these in-kind compensations in the tax base. Article I4 

of the law states that "Receipts in cash or otherwise, subject to income 

tax/

17. Since lunch allowance has lagged behind the price level, the
employer has to subsidise the amount and incur further expenses 
if lunches are to be provided in-kind at their premises*
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tax include, but are not limited to the following items ™ salaries,

wages, fees and commissions,  ....  and other return from labour and

capital or from economic activity, are taxable except as is otherwise 

provided in this l a w . A c c o r d i n g  to this article, all types of 

compensations, as " .... a return for labour ..." may be considered 

taxable income and as such should be included in the tax base,. V/hether 

the phrase return for labour and capital .... " also refers to

nominal subsidy or full value of benefits received is not clear. Neither 

the taxation nor the exemption of such benefits is covered in other parts 

of the law. To accept the text of this article we may have to include 

every type of income received in-kind, e.g. including even the use of an 

official vehicle at certain unofficial times for personal use* These 

benefits need to be evaluated and assessed to the employee’s cash receipt 

and taxed. A situation such as this is, (a) not practicable, and (b) 

involves administrative complications which will be beyond the capabilities 

of the payroll or accounting offices and personnel of the organisation to 

deal with* On the other hand, to exempt such benefits altogether would 

create greater possibilities of tax evasion by way of an increase in the 

volume and value of such benefits. It is necessary that the law should 

clearly state the limits of exclusion and/or inclusion of income in-kind 

in the tax base. An acceptable and workable" solution may be to require 

employers to submit a return of any such benefits extended toemployees 

above a certain limit which would exclude the value of some of the 

essential items provided by the employer. Some of the most direct 

benefits offered by the government can establish the ceiling. Any 

benefits above this level must be taxable. The tax on such excess 

amounts may be borne either by the employers particularly if they wish 

to offer in-kind benefits to their employees, and by the employees if 

such a benefit is received in cash. In both cases the tax will have 

to/

18, See page 175 above on the full extent of the Article -
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to be assessed on the total amount of benefits according to the personal 

income tax rate schedule; however, the tax paid by the employer will be 

deductible expense in arriving at the taxable income of his enterprises*

As noticed earlier, agricultural income escapes taxation altogether. 

Although it constitutes the largest sector the majority of those engaged 

on the land appear to be small farmers and peasantewith small lots of 

land (Table 22, page 106 ), and low income* The exemption from income 

taxes of this low level of income may be justified on the ground that in 

many cases such income will fall below the legal exemption levelo It 

may also be defended for humanitarian reasons. On the other hand, those 

who own large units of land either enjoy or have the means to enjoy a 

higher level of income several times greater than their fellow farmers or 

counterparts in other sectors, such as commerce and industry. It is 

recommended that the income tax under certain arrangements, such as the 

one proposed in our earlier chapter, be extended to include income from 

agriculture* The services of the Cadastral Survey, established several 

years back, to serve a number of purposes^V.ill help in this direction.

But it is an extremely slow process. It is estimated to take at least a 

decade to 15 years to complete the survey of the entire country. Neither 

the government with its growing revenue requirements, nor agricultural 

development programmes can possibly afford to wait so long for the 

results.

In addition to in-kind compensation, the enjoyment of tax free pension 

or retirement payments, and the income from such professions as medicine, 

architecture, law, etc., narrows the scope of income for tax purposes. 

Moreover, the concessions granted under both the income tax law and the 

law for the encouragement of private investment, page 2p2, further limit 

the scope of income and weaken the foundation upon which the horizontal 

aspect of equity rests. An expansion of the tax base through a more 

c omprehen s ive/



comprehensive definition of the concept of income accompanied by the 

proposed increase in the rate structure will not only render the tax 

an adequate source of revenue, but will also meet the 'ability to pay' 

requirements *

(2) Capital Gainsî

One of the important issues that affect total tax liability and the 

question of equity in taxation is the treatment of gains or losses 

resulting from changes in the value of capital assets, belonging to 

natural or juridical entities. Opinions in favour of the inclusion of 

capital gains as a taxable income have increased as the concept of income 

has broadened in view of the rising trend of such gains. While these 

gains may be traced both in security and real property markets in more 

developed economies, in the less developed countries they are largely 

associated with the latter type of properties'^. This is because the 

share of industrial and commercial activities is still 

in relation to real property, namely land and buildings^ furthermore, 

the undeveloped nature of money and capital markets fails to facilitate the 

transfer of these small industrial and commercisd assets. The sharp 

increase in the level of prices has made investment in immovable property 

a safe and speculative type of venture. All this has rendered investment 

in industry less attractive. Income tax laws of less developed economies 

have followed the experience of their more advanced counterparts in an 

attempt/

1 9. For example, real estate investment by the household sector in the
United States has been estimated around 28/ against 29/ in corporate 
securitieso The investment pattern of the top wealth holders in 
the U.S. shows that their investment in corporate shares is almost 
double that in real estate, i.e. 40/ and 22/ respectively. On the 
other hand, in Ceylon investment in real estate was 60/ of the total 
and only 0,1/ in corporate stocks. In East Pakistan too this ratio 
has been of the same pattern, i.e. 39*4/ of total investment was in 
real estate and only 0,04/ in corporate shares, Juanita D. Amatong, 
"Taxation of Capital Gains in Developing Countries" IIIF Staff Papers, 
1967, page 344.



attempt to include capital gains as a component of total income

subject to taxation either under the general income tax rate

schedule or at preferential rates. The taxation of such gains is

mainly based on the argument that they accrue, in the main, to a

relatively small wealthy group of population. Supplemented by

the already low level of taxation and the problem of income and

wealth distribution, it will further increase the inequalities

(both in a horizontal and vertical sense) of income and wealth*

To allow 3, further tax free increment on those who are already in

the higher echelons of income and wealth, enjoying a higher level
20of income is questionable ♦ A situation like this will only 

favour the well-to-do group, especially property dealers as against 

some of the taxpayers whose meagre earnings cannot escape income 

taxes e.g. a wage earner or a salaried man. The tax, therefore, 

serves as a strong measure of control over the distribution and 

allocation in the society*

Enough arguments have been put forward for and against the imposition
21of a capital gains tax . Although a complete coverage of all 

these arguments will not be attempted here, nevertheless, in the 

context of a rapidly developing economy, where the socio-economic 

changes quickly break through the traditional bonds, establish 

new sets of values and alter the traditional pattern of distribution 

of economic resources in favour of some and against others, a 

brief survey of the major points for and against the inclusion of 

such/

20. "The Nature and Tax Treatment of Capital Gains", 
N.BlE.R., N.Y.7 1951. page 122.

21, Government of the United Kingdom, "Royal Commission on 
the Taxation of Profits and Income", Majority Report, 
Page 94 and the final report, page 365, Cmd.9474, London 
1955) See also A.R. Ilersic, "The Taxation of Capital 
Gains", pages 22 - 25, 19^2*



such gains as taxable income is necessary and helpful.

Capital gains and losses occur from the sale, exchange or changes 

'in the value of a capital asset. But in the event of a gain it is 

often argued that such gains are either irregu'l.ar in nature or not 

real. It may be due to a fall in the rate of return and, so, any 

gain in such case is an accretion to capital and capital need not 

be taxed under income taxes. In the event of a net worth tax 

capital may be fully evaluated for such a tax. However, the 

definition of the concept of income, outlined above, is comprehensive 

enough to cover realised net gains as an item of taxable income. 

Irrespective of whether such gain is added to the recipient's capital 

account or to his cash holdings in an irregular or unexpected manner, 

he is better off as a result of a greater wealth. Even if the gain 

has been irregular or unexpected, once realised will obviously enable 

the recipient to enjoy a higher standard of material well-being 

compared with another taxpayer who lacks such an accretion.

Another argument is that in the light of rising prices such a 

gain is not a real increase in the level of income or wealth and as 

such does not justify the imposition of any tax. The application 

of an index to adjust price differentials will restore the erosion of 

the purchasing power of money and eliminate the illusory gains.

This argument also lacks substance, for the simple reason that 

inflationary pressures affect almost all types'of income. If any 

concession is made to the recipients of capital gains, horizontal 

aspect of equity would demand a similar treatment to other incomes.

It is often noticed, especially in a rapidly growing economy, that 

wages and salaries have always lagged behind the price level. Even 

if there is any monetary adjustment in the level of income to 

compensate/
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compensate for the rise in the level of prices, this means for the

majority a relatively higher tax rate, as income is pushed up the
not

scale to a higher income bracket. This doer-/follow only if the

rise is in the form of allowances or benefits which are not affected

by tax rates. In a situation characterised by a persistence of a

rising level of prices, even a monetary adjustment will hardly

improve the position of such a recipient, A realised net capital

gains, which may only be a reflection of a higher level of prices,

is just as effective a form of purchasing power as any other source 
22of money income. If any adjustment is required, to reduce the 

adverse effects of prices, it would have -to be directed towards those 

whose constant income deteriorates in value as price differential 

arises over a period of time.

The argument in favour of taxing capital gains may be defended on 

many grounds. The question, therefore, is not whether or not to 

tax such gains, but rather what to tax and how to tax, so as to 

achieve best the objectives mentioned above. It is important to 

see that by improving one aspect of the income tax structure damage 

is not to be done to other aspects. That is, by eliminating in

equalities in tax treatment, certain necessary and desirable 

activities are not discouraged. Moreover, it is important to know 

whether or not these gains should be considered as ordinary income 

and made subject to the usual income tax rates, or whether the law 

should provide special concessions so as to maintain equity among 

taxpayers and in the meantime avoid eliminating economic incentives. 

Therefore, if a realised gain has been the result of several years' 

accumulation, what are the best possible ways to treat it? V/hat 

provisions can we allow for possible capital losses? For an 

examination of these and other rlevant technical points we move to 

the/

22. L.H. Kimmel, "Taxes and Economic Incentives", Washington, 
1950
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the Afghan Income Tax System.

In Afghanistan, capital gain from immovable property has been taxable

in an implicit manner, under the 1957/58 tax revision. The Law

stated that "Income of individuals who are not engaged in trade, buy

and sell immovable property provided they consumate more than three

transactions within a year, should be subject to taxation. Also

the income of individuals engaged in the buying and selling of shops,

garages, public baths, Sarais (bus terminals), and similar properties

shall be subject to taxation". Such income was taxable on the

basis of the increase in value as shown in bills of sale and other

legal documents. However, it was stipulated that expenditure on

construction and repair may be deducted and any rise in the price
24level may be taken into consideration. This was not only in

equitable in nature but obviously apt to create formidable adminis

trative problems. Income from movable property such as commercial 

vehicles was subject to a tax on the sale value of 5/ on animal drawn 

carts and lO/ on cars, trucks and other motorised vehicles. The 

tax did not specify income arising from the purchase and sale of 

certain other movable property, such as industrial assets in the form 

of shares of stock and the like. It excluded income arising from 

inter vivos gift transfers, bequest and inheritance.

The limitation to three transactions per year was meant to provide 

for such transaction made for personal use and not for profit . 

purposes. In other words, three transactions made in one year were 

not considered business operation and were not taxable on the gain.

It is entirely difficult to differentiate between those whose 

intentions are for business and those whose personal need necessitates 

the/

23o Government of Afghanistan, First F ive Year Plan, Article 
4, page 209.

24* Ibid. Article 5? page 209,
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the act. Such a treatment was not equitable and bound to invite ways

and means of evading the tax. On the other hand, in order to lower

tax liability an understatement of the value of real estate property has

not been uncommon. The indiscriminate treatment of long term gains at

higher rates of income tax is alleged to have forced properties escape

official registration by way of a gradual sale where the title stays with

the owner until the last instalment is made. Accordingly, owners postpone,

reduce, or even escape taxes altogether. Registration of deeds of sale

"Qabala" is not compulsory. In cases of succession "Taraka", the taking

out of deeds of inheritance is not enforced by law and is much less common
28than for deeds of sale , The prevailance of such a state of affairs has 

not only affected revenues but has created numerous judicial problems 

involving the ownership of the property.

The Income Tax Reform of 1966/67 declared net capital gains from certain 

sources taxable on the realisation basis* It provides that net gains 

in any one year from the sale of exchange of any asset of a corporation and 

limited liability company are taxable income of that year, and subject to 

the provisions of corporate income taxes. Gains from the sale, exchange 

and transfer of an asset belonging to an individual, in the form of a gift 

or the like, except by inheritance, are taxs.ble income and are specified 

a.8 follows:

25. For example, out of 18 landowners in Kabul selling their 
land in 1957, only I5 deeds of sale were registered. Out 
of a number of sixty-one landowners, only one deed of 
inheritance was registered. F.A.0.Op.Git.

26, Inheritance under this reform is entirely tax exempt.
Article 50, Income Tax,. Law, There is only a nominal stamp 
duty as court fees required for the registration of a 
property in possession of an heir(s). Neither bequests nor 
inheritances are taxable under the Afghan Tax System, This 
is important as each member of the family and not the group 
as a whole constitute the Tax Unit,
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(a) A trade or business, including good-will,
(b) A factory, including equipment, ma^chinery, building and land,

or any part of such assets*
(c) Equipment used in the business of transporting persons and

property.
(d) Shares of stock in corporations or limited liability companies.

Gains from such transactions are computed by deducting from the proceeds 

the cost to the taxpayer of the asset sold, transferred or exchanged, 

less the total amount allowable for its depreciation, if any left, as

such depreciation is expected to be acquired during part of its life before

transfer. Transactions, documented fees and other selling and trans

ferring expenses involved and supported by appropriate bills are also 

deductible. Where no sale is involved the market value of asset at the 

time of the transaction or transfer is deemed the proceeds. Losses from 

the sale or exchange of fixed assets used in trade or business are 

deductible from the taxable income in the taxable year in which the sale 

or exchange took place, provided that the gains from such a transaction 

would have been taxable. There is no provision restricting the deduction 

of short term transaction losses from long term transaction gains. That 

is, losses from short term transactions, which is normally considered one 

year, may be offset from long term transaction gains to future years under 

the procedure of the carry over of losses, which will help establish and 

facilitate the operation of a securities market. Losses from sale or 

exchange of shares of stock are not deductible, except from gains through 

sale or exchange of shares of stock in the same year. Any such gains 

in excess of such loss is taxable, but any such loss in excess of such 

gains in the same year is not deductible. This distinction in the treat

ment of ordinary business losses and loss from capital under income taxes 

is not a real cost of earning income. This is to prevent concealment of 

income from other sources and undue speculations in extremely risky 

ventures./
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ventures, especially where the assurance exists that possible losses 

from such dealings will be offset from profits obtained elsewhere in 

the business. This may appear unfair; however, it can be defended on 

the grounds that if losses from such investments were fully deductible 

from income of other sources, a large investor would be in a position to 

deliberately arrange his activities in such a manner and proportion that 

the offset of, even, a small amount of loss from such investments will 

reduce his ultimate total tax liability by more than the amount* This 

is especially so where all income of an individual is aggregated and taxed 

at the normal standard individual income tax rates. On the other hand, 

the lack of a provision for a full loss offset in the same business is 

bound to have strong substitution effect unfavourable to risk taking. In 

view of the treatment of gains from securities the economic efficiency of 

this measure as a control device during the turns of the cycle is likely 

to be impeded, which is more important than revenue or equity considerations 

As already seen,revenues from this source have not been significant and 

even if improvements were brought in, this tax would be largely effective 

as control device more than anything else* V/hat is more important is 

the economic effects of such a tax during inflationary and deflationary 

situations.

One of the major weaknesses of this measure is that gains from the sale 

or transfer of lands or buildings, made by individuals, except through 

inheritance and those mentioned in paragraph "(b)" above, page 189 

are not subject to the capital gains tax. Instead, the sale or transfer 

of such properties - excluding those acquired through inheritance - are 

subject to a transfer tax. The tax due and payable at the time of such 

transfer is one percent of the price received. If the transfer is not 

a sale, it is one percent of the market value of the land or building 

concerned, at the time of transfer. The separation of gains arising from 

the /
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the transfer of land and buildings from main streams of income ignores■

revenue considerations, and encourages large investment in non-productive

areas, such as land and buildings. It is contrary to the "realisation"

principle on the basis of which capital gains are taxed, In the absence

of an inheritance tax or estate duty such accumulated gains are left

untouched. The stamp duty of Afs.2*00 on the registration of property 
27distribution imposed during the First Five Year Plan, was abolished in 

order to facilitate inter vivos transfer of properties. But the total 

exclusion of inheritance from capital gains and/or income taxes and owing to 

the "lock-in" effect of the gift tax, holders of properties are encouraged 

to do just the contrary and thus personally hold possession of the property 

until death* As noted, bequests are not taxable. It is essential that 

such inter vivos transfers by the head of a family must be encouraged as 

the tax Unit is not the whole family but every member of it vis-a-vis his 

or her income and wealth* Consequently, under the present system, the 

accumulated gains which might have been realised during the life of an 

owner will disappear in reality and pass on to his heir untaxed* The 

effects of this practice on the supply and demand problem of real estate, 

such as residential houses, cannot be overlooked* The unwillingness to 

sell property on demand may raise prices more than is normally justified 

by market conditions to a point where one percent of transfer tax becomes 

still a smaller portion of the potential gains to be realised* This 

tends to strengthen the old traditional ways of investing savings and 

accumulating wealth in land and real estates, held for purposes of 

prestige, security and/or profits*

Both the'ability to pay'approach and the global concept of income, 

accepted under the Afghan Income Tax Law, require that at least once in

a/

2 7. "First Plan .... ' Ibid* page I2p.
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8, lifetime, realisation of property (as income and/or wealth to a

taxpayer) exceeding in value over a certain minimum must he recognised.

Therefore, a relatively heavy death.duty or inheritance tax, taking into

consideration the social and economic structure of families and the

society should be instituted. The latter is preferable as the tax

liability of the recipient will be determined in accordance with the

ability to pay* To encourage inter vivos transfers, allowing for an

exemption limit to the immediate beneficiaries, the rates on inheritance

may have to be higher than the present income tax schedule and/or a

possible death duty. Whether an estate duty or an inheritance tax is

introduced, the present arrangement under which the head of the fam.ily,

the spouse of the deceased in this respect, or a trustee is responsible

for the management of the bequest until the beneficiaries come of age,

will have to be maintained* Benefits, as income, arising from the

management o.f the bequest would be taxed to the spouse of the deceased

on a family unit basis. Although capital gains are treated as ordinary

income with no exemptions and subject to the standard schedule of income

taxes, gains accumulated over a long period of time, but realised in one

year, enjoy a special treatment under the Income Tax Law, This is to

equalise the taxation of accrued and realised gains and to encourage

productive investment decisions. The income tax of any person, including

capital gains tax, in any taxable year during which fixed assets and
28investments owned by the persons for at least eighteen months’ , sold or 

exchanged afterwards, is the product of his taxable income from all 

sources multiplied by the "special rate" determined as follows:

1. /

28. Capital gains from assets held for less than this period is 
considered ordinary short term gains tsixable together with 
income from other sources during the taxable year, at the 
normal income tax rate. A lowering of this period seems 
desirable from the view point of incentives.



195

1* The gain from the transfer of any asset mentioned above, page 189 
is to be divided by the number of years it was owned,

2, The average annual gain or gains so determined are added to all
other taxable income, if any.

5. A provisional tax is computed on this total by applying the
individual income tax rate schedule,

4* The provisional tax so obtained divided by the amount on which
it was computed is the "special rate" referred to above* If
this rate appears to be less than four percent, the lowest rate

29in the individual income tax rate will be applied * The law
fails to provide for the treatment of successive gift transfers
to or by the same person during one year. As income from gains
is subject to a progressive schedule the opportunity to avoid

50higher tax obligations is thus provided by the law .

As seen, the capital gains tax has eliminated some of the undesirable

features of the income tax system. The aggregation of capital, gains and 

ordinary income and the progression of the tax rates will no doubt 

increase the revenue productivity of the tax and add to the automatic 

stabilisation feature of the system. Owing to the averaging scheme, the 

taxation of short and long term gains at the same rale will not discri

minate against the long term gains. But like certain other provisions 

of the new income tax law, it creates problems which will have undesirable 

administrative5 economic and social consequences. The all inclusive 

nature of gifts and their valuation for income tax purposes, are beyond 

the capabilities of the administrative machinery to cope with. No 

exemption, however small is provided* By providing tax free interest on 

government/

29. Income Tax ... Op.Cit. Chapter III

50. A provision should be made to prevent such an eventuality. The 
procedure may be outlined as follows: (a) Add all gifts made to 
or by one person during the same taxable year, (b) assess the 
tax on this total gains including the final transfer, (c) multiply 
this tax with the total gifts, excluding the latest transfer,
(d) The amount so obtained from "(c)" divided by "(a)" will give 
the tax allowed for previous gifts, (e) Subtract "(d)" from "(b)" 
and the result is the tax to be collected.
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government securities a possible result nmy, in the event of stable 

prices, be the discouragement in equity capital investment as against 

government bonds, however low the interest rate may be. It is likely 

that gains from these bonds, either issued at a discounted price and 

redeemed at full par value or sold by the holder at a premium, will also 

be tax exempts The taxation of these gains would offset the ultimate 

benefits of their tax free interest and partly compensate for rising 

prices. If interest or gains from this source is to be declared taxable, 

the percentage of interest has to be equally pushed up. This may not

be desirable from a general interest rate point of view* Any such shift

in the pattern of investment is, of course, a further concession to the 

high income groups.

5. Gross vs. Net and Taxable Income :

When income and wealth are recognised as the basis of income taxes, the 

deduction of certain necessary expenses incurred in order to obtain the 

aggregate income is to be provided for* Accordingly a series of deductions 

and exemptions may be allowed in order to arrive at the net and taxable 

income during the period such income is liable to tax. Tax Authorities 

have often been confronted with problems regarding the nature and extent 

of these deductions. The practice of several different accounting 

methods, especially pertaining to accruals depreciation allowances, 

inventory valuation and the like have had different effects upon the 

level of net taxable income. Similarly, where the keeping of records 

of consumption and expenditure items is not widely practised the duty 

of income tax authorities in determining ultimate taxable-income has been 

made more difficult. Consequently, some income tax legislations have 

clearly defined and specified the amounts and limits of certain necessary 

deductions.

The/
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The Income Tax reform in Afghanistan has taken a step towards this 

direction specifying the types and limits of such exemptions and 

deductions* It has also recommended the use of appropriate methods of 

accounting, on a cash or accrual basis, affecting the effective level of 

such deductions at any one time for both individuals and juridical 

business entities.

To arrive at taxable income all ordinary and necessary expenses of 

production, collection and preservation of such income is allowed to 

persons, limited liability companies, corporations and other entities, 

pages 206-207.

(a) Foreign Tax Credit:

The global feature of the Afghan Income Tax Structure covers income 

from (a) Business, (b) property^^, and employment on the basis of both 

"Source" and"Destination". Income of resident and non-resident nationals 

or aliens originating from the above sources is taxable. The income of 

an Afghan national (including juridical entities) raised from any one of 

the above sources is grossed up for income tax purposes. This indicates 

that the implications of the concept of income is not confined to the 

"origin" of income alone but takes "residency" also into account* No 

definition of these terms and their qualifications under different circum

stances are given in the law* Similarly, the law does not specify the 

scope of such foreign income or carry any provision for the period during 

which time such income may have been generated. This is important as 

the concept of income and taxable year varies from one country to another. 

There are no tax treaties between Afghanistan and other countries to 

take precedence in case of a conflict on these issues between Afghan 

law and that applied within foreign jurisdictions. These factors render 

the/

51. See pages 176 and 190 for items excluded,
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the tax lav; administratively more difficult and complicated* Kov/everj

in order to avoid a double taxation of income repatriated, to Afghanistan

as a country of "Destination", Afghanistan allows a credit for the

foreign tax(es) paid on the income raised abroad* The credit does not

exceed the amount of taxes assessed, according to the Afghan income tax

lav; on that part of income generated outside Afghanistan. In other

words, no carry forv;ard or backwards of foreign taxes, should they

exceed taxes computed under Afghan lav;, is allowed. It states that

"Any income tax paid to the government of a foreign country by a 
52citizen of Afghanistan may be taken as credit only against that part 

of his annual income tax attributable to foreign income. If the income 

of an Afghan citizen is derived from more than one foreign country, the
33income tax credit shall be in proportion to the income from each country."

In this respect the law restricts the choice between claiming tax credit

on a country basis rather than on total foreign income from several 
34countries . A more equitable treatment accorded to such foreign income 

and taxes, however, would be to;

(a) Allow the necessary deduction of expenses to be made,

(b) Assess the total tax on income (taxable) from all sources under 
the Afghan Income Tax rates.

(c) The tax so obtained multiplied by income from foreign source -(̂  
or sources in case a separate calculation is to be made for each 
foreign source), divided by total income from all sources will 
give the amount to be credited against foreign taxes paid.
Whether/

respect
52, The v/ord "citizen" in this/also covers juridical entities

established under the laws of Afghanistan, Article 6, Income 
Tax ....

55' Article 4, Income Tax Lav;. Further evaluation of this point 
appears in Chapter seven on the Economic Efficiency of the 
Afghan Income Tax System.

54» Reference on the alternative ways of foreign tax credit may bo 
made to "Taxation of Foreign Income under the U.S. Internal 
Revenue Code", Report of the Royal Comm, on Canadian Taxation, 
Op,Cit. pp.745-771» For the treatment of individuals foreign 
income and taxes paid, under the U.K. Tax System, reference is 
made to K.S. Carmichael, Op.Cit., pp,415-455 and 529-572.
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(c) Gontdo

Whether this or the existing method is used, the low tax rates 
may not leave much tax to be collected especially when such 
income is taxed under high rates abroad* The application of 
either one under present circumstances would result in adminis
trative expenses*

(b) Personal Allowances and Deductions:

Exemption and deduction allowed to individuals are based according to 

an implicit division of "earned" and "unearned" income* The former 

covering income only from wages and salaries, enjoys a "personal exemption" 

of up to Afs .35 thousand* No provision is made when income is received 

both as earned and unearned* The practice further contradicts the 

terminology of the law. The law states that "A deduction called personal 

exemption is allowed to persons who are citizens of Afghanistan or aliens 

residing in Afghanistan.**,"^ without specifying the type of income.

Either the law or the practice needs to be adjusted accordingly* The 

present level of personal exemption is around four times the per capita 

national income for a single person and almost nine times for a married 

taxpayer with eight dependents, i.e* one spouse, five children and parents. 

This does of course seem inequitable in the sense that it discriminates 

against taxpayers with larger families of two or more wives (up to four 

at one time) and more than five children* Under the progression of the 

tax/

35» Personal exemption is as follows: (a) Afs.15,000 for the
person who is the taxpayer, (b) Afs*10,000 for the spouse of
the taxpayer, who is limited to one such exemption, (c)
Afs.2000 for each dependent child of the taxpayer under I9 
years of age, (d) Afs.2000 for each dependent child over I9
years of age who attended school not less than six months in
the taxable year, and (e) Afs.lOOO for each dependent parent 
so certified by the Ministry of Justice* A personal exemption 
may not be claimed for a spouse or for any dependent child 
unless two conditions were met: First, the support of the
spouse or the dependent child must have been furnished by the 
taxpayer during the taxable year; Second, all of the income 
of the spouse or dependent child must be included with the 
income of the taxpayer claiming the exemption* The total 
amount allowed for personal exemption of any taxpayer shall not 
exceed Afs.55,000 Article 18 of the Income Tax Law.



tax rates this inequal treatment becomes more obvious despite the 

possibilities of splitting income among members of the family as 

independent tax units* On the other hand, such a measure may be 

intended to serve other objectives, i.e, such as discouraging some 

socially and economically undesirable practices and keeping population 

growth to its minimum* This might have been achieved, had the tax 

had a wider base and had it been of a general nature, covering such 

sectors as agriculture, where tax units are normally characterised by 

large families. Even then, individuals' decisions concerning the 

number of wives or children, particularly among the rural population 

where the level of education is the lowest, are unfortunately less 

influenced by such economic factors*

Apart from the above level of allowance, there are no other personal 
exemption or deduction allowed. Personal expenses such as insurance

contributions, commuting to and from the place of work, medical, education

and other expenses are not deductible for income tax purposes

(c) Business Expenses and Deductions:

Taxable profit of a business concern is determined according to the 

accounting method ("cash" or " a c c r u a l " e m p l o y e d  in the business 

concerned. Taxable profits of such businesses whether of an individual
57character, such as proprietorships, partnerships , limited liability 

companies and the like or of a juridical nature such as joint-stock 

companies/

* See Appendix (c) to this Chapter, for further reference . pages 207-208
56, The income tax law allows accounts to be kept on the basis of

either "Gash" or "Accrual" method of accounting. Although the 
choice between the two is optional, once adopted it is not 
allowed to be a.ltered* Limited Liability and Joint-Stock 
(Corporations) Companies are required to maintain their accounts 
on the basis of the accrual method.

57» The income of a partnership by itself is not subject to the
income tax law* Partners are liable for the income tax only
in their own separate and individual capacities where each of 
whom is required to include his share of profit as part of his 
total income. Article 58«



38Companies is determined by way of adjusting gross income that is

deducting business expenses incurred in the process of earning that

income. The limited scope- and lack of a clear definition of deductible

expenses together with the poor standard of accounting knowledge, both among

the general public and the tax officers,have created controversies and 
3 9confusions. A greater degree of 'discretion' on the part of the tax 

collectors, as a result, has added to the problems of administration and 

the tax office-taxpayers relations. Avoiding further worsening of the 

situation, the I966/67 income tax reform specifies what expenditure items 

are allowed to be deducted as business e x p e n s e s O t h e r  specific features 

of the law in this respect include methods regarding the calculation of 

depreciation charges^^, inventory evaluation, and the limits of advertising 

and/

58* Page 177 above may be consulted on what constitutes gross income.
39» The controversy over the balance sheet items of certain companies 

which has been going on between these companies and tax auditors 
may be cited as an example*

4 0. In addition to the general business deductions specified under 
Article I9 of the Law (See Appendix (c), page 206 below), rental 
income from real estate, both residential and commercial, is 
entitled to a 20/ deduction as depreciation and repairs charges* 
With a 2/  statutory annual depreciation allowance this is bound to 
create administrative difficulties as they contradict each other* 
The "Business Receipt Tax", page 100 above, and the fixed tax of 
the individual importers and exporters, pages 85-87 paid or 
payable at the time the income tax of the business is settled, is 
deductable expense in computing taxable income for the same 
taxable year,

41* Depreciation charges allowed for tax purposes, vary from 2/ to
50/ for "Concrete structures" and "Printing letters", respectively, 
Mining and metallurgical machines and equipments are depreciated 
at 15/ and lO/ respectively. Other industrial machines are 
depreciated at a rate of 6/ per annum. All these charges are 
calculated on the basis of "straight line" method at cost. The 
Law however, fails to specify the word "cost" as to whether it is 
on the basis of "historical" or "replacement" cost.
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4?and entertainment expenses . It however, fails to cover and specify 

the extent of employers' contributions to the pension plan, expenses for 

medical services, insurance policies and tne like, especially when the 

beneficiaries of such payments or compensations are totally tax exempt 

on these receipts * Where the recognised business deductions result in 

net operating loss, such loss may be carried forward and offset against 

taxable income of three succeeding years, deducting each year one-third 

of the loss.

Where business expenses are not supported by reliable documents, and 

where taxable income has been less than the specified limit of seven per

cent, (page ninety-two) 5 as it has been the case with the majority of 

individual companies, taxable income has been computed in an arbitrary 

manner by imputing a seven percent as a net income on the total turnover 

of the business. No deduction of expenses, except the fixed taxes on 

imports and exports (pages 85 - 8'/), are allowed. To arrive at the 

turnover of a business the tax offices use the Chamber of Conmierce 

Commodity Price Quotations, and the Central Bank's free market foreign 

exchange/

42, (a) In view of the high fluctuations of the price level the inventory
valuation on the basis of either FIFO or LIFO has not been recommended 
for the time being. The I966/67 income tax law has therefore 
stipulated that all taxpayers engaged in manufacturing, trade, or 
others are required to evaluate and take inventories at original 
cost or market value whichever is lower at the time such an evaluation 
is made, i,e, preparing Balance Sheet and Profit and Loss statements * 
This is a conservative Hule which calls for write-downs during 
deflation (when market price falls below cost of inventory), but no 
write-up s during inflat ion.
(b) To have fuuther avoided disagreements regarding the deductability 
of advertising and entertainment expenses, an arbitrary maximum 
amount equal to 2/ of annual profits, is allowed, (See Appendix (c) to 
this Chapter,) Such claims must be supported by the documents and 
evidence* This is, of course, a crude way of going about it, as 
such expenses cannot be considered a function of profits* At times 
and with certain types of businesses such a percentage ma.y be more 
and at others less than v/hat is actually necessary in the process of 
earning that profit. Moreover, certain advertisements may represent 
capital rather than current expenditure* To allow a total deduction 
in one year of such capital expenditures may appear in conflict with 
the depreciation allowances. These aspects of the provision need 
further considerations.

45» Articles 19 and 47, Appendix (c), pages 206 and 208,



exchange rates during the period concerned,. Although the text of the 

1966/67 Reform provides that to arrive at taxable profits all ordinary 

and necessary expenses incurred in earning the profit are deductible, 

under the present circumstances, where revenue requirements are high 

and particularly the institutional framework necessary for a successful 

income tax is lacking, it may still be the only feasible way of taxing 

these groups, despite the fact thab it lacks insight into the problems 

of the level of potential revenues from this source, equity and economic 

efficiency*

In the case of companies, in addition to statutory expenses, inter

company dividend distributions were deducted, under the pre-1967 Reform, 

in computing the taxable income of the recipient company. Such dividends 

were taxable in the hands of shareholders of the recipient company. This 

was to .encourage the retention of such dividends by the recipient company. 

Dividends paid in shares of stock, accruing either to individuals or 

juridical entities, were an addition to capital and as such not taxable.

In this particular situation the law recognised a difference between income 

and capital. However, when these additions to capital wore realised or 

redeemed in cash by the individual shareholders the proceed was taxable 

as ordinary income under the individual income tax rates.

Under the I967 Reform, dividends paid out in money are made deductible 

from the taxable income of companies, both limited liabilities and joint- 

stock.^^ Under this provision, dividends are distributions of money or 

assets made out of the earnings of such companies to their shareholders 

and p a r t n e r s . D i v i d e n d s  received by company (a) from company (b), 

the/

44$ Section (k), Article I9 , Income Tax Law 

45» Article ^0., Ibid.
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the latter having withheld the 20 percent dividend tax, are to be 

included in the taxable income of company (A.) and as such will be subject 

to company income tax* This applies to financial enterprises such as 

banks and investment companies, and non~financial enterprises alike.

It involves double and even multiple taxation and may discourage external 

investment. It may be intended to ensure.that affiliated companies do 

not confer a tax benefit to their big shareholders through company tax 

privilege, as against high rates of personal income tax. However, it 

fails to cover losses arising from such inter-company investments* It 

also discriminates in favour of investments abroad, by an Afghan Company, 

where taxes paid to or withheld on behalf of foreign governments are 

credited against Afghan taxes.

Dividends declared and received in shares of stook are not deductible from

the company's income and do not constitute the taxable income of its
• A ̂recipients at the time such certificates are received . Income tax

on company income is computed, on the total retained profits, including the

dividends as shares of stock, at the fixed rate of 20 percent. The new

shares of stock received as dividends simply confer a title to the holder

of a proportion of the surplus or reserves or the entire increased capital

account. If and when distribution of this capital account is made, in

cash, the net proceeds, i.e. the difference between actual cost and

realised amount, remains taxable income under the provisions of the

capital gains tax.

In arriving at taxable income, both banks and insurance companies are

allowed to deduct, from net income, additions to various reserves, e.g.

Resej 
tax/
Reserve for Bad Debts, Insurance Claims and Dosses^^. While lowering

4 6, Article 50» Section "b".

470 See Appendix (d), page 210 , for a detailed examination of these 
deductions.
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tax liability, this adds to total investment capacity of the instituions 

concerned*

There is no distinction between a domestic company and a foreign company 

with respect to income taxes. However, the earnings from doing business 

in Afghanistan, of a resident or non-resident^^ alien and a foreign 

juridical entity engaged particularly in the business of transportation, 

may be tax exempt provided the government of the foreign subject accords 

reciprocal treatment to citizens-and companies of Afghanistan. V/here 

no such treatment exists the income of a foreign company such as airlines 

and other transport companies, carrying on business in Afghanistan is 

determined either on fixed percentage basis, i.e. 10 percent of gross 

receipts or by allowing the percentage of world wide expenses in the 

same proportion as Afghan revenues bear to world wide profits. This 

also applies to foreign companies established under the laws of 

Afghanistan and whose records and accounts do not reveal the exact level 

of profits. This is to ensure that profits are not transferred to the 

parent company, branches and/or subsidiaries through abnormally high 

prices* The procedure is conducted as follows:

(a) The gross income of the company from its world wide activités, as 
shown by its latest report is determined*

(b) After the deduction of expenses under article 19 its net income 
before taxes from world wide activities is computed.

(c) The amount of taxable income (computed under "(b)" is divided 
by the gross income (determined under "(a)"). The quotient so 
determined is the percentage of profits from its world wide 
activities.

(d) The total gross income from its activities in Afghanistan is 
multiplied by the percentage of profit, (determined under "(c)").
The product so obtained is the total income before taxes from 
its activities in Afghanistan.

48. See page 175 residency requirements<
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V/oiUd wide net income c/r. , .— — —   —  ---:   - % of profit X Gross income from operationsWorld wide gross income ‘ ^ , . ,in Afghanistan*

fK Taxable income in Afghanistan.

The administrative complications involved in such a sophisticated practice 

cannot be overlooked.

In sum, it may be maintained that although some of the anomalies of the 

previous law have been remedied under the I967 reform, the preferential 

treatment of certain groups and sectors^the inadequacies regarding 

exemptions and deductions supplement those observed under the concept of 

income* The narrow concept of income and the arbitrary fixation, in 

many cases, of the tax base plus the provision'for exemptions and deductions 

in an ad hoc manner are all responsible for the inadequacy of the system 

to serve as an effective measure of control and/or mitigation of the in

equalities of income and wealth in the society,. Similar to revenue and 

stability functions of the tax, equity considerations, too, have not 

received sufficient attention under the Tax System in general and the 

Income Tax in particular*
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A p p e n d i x  (c)
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Article 19 of the Income Tax Lav; states that ‘’Deduction of all ordinary 

and necessary expenses of the production, collection, and preservation 

of income is allowed to persons, corporations, limited liability companies 

and other entities. To be deductible, these expenses must have been 

incurred during the taxable year, or one of three previous years, in 

accordance with the provisions of this Law. Personal expenses, cost of 

transportation to and from place of work, and expenses not specified in 

the following paragraphs of this Article are not deductable;

(a) Cost, including freight and insurance, of goods sold in a. trade 

or business is deductible.

(b) The cost of supplies, materials, fuel, electricity, water and 

necessary services used in production of income, or in a, trade 

or business, is deductible.

(c) Wages, salaries, commissions, and fees paid for services rendered 

by employees in the trade or business are deductible.

(d) Interest on business debts is deductible,

(e) Rental paid on property necessary to and used in trade or business

is deductible.

(f) Cost of repairs and maintenance of property necessary to and used 

for purposes of the business or trade is deductible.

(g) Depreciation of property (except agricultural land) used in a trade 

or business or held for the production of income is deductible 

according to the income tax manual* The total of deductions for 

depreciation of any item of property over a period of years shall 

not exceed its cost to the taxpayer*

(h) Any tax or charge that is a necessary expense of doing business,

holding property for income, and of producing income if paid or 

accrued during the taxable year is deductible. Taxes imposed by 

this Law and taxes not qualifying as necessary business expenses 

are not deductible, except as otherwise provided by this Law.

(i) /
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(i) Losses of property, with recorded value and cost, caused by fire, 

earthquake, and b y  casualty or disaster of any kind are deductible 

over a three year period, to the extent such recorded loss was not 

covered by insurance,

(j) Losses in business or trade from bad debts are deductible according 

to the Income Tax Manual established by the Ministry of Finance,

(k) Dividends paid in money by a corporation or limited liability company 

organised under the laws of Afghanistan are deductible from the 

taxable income of that corporation or limbed liability company. Such 

dividends are to be included in the taxable income of persons, 

corporations, limited liability companies or other entity receiving 

the same,

(l) Other expenses of doing business, of holding property for production 

or income, and of producing income, established by the Ministry of 

Finance to be legitimate and necessary expenses to the production of 

income, and as such set forth in rules and regulations, are deductible 

(m) Advertising and entertainment expenses evidenced by documents and up 

to two percent of net income is deductible,”

Article 20;

"Personal expenses including but not limted to the following items are

not deductible:

(a) Wages or other compensation paid to any person for services rendered 

to the taxpayer or his family or his family's benefit and enjoyment,

(b) Expenses and cost of maintenance, repair, construction, improvement, 

furnishing, and other expenses of the taxpayer's or his family's 

house or residence or any property devoted to his own personal or 

family's use,

(c) /
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(c) Interests on personal indebtedness,

(d) Costs of travel to and from work and cost of travel for personal 

purposeso

(e) Cost of life, accident, health, and liability insurance for the 

protection of the taxpayer and his family,

(f) Cost of insurance of any kind for the protection of property used 

for personal purposes, ”

Article 47:

Carry-over of losses: A net operating loss is defined as the amount

by which deductions allowed under the law exceeds receipts. A limited 

liability or joint-stock company incurring a net operating loss in a 

taxable year should deduct this loss from its taxable income of three 

succeeding years, deducting each year one-third of the loss.
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A p p e n d i x  (d)
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Banks, Loan and Investment Companies are entitled to deduct, from 

taxable income, additions to Reserves against losses on loans provided 

such Reserves do not exceed 25 percent of loans outstanding at the end of 

the taxable year. Any transfers or payments from such Reserves, except 

in accordance with the purpose of the Reserve, are taxable income in the 

year the transfer or payment was made (Article 62, Income Tax Law, I967)

Insurance Companies are allowed to deduct additions to, first, Reserves 

for claims, provided such Reserves do not exceed 100 percent of premiums 

for Marine Insurance and 50 percent of premiums for any other risk 

insurance received during the taxable year. Second, additions to 

Reserves for Losses in operations in the field of insurance for which 

premium income is taxable^^ provided such reserves do not exceed twice 

the amount of paid-in capital for such field of insurance. Any transfer 

or payments from these reserves, except for actual claims and losses or 

for dividend payments in money, are taxable in the taxable year during 

which the transfer or payment was made. (Article 58, sections "d” and 

"e”).

49o All premiums for insurance against fire, theft, accident, sickness 
casualty, or risk, the insurance of which is.for a specified term 
and no claim may be made by the policyholder except for losses from 
the eventuality insured against, are taxable to the insurance 
company. However, premium income for insurance written in contracts 
that require ultimate payment of specified benefits to the policy 
holder or his beneficiary is exempt from income taxes.
Articles 55» "c” and 56, Income Tax Law,
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It was conceived from our previous analysis that the narrow and limited 

concept of income, accepted under the Afghan Income Tax Law, renders the 

Law an inadequate source of development finance and fails to accord an 

equal treatment to equals. The declining share of Direct Taxes and the 

regressive nature of Indirect Taxes further increases the inadequacies of 

the system in reducing the inequalities of income and wealth among members 

of the societyo The arbitrariness of the law, regarding the treatment of 

income and deductions, is bound to further damage the equity aspect, not 

to mention some of the undesirable effects it will have upon economic 

activities, 0 Although the Income Tax Law accepted the 'ability to pay’ 

approach, it has so far failed to meet the requirements of horizontal 

equity in taxation.

The initiation of the First Five Year Plan in 1957 carried with it the 

revision of the Income Tax Law of the Country. The revision was meant to 

contribute towards the fulfilment of the objectives of the Plan by (l) 

Generating an adequate volume of finance, (2) Acting as a stabilising 

device in the economy, and (3) Mitigating the inequalities in the distri

bution of income and wealth. The latter was particular^ important if it 

is to avoid adding to an already inequitable pattern of distribution of 

resources among the various sectors of the economy. As it may be re

called, pagel42 , the 1957/58 amendment of the income tax law introduced 

a further element of progression into the rate structure under a schedular 

income tax system. The statutory level of exemptions and deductions was 

in most cases kept to the minimum; first, due to the narrow definition 

of the concept of income and, second, because opinions regarding the 

establishment of a satisfactory level of exemptions and deductions dis

agreed and varied from case to case. Furthermore, reliable information 

pertaining to an acceptable level of deduction is hardly available in the 

underdeveloped/



underdeveloped nature of the Afgiian economy. T'Jjese factors seemed to 

favour tlie introduction of a schedular income tax system. While this 

feature appeared to introduce ease of administration, (pages 312-338 on 

the validity of this point) it made it difficult to compare the extent 

and degree at which income from different sources has been taxed, unless 

it is individually analysed. The measure was primarily intended to bring 

about a differential tax incidence on different types of income so as to 

achieve the objectives outlined above, page 213*

A brief look reveals that the mild progression of Schedule (c), page 148 
on dividends was meant to favour shareholders, as against recipients of 

income from individual commercial and industrial ventures,. Such a 

differential incidence was expected to raise the level of savings and 

investment in joint-stock type of business enterprise, and hence accelerate 

the process of capital formation. Similarly, in addition to a relatively 

high level of personal exemption, Schedule (d) with a lower maximum 

marginal rate was meant to favour wage and salary earners, whose real 

income was assumed to shoif no corresponding rise with respect to increases 

in the level of prices. However, the rise in the level of-price has 

erroded any resulting benefits from the exemption and structure of low 

tax rates.

As this c]tapter deals with the question of tax burden, the study confines 

itself to the determination of the burden of income taxes at the point 

of impact, generally referred to as "Formal Incidence"^. As data on the 

distribution of personal income, which normally constitutes the basis of 

a comparison between income brackets, is lacking in Afghanistan, the income 

taxpayers/

1. Ursula 11, Hicks, "The terminology of tax analysis", Economic 
J ou I-no 1, Yo 1. ( LVI ) 1946, pp.38-30.



taxpayers are grouped on a "functional" basis, for purposes of this study. 
V/hile this analysis provides a comparison of the relative tax position 

of the different "functional" groups, it reveals the responsiveness of the 

progression of income tax rates to changes in the level of income reported 

for income tax purposes. ■ It will partially satisfy our queries on

"vertical" aspect of equity among income tax payers. First, the analysis

will examine the extent to which objectives of the Schedular System were 

realised in aiming at the different treatment of these functional groups; 

and second, it will compare tax liability of these groups with that of other

taxpayers over the period under study.

Dividing the economy into its major economic sectors, namely, agriculture, 

industry and commerce, the growth of taxable income and the historical 

trend of direct taxes, among these sectors, revea.l that tax liability has 

shifted from the first towards the second sector, i.e. industry and 

commerce.

It is appropriate to indicate that not all direct taxes represent taxes

on income declared. More than 29 percent of all direct taxes were collec

ted almost entirely from property owners situated in the agricultural sector, 

page 104. This left income taxes to constitute the remaining 71 percent 

of total direct taxes; however, total income taxes as such represented 

only 0.8 percent of GNP. This means that on the whole less than one-

half of one percent of national income, at market prices, was syphoned

through the income tax system. It may be recalled from an earlier • 

observation, pages 98-100 , that individual income taxes, in addition to 

taxes assessed on income from wages, salaries, rental income and dividends, 

also include such lump sum taxes paid in lieu of income taxes by the 50 

different categories of artisans, the individual traders and the like 

whose taxable income has often been too difficult to determine. The 

exclusion/
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exclusion of these arbitrary and lump sum taxes will further reduce 

the already meagre ratio of income tax proper to GfP,

Examining the different components separately, revenues from taxes on 

salaries and wages in I966 amounted to just over 8 percent of all 

individual income taxes. This comprised of taxes on salaries and wages 

of local employees and workers, as well as remuneration to foreigners 

for their services rendered in Afghanistan. It excludes members of 

foreign legations as the taxation of their salaries falls beyond the

jurisdiction of the Afghan Income Tax Law, page 175 Note 7 . Since the

remuneration to a foreign employee is normally high by any Afghan standard^, 

Xts inclusion with the income of the local taxpayers would have rendered

the results misleading? — :— —    - Revenues

collected from taxes on salaries and wages of local employees and workers

have been negligible until I96O. This is due to poor administration and

the lack of compliance on the part of both the employer and the employee, 

in spite of the fact that the Law of 1946 and later amendment in 1957/58 

clearly laid down the basis for such a tax. Employers were required 

to prepare a list of their employees, together with salary payments, and 

send it to the district tax office concerned. Every employee earning 

above the personal allowance had in turn to file a tax return and dis

charge his tax liability at the tax office concerned. (More on this in 

Chapter 8). It was not until after I96I that the collection of taxes 

on salaries and wages gained some momentum, Table 27. Taxes due, 

prior to this date, are still outstanding. The change in occupation, 

lack of proper records and the possibility of death all seem to render 

the collection of arrears from this group very difficult. This is not 

only true of taxes on wages and salaries, but of all other taxes, see 

Table 57» page 356 in Chapter eight. It has resulted in carrying-over 

of arrears from one year to the next, covering almost the past quarter 

of/
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of the century. Where taxpayers can be located, the collection of 

taxes, not only involves administrative difficulties, but their present 

ability may make it difficult for them to settle their outstanding tax 

obligations. The prospects of recovering much of tJiese taxes through 

further adjiiinistrative campaign seem equally grim. In 1961, the number 

of income tax returns voluntarily filed by local salary and wage earners 

amounted to almost 1.2 percent of the total employed. This low percen

tage does not imply that the rest of the salary and wage earners fall 

below the exemption level. As indicated, poor administration and lack 

of voluntary tax compliance have been a major cause of such a low percen

tage, Remunerations of army personnel, are excluded from the total since 

a considerable amount of their compensations is in kind involving high 

subsidies. Furthermore, the inclusion of their number would have dis

torted the result of our analysis.

The increase in wages and salaries, mainly due to the effects of the I963

Devaluation and the annual 19 percent rise in wages and salaries at the 
2public sector, raised the number of these taxpayers. Nevertheless, the 

amount of tax revenue from this source did not show a sizeable increase up 

to 1965/6 6.

As far as foreign employees are concerned, due to a high level of personal 

income and better compliance, the tax system has tapped-off the increases 

in income accrued to them as a result of the devaluation and the rise in 

the level of prices. This is particularly so as almost 70 percent of the 

remuneration to the foreign employees at the government offices and agencies 

is paid in foreign exchange, transferable abroad or paid to them in local 

currency converted at the free market rates of exchange. The other 30 

percent, paid in local currency converted at the official rate is also 

added to the taxable amount due to devaluation. Foreign exchange i^aymenI, 

which fell outside this official 70 and 30 percent arrangement, /

2. Ministry of Planning, "Survey of Progress", 1964, p.5, and I967/6 8,
p.28.
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arrangement, have been totally subject to the free market rates, quoted 

by the Bank of Afghanistan, This conversion into local currency, at 

depreciated official and free market rates, putq the taxpayers in higher 

income tax brackets.

It was not until I965 that taxes on wages and salaries of local employees 

were withheld at source under the "withholding s c h e m e " I n  spite of 

the lack of familiarity with the witliholding scheme, the number of tax 

payers more than doubled. On the other hand, as revenues from taxes on 

wages and salaries started to show signs of improvement, the introduction 

of a higher level of personal exemption manifested itself in a slight 

reduction of total revenue and the ratio of assessed tax/income,. The 

scheme is expected to save tax officers' time and result in an increase 

in tax revenues from other sources by improving administration and enforce

ment.

The decline in revenues from taxes on foreign employees^, has been due 

to the elimination of certain arbitrary measures and practices of 

determining income and assessing taxes. Until I965/6 6, taxable income 

had been determined and taxes assessed on the basis of a whole year's 

expected income, even though the period during which income was actually 

earned fell short of twelve months. In other words, the taxable year 

was considered to be a twelve month period, irrespective of whether a 

person worked for 4» 9 or 12 months. The sum of monthly pay multiplied 

by 12, less personal allowance constituted taxable income. The tax 

assessed/

3. Should an employer undertake to pay an employee a net tax free 
salary, the tax is added to the net earnings and a tax on the 
total amount is assessed. As far as foreign employees are 
concerned, the Inland Revenue Department still remains in charge 
of assessing their tax liability. This is mainly because of the 
foreign exchange component in their salaries, the calculation of 
which is reserved as a duty of the tax office. As such their 
taxes are normally collected at the end of the taxable year, and 
not on a monthly basis. This is unnecessary in the first place 
and, in the second place, inequitable and discriminating against 
local employees whose taxes are withheld on a monthly basis.

4 . See Table 27, pages 218-219.



assessed on this total was then divided by the period (number of months 

and days) the employee was actually employed in order to appropriate his 

tax obligation. This practice, undoubtedly, raised the level of taxable 

income which was not actually attained during one's taxable year, and 

increased tax liability by placing the taxpayer in a higher income tax 

bracket. Moreover, as foreign employees received part or all of their 

remuneration in foreign exchange, the highest exchange rate prevailing 

during the taxable year, was applied to the total foreign exchange income, 

hence imposing an extra and unrealistic burden which could not be justified, 

The improvement of these two features, coupled with the level of personal 

exemption, have resulted in a reduction of tax revenues from this source. 

Such a tax imposed solely on an imaginary level of income, largely due to 

the shortcomings of the law and established practices was unjustified and 

its continuity as part of the law wan contrary to the "vertical" aspect of 

equity.

Although on the average, tax liability for local salary and wage earners,

during I96I-I9665 amounted to almost I4 percent, and for foreign employees
5about percent of their income , it will be inappropriate and misleading 

to pass any judgment regarding either formal tax incidence or equity con

sideration without analysing the tax liability of other functional groups.

For an evaluation of this question under the schedular income tax system, 

Table 28 presents the distribution of declared and imputed income by 

functional tax paying groups, their number and the amount of taxes paid, 

either on their income or on a lump sum basis between I96I-I967. As

agricultural income is exempt from income taxes the table only includes 

such functional groups as wages and salary earners, earnings of individual 

businesses/

5 . This includes only those who filed income tax returns. If the income 
of those who escaped or evaded taxes are also taken into account, 
this percentage drops to a lower figure. Taken as a percentage of 
total government payroll, which includes military payroll, this ratio 
falls to a minimum of 0.11 percent.



businesses, divided into domestic and foreign traders which in turn 

include non-company enterprises such as proprietorships and partnerships, 

companies including limited liability and joint-stock, and income from 

immovable properties, i.e. buildings. . A last functional group known 

as "artisans" are separated as their income is entirely imputed and the 

lump sum payments are in lieu of income taxes.

According to Table 28, revenues from income taxes on salaries and wages 

have been less than proportionate to the income of this group. That 

is while the income of this group amounts to more than l6 percent of the 

total, tax revenue from this source is only 8 percent of total income 

taxes. The exclusion of foreign employees' taxable or gross income will 

further reduce this proportion. In addition to the deduction of personal 

allowances, this explains the general low level of income and the 

effectiveness of tax progression* The same applies to property owners 

and artisans. The only two groups whose income tax during the whole 

period has been more than proportionate to their income in the total, are 

the individual traders and shareholders. Here too, as in the case of 

foreign employees, looking into the composition of these taxes, a greater 

percentage of the total is paid by private foreign businesses^, leaving 

the tax liability of their Afghan counterparts relatively low* This 

has been aggravated recently by the influx of new local businesses at the 

expense of sharing and splitting of capital among a larger number.

The results would have been more meaningful if the gross income was . 

inclusive of various types of compensations and the application of an 

accepted general level of exemption would have better determined tax 

liability. This is unlikely, as in the case of wages and salaries, the 

real/

6* See Page 2$1 for further explanation on this point.
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real value of income received in-kind is not a s s e s s e d P r i o r  to the 

imposition of the capital gains tax, some remunerations of executives in 

the form of "option.stock" was taxable » Under the 1^67 reform such forms 

of remunerations are not prohibited, but are taxable under the "averaging 

scheme" provided for under the taxation of capital gains. This is a type 

of savings which is tax exempt until realised, It provides an element of 

incentive for those senior employees or managers who may be allowed to build 

up savings in companies even if there is a watering down of capital stock. 

The adverse effect on the aspect of control and ownership may be remedied 

by giving the owners of these shares almost no right to vote, until the 

shares are converted into common shares of stock, (The aggregation of 

income for tax purposes leaves this practice an interesting feature of the 

income tax law). In the case of foreign traders, too, income is imputed - 

in many instances, as any taxable profit below 7 percent of total turnover 

is not acceptable, page 92 . Both these features of the law malce the job 

of comparing and assessing the total tax burden more difficult.

Although Table 28 indicates the relative tax liability of each functional 

group on the basis of gross income, it does not serve our purpose here, as 

total income is not always and in every case an acceptable measure of 

taxable capacity. The law provides for specific and necessary exemptions 

and deductions in accordance with the type of income. As pointed out 

earlier there are no genera.l exemption - such as the widely accepted level 

of personal allowance - allowed for all taxpayers. Taxpayers within 

different groups fall under separate tax schedules and furthermore, enjoy 

different degrees of exemptions and deductions. Since the schedules 

and exemptions are different for each functional group, it is advisable 

to allow final comments, regarding tax liability, to after the different 

taxes are studied in relation to the taxable income.

Table /



225

Table 29 shows taxable income of the four groups and tJie income taxes 

paid during the period 1961-66. The deduction of personal allowances 

from salaries and wages has left tax revenues from this group still less

than proportionate to their share of total income. Property o>mers’

relative tax position, in relation to the proportion of their share of 

total taxable income has slightly increased due to a decrease in their 

share of total income. The decrease is not entirely due to the 20 percent 

page 199 , Note (40)„ deduction for maintenance and depreciation, but also 

to a further reduction of a sum paid as municipal taxes, page | r deduc

tible from gross income for income tax purposes. The reason for the

slight increase in the shares of the total taxable income for traders and 

other individual businesses as well as shareholders, viewed independent 

of company tax liability is mainly the low level of deductions allowed to 

these groups, pages 146,148 . In. the case of artisans, no exemption or 

deduction is recognised as their income is only an estimate of net taxable 

income.

It is obvious that the structure of the different income tax schedules 

makes a distinction between income from various sources, and as such 

various degrees of taxes are imposed. This is evident between rates of 

Schedule (b) on salaries and wages and those for Schedules (b) and (C) 

on income from individuals businesses and dividends, pages 146 and 148 

respectively. However, it may be inferred from Table 30 that the 

recipients of wages and salaries, who earned about 16,5 percent of total 

taxable income paid almost 22 percent of it in income taxes, while share

holders whose income constituted almost 14 percent of total taxable income 

paid l6 percent of it in taxes. On the other hand, considering the 

effects of the two tier tax on company source income, shareholders’ 

ultimate tax liability rises to almost 36 percent of income, Table 30.

Thi s/
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Table 29

AVERAGE TAXABLE INCOME AND TAXES 
DE VARIOUS FUNCTIONAL GROUPS

1961 - 1966

• Groups of Taxpayers
Taxable Income 

Amount (in ÔÔO Afs,) ^Sge of Total
Taxes as ^ g e  

of Total

lo Salaries and Wages 
Local
Foreigners

(14,792)
(89,622)

104,414
(1.5)
(8 .0 )

9.3 8.8

2, IndiVidual Businesses 
Local 
Foreign

(275,728)
(121,609)

395,337

X X

(24.5)
(10.9)

35.2 36.5

3. Companies 596,149 35.3 41.3
4, Shareholders . X XX-(159,081)

3, Property Owners 
(Buildings)

56,915 3.3 2,8

6. XArtisans 189,199 16.9 10.6

Total 1,122,012 100^ 100^

Sources Computed from Table 26 above

* As income from this source is an estimate of net taxable income, no
deduction or exemption is involved,

X* -This amount' is inclusive of the amount of 180,027 gross dividends.

-X--X-X As this amount is included under item 3 above it is omitted from the 
total.
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INCOME TAXES AS A PERCENTAGE 
OP TAXABLE INCOME

1961 1966

Taxpayer Groups Taxable Income (?)Income Taxes 2 as a percent of 1

1. Salaries and
Wages 104,414 23,509 2 2 .5

2. Individual
Businesses 395,557 97,504 '24 .6

(Local) (275,728) (55,946) (19.7)
(Foreign) (121,609) (43,557) (35.8)

3. C ompany and
Shareholders 596,149 110,681 27 .9
- Company (596,149) (85,300) (21)

Share : (159,081)
holders (159,081) (25,581) (16)

4o Property
Owners 36,913 7,507 14.7
(Bldgs.etc.)

952,813 259,201 . 25 .9

Source: Computed from Table 26 above

When the relative percentage of corporate income tax, i.e. Afs.30o3 
million, attributable to the distributed profit, i.e. 45*4 percent 
of total and the percentage (12.0 of the amount Afs.^SoJ millions) 
for the Afs .4000 exemption level, shareholders* total tax liability 
amounts to around Afs. 57 million. This puts shareholders' income 
tax liability as percentage of total taxable income to almost $6 
percent as against I6 percent under the dividend tax alone.

(xx) Artisans who are not subject to income tax proper are omitted from 
this table. Nevertheless, their tax liability amounted to almost 
15 percent of their imputed income. Similarly, assuming that land 
tax represents a levy on imputed net income from land, excluding 
animal husbandry, the tax amounts to less than 0.5^ of such income, 
see pagesl07-112 , the lowest among all functional groups. This is 
objectionable on grounds of creating intersectoral inequity. The 
effective tax rate on business (trading) and industrial profit is 
higher than an income from buildings.



This is obvious on the premises of zero shifting of company income 

taxes implying a differential taxrate upon persons with the same total 

income. Er^n if we assume a fifty percent shifting, covering both 

short and long term expectations, the differential treatment still 

reduces the merits of the concessionary rates of Schedule (C) on 

dividends. Although the élimina,tion of this tv/o tier tax on company 

source,, income a.nd the provision of tax credit on dividends for the tax 

withheld; under the I966/67 Tax Reform are both expected to reduce 

ultimate tax liability, shareholders, whose total tax liability appears 

to be lower than the flat 20 percent tax witliheld on dividends, will be 

discriminated against. This is particularly true as taxes in excess of 

finad tax liability are credited only if taxes assessed on total income 

exceed the 20 percent, and the balance collected. The proportionality 

of the withholding tax rate, poor enforcement machinery and the dis

criminatory credit feature all favour large holdings. Furthermore, the 

20 percent tax is borne by both small and large shareholders alike while 

undistributed profits are not realised or personified, which render the 

effect of the tax proportional in one respect and regressive in another. 

The small shareholder has no voice in the volume of undistributed profits 

especially in the corporate type of business organisation where its legal 

set up has tried to separate control and ownership from each other. The 

continuity of such a practice tends to undermine the vertical aspect of 

equity, and in the long run, lower tax morale and tax consciousness.

The provision of a credit, if not a refund, will contribute a great deal 

to improving the situation.

Income from individual businesses, including partnerships and limited 

liability companies, both local and foreign, pay the second highest 

percentage of taxes among the different groups, A greater portion of 

this percentage comes from foreign businessmen. Their joint tax liability 

as a percentage of taxable income has been an average of 25 percent 

jointly/
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jointly, and individually 19.7 and 35*8 percent, respectively. This

seems to be more than twice that of real estate owners and higher than

almost all other tax paying groups. This is primarily due to the fact

that the taxable income for the majority of this group is assessed as a

percentage of gross receipts, or the turnover of their business in a

taxable year. The greater the turnover, the higher the taxable income

and therefore, more taxes. This arbitrary practice, is neither in line

with nor justified by either the vertical or horizontal aspects of equity.

A more appropriate system of income tax will have to take into consideration

the level of actual profits from such activities. The accounting

procedures followed by some sections of this group, namely commerce and

industry, are varied, poor, and unreliable. The imposition of a high

rate of tax on an imputed income is not at all the solution. Accounting

systems and records-keeping have to be unified, improved and practised

over a wider area. Another reason for such a relatively high ratio of

tax among this sub-group is that foreign investment, unlike domestic capital

has not had the opportunity to be split and divided among several

individuals once it reaches a sizeable account. Licencing procedures and

other administrative requirements on commercial operations, particularly

in the foreign trade sector, have been relatively different for foreign
7traders than for locals . A high and greater capital requirement put 

them under a higher tax liability.

One may cite a number of reasons for such a state of affairs, but the high 

degree of secrecy, associated with lack of confidence, are especially 

responsible for the lack of proper record keeping and initiative in this 

direction. This is particularly true of foreign trade operations 

characterised by short term turnovers aimed at high rates of profit.

Local businesses in general are content to handle relatively smaller amounts 

of/

7 . See Note (54) on page 27b for further reference on this point,
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of capital for shorter periods of time mainly due to the minimum require

ments of capital for record keeping, page $8 . The market limitation, is 

not a reason for the increase in the niuiriher of these individual businesses. 

The increase in the Country's volume of imports are reflections of the 

expansion in the size of the market.

The lav/ penalizes the holder of licences who do not engage in any 

commercial operations allowed under the annual permit. Such holders of 

trading licences, required in the foreign trade sector, at times make use 

of this right to engage as commission agents for other traders v/ho already 

maintain a higher volume of business. This enables traders to avoid 

higher taxes at the expense of some commission.

Furthermore, brokers and small traders engaged in internal trade between 

provinces v/ho are not liable to maintain records, are exempt from this kind 

of income tax altogether. Their tax liability is determined in accordance 

with the different categories of artisans and craftsmen. This allows 

members of these groups to clear goods from custom houses, destined for 

other provinces, and conduct commercial activities on the domestic front 

on a commission basis. Consequently, this amounts to a reduction of total 

volume of business and lowers the tax liability for tax purposes of these 

traders. It will result in the entire loss of taxes on such commissions, 

received, as these payments are almost never revealed. Apart from the

higher transport charges, this is one of the reasons for the general high 

level of prices, particularly the price differential between various 

provinces. It is desirable on these grounds that the permit or licence 

arrangements be withdrawn from the Afghan Commercial Code and operations 

in these fields should be based on a minimum capital requirement.

All these factors tend to show a reduction in the tax liability on the 

volume/
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voliime of business reported for tax purposes. It leaves foreign capital,

however small, to bear a relatively higher rate of tax liability. As

stated earlier some degree of progression is inevitable, and may be 

justified on economic and social grounds. But, too high a progression 

applied in any sector is likely to inhibit initiative. The arbitrary 

method of assessing a certain percentage of taxable income from the total 

turnover of a business, subject to the graduated personal income tax 

rates has worked out to collect in taxes between 3 and 3 percent of the 

turnover^, on a value added basis, i.e. inclusive of the cost of goods 

sold plus all overhead charges incurred during the entire process of 

either production, accumulation or distribution. VJhere such overhead

charges constitute a large share of total business operations the

effective rate of tax liability is likely to rise. As the legal status 

of some representations of foreign commercial enterprises is not fully 

clarified, they, too, are treated as individuals under the same procedures. 

This method favours the business whose margin of net or taxable profit 

should exceed the seven percent requirement, and who discloses only a 7 

percent net profit for tax purposes. It penalises the less profitable 

ones or those whose ratio of the volume of business to profits is high. 

This does not only seem to violate equity considerations among taxpayers, 

but it will undoubtedly, inhibit, a larger inflow of foJ'eign private 

capital, even if it is of s, short terra commercial nature.

It may be conceivable that the effective tax rate in this sector is still 

lower than the higli marginal rates maintained and applied, not only in
9some of the economically advanced capital exporting countries , but even

in/

8. Harley H. Hinrichs, "Certainty as Criterion: Taxation of Foreign 
Investment in Afghanistan.", 13 National Tax Journal, June, 1962,
pp.139-134.

9 . Even this argument is not tenable in practice for various reasons. 
Further reference may be made to C.V, Brown, and D.A. Dawson, 
"Personal Taxation, Incentives and Tax Reform", P.E.P. Broadsheet, 
196^, Page 23. ' " ' ^  '



in some developing capital importing economies as v'ell^^. The fact that 

domestic capital can and has, either implicitly or explicitly, been allowed 

to be split and divided among real and juridical entities, and/or 

transferred to other more profitable and safer investments such as real 
estate - land and buildings - enjoying tax evasion practices, discredits

the validity of any argument regarding the general low level of taxation

on foreign and domestic capitale Further, our purpose at this point is 

not so much the evaluation of the degree of progression of tax rates and 

their comparison on an international basis, hut rather its evaluation among 

different taxpaying groups within the same country*

Although the above practices have, to some extent, resulted in a lower

level of taxes among local traders, it is substantially higher than that

on the income from land, both rural and urban, and buildings* It is not 

that the construction industry is less profitable than, for example, 

trading activities,. On the contrary, the growing demand for housing in 

towns and cities, its short supply, high level of prices especially for 

urban land and above all the inflationary spiral are adequate indications 

of a reliable and a relatively higher margin of profits in this industry. 

The lack of an adequate public housing project puts the construction 

industry in general, and the residential buildings in particular, in a 

privileged tax position, Unauthenticated contracts, with loose and 

variable terms, and the lack of information regarding the actual rent and 

earnings from this sector have made it easy, even for those real estate 

owners who voluntarily file returns, to conceal their full income from 

this source - not to mention the large number of owners whose rented 

properties are never registered and whose income never reported. For an 

individual merchant, whose activities are governed by licences and permits,

, the chances of a total escape from the annual tax liability are very 
small, despite evasion. The continuity of operation, whether in the 

foreign/

10. See ' '  p Government of India 
1955> Vol.II, page 135 and Finance Bill, I967, New Delhi, Ministry 
of Finance, I967, pp.41-42.
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foreign or domestic trade sector, is subject to the renewal of such 

permits, A licence or permit is renewable only when the holder attaches 

his receipt for the immediate year, or of an advance payment equal to at 

least, his tax liability settled for the previous year* There is no such 

arrangement to check- the business activities of either the owners or 

dealers of buildings and real estate properties* The revenue authorities 

have had great difficulties with the assessment of the rent, and the 

assessment of a sum known among businesses as the "site or business value 

payment". This sura is traditionally made to the proprietor or the occupier 

of the property as a bid for renting or sub-letting such a property*

Such a payment is usually associated with the renting or mortgaging of 

commercial real estate and buildings such as shops, "sarais" and markets.

The payment of such an amount gives the tenant or any subsequent occupier 

who sub-leases, a right to stay in the place and carry his business for 

an unspecified period of time* The entire practice is conducted verbally 

and is based on mutual confidence. As a result, the amount of such payments 

are never disclosed * There is no legal provision pertaining to such pay

ments* As the supply of property has proved, so far, short of demand 

especially in certain city districts and commercial centres, and as prices 

have risen, the owner and tenant both refrain from increasing the rent as 

demand and cost rise* Should such an increase be necessary it is again 

settled by a further Site Value Payment, As the tax liability of many 

small businesses is influenced by and based upon the rent of the place 

of their business, page 99 , the owner, by declaring smaller income, pays 

lower income taxes. The rent is nominal in many cases, and, as such, 

remains constant. Instead, the parties concerned negotiate on the level 

of this Site Value Payment. As a greater part of gross rent, inclusive 

of site value payment escapes taxes, the effective burden of the tax is 

largely borne by the occupier rather than the owner. This is the case 

under the seven percent taxable income, or the lump sum arrangements, 

where/
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where no deduction of real expenses such as the renu and others are taken 

into account*

Attempts were made to register all rented properties in the City of Kabul, 

and then to determine a realistic range of rates, reflecting demand and 

supply, which will eventually eliminate the site value payments. But, due 

to the poor co-ordination of efforts between the municipality and the 

Treasury, poor tax enforcement and collection procedures .and lack of tax 

moral and compliance on the part of the taxpayers, the results of these 

efforts have not yet been satisfactory. Only 2194 persons out of a total 

of 12,736 rented residential properties in I966/67 in Kabul, paid income 

taxes on rental income* This shows the inefficiency of the administration 

in enforcing and collecting income and municipal taxes*

Column 3, Table 30, reveals that, on the average, the majority of income 

taxpayers, within almost all functional groups, falls below the maximum 

30 percent rate set up for income from wages and salaries and for dividends, 

Hero again, the exceptional case is that of the individual traders 

pâvltcubyigforeign subjects, whose average individual tax liability equads to 

almost 36 percent of taxable income * Foreign, traders and businessmen 

appear to be the only sub-functional group whose income tax liability 

exceeds that of any income tax paying group in the Country, Factors out

lined above are mainly held responsible for such a development.

A considerable portion of taxes on commercial and industrial activities 

will, eventually and inevitably, be passed over (shifted) to consumers 

and/or to producers both at home and abroad* The majority of individuals 

and firms operating in the commercial sector is engaged in foreign trade,

i.e. Export-import operations* The export sector has, for a long time, 

depended on items such as Karakul fur skin, cotton, wool, and carpets, 

the/



the production and distribution of which are primarily export oriented *

The import sector on the other hand, covers a large variety of articles 

ranging from consumer, food and non-food items, to indusIrial raw material 

and capital goods. As such, prices of both exports and imports seem to 

be largely affected by forces in the world market. Under growing inter

national competition, the Afghan exporter has gradually lost his bargaining 

position, held for some years owing to the so called monopoly power over 

certain items* This untested hypothesis of monopoly power has, as 

analysed above, page 17, influenced measures of monetary and fiscal policy

of Afghanistan since 1947 when the government initiated heavy export taxes
11on the foreign exchange earnings of Kara,kul, followed by cotton and wool.

Karakul prices, since 1939» have fallen down, both in relative and absolute

terms. The prices of foreign goods, on the other hand, where Karakul and

other export items are marketed have gone up by an average of 300 percent
12in terms of Afghan currency. ' This means that the true value of the skin 

is only one-fovxT^of what it was. The price per piece of Karakul, for 

example, has declined from an average of U.S./17.OO in early post-war years 

to almost U.S./s.00 in the early sixties}^ As a result, much of the burden 

of any tax imposed on the item, even, directly in the form of export taxes, 

must be borne by some group on the Afghan side, in spite of the fact that 

Karakul is a luxury item with a more income elastic type of demand, than 

a staple item characterised by less elasticity of demand* In 1951-52 

Afghanistan had a large share of Karakul markets in New York, and London, 

supplying/

11. In addition to shifting part of the tax on to the foreign consumer,
owing to the so called monopolistic power, the measure would also
(a) serve as a reliable source of public revenue, (b) improve the 
worsening situation of the balance of payments, and (c) achieve a 
change in the distribution of income through taxing exporters and 
subsidising imports and beneficiaries of public projects. It is 
obvious that these objectives may have been partially fulfilled, 
however, it has been at the expense of the most successful groups 
and in favour of the big landlords with greater potentialities of 
output who benefit from favourable terms of trade while contributing 
almost nothing to public revenues and escape the burden of social cost,

12, American Universities Field Staff Report Service, South Asia Series, 
New York, 1965'

13* In 1968 this amount dropped to an average of U.S.6.00/skin,
______Proceedings of IMF Annual Meeting 1968, Washington, 1969,
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supplying around 80 percent of the skins, against 15 percent from South 

Africa and 5 percent from the Soviet Union. In 1965» South Africa supplied 

54 percent, Afghanistan 34 percent, and the Soviet Union 12 percent 

The bargaining power, if any, of the Afghan exporter has become weaker. The 

popularity of mutated mink seems to have further hurt Karakul sales. The 

lack of adequate care in the raising and breeding of the livestock, the 

quality of the final output and above all the adoption of export taxes, and 

multiple exchange rates are to be largely blamed for Afghanistan's loss of 

foreign exchange earnings from this source.

It may be noted that the price payable to the producers of these items is 

quoted by the government which is normally lower than the effective price 

in the market* On the other hand, since quite a number of these producers 

such as farmers and livestock owners are often tied through loans and 

advances received from the local moneylenders, middlemen, and local exporters 

or that they lack adequate means of communication to reach suitable markets 

and obtain better prices for their output, price quotations as an indicator 

of minimum payment lose their significance. It becomes inevitable that in 

addition to the export tax imposed on the item, part of the total tax 

obligation of the exporter-importer may also be shifted to these producers 

in the form of lower prices,. It remains doubtful whether a "Marketing 

Board", as experienced elsewhere, will help the situation. It might only 

guarantee a fixed minimum payment to producers* The inelasticity of 

supply, mainly subject to natural hazards, and the fluctuation in the level 

of prices have manifested themselves in a gradual reduction of exports.

As a result, possibilities of export diversification have been sought, 

Producers have found themselves forced into the production of other items, 

with relatively better prices subject to less or no export and/or foreign 

exchange taxes, page 17, The Afghan foreign trade figures for the past 

few years clearly depicts the growth of this situation, page 27 • It was not 

so/

14* American Universities Field Staff Reports, Service, Ibid,
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so much diversification of exports, or concern over ha.ance of payments 

difficulties or the distribution of income that the fiscal and monetary 

measures were directly aiming at* It was primarily the need for more 

revenues that motivated the monetary and fiscal actions. The continuity 

of these taxes and the foreign exchange surrender requirements after 

1962/63 were in an attempt to capture part of the benefits arising from the 

devaluation in that year. However, this has continued without having taken 

into account the effects of successive overall inflationary pressure* The 

effect on the allocation of resources has been inevitable* It is, 

therefore, understandable that, as a consequence, these measures have 

brought about a degree of diversification of exports, reduced fluctuations in 

earning and helped the economy not to rely entirely on a couple of items.

It need not have been at the expense of this main source of foreign exchange. 

Whether the diversification of exports, which is expected to enhance develop

ment, will compensate for the reduction of foreign exchange earnings, 

resulting from the decline of the Karalml industry, is difficult to 

determine. However, balance of payments figures show a development 

contrary to such expectation, page28 * The overall foreign exchange 

increase in the export sector is not yet substantial enough to help solve 

the growing balance of pa.yments difficulties.

On the domestic front, owing to market imperfections and lack of price 

competition, among sellers, the shifting of part of the tax, either import 

duties or income taxes, in the form of higher prices to consumers cannot 

be ruled out*

Although the foregoing analyses in this and the preceding chapter reflect 

only the effects of the Schedular Income Tax System, deliberately designed 

to favour one type of income as against another, the inadequate inter

pretation of the concept of income, arbitrary methods of determining 

income/
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income, preferential exemptions, and above all administrative inefficiency, 

all have weakened equity considerations under the tax system.

The 1967 Income Tax Reform, intended to remove some of these anomalies 

by expanding the concept of income and taxing it on a global basis under 

a single rate structure* This is expected to introduce an element of 

equity in tax treatment by eliminating the differential incidence of the 

schedular system. However, both legislative and administrative shortcomings 

of the Reform are likely to introduce new inequities* The concept of 

income still remains very limited. The law exempts income from the largest 

sector of the economy and its administration leaves income from professional 

occupations untouched* The inequities in this respect may outweight some 

of the benefits such as the withholding of taxes on wages and salaries.

No major steps have been taken to improve the taxation of individual 

commercial and trading enterprises*
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Economie Efficiency of the Afghan 
Income Tax System*

A, Income Tax and the Incentive to work

1, Agricultural Workers
2, Industrial Labourers
3, Professional Workers

Bo The Effects of Income Taxes on the Incentive to Save and Invest.
1, Discretionary Concessions.

(a) Exemption from Custom Duties on Exports and Imports.
(b) Income Tax Holiday for "Approved" Industrial Enterprises
(c) Income Tax Relief on Dividends Distributed out of Tax 

Exempt Profits and on Interest Income,
(d) Repatriation of Foreign Capital and Profits,

2. Concessions offered under the Income Tax Law.
(a.) - Concessions to Individuals

i - Exemption of Interest on Government Bonds.
ii - Exemption of Interest Income from Deposit

Accounts with Afghan Banks.
iii - Abolition of the Two Tier Tax on the

Distribution of Company Source Income,

(b) " Concessions to Companies* 
i - Tax Rates

ii - Depreciation and other relevant Allowances,
iii “ Loss Offset Provision*
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The role of taxation in promoting economic efficiency and achieving growth 

objectives may be best examined under the functions of the Allocation 

Branch of budgetary policy. Under situations where the imperfections of

market mechanism prevent an optimal allocation of resources, adjustments

are often made through budgetary parameters in order to secure such a
presult , In the context of planned economic growth, guy such adjustments

required will have to aim at achieving the specific objectives envisaged*

Taxation appears as one of the effective policy instruments employed in
2this respect* This implies a departure from the 'neutrality' aspect 

which would otherwise govern the operation of a tax system* The tax 

system in this respect while serving the stabilisation and distribution 

objectives of budgetary policy, is primarily concerned with the mobilisation 

of adequate resources for capital formation in the public and private sectors 

The adequacy of taxes in mobilising resources for the public sector was 

covered in the earlier chapters of this paper. The enquiry here will be 

mostly confined to the role of income taxes in the mobilisation of

resources for growth in the private sector*

It must be noted, however, that the fulfilment of such a task, in our 

particular case, is liable to run the risk of encountering difficulties 

not only due to the relative importance of this single policy instrument 

in the Afghan economy, but also where and when the accomplishment of such 

a task appears to conflict with,rather than complement other objectives of 

budgetary policy* Furthermore, in a dynamic situation where a variety of 

factors are operating simultaneously, the net effect of a single policy 

instrument, however strong, may be somewhat difficult to assess. Never

theless, the numerous features characterising income taxes tend to render 

such taxes, together with other relevant measures, one of the most important 

and/

1* R. Mus grave, Op.Cit., pp*6--17

2* J.F, Due, "Government Finance", revised edition, Homewood III, 
1959, p.118.



and appropriate instruments of budgetary policy* This Chapter, therefore, 

attempts to evaluate the impact of income taxes, and certain other relevant 

measures, on the various aspects of economic activities, namely, the 

incentives to work, save and invest. The income tax will cover both the 

1958 tax law and the succeeding Reform of I967*

At, Income Tax and the Incentive to Work;

Income taxes, like other instruments of budgetary policy tend to alter the 

allocation of resources available in the economy by affecting their supply 

and demand schedules* Examining the effect on work effort, it is generally 

asserted that income taxes are likely to alter the total supply of labour, 

as well as the supply of specific employments. It is believed that as 

income taxes reduce income they will induce people to reduce work effort and 

spend more time enjoying leisure as it is not taxed* Therefore, the higher 

the tax rate the lower the reward for work efforts (labour). This results 

in more time being taken in leisure as leisure becomes "cheap" in relation 

to work, diagram (a), page 243 » This is generally referred to as the 

"substitution effect" of the tax* The heavier the tax, i.e. more progres

sive in the case of an income tax, the stronger the disincentive effects 

will be on work. However, where maintaining or raising the "customary" 

level of income, either in real or in money terms is significant to the 

recipient, efforts will be made to either avoid much of the excess burden 

of the tax by affecting the supply schedule, to increase efforts by working 

harder and/or more hours'^, or to shift to a more tax favoured occupation. 

This behaviour reflects what is called the "income effect" of taxation.

The taxpayer tries to achieve the highest level of satisfaction, between 

these "effects" through the various indifference curves thus revealing the 

"trade curve" through different points of income (work) leisure combination* 

The net effect of a tax change, therefore, depends on the following factors:

(a) /

This is meant to imply labour inputs as both a function of the length 
of time on the job - provided one is free to alter the volume of 
total work hours concerned - and under piecemeal job the intensity of 
efforts per unit of time, both of which are apt to raise the workers' 
gross, as well as, net earnings.
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AB is bhe wa^e line without any tax being imposed. The imposition
1 2of a tax swings the net wage line to AB‘ ot AB down towards OA, the

leisure/work endowment axis,. It will establish the equilibrium at
the points D and E, Since progressive income tax has a higher
marginal rate than a proportional tax and as such leaves a lower net
wage rate, the wage line becomes more flat in this case as it may bo 

2observed with AB o As the diagram assumes a declining marginal
utilities of income and leisure the locus of points at which the
indifference curves, i., i_, and iy are tangent to the price linesJ. £1 2
forms the supply curve of labour on the trading curve representing
different combinations of income, work effort and leisure. With the
wage line AB, OK income and OF leisure is secured and BX income is

]traded with OF. With price line Ah', 01 income and CG leisure is 
obtained. With Oil net income^leisure reaches OH and work effort is 
reduced to An. The more flat, in this situation, the wage line the 
less work effort is attempted and almost the entire period or time is 
taken in leisure*
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(a) The definition of the concept of income, the coverage of the tax base 

and the magnitude of variations in tax rates, A tax system based

on a wider concept of income having a wider coverage, and characterised 

by high marginal and low average or effective rates, tends to have a 

stronger substitution effect, adverse to work efforts*

(b) The shiftability of the tax and the supply schedules of various types 

(skilled and unskilled) of labour. Total labour supply, in turn is 

further affected by certain socio-economic factors, such as the 

birth rate, standard of education, changes among different sectors, 

and the composition of various factors of production within each 

sector and industry,

(c) The possibility of increasing or decreasing working hour's and the 

contractual obligations between employers and employees and their 

representatives, if any,

(d) A fourth factor affecting work efforts is the mobility of labour 

between jobs and occupations and between different sectors of the 

economy. This, in turn, depends on the state of the economy and 

the availability of the various types of labour in demand,

(e) The net effect of the various branches, i.e. distribution, stabilisation 

and allocation, of public policy. The effect of certain direct and 

indirect benefits, eminent from budgetary operations, may be of 

considerable importance in this respect,

(f) Non-monetary or psychic benefits and satisfaction arising from prestige, 

social status, power, challenge of work as against boredom from un

employment etc., are all strong factors motivating work efforts.

Empirical studies regarding these effects of income taxes on the work 

effort of different taxpaying groups have been attempted by several writers* 

The conclusion derived from the majority of these cases is that, on the 

whole, income taxes have had very little effects, if any, on work efforts 

of/



245

of the different groups of taxpayers.^ Although economic theory may 

he unable to provide an answer to the ultimate and definite effect of income 

taxes on work efforts, it may be possible to examine the effects of certain 

factors, such as the supply schedule of labour, the consumption pattern and 

the like, on the behaviour of an individual's work efforts* The attempt 

is made to examine the effects of some of these factors under the Afghan 

Income Tax System*

As the income tax is not of a general nature, i.e. covering all sectors, 

the effects and repercussions of the above factors, in terms of work 

effort, will therefore be different on the various working groups in the 

economy* It is appropriate to put the working population under three 

main groupings, in order of importance : agricultural workers, industrial

workers and Professionals, including civil servants, specialists and other 

self-employed professionals in different occupations.

Agricultural Workers:

5They constitute almost three-quarters of the four million manpower in 

total, and include tenants and seasonal farm workers who may be engaged 

in farming activities throughout the year. The 75 percent of GNP coming 

from/

4, For a review of these surveys, reference may be made particularly 
to: A. Chatterjee and J. Robinson, "Effects of Personal Income
Tax on Work Effort: A Sample Survey", Canadian Tax Journal, I969,
pp.211-220; G.P. Break, "Income Tax Rates and Incentives to-Work 
and Invest", in Public Finance and Fiscal Policy, edited by 
J, Scherer ard JoA, Papke, Boston, I966; J.F, Due "Government 
Finance; Economics of the Public Sector", Fourth Edition, I968;
L, Buck and S. Shimmia, "Is Taxation a Deterrent?" West 
Bank Review, 1959» p.18, and Government of the United Kingdom,'
RoVal Reuort on Taxation ... Cmd.9t09, London, 1954» Appendix,
Para.7 . A brief survey of^these and other studies on this issue 
appears in C.V. Brown and D.A, Dawson "Personal Taxation, Incentives 
and. Tax Reform" P.E.P, Broadsheet 5O8 January, 1989» pp.52-68.

5* The 2*5 million nomadic population is not included in this sum*
The total of male and female, of working age, in I966/67 was 
estimated at 5=6 million. The balance between this and the total 
manpower of 4=0 million constitutes the elderly and children of 
IO-I4 years of age not included in the manpower estimation.
Ministry of Planning,.Third Five Year Plan, I967/68



from agriculture gives an average per capita income of much below the 

Afs.35jOCO personal allowance, accepted under the income tax law, assuming 

no income is accruing due to value added to those in tlie intermediate 

levels of output. The land tenure system leaves the distribution of 

income and wealth uneven. On the other hand, income from agricultural 

pursuits, accruing either to landlords, full-time tenants, or seasonal 

workers such as nomads and the like, is exempt from income taxes irrespec

tive of its increase alongside national income over the past half a century, 

Therefore, under the present circumstances, neither the income effect nor 

the substitution effect of income tax has any direct relevance or impact on 

this sector. Even when seasonal employment outside the agricultural 

sector is sought, in order to supplement the income from land, the income 

tax law and its rate structure, as noticed earlier, will virtually have no 

effect on the supply of such efforts. First, owing to a relatively high 

level of personal exemption, income at low levels is not taxable. Second, 

most agricultural workers seek employment as manual labourers or engage in 

occupations without a fixed place of business; income does not become 

taxable even though it may exceed the personal exemption level. Occupa

tions such as these vary from daily manual work to semi-skilled labour, 

such as masonry, brick-laying, and the like. Should they seek employment 

under the 50 categories of artisans, except for the relatively low tax 

liability the marginal rate of tax is zero.

2. Industrial Labour:

Workers in the industrial sector generally fall under the tivo categories 

of semi-skilled and unskilled labour. Their number reached a total of

7 3,923^ /

6. Survey of Progress, I968, pp.42-43. Of this total, more than 
50 percent were employed in the construction of development 
projects where the pattern of remuneration does not exactly follow 
that pertaining to tlie industrial workers. A great majority of 
workers on these projects have come from the "Labour Corps" of the 
National Defence Forces.
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73,923 ill 1967, Gioployed in industrial and construction projects both 

in the public and private sectors. This includes tliose employed in 

public utilities, transportation and public development projects. No 

attempt has been made to group their earnings according to the particular 

type of skillo On the other hand, the difference in earnings between 

skills, however large it may be, does not exceed the Aj>s,35,O00 personal 

allowance limit. Most of them will be entitled to this total allowance,
7due to having large families . The average rate, although rising, has 

amounted to only Afs.13,355 per worker per annum. Table 32. This excludes 
the industrial workers from the income tax base and, as such, neither the 
"income" nor the "substitution" effect of the tax will have any relevance*

3 o Professional Workers :

The only group of workers whose work effort may be affected by changes in 
the tax level are those professional groups, such as civil servants and 
salaried individuals in the public and private sectors, who are already 
in the income tax base or near to it. Owing to the high level of personal 
allowance and to very low initial rates, income tax, as such, applies to a 
small number in the higher income brackets, where work motivation is not 
the function of one factor, i.e. taxes, alone. Nevertheless, it is 
believed that the rate structure of an income tax on wages and salaries 
and income from capital considerably affects an individual's behaviour and 
work effort. Therefore, an income tax with sharp and high marginal rates 
is/

7. A recent study on population growth indicates the high 
rate of population increase for most of the rural areas 
to be in the order of 2*3 percent as against the national 
average of 1.75 percent, "Population and Manpower Resources 
in Afghanistan", Ministry of Planning, I967.



248 Table 51.

INDUSTRIAL EMPLOYÎ ISt̂  T
1962 - 1967

Industry 1962 1965 1964 1965 1966 1967

Coal mining 1,358 1,067 1,135 1,324 1,433 1,582
Mining of Hon-metallic 

Mineral 254 349 291 296 526 469
Pood Production Processing 1,459 1,488 2,115 2,337 2,421 5,250
Textile and Cotton Cleaning 9,485 11,201 11,095 11,909 12,511 12,271
Mobile Manufacturing and 

Carpentry 785 805 675 572 611 616

Printing and Publications 1,150 1,193 1,007 958 1,012 1,092
Briquetting 88 99 90 107 97 89
Buildings and Construction 

Materials 1,662 1,781 1,954 1,941 1,973 1,761
Car Repair, Transport Equip

ment and Metal Work 1,528 1,399 1,399 1,430 1,581 1,592
Generation of Electricity- 442 461 477 480 695 1,044
Other Industries 170 252 262 270 311 579

Source: Compiled from the Production Tables, Ministry of Mines and
Industry, I968, Kabul,

Employment in Industry is expected to increase by 66 percent over the coming
five years. However,the rate of increase in the past has not been satisfactory*
Only in I967 the rate was relatively high. Even then, it was only a ten percent
rise over the previous year. Accepting a, modest rate of 2 percent growth in
population this will give a rise of more than. 500,000 per year* It will 
obviously increase the pressure of absorbing part of this rise outside agri
culture at a more rapid pace than what has been in the past or estimated for 
the future*
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Table $2

AVERAGE AmUJAL WAGE OE THE INDUSTRIAL 
1962 - 67 (in Afghanis)

WORKER

1962 1965 '^196r~ 1965 196T^ 1967

Coal mining -- 7,500 8,556 10,109 11,720 10,693
Mining of non-metallic 

minerals 8,800 8,140 7,324 7,530 9,160 7,787
Pood production processing 10,500 8,700 8,460 8,159 7,551 N.A,
Textile and cotton cleaning 8,870 9,530 8,729 12,045 13,385 15,188
Mobile Manufacturing and 

Carpentry 10,800 11,100 11,325 16,994 13,105 17,609
Printing and Publication 9,900 11,450 13,278 13,894 16,180 15,842
Briquetting 6,850 6,120 6,890- 7,245 7,474 9,584
Building Construction 

Materials 9,390 10,150 11,498 14,281 15,901 14,584
Car Repair, transport equip

ment and metal work 10,680 12,050 12,756 17,620 15,598 16,094
Generation of electricity 11,470 12,500 14,277 15,562 15,185 13,529
Other industries N.A. 8,250 15,413 20,698 19,000 10,756

Industry wise average annual 
wage 9,035 9,800 9,669 12,548 12,973 13,355

Source; Compiled, from the Tables on Industrial Cost, Ministry of 
Mines and Industry, I968, Kabul.

Note :
One of the reasons for the decline in the average annual wage in 
certain occupations indicates that the number of workers has 
increased but the rise in wages has not been proportional and as 
a result, the average rate is reduced, Table 31*
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is bound to have a stronger substitution effect, adverse to work effort, 

particularly at higher levels of income.^ On the other hand, the dis

continuities, conceivable in the context of an underdeveloped economy, 

such as Afghanistan's will render the possibility of a substitution effect 

adverse to work effort more difficult* Nevertheless, it is agreed that 

the disincentive effect on work effort tends to be less when the average
9rate is either reduced or left unchanged. This involves the stretching 

of the tax schedule into more and smaller income brackets, and a possible 

minimum rise of the rates between these brackets, both acting to keep the 

progression from becoming too steep.

The introduction, under the I967 Income Tax Reform, of lower marginal 

rates and relatively higher average, rates at higher levels of income, 

where the range of choice between work and leisure is presumably higher 

than what it is expected to be at lower or middle income gr-oups 3̂  Since'̂ *'̂  “ 

income from all sources is aggregated, the rise in the average rates has 

been prevented from being too steep by providing an extended rate schedule, 

with a greater number of income brackets* The rise in the income tax 

rates between the different brackets is no more than two percent above the 

preceding one* This shows a considerable improvement compared to the 

pre-1967 complicated schedular system* An awareness and knowledge of 

this feature of tax rates might further help decision taking and motivate 

work/

8. The results of empirical studies on this question show contrary 
to such a notion; however, it was suggested, to partly hamper 
inter-business movements of top executives* T.H, Sanders,
"The Effects of Taxation on Executives", Harvard University, 
Bureau of Business Research, Boston, 1951,'

9. R.A. Musgrave, Op,Cit., pp*242-243 

10, R ,A , Mus grave, Op,Cit., p,243•
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work ol'.fortŝ  ̂ particularly wlien taxes on certain sections of this group 
are withheld at source.

As for self-employed taxpayers, they are made up, as noticed above, of
more than 50 different groups of artisans who pay taxes according to the
rental value of the place of occupation or business, or a lump sum amount
based on a number of factors, T^ey have a zero marginal tax rate. The
increase in the tax revenue from this source may be attributed to the
establishment of servicing occupations, and more and larger individual
businesses. Pharmacies, increased by almost 65 percent, from l64 to a
figure of 25I between I962 and I96S and beauty salons rose from virtually

12none to more than ,35 during I966-I968. It must be noticed that since 
most of these fifty different categories deal in the supply of the basic 
necessities, it is not unlikely that a considerable amount of this rise in 
tax revenue would be passed on, backward to the supplier of primary produce, 
and forward to the consumers. On the other hand, self-employed profession
als such as physicians, architects, engineers and the like, page 100, owing 
to administrative inability and lack of taxpayer co-operation are not yet 
brought under the coverage of the income tax.base* As a result, it is 
difficult to pass judgment on the effects of income tax on the work effort 
of this group. however, owing to the growing demand for these specialised

13services 3 the bearing by the government of the total cost of education
involved/

11, A recent study conducted by the University of Gpasgow on the 
effects of the tax rate on incentives to work shows that only 
3 percent of the 179 workers and 45 percent of the 53 managers 
interviewed knew their standard tax rates, while none of the 
workers and only 6 percent of the managers gave their true 
marginal tax rates, and 23 percent of the managers gave roughly 
correct rates. Both these results suggest that the introduction 
of a percentage scale accompanied by frequent publicity may help 
the situation. See C.V. Bro'vm "Misconceptions about Income Tax 
and Incentives", Scottish Journal of I'olitical Economy, VoloXV., 
February, I968, pp.1-21. Also see Foreign Tax Folicies, Op.cit.
pp. 397-473.

12o Ministry of Planning, Survey of Progress, 1968, p.S. 25

13. e.g* the number of physicians reached an all time level of about 
600 in 1967 for a population of over 15 million. Survey of 
Prp^yias^, Ibid. p.S.25.



] Ainvolved in most of these services ' , and a variety of other factors 

mentioned above, it is unlikely that the imposition of an income tax on 

these specialised groups however progressive in rates, will have a 

substitution effect adverse to work efforts*

B* The Effects of Income Taxes on the Incentive to Save and Invest;

In order to achieve a certain rate of growth a society ought to save and

invest a certain portion of the national income enjoyed by both the public.

and private sectors* The greater this share appropriated for this purpose,

the higher the effects on output and growth of national income. Both

public and private sectors, will have to divert larger amounts of resources

from consumption to savings and investment in order to achieve this

objective* On the other hand, the level of savings is affected by and

is a function of the level of^income. The higher the level of relative

income the greater the proportion of that .income expected to be saved,

both voluntarily - as the marginal propensity to save usually rises with

increases in the level of income and wealth, and through taxation - as

the ability to pay of individuals equally increases with the rise in income.

Since the propensity to consume in most of the less developed countries
15is understandably high, taxes are expected to create forced savings by 

transferring .resources from consumption to savings and investment, with 

the assumption that a greater propensity to save and invest exists at the 

public sector level.

All taxes in general, and progressive income taxes in particular, reduce 

the level of residual income and its allocation between savings and 

consumption, both for the present and the future. The wider the coverage 

and the sharper the degree of progression, the stronger is the substitution 

effect/

14* "It is the duty of the Government to provide education free of charge 
by the State and citizens of Afghanistan Constitution of
Afghanistan , Article 54, Kabul, I964. See also Section (d), Art.18 
Income Tax Law, page 197 above*

15* J.S, Buesenberry, "Income, Saving's and tjpe Theory of Consumer
behaviour," Harvard University Press, 1949' 23-46



l6effect, adverse to save and invest * Income taxes in this respect sve 

alleged to (a) leave income in the lower level, with high marginal 

propensities to consume, virtually untouched and (h) reduce savings as 

the higher tax rates impinge on higher incomes where the marginal propen

sity to save is expectedly high* The insurmountable difficulties 

concerning the application of an income tax as a "mass tax", particularly 

in the context of a less developed economy, are widely appreciated. It is 

highly impracticable to advocate the existence of such a tax in the early 

stages of economic growth, except in those individual and specific areas 

where its introduction proves effective* The effect on savings, on the 

other hand, must be evaluated first in terms of aggregate savings in the 

economy and second, in terms of real and nominal* Where the proceeds 

from such a tax is utilised in the process of capital formation, the level 

of aggregate savings is not altered under the assumption that the amount 

taken in tax would have been totally invested in the same manner. Only a

resource transfer which carries with it a change in the process of decision

making by a separate institution (in this respect the government or other 

authorised body) has taken place. This is of crucial importance, 

particularly where the concept of private and social profitability, coming 

into the picture, will influence the choice of investment opportunities. 

Furthermore, a distinction must also be made between real and nominal 

savings. Savings and investments that command the factors of production 

aiming at increased productivity and higher rate of growth must be

differentiated from the accumulation of currency or property which fail

to achieve the above objectives. Although the major role of determining 

the pace of economic growth, in many less developed countries is assigned 

at an increasing' rate since the early post-war years to the government, 

appropriate measures have been designed for the private sector, which 

constitutes/

16, R. Musgrave, Op.Cit., pp*257-268<



constitutes a larger sector of the economy, to effectively raise the 

aggregate level of real savings and increase total volume of capital 

formation* While an increasing share of resources is being transferred 

to the public sector through various fiscal and monetary measures, 

emphasis has also been placed on raising that portion of the individual’s 

income which is voluntarily saved* By affecting the proportion of income 

allocated between savings and consumption at the private level, these 

measures would induce individuals to postpone present consumption for 

accumulation and future consumption at a larger future income. Such 

economic motives have compelled tax policy, as an effective instrument, 

to deviate where necessary from the "neutrality" concept and concentrate 

on narrowing the saving and investment gap between the private and the
] 7public sectors aiming at achieving a higher rate of growth. Tax reforms ’ 

have been advocated to accord a favourable treatment to saving and 

investment, while penalizing consumption. In the area of income taxation 

the private sector is encouraged to undertake a larger share of the 

investment programme* There are a host of factors, including taxes, which 

affect and influence individuals' pattern of behaviour between savings, 

investment and consumption* Although the present and future levels of 

taxation may be one of these factors, equally important are the level of 

prices, the extent of tax incidence, interest rates, the level of govern

ment expenditures as well as the highly controversial issue of the slope 

of the utility indifference curve regarding consumption and savings* For 

example, a temporary tax imposed on present consumption may have, in the 

event of an interest rate and assuming other factors remain constant, 

a substitution effect favourable to future consumption and accumulation.^^ 

The/

17. N. Kaldor, "Indian Tax Reform:___Report of a Survey", New Delhi,
1956.

18* This is so because the tax rate raises the effective rate of interest
from (i) to (i -f t)/(l - t), or, (l + i)Y/(l - t)Y, where (t) and (y )
are the tax rate and income respectively* Reference may be made to
R.A, Musgrave, Op.Git, pp.265-268



The higher the level of interest rate and the more progressive the rate

of tax, the greater is the substitution effect of the tax in favour of

■savings and accumulation, assuming no tax on future interest income and

no change in the slope of the utility indifference curve. However, for a

target saver, his level of savings may be inversely, rather than directly,

related to variations in the level of interest rates. On the other hand,

a high tax on interest or saving - such as a capital or a wealth tax -

may discriminate in favour of present and against future consumption and

accumulation. It reduces the net after tax rate of return. The

substitution effect appears to be adverse to saving, assuming no change

in the level of interest rates* This is one of the reasons why an

inflationary trend acts as a tax on the value of future earnings and

principal, thus reducing the incentive to save in areas where the rate of

return is adversely affected by such a trend* The point in view may be

made clear when savings and investments are seen in real terms such as

in productive ventures and in nominal terms, as in real property, A

tax system, such as Afghanistan’s, which by taxing income and/or Profits

creates differentials in net earnings against the former and in favour

of the latter type of savings is apt to affect the direction of savings

and capital into the tax favoured areas, i.e* real properties, where the

net financial rate of return is higher. The inflationary pressure

(change in prices affecting the choice of holding savings in cash or real

assets) by conferring further untaxed financial benefits to the ta,x
iQfavoured area, encourages savings for future consumption , rather than 

accumulation* IVhere income in the form of rent and capital gains from 

such savings for future consumption remains not only untaxed but difficult 

to assess, the change in the flow of savings towards this safe and tax 

favoured/

19* The holding of savings in real property generally termed as
"conspicuous consumption" is assumed to be for purposes of future 
consumption and not investment and accumulation. See R.A* 
Musgrave, Op.Cit. P*266
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favoured, area becomes more imminent. The problem is accentuated
20particularly when the degree of risk involved and the amount of loss

as against yield from investments and accumulations are not fv

considered by the tax system. Theoretically, one would argue that the

"income effect" of such a tax on risk investments will, under the assumption
21of a rising marginal utility of income as income falls, ' induces more 

investment and risk taking as such investments are expected to have higher

yield. However, where higher income tax rates are apt to still hit this

income (not/under a proportional tax) and affect the net after tax rate of 

return, the differential tax treatment still remains unfavourable to high 

risk taking. In addition, where investment behaviour is further 

influenced by the existence of various other factors such as market 

prospects, degree of uncertainty, supply of investment funds and efforts 

the "substitution effect" in this respect, is likely to shift savings in 

the direction of safer and more profitable areas. This remains valid 

irrespective of the fact that one might assume the discontinuities existing 

under such a situation might not make the "substitution effect" in favour 

of future consumption and adverse to investment and accumulation possible. 

Therefore, tax concessions likely to increase the net rate of return on 

risk investments, either through an indirect effect on the level of interest 

rates or the level of effective return, are given adequate consideration. 

This is specially needed (a) where the bulk of saving generally goes into 

the traditional areas such as urban and rural land, residential and 

commercial buildings and other properties, trading activities, character

ised by a relatively high and secure rate of return and a quick turnover 

of capital involved. Since the use of capital and labour in industry 

as/

20, See E, D. Domar, a,nd R.A. Musgrave, "Proportional Income Taxation ar.d 
Risk Taking", Quarterly Journal of Economics, Vol.LVÎÎI, May, 1944*

21* Paul Streeter, "The Effect of Taxation on risk-taking", Oxford 
Economic Papers, Volo5*> pp*271-287, October, 1955*



industry as against the traditional areas, i.e. speculative ventures and

conspicuous consumption, is more productive, by offering these concessions

it is intended to switch investment into industry, (h) the undeveloped

nature of the capital market is incapable of providing adequate funds for

risk undertakings, (c) Even where such a market develops the forces of

price mechanism under certain conditions prevent securing an optimal

allocation of resources aimed at^predetermined growth objectives, (d)

Under market mechanism, the costs and benefits to the society as a whole,

do not enter the calculation of the rate of return whether gross or net.

As such, private risk premium, although different for various under-

talcings tends to be very high. This in a way overstates the risk for

the society as a whole. It is necessary to mitigate these inadequacies

of the market mechanism whenever they arise. On the other hand, to

render these concessionary measures more effective, they are incorporated

in tax laws and other relevant provisions on a selective basiso They

include exemption from income taxes and custom duties on raw material and

capital goods for the initial years of new enterprises in industry,

agriculture and tourism; investment allowances and credit, various forms

of accelerated depreciation methods, loss offsets, changes in the structure

of taxes and others. Whether or not such concessions will induce greater

savings and investment is difficult to say, owing again to the interplay
22of a variety of tax and non-tax factors , It might only reduce, in 

certain cases the wide disparity in tax treatment existing between the 

different groups and sectors in the economy. This may in turn facilitate 

the intra-sectoral transfer of resources.

Tax/

22. J. Heller and M. Kaufman, "Tax Incentives for Industry in Less 
Developed Countries", Harvard Law School, International Program 
in Taxation, Cambridge, 19^5? pp.98-78.
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Tax incentives for inducement of private capital into investments, both

directly productive and those serving the secondary objectives of economic 
2ddevelopment fall under two main categories. The first category covers

5
what is.called "Discretionary Concessions" granted under the provisions of 

the "Private Investment Encouragement Law". This Law was promulgated in 

1967/680 It confers to both domestic and foreign capital alike, such 

specific concessions as (l) Exemptions from duties on the import of raw 

material and capital goods, (2) Exemption from export duties, (d) Income 

tax holiday to "approved" enterprises for a specified period of time,

(4 ) Exemption from income taxes (both corporate and individual) of 

dividends and interest income, (5) Ease of repatriation of foreign private
24capital, profits and interest. These benefits are relevant to

25"approved" investments according to the priority schedule of the 

development programme. Such investments may be recognised in (a) 

Industry, including mining exploitation and the processing of agricultural 

and /

25* The secondary objectives may consist of facilitating 
industrial finance, promoting manufactured exports, 
facilitating the transfer of technology, capacity 
production and the like.

2 4. Government of Afghanistan, "Private Investment Encouragement 
Law", Article 5s I967/ 68,. Eor a detailed evaluation of 
these concessions reference may be made to page 263 below.

25. Do definition of this term is given by the law. One may 
assume this to apply to investments that are in line with 
the priority schedule and have met the requirements of the 
provisions laid down in the law. "The benefits may be 
enjoyed by any real or juridical non-governmental entity 
whether Afghan or foreign .... " Ibid. Article 2.
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and. pastural output, (b) in Agricultural activities, including animal 

h u s b a n d , and (c) in the development of the tourist industry and the 

construction and management of hotels, expected to increase the invisible
'tVvG

earnings and improve balance of payments situation, and at the same time 

help secure stability in the foreign exchange market which is of great 

importance if investment of a medium and long term nature is to come 

forward and prove successful.

The Second category of concessions are the statutory provisions of the 

Income Tax Law before and after the I967 reform. They are 

"automatically" extended and are of a general nature, enjoyed by the 

income taxpayers without any administrative discretion. Although 

benefits automatically conferred have administrative convenience requiring 

no/

2 6. This was deemed necessary as agricultural output during the 
Second Plan period, 1962-1967, amounted to only 1.6 percent.
As noticed earlier, page 17 , this was too lov; to even maintain 
a constant level of per capita agricultural output with the 
1.75/  increase in population growth, even though it is consider
ably low rate compared with the average population growth rate in 
the neighbouring countries such as Iran and Pakistan, where 
population growth rate during 1950“62 has been an average of 2/ 
per annum, "Population and Manpower ..." Op.Cit., p.6, As a 
result, this sector has appeared to take the first place in the 
priority schedule at Afs.10.4 billion out of a total of 33 billion 
Afs. development outlay under the Third Plan, 1967-71, as against 
4 . 4 billion Afs. or 17/ of the total between I962-67. Almost 
85/  of this amount was allocated to irrigation and land 
reclairaation projects. Although industry gets a share of 
Afs, 11 billion, followed by social services and communication, 
the share of private sector is expected to rise both within and 
outside planned investments. In addition to the 5 billion Afs. 
an increase of about four times from 1,6/ to 6/ within the Plan 
private investment outside the Planned programme will rise by 
more than I6 billion Afs. This is 43/ of total investment 
during the period and represents an increase of 65/  over the 
Second Plan period. The bulk of this 21 billion Afs. is expected 
to go into the expansion of industry and agriculture. Source;

• ''Tbird Five Year Plan" , 1967/71.
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no special arrangements such as those under the Private Investment
27Encouragement Law, ' they have the weakness of not being able to

separate individual cases according to their own merit and contribution

to the process of capital formation and the growth of output. Details

concerning a prospective venture seeking the benefits granted under the

Private Investment Encouragement Daw, are required to be filed to the
28 ■Investment Committee in accordance with the provisions of the law.

It is only after an approval of the proposal by the Committee that

concessions may be granted. On the other hand, further investments of

the already established enterprises were entitled to benefit from the
29privileges offered under the Income Tax Law, Since such an arrangement

was/
27. Article 23 of the Investment Law, states that "the following 

relevant information by type of investment should be supplied:
(à) Estimation of capacity and a proformai profit operation,
(b) Amount and source of necessary raw material, (c) Imports 
of goods necessary to establish the enterprise and estimated 
additional import during the first five years of operation, (d) 
anticipated domestic sales and exports, (e) estimated number of 
employee and personnel, (f) Amount, type and country of origin 
of capital, (g) Degree of Afghan participation." The complete 
and precise fulfilment of this appears to be a problem mainly 
to local prospective investors. The number of criteria 
considered necessary for qualifying a prospective project as
an "approved" investment is too many. This makes the appraisal 
not only time consuming, but the apparent incompleteness may 
render the required particulars of a project inadequate to 
qualify for concessions. The prospective investor will find it 
difficult to correctly prepare information for the entire list 
without the necessary help of an appropriate organisation. The 
feasibility study of the project needs to be in part conducted 
by the agencies concerned, otherwise the inability of the 
prospective investor to analyse and carefully evaluate the 
profitability of the project may hold against increased invest
ment. Such technical services must be adequately provided by 
the agencies concerned. See page 262 on this point.

28. The Committee is composed of the following ministers of their 
authorised representative: Minister of Commerce as the permanent
Chairman, Ministers of Planning, Mines and Industries, finance 
and Agriculture, Op.Cit., Article 20,

2 9. First Five Year Plan, page 220.
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was considered implicit discrimination against prospective small 

ventures and favouring the already established large enterprises, 

any further investments made by the latter, from retained earnings 

were subject to the approval of the Ministries concerned, Never

theless, not many applications for such further investments by 

established enterprises, have been submitted for approval. In 

1965, only two such applications were made. In addition to the 

administrative requirements, such a treatment would, undoubtedly, 

hamper the establishment of new enterprises.

Although the Private Investment Encouragement haw of I967/68 and
■50the Income Tax Reform of I967 have remedied this shortcoming the 

administrative machinery for putting particularly the former into 

effect appears weak and inadequate for the following reasons;

(1) The haw has not made necessary provisions for a permanent staff 

to evaluate applications for the promotional fiscal and monetary 

privileges. There is no specific office or person responsible to 

provide technical information to and assist a prospective investor 

either to appraise, a project or to prepare a financial plan when 

needed,

(2) There are no simplified procedures set up for small enterprises,

and confusion dominates the administration of the various concessions

provided.

(3) The problem is rendered more difficult as the provisions of the

Investment Law fall under the jurisdiction of different govern

mental Agencies, even though the Investment Committee is expected 

to function as a co-ordinating body. The co-ordination of these 

functions is not likely to prove highly successful unless the 

functions of the agencies concerned are clearly defined, particularly 

among/

300 See Page 304, below.
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among the Ministries of Commerce, Mines and Industries, Planning and

Finance, as the creation of the first three was the ultimate result

of the splitting up of the Ministry of National Economy into
*

specialised government agencies in 1955» The more the overlapping

of these functions the more confusion and uncertainty in private

investment decisions and the more it adds to the social cost and the

slow pace of capital formation. The clarification of the functions

of these agencies is urgently necessary if any concession offered

under the law is to he effective and if confusion of prospective
31investors, both local and foreign , is to be avoided. On the 

other hand, there is no reason why the administration of the lav; 

should be handled in such a manner where the separation of functions 

diffuses responsibility and creates inefficiency and fails to give 

any investment proposal a thorough investigation. These short

comings may be largely eliminated if the promotional programme v;as 

to be administered by an autonomous body to be established as the 

"Board of Investment". It should include representatives of the 

appropriate government agencies as well as the private sector. The 

latter may be represented by an organisation such as the Industrial 

Development Bank, which represents the various interests of this 

sector. The decisions of the Board should be by a majority vote 

and binding. In cases of disagreement the mediation or arbitration 

of the Ministry of Planning must be sought. The Board should be

responsible to follow up the progress of any investment project that

has received approval and benefits from the privileges of any 

promotional programme. An "industrial development centre" must be 

established and attached to the Investment Board, The latter will

be assisted by the consultative services provided to it by the centre,

1. /

31, H.n, Hinrichs, "Certainty as Criterion;" Op.Cit.,
Ministry of Planning: Accelerating Growth in the Private
Sector, 1967



1, Discretionary Concessions;

An examination of some of the fiscal stimulants offered under the Private 

Investment Encouragement law will provide an insight into their effec

tiveness in inducing domestic and foreign private investment,

(a) Exemption from Custom Duties on Imports and Exports:

Custom duties, by definition, are of a cost increasing nature and as 

such affect the prices of the inputs and of final product* The benefit 

and value of any other concession is therefore directly affected by the 

magnitude of such duties* If other taxes or duties are kept con

siderably low while cost increasing charges, such as import or export

duties, are increased, the increase will obviously reduce the value of
32the benefits accrued to the beneficiaries . The result is a barrier, 

especially to the creation of successful small businesses, as they will 

be the ones to be pushed out or prevented from entering into the market 

due to competitive prices. This encourages mergers and integrations 

between existing establishments The consequences are not desirable for 

an underdeveloped country such as Afghanistan, where business activities 

both in trading and industry, are predominantly characterised by small 

establishments* Most important of all, it will retard and prevent the 

establishment of many,small, prospective but necessary auxiliary or what 

may be called "complementary" manufacturing enterprises, upon which the 

efficiency and productivity of industry in general depend. As such 

exemption from custom duties, particularly of the imports of capital 

goods and industrial raw material, has been a common practice among less 

developed countries , Afghanistan adopted such measures together with 

the/

52, If, for example, an investor's income tax liability is reduced from 
40/100 to 20/100 and at the same time a custom duty of X amount 
approximately equals to the 20/ income ta,x saving is introduced, 
the benefits expected from the reduction in income tax is likely to 
be erased or at least minimized. This is particularly so^when full 
shifting of the tax, either backward or forward, is)'likely).’if prices 
of certain items concerned remain or become subject to government 
regulations,

55, U.IT. Industrial Development Organisation, "Tax Incentives for 
Industria.l Dev,", ID/CCk'El/B.2, I967, page 19»
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the implementation of the First Five Year Plan, in 1997/58« As noted

above, the purpose of these measures was to maintain nhe value of other

fiscal measures such as the tax holiday, and/or a monetary concession such

as the provision of foreign exchange at subsidised industrial rates,

operative until I96I-6 2, page 5 6 , in order to encourage investment in the

aforementioned areas, . Capital goods and raw material not available from

domestic sources had been tax exempt for a period of three years. In

1967/ 6 8, it was raised to five years for "approved" investments, which

coincided with the tax holiday period, page 2 6 5, This was further

supplemented by a rise in duties on raw material imports which could be

obtained in adequate quantities from domestic sources, and on items
34competing with domestic industrial production. In spite of this, the 

value of capital goods and raw material imports in I967, which is to a 

large extent representative of previous years, amounted to more than 20 

percent of the total U, S./74 million import bill.'̂ '̂  Almost 75/ of this 

import of industrial input has been for primary and secondary material. 

Assuming an average rate of almost 20 percent in custom duties, the 

relative weight of tax savings from this concession cannot be overlooked. 

With greater economic and social overheads, and a larger degree of external 

economies this ratio is likely to grow during the initial stages of 

industrial growth,

As for export duties, the law states that products of "approved" 

investments are exempt from all export taxes for a period of ten years, 

from the date of approval of the investment, V/hether the word all 

includes the foreign exchange taxes imposed on export earnings, which at 

the/

34* Afghanistan's Tariff System is not bound under any international 
trade agreement and therefore it is not committed by treaty or 
convention to grant most favoured-nation treatment. Tariffs and 
exchange, as well as administrative controls, are used to restrict 
demand for less essential imports and redress large trade imbalance.

55' Foreign Trade Statistics, I967/ 68, Ministry of Commerce.
(Preliminary Estimate^



the rnornent is the heaviest tax on exports. Chapter 5? is not clear.

Export Duties proper are only nominal and, their effects on exports will 

not be as grave. The law requires further clarification on this point. 

Moreover, to render these tax incentives more effective, the exemption 

of export earnings from foreign exchange taxes or others may be geared 

to the value of exports rather than a flat ten year exemption period. This 

arrangement will serve as a further stimulus to boost exports. In 

addition, to the "traditional” export items, new lines of export must be 

encouraged to meet the growing foreign exchange requirements. Investment 

in such new areas must be allowed a more rapid depreciation allowance, 

page 500; in order to cope with the rapid pace of technology and 

obsolecence which largely affect costs. This would differ from industries 

producing for the domestic market, where second hand equipment may at 

times be used profitably, provided that adequate repair service and parts 

are readily available. Exemption from import duty on imported raw 

materials may be related to exports® Where such an output is consumed
56domestically the deferred duty may partially or wholly be collected ,

Where domestic raw materials are used in the export industry concessions 

on domestic taxes such as sales or excise taxes, may be recognised. This 

encourages the utilisation of domestic resources and an expansion of the 

export sector. All such measures, taken to promote either export or 

domestic markets, will also contribute towards reaching capacity 

production,

(b) Income Tax Holiday for "Auproved" Industrial Enterprises:

It is obvious that an attempt to reduce cost increasing levies, such as 

import duties, has the effect of raising gross and taxable income. l'Alêne 

'corporate/

56. Bank-Merkaai, Tehran, "Tax and Custom Regulation and Concessions 
to Industries, Page 46 in Tax Incentives for Industrial Develop- 
ment, UNIDO, I967, page 51* ' ^
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corporate income is taxed on a progressive schedule, as it was the case 

in Afghanistan prior to the I967 Reform, in spite of allowing a tax 
holiday, the benefits of a fiscal concession i.e. custom duty, through 

the manipulation of prices are reduced. This is especially true if the 

increase in the taxable income puts the investor at a higher marginal rate , 

which may absorb more of the taxable income than a tax savings on the 

imports of raw material and capital goods is expected to accrue. It is 

important to note that, under any concession, whether exemption from custom 

duty, a subsidised rate of foreign exchange or others, the benefits v;ill 

be apparent only when we are dealing with enterprises above the marginal 

point, i.e, the availability of either a gross or net rate of return, 

irrespective of the provision for loss-offset. In other words, the 

enterprise is operating at, or above the "break-even point", during the 

initial years of operation. It is during these early years of a 

pioneering enterprise that the effective burden of income tax and its rates, 

among other factors, is of particular interest to risk taking. This is 

why the conferring of such specific benefits automatically ceases after a 

specified period of time. The assumption here is that the continuation 

of such incentives is not necessary as the viable position of enterprises 

should enable them to face competition with their rivals both in domestic 

and foreign markets. Moreover, to extend tax holiday concession to the 

new investments of already established enterprises is to invite more 

problems by encouraging a further abuse of an already poorly administered 

income ta.x law. It is quite difficult, if not impossible, to isolate 

the exact amount of profits expected from a specific investment, particu

larly where vertical or horizontal patterns of production prevail. Even 

if departments are separately taxed - a.s it has been the case in the past - 

the possibility of allocating expenses to various departmeris or branches 

will increase the temptations to conceal profits, minimize the overall 

tax/



97tax liability and reduce public revenues . This will not only be

against equity considerations, in as far as the ratio of total tax to

profits is concerned, but v;ill render the effectiveness of the measure,

as am incentive device very weak, Therefore, in order to promote internal

finance, encourage risk taking, and reduce the pay back period, a full

income tax holiday was provided to nev/ enterprises for the first three 
98years, and, later in I967, under the Investment Encouragement Law it

was extended to five years effective as of the year in which the first
99sale of goods or services of the approved investment occurs. As such 

it does not relate the tax exemption period to the earning of profit, 

as investment in a less developed country is expected to serve a number 

of different objectives including the maximisation of profits* The 

uniformity of the exemption period does not discriminate between invest

ments on the basis of either ty%)e or territorial location**^^ The 

exemption is expected to provide for a quicker recoupment of the original 
capital outlay and induce risk taking as a result of changes in the net 

of/

97» Under the I967 Reform, the Ministry of Finance reserves the right
to allocate and distribute expenses receipts and profits among 
different activities of the enterprise so as to reflect accurately 
the income and prevent evasion of taxes. Article 4 6, Income Tax 
Law.

98. Under the 1958 Foreign Investment Encouragement Law, a three year
partial tax holiday on profits of only up to 15 percent of foreign 
registered capital was allowed,

99» Private Investment .*♦* Op,Cit., Article 9

40. This is similar to that practised in Ghana and Peru, as against
that of Israel and South Vietnam, where the period of tax holiday
commences with the profitability of the enterprise. See J. Heller
and M. Ksiufraan, Op.Cit. , page 26.

41* This aspect.of investment in industry has influenced fiscal
incentives to be of a differential nature, varying with the 
location and/or type of investment concerned. For example, 
Pakistan offers such exemptions on a territorial basis for periods 
of 2, 4 and 6 years according to priority areas, UNIDO, Op.Cit., 
page 29 . Mexico and P e m  offer for 9, 5» 10 or I5 years and
5) 7 or 10 years, respectively. J, Heller and M. Kaufman, Op.Cit., 
page 202; Note (23)
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of tax rate of return^^. This is especially important where the risk

element is high in the critical early years of operations of most

industrial undertakings. It is more so than in other activities, where

the recovery of capital or the turnover of the business falls within a

relatively short period of time. Furthermore, it will help solve

replacement difficulties when affected by the inflationary spiral, and

by a depreciation period longer than the normal period, i.e. 10 years,

based on the original cost. Although the net revenue loss from this

area may be relatively low, as profits are not normally very large

during the first few years, the concessions will nevertheless provide a

net tax savings, to a newly established enterprise. Compared with
43certain other- concessions such as "accelerated depreciations", the 

effects on revenue is greatest. An accelerated depreciation scheme 

allowing full write-off upon acquisition of an asset will still leave 

future earnings eminating from this source to be taxable,- unless the 

interest/

42. Assuming a rate of interest of 10 percent, the present value of 
a hypothetical perpetual income stream of £3 ,900 per year, on an 
initial investment of £10,000 with five year useful life, will 
be increased with the five year exemption from the 20 percent 
corporate tax. The present value of the income stream, with the 
tax, will be £1 0,0 07, but tax exemption for five years will raise 
this value to £12,308, or by 24»9/» This will affect the 
internal rate and net present value of investments, of the tax, its 
rate and timing as well as the earnings that follow after the re
coupment of the original cost of capital outlay, may be calculated 
on the basis of -fche "Discounted Cash Flow" or the "Net Present 
Value", depending on the rate of interest involved,. Reference 
to various methods of calculating the profitability of the re
coupment of capital and fiscal incentives may be made to A.J, 
Merritt and Allen Sykes, "Capital Budgeting and Company Finance", 
Longman Green, London, I966.

43» Further reference on this subject is made in page 300 below.
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interest free loan is further tied in the form of new investments.

The same is not true of a complete exemption from tax which involves a 

net loss of revenues* The significance of this exemption arrangement 

to a foreign investor will he minimised unless the country of destination 

allows a. tax relief for taxes spared hy the source country under tax 

hoiiday arrangements *

(c) Income Tax Relief on Dividends Distributed out of Tax Exempt 
Profits, and on Interest Income;

To allow benefits of the above measures to pass on to the ultimate dividend

conscious investor, and to encourage further portfolio investment

(including shares of stock and debentures), tax exemption is extended to cover

dividends and interest payments on foreign loans. The I968 Investment Law

provides that "... Investors shall be exempt from personal income tax and

corporate tax on all dividends for a period of five consecutive years

beginning with the year in which a dividend is first distributed. The

exemption shall, in no event, extend beyond the eighth year after the

date of approval of the i n v e s t m e n t , W i t h  the additional three years,

the policy is alleged to result in larger distributions rather than the

building up of reserves or promotion of internal finance, particularly

after the expiry of the income tax holiday period. Nevertheless, excessive

distributions can be avoided by a tax applicable to such distributions,
45beyond a certain percentage of annual profits, or paid up capital.

Interest on foreign loan, constituting part of the approved investment, is 

totally/

44» Investment Law ... Op.Cit., Article $, Section (d). This practice 
differs from one country to another* The Indian Law stipulates 
that the period for such tax exempt distributions must coincide
with the income tax holiday period, while Israel offers up to 10
years after the expiry of the income tax holiday period. See
UNIDO, Op.Cit., for such practices in other less developed countries.

45» Article 15 of the Income Tax Act of Pakistan provides that dividends 
paid out of exempt profits are not tax exempt* It also requires
that 60/ of tax exempt profits be reinvested. J. Heller and M, 
Kaufman, Op.Cit., pp.27, 203, smd 217,
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totally exempt from personal and corporate income t a x e s , S i n c e  both 

dividends and interest payments are deductible from corporate profits, 

preference of one to the other, except for reasons of fluctuations in the 

level of interest rates, is eliminated. Moreover, it makes it possible 

for an enterprise to obtain funds with low interest rates, particularly 

if the question of ownership is a, handicap in resorting to equity finance* 

Nevertheless, to avoid unnecessary loss of revenues, this exemption may 

be first restricted to interest from certain government securities and, 

second, the benefits should accrue to the prospective investor than to the 

foreign treasuries.

Since most of these measures are also intended to appeal to foreign private 

investments, their effectiveness to motivate such interests beyond the 

jurisdiction of national boundaries is very important indeed* The success 

of these measures will not only depend on how far they do improve market 

conditions, with respect ot the allocation of resources, on an inter

national level, but also whether or not they mitigate some of the 

obstacles arising from tax treatment under various systems* It is under

standable that most of these concessionary measures are intended to raise 

the after tax rate of return in the country of source* Whether or not 

the increase in the after tax rate of return can be maintained in the 

country of destination depends on a variety of factors* Our concern 

here is confined to the effects of tax treatment, as one of these factors*

Owing to the lack of tax agreements, between Afghanistan and capital 

exporting countries, affecting the extent and direction of foreign private 

capital among nations, the net effect of the concessions offered under 

the Afghan Tax System must be studied in the context of tax treatment of 

the individual country concerned* In addition to the lack of tax agree

ments, certain features of the 1958 Income Tax Law and the Foreign 

Private/

4 6, OpoCit,, Article 3j Section (0).
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private Investment Law were not conducive to foreign investment* In 

addition to the taxation of the corporate source income, dividends declared 

or profits retained have been subject to high marginal rates under the 

individual income tax schedule* This was due to the difficulty involved 

in obtaining the composition of capital, the number of shares, their 

distribution, and the identification of the shareholders* This raised 

the effective tax rate and treated foreign enterprises as individual tax

payers. It may be recalled from a previous chapter, page 201 that under 

the 1967 Reform dividend distributions in cash are deductable from cor

porate taxable profits and subject to only one tax at corporate level,

i.e. the 20 percent withholding at source* In the case of anonymous 

shareholders, this withholding is at a rate of 90 percent. The credit 

arrangement, as noticed, is only available to local shareholders, whose 

total income can be assessed on a global basis in accordance, with the 

provisions of the Afghan Income Tax Law, and whose total ultimate tax 

liability is over the 20 percent withheld. Such a treatment may still 

appear inequitable and discriminatory, especially where the interests of 

investors as controllers and/or shareholders are considered* A non

resident foreign investor may have no other income from other sources in 

Afghanistan. The 30 percent may be more than if the rate schedule were 

to be directly applied* However, such a treatment may be justified on 

the grounds that not much is known about the net gains from such assets 

held by the anonymous and non-resident shareholders, unless the information 

necessary is supplied through mutual co-operations of the governments 

concerned. Moreover, to avoid a double taxation of income and profits 

at the country of destination, unilateral tax reliefs, are common features 

of/
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.of a number of foreign tax legislations,^'^ similar to the Afghan example 

cited above* Under these conditions a tax exemption will shift tax 

liability from the country of source to that of destination. The 

benefits of the partial integration of personal and corporate income 

taxes, the tax holiday on corporate profits, exemption of dividend and 

interest income through tax "s'paring"'^^ provided under the Afghan Tax Law, 

go to the treasuries of the countries of destination* Under such arrange

ments, income from investments abroad will only pay the highest tax wherever 

it/

47*a.) The Income Tax Law of the United Kingdom provides that "Where
there is no agreement for mutual relief, the United Kingdom gives 
unilateral relief for the tax payable in respect of income arising 
in the other territory, limited to the effective United Kingdom 
rate of tax, (s.26-1953)« ' For particular arrangements under such
a treatment, reference may be made to K.S. Carmichael, Op.Cit., 
pages 529“575s and A.R. Prest, "Public Finance in Theory and 
Practice", Third edition, I966, pp.358-370, b) Similarly, the 
Internal Revenue Code of the United States provides for a credit 
or deduction from income of foreign taxes paid on the foreign source 
income taxable under the U.S. Tax Law as a country of destination.
See ''Taxation of Foreign Income under the United States Internal 
Revenue Code", in Report of Royal Commission on Canadian Taxation, 
PP»743“771» The same may be consulted on the treatment of foreign 
taxes under the Canadian Tax Law, pp.500-560, c) Income taxes paid 
to the Afghan Government on the income of German (Federal Republic) 
subjects - both individuals and juridical entities - from their 
operations in Afghanistan are credited against their German income 
taxes. The provision was adopted unilaterally by the Federal 
German Government on May 21, I965. "Tax News Service", International 
Bureau of Fiscal Documentation, Part I, Europe 34, 1965, Amsterdam,

■ Netherlands.

48, "Some capital exporting countries, such as France, Italy, Japan, 
the United Kingdom, and Vest Germany have gone into treaties and 
credit their subjects on remittances of profits from investments 
abroad, for taxes "spared" by certain developing countries...,"
UNIDO, Op.Cit., page 20,. Up to I965, United Kingdom had concluded 
tax sparing agreements with such countries as Pakistan, Malta, Israel 
and Jamaica. A.R. Prest, Op,Cit., p.369. For a further note on 
the pros and cons of "Tax Sparing", reference may be made to Heller 
and Kaufman, Op,Cit., pp.74-78.
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it may be. The higher the exemption and the lower the differential tax

paid abroad, as is the case under the Afghan Income Tax system, the larger

the benefits accruing to the government of the capital exporting country,

unless, a deferment provision exists, which exempts or postpones taxes on
49the retained amount of profits, or income enjoying the exemptions*

Measures to minimise these weaknesses need to be devised by the Afghan 

Government through such instruments as "double taxedion" treaties* In 

order to render these and other monetary and fiscal incentives more 

effective in attracting foreign private investments, emphasis, in such 

bilateral tax agreements, may be placed as much as possible, on the 

"Source of Income" criterion as the basis of tax liability, and tax credit 

should be the lowest tax charged on the same income. Here again, it 

requires that the concept of income be given its most possible, compre

hensive definition to, first, avoid any tax loss, and second, emphasise

the importance of any concession offered to foreign investors* Taxable
50status must be based upon "residency" rather than "citizenship".

The administration of the tax on the basis of the latter presents formid

able difficulties. In order to avoid any tax relief unnecessarily result

in loss of revenue to Afghanistan as a country of source and destination, 

terms such as "Residency","Domiciliary" and others, covering both real 

and juridical entities, need to be clearly explained in the tax law* It 

is/

49. To encourage the investment of profits in less developed countries 
the United States Revenue Act, in I962 excluded from taxable 
income deferred income of Americans from these less developed 
countries. Report of the Royal Commission,.... Op,Cit., pp,473-771

5O 0 To avoid such unnecessary complications, the tax legislations of 
many countries, such as the U.K., U.S., Canada and others, accept 
"Residency" as the basis of taxable status, e.g, in the United 
Kingdom, a person who is physically present in the Country for a 
period or periods aggregating six months, in any tax year, is a 
resident for purposes of income taxes, Heller & Kaufman, Op.Cit., 
and K.S. Carmichael, Op.Cit., and on the U.S. and Canada, the 
Report of the Royal Conimission ,, .. Op.Cit., may be consulted.
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is expected that such a criterion will encourage- real., private investment, 

as sgainst loans, especially negotiated through foreign governments * This 

criterion may render the determiîiation of total taxable income, for certain 

operations more difficult. Tlie operations of certain enterprises, such

as airlines, may not he covered hy a reciprocal, or mutual tax exemption 

treaty. Nevertheless, to remedy this situation, a formaula - such as the 

one outlined earlier, page 205 on the basis of which the proportion of a 

foreign enterprise’s world wide taxable profits, to expenses, may be applied, 

in order to arrive at the company’s taxable income in Afghanistan. 

Alternatively, a certain fixed percent of taxable profits may be accepted, 

which will be the basis of taxation. This latter may be a tentative 

solution, but it is administratively more convenient and realistic.

On the other hand, the source of income criterion may result in a revenue
loss to the Treasuries of the contracting capital exporting countries,

particularly where the countries conceived are not at the same level of

development, and at a stage where the volume of business is unpropor- 
51tionatoo But it is expected that such agreements will eventually

increase the volume of business, and trade, between Afghanistan and the 

countries concerned, whereby the ultimate benefits will offset the revenue 

loss. Furthermore, such an arrangement will hardly have any significant 

effect on the revenues of the Afghan Government from the Income Tax on 

the income of the Afghan Nationals raised abroad* The present low tax 

rates and the unilateral credit arrangement, already enforced, with 

respect to foreign income taxes, are likely to affect revenues, all the 

same,

(d) Repatriation of Foreign Capital and Profits; Another provision under 

the/

51. U ,N , Department of Economic Affairs, "The effects of taxation on 
Foreign Trade and investment". Chapter I, 1, Publication No,1950,
XVLf 1, page 5*
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the Private Investment Encouragement Law deals with the repatriation of

foreign capital* Capital invested may be repatriated at a specified

rate of 25 percent, per year of the registered capital, commencing after
52the approval of the investment. The relative rapidity of the rate at

which capital may be. repatriated is likely to reduce any possible risk

that the investor may anticipate from this area* The foreign exchange

market, during the past few years, has achieved a certain degree of

stability despite the fact that the gap between the official and free

market rates is still very wide* Changes in future government policies

regarding the public sector’s share of expenditures, its pattern of

finance and import - export policies must constantly bear in mind the

continuity of such a stability* In order to further safeguard foreign,

private capital, in addition to having joined the Convention on the
53Settlement of Disputes, Government Investment Guarantee Insurances have 

to be negotiated between Afghanistan and other countries. This scheme 

will ensure investors of the safety of their invested capital, other than 

that resulting through business failures*

One of the factors which might have created a barrier to further private 

foreign investment, has been the requirements on the ownership of capital* 

Equity ownership of foreign private capital was limited to 49 percent of 

total equity capital. This may have been advantageous to the Afghan 

investor in as far as control, formulation of policies and management of 

the enterprise are concerned. The unwillingness of either side, regarding 

such an arrangement, may function as an obstacle, mainly against the flow 

of/

52, The repatriation of foreign capital under the 1958 Private Invest
ment Encouragement Law was restricted to 10 percent of the capital, 
per year, over a period of ten years*

53, Afghanistan became a party to this convention when she signed, in 
1967, the protocol governing investment disputes between States and 
Nationals of other States*
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of foreign capital* This specific percentage requirement has been
54removed under the 1967/68 Investment Encouragement Law, which now 

allows foreign direct investment of up to 100 percent ownership of 

capital. Furthermore, the encouragement of "Joint-venture" enterprises 

is emphasised under the law, but whether or not it implies a termination 

of the venture after a specified period of time or the fulfilment of 

certain objectives, is not certain. One obvious result of such a move

ment is the pooling of modest sums, both local and foreign, which would 

have individually and separately found themselves incapable of operating 

on a large scale* The lack of managerial skills and technical know-how, 

foreign exchange requirements and the like are further handicaps that 

accompany local capital. However, local potential investors will have 

to find themselves on equal footing with foreign investors, for a number 

of reasons, before a great degree of success is achieved from such a 

movement* The elimination of the limits on the ratio of capital owner

ship was urgent and desirable. It was a shortcoming of the law, which 

failed to realise the fact that industries, and their management, differ 

from each other both, in their optimum size, and their composition.

An examination of the effects of each one of these concessions is 

difficult/

54. . In the case of trading, i.e. import-export, activities, a minimum 
capital requirement is deliberately maintained to be U.S./l0,000 
and U.S./98,000 for holders of licence type "A" and type "B", 
respectively. Past experience has made it necessary that a, level 
such as this is to be kept. Under licence type "A" a foreign 
individual will trade in his own name, while under type "B" 
individuals will operate in exchange for commissions, brokerage 
fees or other such payments from the foreign suppliers.
' * Licencing Regulation for Private F oreign Traders a:nd Commercial 
Firms in Afghanistan", Kabul I965/Î966, No corporate identity or 
privilege is enjoyed under either one of the two licences. Where 
the need for trading activities export-import arises for an 
industrial establishment, corporate privileges may cover such 
activities under the same industrial licence. This is to 
encourage the establishment of industries for export purposes and 
to improve balance of payment situation*



difficult owing to the undeveloped state of Afghan sxstistics* However, 

since the main objective behind initiating such concessions has been to 

induce private investments in industry, an assessment of their overall 

effects, to this end, may be made from Table 33» The total volume of 

private, both domestic and foreign investment in industry during the 

development decade, i.e. 1957/58”196l/62 and I962/ 63-I966/6 7, has declined 

by almost 50 percent over the 1951/52-1956/57 period, from Afs.1,124,639 Mil, 

to Afs, 551,800 Hill ion* Even when the few large investment projects are 

excluded from the pre-plan period of 1951/52-1956/57, the balance between 

this and the Plan period remains insignificant, both in terms of number of 

establishments and volume of industrial investments* This supports the 

argument that the deviation of the tax system from the neutrality concept 

and the provision of tax incentives do not operate effectively in isolation. 

Non-tax aspects of investment are important obstacles to investment 

d e c i s i o n s . I t  was not until I966/67 and thereafter that the pace of 

industrial investment gained momentum. In addition to the Income Tax 

Reform and the enactment of the new Private Investment Encouragement Law, 

most of the infrastructural projects, which facilitate establishment of 

industrial enterprises, wore, by this time, built and completed* By the 

end of 1967/68 some 36 applications for new enterprises were approved; 

all of which accounted for more than a billion Afghanis of initial invest

ment, within the priority schedule of programmed investments. This rise 

may have partly resulted from the retention of earnings, and partly from 

new capital,. Of the total 36 ventures, seven have been of foreign 

origin from four countries, with a total of £0.83 million worth of initial 

capital*^^ This rise is more than sixfold, compared to the previous level 

of foreign investment in industry*

2* Concessions Offered under the Income Tax Law: /

55. J* Heller and M* Kaufman, Op.Cit., pp.58-78
56* Kinistery of Planning, "Survey of Progress", I968/ 6 9, p.63
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2. Concessions Offered -under the Income Tax Lawi

The second category of incentives falls within the scope of the income tax 
law, which, as mentioned earlier, automatically accrue on a non-discretionary 

basis, to recipients satisfying certain minimum requirements* The 

recipients may be either pioneers, newly established or existing enterprises,. 

However, for purposes of income tax and granting of incentives, the bene

ficiaries, whether real or juridical, fall under two separte categories*

They are ’’Individuals", including proprietorships, partnerships - general 

and special or limited, and other entities of an individual character, and 

"Companies" which include limited liability and joint-stock companies*

The concessions conferred upon one, or both classes under the 19^7 income 

tax law, include the exemption from taxes of interest paivnents on government 

and municipal bonds, page 283 interest on bank deposits, pages 287 

the abolition of the two tier taxation on distributed, corporate income; 

Depreciation allowances, loss offset; investment credit and others*

(a) Concessions to individuals :

\Vhether it is a rise in the level of personal allowance, or a total 

exemption from taxes of income from certain sources, the important economic 

implication is that: with the rise in the level of disposable income, the

level of household savings and investment is equally expected to increase.

One such measure taken in this direction, by the I966/67 Income Tax Law, 

has been the exemption of interest received on government and municipal 

bonds* It may be maintained that the objective of such a move is more 

likely the creation of the capital market rather than an increase in total 

savings. Total savings might fall as a result of these concessions. The 

creation of such a market may strengthen the government's borrowing position 

solve the revenue problem owing to the inelasticity of the tax system, and 

add to the effectiveness of the instruments of monetary policy, page 4 4  .

The/
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The very undeveloped nature of the Afghan capital ar.d money markets, and 

the small ratio of the monetised sector, will obviously render the success 

of any such programme unlikely for a number of years to come, V/hether it 

is for bridging the gap between government revenues and expenditures, and/ 

or stabilising the monetary situation, through the open market operations 

of the Central Bank, domestic debt policy, under the circumstances, is a 

very poor policy instrument indeed. It does not compensate for the in

elasticity of the tax system. However, should the instrument appeal to 

the present monetized sector or should a larger money and capital markets 

eventually develop, the question of possible tax evasion and debt service 

are to be carefully considered while determining the rate of interest on 

these bonds and their treatment for tax purposes* Equity considerations 

affected through tax avoidance will not be repeated here as it has been 

already covered in an earlier chapter, page 194 Debt service obligation 

to the Central Bank and foreign creditors under the Third Five Year Plan 

is estimated to run at more than 9 billion Afghanis, or 18 percent of the 

development budget for the entire plan period. Furthermore, if a domestic 

loan programme is to have a successful start, the rate of interest on it 

has to be, unlike the objectives s.nd expectations of a debt policy, 

substantially higher at this stage than what is offered by the banks on 

deposit accounts to attract more savings. On the other hand, since interest 

payments on bank deposits are also tax exempt, the bonds may be issued at a 

discount. Any such effective rise in the rate of interest is not only 

costly to the government, but it also tends to affect the general level of 

interest rates. The effects of this on the prices of other such assets, 

e.g. commercial debentures, the interest on which is taxable will particu

larly be undesirable* This runs against the interest policy of the 

government, which is very important for small enterprises finding it 

difficult to raise funds either through equity capital, retained earnings 

or bank credit. Should the rate of interest be deliberately held at a 

lower/
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lowur level some attractive feature, such as acceptance for the payment

of taxes, loan and other obligations to the government may he added to

it* Even then, the question of confidence and redemption is still very

important. Since a bond programme has not been operative on a voluntary 
57basis , private individuals' confidence is crucial if these features are 

to induce participation in the Scheme*

An alternative attempt would be to embark on the sale of unregistered

"savings bonds", with the attractive feature of coupons appended to them,

which will be redeemed by the holder, once every ,three or six months, for

the interest due. The interest may be held, if so desired, which would

draw interest compounded every 3 or 6 months. This coupon feature will

greatly help the soundness of the scheme, particularly to those who may

want to be sure of its return. The bond will be issued for a period of
five years, redeemable, or renewable, upon maturity. To make the bond

more flexible, in as far as the principal is concerned, the bond can be

made negotiable after three or five years, and the Bank of Afghanistan must

be authorised to handle the purchase and sale, as well as the redemption

of such bondso In order to encourage people to hold to these bonds, a

lottery feature, drawn every month, may be attached to them. The bond

can be of a longer period of maturity and first initiated at the level of

agencies and institutions, public and private, with payrolls. Part of 
government

the annual/payroll of Afs.l,? billion will certainly find its way into 

the purchase of such bonds# Even a one or two percent will be considered 

a satisfactory start to the programme. The provision to exempt interest 

on/

57, The government made its first and last unsuccessful attempt about 
15 years ago which required many institutions and individuals to 
buy the bonds. The delinquency of the government to meet the 
payment of interest and redemption of the principal when due, put 
an end to the scheme. The main conclusion to be drawn from the 
previous attempt is that no coercion in the sale of bonds he 
attempted should the government once again resort to the scheme, 
for purposes outlined above,

58. Ministry of Planning, Survey of Progress, (Persian) 1969> 
statistical tables, o and 7 »
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on government bonds from income tax, which is only superficially attractive,

must be discontinued, even though tax administration is not so efficient

at the moment, and tax revenue from this source may be smallo As indicated

above, such an exemption is inequitable* It means little to those whose
■“ total income is small, but a great deal to those whose
/ income places them in the higher income tax brackets* This is particularly 

true as there will be no limits regarding the amount of such bonds held.

One way to raise the effective rate of return is to allow such savings, of 

the salary and wage earners in the low income groups to be deducted from 

taxable income* Interest obtained may have the withholding feature as 

far as taxes are concerned.

Parallel to this, a short term treasury bill, for a period of three months

may be issued. This will be attractive to traders ard others who may

have large amounts of idle funds due to seasonal fluctuations in their 

businesses. The interest rate may be held only slightly above what is 

prevailing at the banking system*

(ii) Exemption of interest on bank denosits:

In an effort to further increase savings, interest income on individuals'

accounts with Afghan Banks has also been declared tax exempt under the

income tax law* Although the growth of private demand deposit, both

household and institutional, appears impressive over the Second Five Year

Plan period, the ratio of deposits to total money supply and particularly
59bank-notes in circulation is yet very small* On the other hand, the

first year of the Third Plan exhibits a deterioration in the level of 

private sector deposits with the banking system. Total private demand 

deposits, during this period, fell by 0*7 percent. Taking the private 

sector alone, the fall in the level of demand deposits has been 6.5 percent 

which indicates a serious deterioration of confidence in the banking system, 

page49 ./

5 9 *  Table 6, page 4 9 ?  Chapter 2,
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page 49o On the other hand, the growth of the deposits of non-hank 

financial institutions^^^ with the hanking system, has increased,. This 

sector of l.ljc system now accounts for 22 percent of tJie total private 

demand deposits, while, in 1962, its proportion was a mere 4,2 percent.

This suggests a substantially improved flow of credit to and from these 

institutions and a health build-up of their capital.

The private sector's time deposits with the hanking system have followed 

a similar pattern. Table 3^. On the average, between I962 and I966, the 

private sector time deposits have increased at an annual rate of approxi

mately 30 percent. In I966/67, they amounted to almost 11 percent of the
6stotal money supply, and 1.9 and 2.1 percent of GNP and private expenditures,‘ 

respectively. The absolute rise is, therefore, insignificant in relative 

terms. The decline, during I966/67 and I967/68, has been over 18 and 28 
percent, respectively, as compared to the I965/66 level. However, the 

growth in holdings and deposits of non-bank financial institutions compen

sate for a major part of the decline. It may be noted that variations 

in the level of deposits are not a function of one factor, such as the tax 

system, but of a multiple of variables, including:

(a) The choice of the public to hold less cash and more banli deposits.

(b) The level of prices and business activities,

(c) An increase in the earning assets of banks, either by a purchase 
of securities, or by advances to customers, and

(d) Purchase of securities and other assets, from, or making advances 
to the general public by the Central Bank,63

How/

60, They include all the specialised financial institutions,
the effects of whose activities are generally not considered 
in analysing the money supply. They are, as such non 
deposit banks. See Chapter 2*

61o Survey of Progress, I968, p.21.
62. Expenditure figures are taken from production table. Third 

Five Year Plan, pp.187-188.
63, U.S. Sayers, "Modern Banking", 1958, pp*215 and 230.
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TIIAE DEPOSITS AT THE BAMING SECTOR

1962 - 1967

(Million Afs.)

Table 34

1962 1262 1364/5 1965/6 196^ 1967/8

Private Sector 166.0 165,6" 596.0 746.7 611.8 527.1

Government Sector 92 .9 122.8 68,9 116,4 504.1 550.8

Government enterprises 96 ,8 144,9 117.4 55 .8 50.0 90 .8

Other Commercial Banks 2 .4 1.1 1*0 1.1 0,8 0.7

Non bank financial 
institutions ■ 10.1 27 .5 2 4 .8 92 .5 112.5

TOTAL 359.0 444 .5 610.6 944.8 1052.2 1061,9

Source :: The Central Bank, Kabul,, 1968
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How much of the fluctuation in the level of deposits has been due to any

one single factor is difficult to determine* A change in the habits of 

people to hold less cash and more bank deposits (a) depends primarily, on 

the degree of monetisation, and the proliferation of banking services 

throughout the country. All this is admittedly a very slow process. It 

would be difficult to attribute to it the pattern of fluctuation, which has 

characterised the level of deposits during the period concerned. A ‘ 

closer look at the issue reveals that, the growth of total deposits has 

been closely related to variations in the level of money supply. This 

indicates that bank advances (c) and (d) to customers in the private and 

public sectors, have had a direct effect on the level of deposits* The 

decline in the level of private sector's total deposits may be attributed 

to the relative reduction in the volume of bank advances to this sector, 

pages 51 and 52 . Moreover, since interest income of institutions 

(companies), arising from bank deposits, is not only taxable income under 

the income tax law, but also subject to an additional five percent 

"Business Receipt Tax",^^ an adverse! effect on the level of deposits can 

not be rulled out* The rise in the level of business activities, (b), 

accompanied by a virtual decline in the volume of bank advances to the 

private sector, may be a further factor responsible for the fall in the 

level of the private sector’s deposits with the banks. Moreover, as 

indicated earlier, the high rate of inflation accompanied by a stagnant 

money rate of interest have discouraged the accumulation of deposits at 

the banking system. Deposits are largely encouraged when a positive rate 

of return either through a stable price level or through manipulations of 

the money rate of interest is maintained. It is not so much the tax 

that is largely responsible for the level of deposits. Any attempt to 

narrow the gap between the effective rate of return and the money rate of 

interest/

64* Chapter 5, page 100.
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interest must be reflected directly in the rate of return rather than in 

the form of ineffective hidden subsidy.

It may be concluded that exemption of interest on bank deposits cannot be 

justified, whether from the view point of incentive, equity or revenue*

The comprehensive definition of the concept of income must, also cover such 

income on individuals deposit above a certain limit. For purposes of 

taxpayer convenience and administrative efficiency, the limit will have to 

exclude small savers with an annual income from this source of below 1,000 

Afghanis. Banks will be required to withhold taxes at a flat rate of 

8 to 10 percent, the lowest initial rate proposed, for the income tax schedule 

and report the depositor’s name and amount of interest to the tax office.

(iii) Abolition of the Two Tier Tax on Distributions of Company 
Source Income:

A third measure, as noticed earlier, was the abolition of the.two tier tax
65on dividend income, and the provision of a tax credit towards the share

holder's total tax liability arising from other income, with respect to the 

tax withheld on dividends at the company level, and transferred to the 

Treasury.

It is expected that excess dividend distribution will be discouraged where 

individual tax liability falls beyond the fixed withholding rate of 20 or 

30 percent. The larger the level of retained earnings the more funds 

available for financing further expansion, or increasing external invest

ments. Either one is likely to raise the net rate of return to the 

ultimate shareholder. This is, often more than what the shareholder him

self will be able to obtain, due to the existence of tax at several stages* 

Furthermore/

65. It may be pointed out that there is no complete abolition of
double taxation on corporate source income. Retained earnings 
are taxed as corporate income and any subsequent distributions 
from it are again liable to the dividend withholding tax and 
individual income tax when received individually*
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FurtheriT>0-ne, internal investments and rate of return are likely to affect 

the value of existing shares,. As a result, capital gains are expected.

In the past, realised capital gains on certain assets, e.g. buildings and 

land have been subject to taxation, without due consideration for the time 

during which the gain accuraulated. The taxation of gains realised from

shares of stock, bonds and other such securities had not been specified in

the 1957/58 Act.

As analysed above, the I967 Tax Reform, declared capital gains from a

number of movable and immovable properties, subject to taxation, at the

normal progressive rates of income taxes with the averaging feature, page

192-195° Although the Reform has altered the situation, the implications

drawn from such a policy measure are of vital importance, in as far as the

process of investment and capital formation is concerned. A first short.-

coming of the tax, as seen, is that its differential treatment discriminates

against productive investment and favours conspicuous consumption. Even

where discontinuities may be held to prevent such a "substitution effect"

from operating, it is very unlikely to see a favourable effect on the total

volume of savings in the economy* It is important to note that at these

levels of income, where MPS is understandably high, capital gains are not

so much drawn upon in order to meet corisujnption expenditures* What the tax

in this respect may accomplish is an institutional change in the process of

decision making, i.e* from the private to that of the public sector.

Therefore, it is suggested that the tax, apart from its differential effect

also reduces the supply of savings in the private sector "by something

not far from the amount of revenues p r o d u c e d " . W h e t h e r  the expected

rise in the level of savings in the public sector will compensate, depends

on the level of savings/revenue ratio, the pattern and composition

of public expenditure. Even when all the proceeds are used in the 
productive/

66* B.C. V/allich, "Taxation of Capital gains in the light of Recent 
Economic Development", National Tax Journal, Vol.XVTII, I965, 
page 144•
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productive areas, it is necessary to evaluate the effects on incentives
6*7to invest by these groups in the private sector. Consequently, where 

the comprehensive concept of income covers such gains, the disincentive 

effects have compelled governments to provide concessionary tax rates, 

irrespective of the fact that income from other sources may escape higher 

rates of personal income tax as capital gains^^* A more favourable 

treatment of gains, especially on equity capital, i.e. shares of stock, 

as against other types of assets is expected to induce people to buy shares 

of stock, rather than channelling their savings into the more traditional 

but popular types of investments, such as land, luxury buildings and others, 

In Afghanistan, as witnessed so far, the share of business profits, 

particularly that of the corporate sector, in the national income is very 

small indeed, as compared to land and real estate, gains realised from such 

a small sector are not likely to be large. As this sector makes progress 

and shows signs of a rise in earnings in the early stages of economic 

growth, it is not advisable to clamp down upon these earnings as soon as 

they make themselves obvious. The contributions of these earnings, 

emanating from such sources as retained earnings, which directly affect 

national income, is much more important than those earnings resulting from 

fluctuations in the level of prices and speculative investments. In view 

of growth objectives, the counter productive effects of such a treatment 

may be considered stronger than those of other measures for the raising of 

revenues, or inducement of savings and investments* It may be argued that 

the/

68, . Such gains (long term, property held for 18 months and over) under the 
U.S. Tax Law, are subject to a flat rate of 25/ as against a maximum 
marginal rate of 70 percent on personal income from other sources*
In the U.K. such long term gains, accruing to individuals, are taxed 
at a rate of 30/ as against over 90/ of the individual income tax 
schedule, where no averaging exists. See A.R, Prest, Op.Cit.,

■ pages 228 and 297. For concessionary rates in less developed
countries reference may be made to J.D. Amatong, "Taxation of Capital 
Gains in Developing Countries", IMF Staff Pauers, 1967, pp.544-584

67. V/.A. Lewis, Op.Cit., p.245
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the exemption or preferential treatment of such gains, may enable the 

wealthy to improve their overall economic situation, and increase con

sumption from untaxed income * But, as indicated above, a capital gains 

tax has a direct bearing on savings. Any increase in such gains will
69affect the level of savings more than that of consumption Even if a

higher level of the propensity to consume is assumed to prevail among such

income and wealth groups, consumption at this level may be checked, quite

easily, by more effective taxes, such as excises or selective sales taxes

on items having a higher income elasticity of demand* This is particularly

effective as the various income groups of the society in general differ in

their consumption behaviour by consuming different goods in different 
70proportions as their income varies. Furthermore, a death duty or 

inheritance tax, which takes the realisation and averaging of capital gains 

into consideration, may be introduced to prevent the gains and benefits 

from passing on to the heir, without tax ps,yment. In order to break up 

large properties, it would be advisable to tax inheritance rather than 

bequests. To encourage retention of income and promote further investment 

a supplementary measure may be introduced; gains arising from holding 

venture capital, i.e* shares of stock and debentures, may be entitled to 

tax reduction at a specified rate every year, starting from say, the fifth 

year of the possession of such an asset. Gains from such venture capital 

may be declared tax exempt after ten years of possession. This will have 

no effect on either estate duty or inheritance tax. It provides for 

greater degree of retention of earnings, and, also, helps promote the 

establishment of the capital market. At the present, joint-stock companies 

are authorised to issue anonymous shares of stock. These shares are 

transferable without formal registration in the books of the company. 

Capital/

69* H.C. V/allich, Op.Cit., page 145.
70. W.A, Lewis, Op.Cit., P.405.
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Capital gains realised can, therefore, escape taxation* Although the 

additional 10 percent withholding, in excess of the standard 20 percent 

dividend tax, may reduce their attraction, further penalties may he 

introduced to limit the escape of gains without paying taxes* A more 

effective measure to cover registered and unregistered anonymous shares, 

and to take care of the "lock-in" factor, would be to exempt gains obtained 

prior to the end of the fifth year, under the condition that the proceeds 

are reinvested in similar assets of productive ventures* The length of 

the time period may be decided upon, which will take economic and other 

factors into account,

A second diortcoming of the tax is that gains are taxed at ordinary income 

tax rates, in view of the averaging provision, while on the other hand, 

losses from such investments cannot be offset from such gains for more than 

three years* That is losses not offset from gains in the same year can 

be carried forward and offset against future gains from these sources for 

not more than three years. This partial loss offset is likely to affect 

investment decisions and reduce risk taking, since the government only 

shares in the gains, while losses are largely borne by the investor*

The abolition of the two tier tax on distributed company source income and 

the reduction in personal tax rates have aimed at ensuring a higher 

effective rate of return than what may be obtained from other taxable 

sources. Even though dividend distribution may remain unaltered, this 

will help increase internal finance. But, the fact that capital gains 

from equity capital, or certain other industrial assets, receive un

favourable treatment compared to land and real estate, it may discourage 

and prevent the retention of a larger part of the benefits expected to 

accrue from these amendments to the corporate sector* This is more likely 

where further capital acquisition is related to and affected by the level 

of/
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of dividend distribution, rather than a rise in the value of equity capital, 

under a rising" price level. The wide disparity of the effective rates of 

interest among the different sectors of the economy further adds to the 

significance of a dividend policy,

A third and perhaps most important shortcoming of the present capital gains 

tax is its economic inefficiency* In a less developed economy, one of 

the most important economic functions of the capital gains tax is to curtail 

speculative activities, particularly, in real estate, land and other 

unproductive, immovable properties, the value of which has and is rising 

more rapidly with the pace of rising prices* The fact that gains from 

land and buildings are not equally taxed is, by itself, a discouragement 

to savings and investments into these risky but economically productive 

areas* Under the Afghan Income Tax Law, gains arising from the transfer 

of land and buildings are not taxable, as such, a,nd instead, the entire 

value of the property is subject to a nominal flat tax rate of one percent, 

page 190 . This is against the policy of discouraging such speculative 

financial transactions that are economically unproductive. It seems 

contrary to the fundamental aims of the capital gains tax that of serving 

as a control device which would assist the Distribution and Allocation 

Branches of budgetary policy. The objective of the tax must be to 

increase real savings and investment. Under the present arrangement, 

higher gains from productive investments will bear a graduated tax liability 

of up to 40 percent; while gains from real estate and buildings will 

bear a considerably lower tax liability, as they increase. Assuming a

10 percent rate of return on investment, the one percent transfer tax is

equivalent to only 10 percent tax on income from the transfer of such

properties. This method may be advantageous to small investors,

receiving small amount of capital gains, but this is not what the economy 

is in particular need of* It discriminates against greater productive 

investments. Within the same sector, it discriminates infavour of large 

property/



property owners rather than small ones* It might eve/i impair replacement 

value of assets, say, for owner-occupied houses* It appears to he contrary 

to the ultimate aim of the planners, to promote large amounts of capital 

investment in the productive sector* Capital will tend to shift from the 

productive sector to investment in land and buildings, the value of which 

may be increasing much faster than that of risky assets. The following 

example will best illustrate this line of argument:

Investment in Industrial assets 
(shares of stock)

(Capital gains subject to the progressive 
income tax schedule* In Afs*)

Investment in land and real estate

(Capital transfer subject to a one 
percent tax at the market value.)

Asset
Purchased Sold

Gains -i- 
or 

Loss Tax
Property
Purchased Sold

Gains + 
or 

Loss - Tax

1000 1100 (-1- 100) 4 1000 1100 (+ 100) 11
1,000,000 2,000,000 (+1000000) 300000 1000000 2000000 (+1000000) 20000

Should the one percent tax have affected and lowered the annual rate of

return and thus capital value to the seller, then the purpose and objective
71of the tax would have been served and fulfilled* But, the rise in the

price level during the past ten years, the expansion of the urban population,

the attraction of tourists, the influx of a growing number of labour force

into the cities, and the land and construction requirements of industries,

all have, undoubtedly, had a rising effect on the prices of these properties.

Under these circumstances not much of the tax, however nominal, may be borne

by the seller. On the contrary, the foregoing factors have caused immovable

property, particularly urban land and buildings, to rise in value much

faster than the level or prices would depict. This is especially true in 
the/

71. Capitalisation of a tax is likely to reduce the value of the asset 
concerned by a multiple of the tax. For example, a piece of land 
yields an annual 4/ rate of return and has a capital value of £3000, 
The l/ tax on the capital value of the piece of land levied, when 
transfer takes place, is expected to reduce the return to £90 and as 
such the capital value is lowered by the capitalised value of the l/ 
tax, i.e. by 30/.O4 or £750. The value of the land is thus reduced 
by this amount to £2,250. In other words, an amount equal to £2250 
is needed to raise a net of tax rate of return of £9 0, representing 
4/. I.e. 9 0 /.0 4 or £2250.



the Capital and Provincial cities* Land prices in the Capital city, have 

increased hy more than two thousand percent over the past twenty years.

This percentage is even higher when the price of land in the business areas 

is considered*

The lack of an organised capital and property markets is one of the 

difficulties inherent in the taxation of capital gains, based either on 

actual gains, such as is the case with shares of stock, or the capital value 

of the asset in question, such as land and buildings* The exact value and 

the real gains may be difficult to obtain* The prevalence of a considerable 

amount of concealment and understatement of gains renders the effectiveness 

of the tax more difficult* No tax measure will be void of administrative

difficulties. Part of the problem will be handled by the nature of the tax

itself, especially in the understatement of gains. The revenue office will 

benefit from the conflict between the interest of the seller and the buyer. 

But, in as far as the determination of the initial value is concerned, the 

keeping of records and reporting to the tax offices need considerable 

improvement. Until the development of securities and exchange markets, 

with an adequate register and recording facilities, the Revenue Department 

will have to take the initiative in maintaining such records through income 

tax returns and the help of Court Registrations, This requires, in 

addition to an increase in the revenue staff, a greater degree of co

operation between the Revenue Department and all the other appropriate 

agencies and offices involved.

(b) Concessions to Companies :

Owing to the unique nature of the corporate form of enterprise, profits

are often treated, for tax purposes, in a different manner than income

generated from other sources. Corporate profits, have always enjoyed 

a preferential tax treatment to individual income. The obvious reason 

is to promote and encourage further capital formation and a higher level

of corporate type of business organisation. It will, also help bring more 
326 sources/



resources under the control of the public sector, where records and accounts 

of such organisations are easily inspected by the public authorities. The 

corporate sector is more easily taxed, and its savings behaviour controlled, 

(discouragement of dividend distributions). This is mainly so as a large 

share of corporate income is normally saved and reinvested instead of going 

into consumption and/or unproductive investment* V/here a certain fixed 

level of dividend distribution is to be maintained, in order to ensure and 

promote equity share investment, the tax treatment of the residual income, 

at the corporate level, becomes more crucial to the success of the corporate 

type of business enterprise, and the process of capital formation. This 

becomes even more important where the availabi]ity of external funds,

through the medium of the banking system, page 38-47 , or the machinery of

the capital market seems inadequate,

A relatively moderate level of corporate taxation has existed under the

Afghan Income Tax Law since 1944, when such a tax was first instituted*

The various features of the system, aside from those incorporated in the 

Private Investment Encouragement Law, have undergone necessary changes to 

suit the requirements of the corporate type of organisation* The 

following pages will deal with some of the most important of these features, 

serving as forms of incentives intended to affect the level of corporate 

savings and investment.

(i) Tax Rates:

The general level of the tax has not undergone considerable changes since

1945o In 1945Î corporate profits were subject to a flat rate of 20 percent

tax, page gq . It wa.s reduced to a maximum of 10 percent in 1954. It

was not until 1957/58, that a radical change was introduced, involving a

combination of a fixed and progressive tax rates. As a concession to

industry, industrial establishments were subject to a lower fixed tax rate. 
Whether/

7 2. Schedule (P), page 15/
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Whether the rise in the number of new industrial establishments, from 27

in 1957 to 92 in I966, may partly be attributed to this factor is difficult

to maintain. On the other hand, total net private investment, within the

second Plan Period was not substantial, in spite of the increase in the

number of new enterprises* It amounted to a total of Afs*400 million, or

about 1*6 percent of total development expenditures during the entire period 
73of 1962-1967. Private investment outside the plan reached a total record 

level of over Afs*12 billion over the p e r i o d T h i s  aggregate covers 

investments in all sectors of the economy, including industry. However, 

industrial investment has been very low, Table 33, page 278 ,

In order not to have checked the expansion of the most successful enterprises 

and to have eliminated the preferential treatment between the industrial and 

commercial enterprises and among enterprises in the sane sector, the pro

gressive tax rates were, as examined earlier, replaced in I967, by a fla.t 

rate of 20 percent on undistributed profits* Under the pre-1967 Act, 

corporate source income was first subject to a maximum rate of up to 22 

or 27 percent corporate income tax, and a further individual income tax, 

ranging from 13 to 72 percent, on dividend distributions* Altogether, 

total distribution of corporate source income, which was subject to a 

maximum rate of around 92 percent tax before I967, can nov/ be treated at 

a maximum rate of as low as 40 percent. It affects the payout ratio of 

companies in favour of retained earnings. This feature, plus the fact 

that dividends are deductible from corporate taxable income, is likely to 

allow for a larger portion of undistributed profits which will, in turn, 

facilitate internal finance, providing funds for both fixed and working
75capital requirements*

73* Government of Afghanistan, Third Five Year Plan, I968, p.48 
74* Ibid., p.186.
75. Reference is made to pages . 297 and 298*
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(1)An industrial enterprise with a, total taxable income of Afs*18,000,000 
would have to pay taxes in the following manner under both systems,
i.e. before and after 1967°

(a) - Under the income tax law of 1958 
the tax will be:

1. Fixed tax

Exemption

2. Progressive Tax

3o Municipal Tax

Dividend distribution at 
40/ of profits net of 
corporate taxes

Assuming an average rate 
of 55 percent tax

Taxable income 
Afs.

18,000,000
05 percent
17,100,000
\____ 50,000

. 1 7,05,000

. 17 percent
1 4,151,500

01 percent
14,009,985

18,000,000
900,000

17,050,000
2,898,500
14,151,500
 141,515
14,009,985

Taxes Payable 
Afs.

900,000

40 percent 5 ,605,994

5 ,605,994

55 percent
5,002,196

2,898,500

141,515

5,082,196

Total undistributed profits 
Total dividend net of tax 2 ,521,798

8,405,991 7,022,211
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(b) “ Under the I967 tax law the tax 
will be :

Dividend deduction(1)

Taxable Income 
Af So

18,000,000 18000000
55 percent 5940000

Taxes Payable 
Af s o

Taxable corporate income 
Corporate Tax

Municipal Tax 

Dividend Tax

Total undistributed profits 
Total dividend net of tax 
Total tax paid

12,060,000
20 percent
9,648,000

01 percent

9 ,551,520

5564000

2 ,412,000

96,4805940000
at 40/ 2,576,000

4,884,480

(1) Assuming no significant change in the absolute level of dividend 
distribution is expected and as such it is kept at around the 
same level.
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As capital and money markets are so undeveloped, and an adequate volume 

of savings from individuals (household) is not likely to come forward at a 

rapid rate anticipated, retained earnings, encouraged hy the new corporate 

tax reform, are likely to be one of the most important and effective sources 

of finance,. Due to the lower tax rates, larger amounts of dividends net 

of individual income taxes, are expected to provide greater investible funds 

for new equity subscription at the hands of individual shareholders.

The revenue loss resulting from these sources is expected to be compensated 

for through the imposition of certain indirect taxes, such as excises and 

sales taxes, and in the long run, by the growth in the total volume of 

corporate profits* Although the net result still remains to be seen, the 

pace at which private sector has promptly responded in raising the level 

of private investment, over the past two years, may be considered satis

factory. This feature of the system seems to be more favourable to large 

and More successful enterprises. New and small enterprises, particularly 

unincorporated ones subject to the individual income tax rates, despite 

its lower marginal rates and the availability of concessions covered under 

the provisions of the Private Investment Encouragement Law, and who have 

no option in adopting smaller or larger distribution and retention policies 

will find it relatively difficult to rely on internal sources of finance 

as compared to their rivals, i.e. the corporate sector. Despite the 

growth of large establishments, future stages of Afghan industrial growth 

will largely depend upon the creation and performance of such small enter

prises./

76. It is not likely that the propensity to consume at higher levels
of income will always stay the same. As people's income increases, 
both propensities to consume and save in absolute terms are likely 
to increase, particularly in the less developed areas. There will 
still be a larger share of income saved than before. The type and 
nature of investment will obviously vary, and it is here that the 
inducements are more important.
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enterprises. Factors, such as the size of the market, the lack of 

adequate and competent management the meagre financial resources 

obstructing the creation of large enterprises may help small scale establish

ments* Furthermore, the potential auxiliary nature of such small scale 

enterprises in serving the large industrial establishments, supplying them 

with rav7 material, providing repair services, etc., are all likely to 

result in the growth of small sized enterprises. For long and short term 

capital requirements, resort to outside sources of finance is necessary.

As dividends received by companies, from "franked investments" are taxable 

at source and at the hands of the recipient company, the effective rate of 

return and the possibilities of external finance are reduced* However, 

chances of loans through debentures and credit may not be over-ruled*

The existing-commercial and specialised financial institutions, particularly 

the Industrial and Agricultura], Banks, will therefore, have to devote, 

under appropriate loan or investment policies, much of their time a>nd 

resources to satisfying the needs of such small but pioneering groups of 

enterprises,

(ii) Depreciation Allowances:

A second factor which affects and determines the level of internal resources 

available for capital expenditure is the degree of depreciation and/or 

amortisation of capital assets, allowed under the income tax law. The more 

progressive the tax, the higher the discount rates, the longer the useful 

life and the shorter the economic life (for tax purposes) of the asset,
(S

the greater^the effect of depreciation on the level of internal finance*

The method deducting depreciation charges, in this respect, acts as a 

hidden subsidy. In order to further increase these benefits, assets are, 

at times, allowed to depreciate at'various accelerated rates; through the 

straight-line method, initial allowances, investment credit, or a combin

ation of various measures. Such measures, which save tax and so provide 

for a rapid recovery of the capital, have been a common post-war feature 

of/
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77 'of many tax laws* V/here the ratio of depreciable assets to total

capital is high, as in mining ajid other heavy industries, changes in. the 

depreciation policy will render such investments more attractive* Such 

an accelerated depreciation scheme has thé following main advantages:

(1) It is likely to reduce the present value and, hence, the effective 

burden of the tax through tax savings*

(2) It provides the investor with an immediate increase in liquidity,

(3) In a period of rising prices, a fast write-off increases the real

value of the depreciation allowance. The opposite holds if prices 

fall*

(4 ) A shorter depreciation period renders the depreciation allowances 

more valuable, if the investor attaches a penalty discount to more 

distant returns, due to increasing uncertainty.

(5) Since, in the absence of a full loss offset, the investor may not

be certain that there will be sufficient future income from which

to deduct the depreciation at the permissible time, the sooner he

can deduct these charges the more certain he is that he will be
78able to deduct at all* Moreover, the acceleration of depreciation

charges will not only provide an "interest free loan", as it is
79usually referred to, but if the rate of return is high and the 

pattern of investment is so recurrent as to give taxpayers a control 

over the period of this tax free loan, neither the tax, nor part of 

the loar, will be paid back. The treasury, therefore, incurs a net 

loss of revenue. The larger the firm's depreciable assets, the 

greater the tax and interest benefits and the lower the level of 

public revenues* The practice may be more favourable under 

progressive/

7 7 »  Richard Goode, "Accelerated Depreciation allowances as a stimulus
to Investment", Quarterly Journal of Economics, pp. 191-220.CVoh/Gf/XR955)

78. Further reference on these points and the significance of tax
saving from a depreciation policy may be made to A.R. Musgrave,
Op.Cit., pp.556-546.

7 9 »  Heller and Kaufman, Op,Cit.,page I56.
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progressive income tax schedule than under a proportional one, as 

tax saving under the former' is obviously related to the level of 

marginal tax rates, However, even under a proportional tax rate, 

the benefits of such a scheme to a small and new enterprise, and 

those whose capital turnover is slow, may not be so great due to 

low level of profits, capital assets and retained earnings*

Nevertheless, where the money and capital markets are undeveloped, 

some degree of acceleration in depreciation charges will not only 

provide greater liquidity and cash inflow, which will help internal 

finance, but should further funds be necessary, loans supported by

such collaterals, i.e. acting as "leverage", may be negotiated on
, 80 easy terms.

Although the low share of capital in the Afghan industry may be an 

obvious indication of the extent of depreciation charges as a source 

of internal finance, the amendment, under the new tax law, affecting 

the magnitude of these charges are worth evaluating.

Depreciation allowances, in Afghanistan, have been on a straight-line 

basis, extending for a period of 16,5 years for machinery and plant 

equipment. Although a distinction is made regarding the various types 

of depreciable assets in different industries, the period in general is 

a lengthy one, and does not take into account the adverse effects arising 

from the reduced cash proceeds. It will prolong the recoupment of the 

capital invested, particularly, when the "pay off period" method of 

depreciation is adopted by the investor, irrespective of the fact that 

the useful life of the asset extends for a longer period of time* It 

will equally adversely affect the profitability of the investment when 

other/

80. R. Goode, Quarterly Journal of Economics, Op,Cit., p.201
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other methods, such as the DCF or the Net Present Value of investment 

appraisal are employed, owing to a high degr-ee of risk and the time discount 

factor applied to future earnings* An investment worth £10,000 depreciated 

for different periods, with no salvage Value, under a straight-line basis, 

at a constant rate of interest of 10 percent, and a tax rate of 20 percent 

will clearly indicate the significance of a scheme which allows a, rapid 

recovery of the capital. It is obvious that the highest present value, of 

either earnings including depreciation charges, or tax savings on depreci

ation charges alone, arises under the shortest depreciation p e r i o d . T h e  

net absolute savings arising from one method as compared with another may 

not be a substantial percentage of the initial capital outlay. But, as 

the rate of interest is very high the provision of this tax saving (interest 

free loan) device is very helpful indeed. The relative benefit appears 

to be greater when compared with the tax savings under lengthy depreciation 

schemes* The longer the period, the lower is the tax savings. With an 

instantaneous depreciation allowance scheme an advance, almost equal to 

the/

81. Under a one year depreciation scheme, (depreciation allowed upon
the acquisition of the asset) a 20/ tax and a lO/ rate of interest • 
the present value of tax savings on the £10,000 would be £1,818.
This is the highest in relation to a straight-line depreciation for 
four years, which is^l596, or £1228 and £988 for ten and I6 years, 
respectively. Tax savings under the l6' years scheme amount to 
almost one half of savings expected under the one year, or 9/ of 
the initial capital value. Earnings other than depreciation, 
including salvage value of the asset, are not considered in this 
case, as we are not so much concerned with the net present value 
of different projects and or their internal rate of return for 
purposes of feasibility and profitability study. The net 
difference of interest income arising due to time lag between the 
receipt of Investment Credit and the payment date of corporate 
income tax is also not accounted for. In determining the overall 
profitability of a project, all these factors will have to be taken 
into consideration. One of the reliable and satisfactory methods 
is through the flow of funds analysis using both the Net Present 
Value and Internal rate of return or yield approach, where the 
question of the profitability and internal rate of return appear to 
be more significant. For a review of these methods reference may 
be made to A.J. Merrett and A, Sykes,
a) "The Finance and Analysis of Capital Projects", Chapter V,p*148
b) "Capital Budgeting and Company Finance", pp.98-122,
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the tax rate on the total amount invested, is made, disregarding for the 

moment the time lag involved* This implies that the effective initial 

cost of the investment is reduced by tba.t amount, or the investor's rate 

of return is increased* The salvage value of the asset, if any, will no 

doubt affect future tax liability. Even then, as capital has been 

recouped, the after tax benefits of the salvage value are net gains.

To have minimised the disadvantages of the lengthy depreciation period, a 

direct credit which is often regarded as "Investment Credit", is provided 

under the Afghan Income Tax Law, The credit allowed is equal to 15 per

cent of any new capital outlays, in mining and manufacturing, obtainable

over a period of five years, and at a maximum rate of not more than five
82percent, or one-third of the total allowance per year. The specified 

percentage is deductible from tax liability and not from taxable income.■ 

It is meant to accelerate the pace at which depreciation charges are in 

fact deducted. It will improve the liquidity position which is extremely 

important in the light of the lack of money and capital markets. It is 

an outright gift and, as such, does not reduce the basis of subsequent 

depreciation/

82, This is in line with similar measures adopted in certain other
countries. The United States introduced a 7/ capital allowance 
under the 1962 Tax Bill; India offers 25/ rebate on capital 
investment. Heller & Kaufman, Op.Cit.; Venezuela ties the rate 
of this credit to the percent of profits reinvested, A 10;̂  tax 
credit is given for the reinvestment of 10-20/ of profit; a 25/ 
tax credit is given for the reinvestment of between 90 and lOOfo 
of profits. IÎ.M. Sommerfield, Op.Cit., P.99* A tax credit, in 
the writer's view is more desirable to Investment Grants, which 
although eliminates the effects of uncertainty on decision-making, 
still shifts the responsibility of decision-making to the Public 
Authorities. This may increase problems and complicate an 
already poor and inefficient administration, the controlling power 
of which may be resented by the private enterprise. Reference on 
Investment Grants may be made to "Investment Annraisal" H.M.S.O, 
1966, and to "Investment Incentives", Cmnd.2874, H.M.S.O* January,
1966.
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depreciation charges allowed* The provision is expected to, partially,

compensate for the effect of any rise in the price level on the cost of

replacement, particularly as the depreciation charge is computed on an

historical cost basis. The credit is allowed on a discriminatory basis

for additional investments in the already established manufacturing and

mining enterprises, where the risk is high and capital requirements more.

This will affect the quality of investment and will channel into the

manufacturing and mining industries more funds from the more conservative

and traditional areas, such as commerce, real estate and buildings and

the like. It draws no distinction between growing and stable enterprises

within the same area of activity. However, the implications are that a

larger benefit will be conferred, upon enterprises with a larger rate of

growth in their capital outlays, as against a non-growing firm* Tax

savings, under an instantaneous depreciation charge, according to the

illustration cited above, page 303, will only be about four-fifths of the

combined tax saving from depreciation at 6.5/ per annum and investment
83credit of the total 15 percent. The advantages of the longer depreciation

period, under these circumstances, is obvious, as the depreciation charges

still reduce the effective tax burden by the amount of the tax saved.

This raises the rate of return, particularly under a proportional income

tax. To encourage retention of profits and promote internal finance, the

amount of the 15 percent investment credit allowed each year must be made

more flexible and must be tied up to the percentage of profits reinvested 
during/

83* It must be pointed out that the discounted present value of the 
15 percent of £10,000 in the illustration above, page 303 , 
allowed over 3 years at 10 percent interest rate is only £1,243» 
(£500 X 2.48685), which is 17 percent lower than the initial 
value of the 15 percent, due to the effect of the discounting 
factor. In this particular case, the effective rate of Invest
ment Credit is thus reduced to only 12.43 percent of the initial 
£10,000 investment outlay, instead of the staturory I5 percent.
See Harold Bierman, Jr., and Seymour Smidt, Op.Cit., p.126 and 
A.Jo Merrett and A* Sykes, Op.Cit., pp.51-57»
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during these years, page 304 , note(88). /̂/hether under an accelerated 

depreciation method or the combined depreciation - credit allowance scheme, 

the deduction of any permissible charges presupcoses the existence of 

adequate earnings during the period concerned. The inadequacy of such 

earnings requires a loss offset provision, which will allow outstanding 

balances to be offset against future income * Under the present Afghan 

Tax Law loss offset, as noticed earlier, is allowed for a period of three 

years* An extension of this period will, undoubtedly, prove beneficial to 

both, new and already established enterprises, and will maximise the 

benefits of the concessions provided, page 30? below.

The present depreciation, however, lacks the provision for a rapid wear 

and tear of assets due to a double, and triple shifts. Industries and 

factories operating on a more than one shift schedule should be allowed a 

rapid wear and tear of their assets. Equally, no provision is made for 

the obsolescence of equipment. In the light of the present day's rapid 

technological achievements, a provision covering the normal life of an 

asset is not adequate* The l6,5 years depreciation period renders this 

issue extremely important. The efficiency of modern industry largely 

depends on the effective and adequate utilisation of technological achieve

ments,

A further shortcoming of the investment credit, like the import duty 

exemption on capital goods and raw material, page 263, is that no precaution 

is taken regarding the subsequent sale of such articles to unqualified 

parties* In order to emphasise the importance of these concessions, it 

must be clearly stated that, in the event of a subsequent sale to un

qualified parties, the whole, or part, of the exempted tax must be collected, 

depending upon the usage and remaining life of the asset, so as not to 

stifle modernisation when and if needed* The technical studies and 

findings of the proposed Industrial Development Centre, page 262 , will be 

of/
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of great importance regarding obsolescence and the question of modernisation

(iii) Loss Off-set î

One of the factors closely associated with the tax incentives provided 

under the law, and which greatly influence investment decisions and risk 

taking, is the loss offset provision» As noted earlier, the Afghan Income 

Tax Law provides that business losses sustained in any one year and not 

offset, may be carried forward for three years Under such a partial

loss offset, the income effect is likely to induce investors, influenced 

by an optimism, to take up more risk and recoverthat part of the income 

which is bound to be reduced by the tax, assuming a rising marginal utility 

of income as its level fallso But, the substitution effect, influenced by 

the lack of a full loss offset provision, may push the investor towards 

taking less risks, as the reward for risk taking is reduced where the 

government only takes part in gains and leaves risk uncovered* This is 

particularly important for individuals as well as companies under a pro

gressive income tax rate, which did exist in Afghanistan up to I966/67.
It is possible that a rise in the level of prices may work against the 

substitution effect, by making cash holdings less profitable. Although 

profits will be rising the taxation and treatment of dividends, retained 

earnings and capital gains and losses once again come into the picture.

A favourable treatment of capital gains and losses, may in the context of 

the Afghan.economy, induce investments and reduce cash holdings. An 

un f avourab 1 e/

84. This period appears the lowest among a number of countries. The 
United Kingdom Tax Law permits an indefinite carry-forward, and 
a three years carry-backwards on cessation of a business. In 
the United States a loss may be carried back three years and 
forward five years. Under the Canadian tax legislation, losses 
may be carried back one year and forward five years, K, Carmichael 
Op.Cito, ppo377"414, and Report of the Royal Commission on Canadian 
Taxation, Op,Cit., pages 252“-255 and 29I. Mexico and Puerto Rico 
allow a loss carry-forward period of five years each; Israel allows 
seven years, while Ceylon does not specify a fixed period.
UNIDO, Op,Cit., page 21,
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unfavourable treatment of capital gains in risky ventures, works against 

this eventuality; that is, where they are taxed as ordinary income and 

where losses are only partially provided for. Therefore, both the 

inflationary and the deflationary, effects in the economy will work against 

investment in areas where the realisation of these effects fall within the 

sphere of income taxes, with none or partial loss offset. In order to 

retain the beneficial effects of the tax holiday, dépréciation allowances, 

investment credit and other such incentives, provided under the Afghan Tax 

Law. , a more liberal carry forward of losses must be recognised. This is 

necessary on both equity and economic grounds* It is needed in spite of 

the elimination of the progressive corporate income tax, where the treat

ment of loss was bound to have a considerable impact on the level of 

earnings and tax liability* Losses from trading operations, of any one 

year, should immediately be carried forward and set off against any profit 

arising in the future from such activities. Such a loss offset scheme will 

also add to the effectiveness of the built-in flexibility feature of the 

tax system*

It is obvious■ that these ..provinstov\.s \ may involve a further loss

of revenue to the Treasury. It is also true that one of the economic 

objectives of the tax system in the country would be to partly transfer 

certain amount of purchasing power from the private to the public sector. 

This may be to the immediate and ultiraa.te national advantage only when and 

where public savings and investment would contribute more to the process 

of economic growth than the utilisation of these resources by the private 

sector. The provision of investment allowances of the type outlined 

above, does not conflict with this overall objective, provided they are 

granted to industries, such as mining and manufacturing, whose development 

has not only been given priority in the long term objectives, but who are 

expected to add to capacity production* furthermore, resources cannot 

be/
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be readily mobilised, in large areas of the economy, except through 

participation of the private sector, the motivation of which, therefore, 

appears to be a prime necessity. In the absence of the private sector’s 

contribution, the fulfilment of these development objectives will bring 

the government into the picture, with even greater capital requirements.

The secondary (multiplier) effects of any induced investments, resulting 

from a tax concession, may compensate for the immediate loss of revenue*

In order not to allow tax revenue sacrifice to be greater than the benefits 

from induced investments, the selectivity and discretionary features of 

these concessions must be emphasised together with administrative efficiency 

whereby each one of these concessions is carefully evaluated during differ

ent intervals* Wherever these concessions prove ineffective, they must 

be promptly terminated in order to prevent further loss of revenues, un

necessary sacrifice of equity and waste in the allocation of resources in 

the economy* Moreover, as a pre-requisite for the success of any con

cessionary measure, however selective, the shortcomings of the tax structure 

in general, and the income tax law in particular, covered in this and the 

previous chapters must be remedied* It is pointless to enumerate on these 

concessions, at the expense of revenues, equity and even growth objective, 

when the tax system carriers certain basic weaknesses*

Certain fundamental policy lines, which affect the private sector’s 

contribution to the process of capital formation, ought to be clearly 

defined. The basic philosophy underlying the economic development of 

Afghanistan, as defined in the Country's development programme, as early 

as the thirties, and reaffirmed in the most recent programmes since 1958» 

has been the acceptance of the principle of a "mixed and guided" economy* 

Both the private and public sectors have been expected to, simultaneously, 

work towards securing a high standard of living. On the other hand, 

looking at the application of such a philosophy in a dynamic sense, the 

scope and interpretation of the concept of "mixed and guidance", and the 

relationship/
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relationship between the private and public sectors’ sphere of operations 

become vital, in so far as the continuity of such a,co-operation is 

concerned. Ambiguities, arising from the very general nature of such a, 

concept, are apt to reflect themselves in the form of conflicts of attitudes 

and performance, which will render the concerted efforts of all parties 

concerned less co-ordinated, and liable to fall apart. This is extremely 

vital for an economy where the State occupies a much smaller part of income, 

than does the private sector. This difference, as noticed above, in 

magnitude, is of the general order of 10 percent State and 90 percent the 

private sector. It is important and necessary for the common goal that 

one understands the behaviour of the largest element in the mixture, viz. 

the private sector, which is governed by market forces, however imperfect 

such a market may be under the present circumstances. This remains valid 

despite the commitment to a development policy which conceives of the 

government as being a more dynamic and guiding sector in the economy.

This is understandable from the emphasis laid down in the Third Five Year 

Plan, where a relatively greater share of investment is assigned to the 

private sector than what it has had in the past. No doubt it may be from 

an understanding of this fact that the foregoing incentives, and concessions, 

intended to motivate the private sector towards greater investments, have 

been adopted. Yet, in order to render these measures more effective and 

successful in helping private enterprise to carry its share in future 

investment programmes, the economic policy of the government, in this 

respect, must be clearly defined. The question likely to be raised is 

whether entrepreneurs will be willing to make substantial investments, in 

any sector, before the government clearly defines the areas of its own 

interest, and gives adequate assurance that no drastic and frequent changes 

will be made in this direction. It is clear that the pattern of future 

expenditures and their finance, has been laid down in such a manner as to 

improve/
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improve output with a minimum efleer on the price level, thus ensuj-'ing 

stability in the currency and economic activities. Economic stability, 

coupled with political stability, will further help the pace of investment 

decisions. In order to expect the optimum benefits from all these factors, 

and the general public will find it equally necessary to understand where 

it stands vis-à-vis the government in the sphere of economic activities, 

terms such as mixed or guided must be more explicitly defined.

The word "mixed" can be interpreted to mean the joint participation of both 

public and private, capital, in economic organisations, or in areas of 

operations. Furthermore, it may not be sufficient to define the private 

and public sectors' appropriate areas in terms of light and heavy industries, 

A policy statement, clearly specifying the type of activities which are 

generally vested in a public interest, and therefore fall within the public 

sectors sphere of operation, has to be made. For example, industries 

connected with national security, the generation of electricity for sale, 

basic metal industries, coal, petroleum products, government printing and 

a few others, should be specified and reserved for the public- sector, at 

least for the time being. The rest may be declared to fall within the 

scope of private enterprises. Such a policy statement is believed to 

contribute to the effectiveness of all the incentive measures outlined, 

and recommended above.
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The Administrative Aspects of the Afghan 
Income Tax System

1. Adequacy and Clarity of the Law.

2. Lack of Book-keeping and Auditing of Accounts*

3. Administration of the Tax.

(a) Organisational Structure

(b) Recruitment Practices

(c) Employees Remuneration

4. Collection and Enforcement.
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In many less developed countries, the problems of economic growth, 

generally, stem from a typical cycle proceeding from low income and a, 

high propensity to consume, leading to low rates of savings and capital 

formation, which result in a continuation of a low level of income* As 

indicated earlier, a rise in the level of income necessitates an increase 

in the proportion of resources (both domestic a.nd foreign) saved and 

invested in the more productive areas and sectors of the economy* The 

limitations in resorting to foreign aid, deficit finance, surpluses of 

state economic enterprises and/or other such revenue items, call upon 

taxation to fulfil the task* On the operational level, the success of 

such a mission requires improvements in the structural and administrative 

aspects of the tax system in general, and of income taxes in particular.

The growing revenue requirements of the government, to meet the objectives 

of ambitious development programmes, must be met from additional yields, 

arising out of necessary structural changes and improvements in the 

administration of the tax system*

The capacity of Afghanistan to readily absorb tax increases cannot at the 

present, be reliably estimated. This is due to the lack of adequate data 

upon which such estimates may be based* Nevertheless, the analysis carried 

out in the earlier part of this paper serves as a rough guideline to the 

tax potential of the Country* It has been generally established that 

the ratio of total government tax revenues to national income, for the 

more developed economies, ranges from 25 to 55 percent, arid from between 

8 to 15 percent for the less developed countries, page 81, As indicated 

above, this ratio is substantially lower in Afghanistan than in other 

comparable economies. It may be mentioned that the tax revenues for 

1966/ 6 7, and for previous years, for which national income figures are 

available, could have been substantially increased by over a billion 

Afghanis, without creating a tax impact upon the people in excess of that 

sustained/
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sustained in the more lenient comparable economies. Based on this 

comparison and on the study and analysis of the tax system made in the 

foregoing chapters, it is conceivable that tax revenues may be substantially 

increased, not only through the revision of the entire tax system, but also 

through its administration. Reliance upon custom duties, particularly 

on imports, as the principal source of revenue has, during the past decade, 

provided a suitable expedient for periodically increasing the amount of 

revenue needed. As indicated above, it fails to serve other purposes of a 

tax policy, namely those dealing with efficiency and equity aspects.

Export taxes, coupled with various other levies directly imposed on certain 

major items of the export mix, such as Karakul, also v/arrant serious con

sideration for the same reason given in connection with import levies.

The livestock tax assessment deserves adequate consideration also. Land 

taxes too, as has repeatedly been emphasised throughout this study are 

demonstrably insignificant due to the lack of revision, either in the base 

or rates over the past fifty years; despite the fact that the major 

benefits from the government’s past and projected development progrsjome 

accrue to the land owners group* These are some of the areas that appear 

to warrant immediate consideration and reform, if a major, breakthrough is 

to be expected in the structure and form of the age old revenue system of 

the Afghan government.

Income taxes have been the only category of taxes which have undergone a 

series of systematic changes since the inception of the system. In spite 

of all these changes, one point remains certain, that revenues from these 

taxes have not absorbed more than a small fraction of the increase in 

national income. The results of our findings on the elasticity of the 

tax system further explains this phenomenon. It is also understandable 

that, under the present circumstances, drastic upward changes in rates 

tend, not only to defeat their purposes, but will also discourage private 

investment/
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investment at a time so urgently needed* The apparent anomalies and 

discrepancies, indicated above, form- barriers to the introduction of 

further measures at increasing revenues, as well as, serving the other 

objectives of fiscal policy* While this fact may be appreciated, it 

should not overshadow the possibilities of improving on the structural 

weaknesses of the income tax system, which renders the scope and extent 

of this important tax, possessing a great growth potential, very limited. 

Improvements on the administrative and enforcement aspects of the income 

tax system need equal consideration* Weaknesses in either one undermine 

various aspects of the tax* Among other effects, they both give the 

prospective taxpayer to withhold the necessary information, or present 

false and distorted facts. This is done either through the structural 

loopholes, resulting in the avoidance of the tax, or through a deliberate 

act owing to a poor administration, causing the evasion of the tax. By 

so doing, the act will result in partly or totally preventing tax payments, 

particularly when the difference between avoidance and evasion is only a 

matter of degree due to the existing standard of efficiency in adminis

tration and enforcement of the law*

This chapter will be confined to an examination of the impact of some of 

these factors on the efficiency of administration and enforcement of the 

income tax system.

lo Adequacy and Clarity of the Law :

Inadequacies and ambiguities, both in the scope and wording of an income 

tax law, are bound to hamper the effectiveness and success of that code.

It will undoubtedly contribute to creating loopholes, which will, in 

turn, result in avoidance and evasion of tax liability. It does not only 

waste administrative time and efforts in coping with the enormous volume 

of queries regarding the interpretation of these ambiguities and dis

crepancies, but also destroys taxpayer morale, which further adds to the 

problems/
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problems of an already inefficient administration. This is to a large 

extent one of the major factors making it both legally and administratively 

almost impossible for the government to enlarge the tax coverage and reach 

those who would normally be subject to the tax. The low level of tax 

collection in such a circumstance will have no relevance to the taxable 

capacity of the economy ‘ The Afghan case is no exception to this rule.

The Income Tax Lav; and its ad hoc revisions, since.its inception, have 

rendered the tax a complex piece of legislation, making it impossible for 

an average taxpayer to find out his approximate tax liability, and creating 

a pile of paper work for the inadequate and ill-equipped administration 

to cope with. No doubt, the failure to define, clearly and precisely, the 

area and extent of taxable items, effective and applicable rates, exemp

tions, penalties and other related issues, has added to the ineffectiveness 

of the lav;* Vagueness and ambiguity have left great areas of discretion 

open to tax administrators in the application of the law, over a vast area 

with poor means of communication. Some degree of collusion as well as 

conflict between the taxpaying public and tax collectors are inevitable 

consequences of such a system. The Schedular system, introduced in 

1957/ 58» without any manual or interpretation of the different provisions 

had, until I966/67 been a major source of queries and confusion to the 

taxpaying public and tax offices.^ The high turnover of tax officers 

and the lack of a comprehensive and clear interpretation of the law, in 

the form of a manual, added further to the administrative and enforcement 

difficulties. As a result of this confusion and inconsistency, a major 

part of the administrative staff's time, in the central as well as 

secondary offices has been occupied in attending to queries from provincial 

and district tax offices, and in handling unduly complicated cases*

These repeated enquiries, sometimes from the same source, amounting to 

more/

lo H.H. Hinrichs, Certainty as Criterion, Op.Cit., pp.159-54.
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more than a hundred cases each year, occupied the valuable time of high 

ranking officials, which would otherwise be devoted to policy issues.

This is one of the explanations why the government has resorted to the 

easiest and least costly ways of raising revenues, i.e. through indirect 

levies. The administrative complexities, in relation to the amount of 

revenues raised from such other sources, fell way behind that experienced 

under the income tax administration. On ’the other hand, this frequency 

of enquiries from secondary and tertiary tax offices does not suggest the 

questioning of a centralised system of revenue administration. A 

significant degree of authority, and control, must exist at the central 

level if effective reforms are to be initiated and extended* Decentrali

sation of authority, an important requirement in administering a nationwide 

programme, must not mean abandonment of control over provincial offices by 

the central office. The success of the system depends on factors other 

than a diffusion of authority* It presupposes the existence of clear 

directions, manuals and procedures worked out and put at the disposal of 

the secondary and tertiary tax offices throughout the country. A periodic 

inspection and audit will help in establishing connection between these 

offices and the centre, as well as facilitating the enforcement of such 

directives and procedures. It is apparent tha.t to operate a revenue 

system effectively, and economically, the good-will and conscientious co

operation of the taxpaying public is necessary. Although voluntary 

compliance with regard to income tax return is required of everyone whose 

income exceeded the minimum exemption limit, the number of such returns 

filed has been very small, indeed. Owing to the inefficiency in the 

administration and enforcement, the self-employed have avoided taxes by 

not filing any return. This may, in part, be attributed to the lack of 

communication between the tax offices and the general public. It is 

necessary that the taxpayers, too, must be extended every possible assis

tance to help in the understanding and enforcement of the law, and to 

create/
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create the best possible relatiors with the general public* Until very

recently, not ranch of all this had been done. It is a truism that the

individual’s compliance with the law in the highly developed economies is

associated with the existence of a high level of education, a high degree

of law enforcement and the availability of adequate interpretation of the

law which aid in its effective administration. The shortcomings of these

social and legal institutions, within the less developed economies, are

likely to render the administration of any la.w, however well designed,

more difficult, particularly under democratic practices. As far as the

enforcement of the income tax law is concerned, the persistence of this

situation, coupled with a narrow coverage of the tax, is not likely to

help improve general taxpayer morale and consciousness. The existence

of discriminatory features in the entire tax system adds to the problem*

The results have been an adverse effect on the yield capacity and economic

efficiency of the tax system* It also violates equity considerations

in taxation. Nevertheless, measures can be taken to improve the situation

and render the administration and enforcement of the tax law more effective,

The relationship of the different parties concerned, whether in a highly

developed or-less developed economy, is such that interests do not always

coincide and, as a result, the apparent struggle between the law enforcing

body and its subjects becomes more eminent. However, it is a matter of

degree. It was on these grounds that the income tax law of I966/67 was

accompanied by an elaborate manual, which is expected to help both the tax

officers and the general public. Provisions are made, which incorporate

into this manual any further interpretation arising from an unforeseen

eventuality. One of the measures for the prevention of avoidance and

evasion is the introduction of the withholding scheme. It has taken the

income tax system one more step closer to convenience, simplicity and 
economy/

2. For a brief review of some of the legislative and administrative 
aspects of the British Tax System, reference may be made to:
R.W. Maas, "Uncertainty in the United Kingdom Tax System Today", 
Accountancy, February, 1970, pp.93-100
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economy in taxation* The method, applying to income from wages and 

salaries, also extends to dividend income* Taxes on salaries and wages 

are withheld on a monthly basis according to a graduated withholding 

table, calculated and prepared by the Revenue Department on hypothetical 

levels of annual taxable income from such sources. Since the amounts 

withheld are only a nearest approximation of one's ultimate tax liability, 

and when such a level of income may not be materialised, the employer is 

allowed to make necessary adjustments, to arrive at the final tax liability,
3without resort to the tax office. As such an employee whose total 

income from work is taxed at source, has no other income, and who has not 

been employed by more than one employer during the taxable year, has met 

his tax obligation, and does not need to file an income tax return.^ In 

order to obtain a tax receipt, the taxpayer, under these circumstances, 

will only file, within six months after the taxable year, his salary and 

tax statements issued and certified by his employer, to the tax office 

concerned. The objective behind such a scheme is that the administration 

is not plagued by assessments, and adjustments at the end of the year, 

by minor tax refunds or by collecting small under-deductions. This may 

save time, but it is extremely important that fiscal responsibilities 

must rest with the tax authorities and not get diffused among tax offices 

and employers' accounting departments. It is desirable to retain the 

withholding feature of the tax system, but in order to avoid confusion, 

a possible loss of revenues, reduction of frequent field inspections and 

above all, elimination of the possibility of employers' complaints, 

employees must be required to file an income tax return to the appropriate 

tax/

3. In Sweden, the method of collecting the tax at source does not 
represent a discharge of final tax liability. In the United 
States, the withheld tax is calculated at a fla.t rate of 18/.
When wages or salaries are higher than the 18/, the tax with
held is only a partial payment of one's total tax liability*
The latter is similar to the withholding of taxes on dividends 
in Afghanistan, where a flat rate of 20/ is applied.

4o Income Tax Law, Op.Cit., Article 69.
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tax office, where the amount of monthly tax liability is calculated and 

communicated to the employer for withholding* The administrative 

efficiency required in this respect may be achieved through the facilities 

of data processing services* To further, improve the withholding scheme, 

the Department of Revenue could prepare and issue, a sample explanation, 

free of charge, to all taxpayers, on the schedule of tax rates, the with

holding tables, together with the sales promotion brochures on savings bonds 

and the like. This may serve a better purpose if distributed at the 

beginning of the taxpayer's fiscal year, when forms on compiling infor

mation regarding personal status, and other data, are filed* This will 

keep the taxpayer informed of his tax liability which will, in turn, help 

in the management of his finances* It will also indicate to him the 

chances of investing in the proposed "savings bonds", and, thus, reduce 

his tax liability. To have facilitated the application of the scheme, 

income, as the tax base, has been restricted to cash earnings only, and 

does not include employee remuneration in-kind, the valuation of which is 

difficult and costly. It is worth noting, at this point, that in order 

not to outweigh the advantages of the above scheme, the administration and 

enforcement of the law over other taxpaying groups must be improved and 

strengthened. It may be recalled that salary and wage earners, under-the 

previous law, enjoyed the advantages of a relatively low tax rate, and 

voluntary compliance in filing an income tax return* This has been 

replaced by the withholding scheme* As income from all sources is 

treated equally, the introduction of the above scheme, covering one 

specific group of taxpayers, necessitates further improvements in other 

areas of the administration and enforcement of the law. This is necessary 

in order to prevent a tax differential developing against such a group. 

Unless this precaution is taken, and the administrative staff, so released, 

is engaged in other areas to scrutinise the procedures and plug the 

administrative loopholes, the new law and its scheme will, eventually and 

inevitably/
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inevitably, discriminate against earned income, in favour of rentiers 

and others, irrespective of the existence of the personal exemption.

A tax-which improves the formal legal structure, equally depends, for its 

success, upon improvements in its entire and overall administrative aspect. 

Changes in the form and structure of the law however, necessary, uuaccom™ 

panied by equal administrative improvements, may be considered meaningless 

and wasteful.

(2) Lack of Book-keeping and Auditing of Accounts;

The efficiency and enforcement of an income tax system in a less developed 

economy suffers most from the lack of a proper system of books and accounts, 

This is often attributed to a low level of literacy; however, it need not 

be the cause of poor, unreliable and diversified sets of records, among 

the small group falling within the 10 to 15 percent literacy score of the 

population. The remaining vast majority of the population consists of 

fa.rmers, artisans, craftsmen and other similar occupations, who do not 

maintain records, and, at the moment, it does not appear feasible to 

require them to do so. The experience with individual businesses and 

partnerships has not been satisfactory. There are no clear sets of 

accounting methods and procedures. Commercial, industrial or cost 

accounting methods are still alien to the majority of the income taxpayers. 

As a result, where accounts and records are required, there is a lack of 

uniformity both in the accounting practices and the language. This is 

not only particular of the individual tax paying groups, but, also, covers 

companies and other juridical entities. Furthermore, the shortage of an 

adequate and competent revenue staff either renders these records and 

accounts useless, or creates an atmosphere of distrust and suspicion which 

in turn causes misunderstanding and disagreements between taxpayers and 

tax offices.^ It has been due to this very reason that the present 

arbitrary/

5. H.H. Hinrichs, Op,Cit., page I46,
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arbitrary 7 percent taxable profit, to total turnover of these specific 

groups of individual income taxpayers, i.e. proprietors, partners and 

others has evolved. This gradual increase to the present 7 percent does 

not prevent the taxjDayer from recovering that extra increase which the 

tax office is likely to collect. In an imperfect market, particularly, 

where prices are not easy to control and books and accounts are not 

available to reveal the true situation, a partial shift of the tax to 

consumers cannot be over-ruled. Moreover, the fact that a certain per

centage of turnover is specified as a minimum legal taxable income, 

businesses, whose rates of return exceed this limit, will deliberately 

file a return indicating only the minimum requirements. Annual inspection 

and audit of their accounts reveal this phenomenon. There is , normally, 

no field audit. However, the authority to do so may be issued by the 

Ministry of Finance. Therefore, all accounts and books are subject to an

office audit and inspection* A post audit of the accounts and records of

the individual businesses for the I963 indicates that over 80 percent of 

the total 2,289 businesses, maintained inadequate records, which necessi

tated an adjustment in the volume of their total activities.^ Revenues 

from this source constitute a considerable portion of total fines and 

penalties, page II9 , It is true that a small business lacks the expertise 

and knowledge that would enable it to use accounting data as a guide.to 

analysing the prospects of the business and help in decision-making. 

Furthermore, expenses on such operations, according to their interpretation 

of cost, seem unproductive and unprofitable. The adoption of a proper

system of accounts will reveal some of the secrets of their businesses,

which they consider very important, Nevertheless, if income tax is 

expected to play its full role as a fiscal instrument, none of these 

factors should prevent the tax authority from improving the situation. 

Simplified/

6, Revenue Department, Afghan Ministry of Finance, 1965*



324

Simplified systems of commercial and industrial accounting, with 

elaborate manual of operation, mainly covering purchases, sales, inventories, 

depreciations and other items of income and expense, must be devised by 

the Revenue Department and issued together with business licences. The 

Chamber of Commerce may be given the responsibility to conduct pilot 

training programmes on these systems for any businessman in need of help 

regarding the application of these systems. At the moment, there are no 

independent audits of accounts by certified public accountants and auditors. 

The present state of affairs explains the inevitable situation arising from 

the lack of this vital service. As a second step, it is necessary that 

such independent auditing bodies, operating on internationally accepted 

codes of ethics must be created. In order to ensure and justify the 

economy of their operation, as well as help establish lower rates of audit 

fees, accounts of all taxpayers above a certain level of capital and income 

in whatever area of business, should be subject to the independent audit. 

Auditors could be made responsible to the tax office, thus ensuring the

reliability of the taxpayers accounts and reducing avoidance and evasion

to the bare minimum. Although audited accounts will facilitate the work 

of tax offices, they are not totally fool-proof and, as such, incapable of 

eliminating all likelihoods of fraud,. This shortcoming may be remedied 

by devising a self-checking, single comprehensive consolidated return which 

will contain information on every individual taxpayer. It will include 

all the necessary information on both income and wealth from all sources.

It will not only provide a possible basis for instituting an estate duty, 

inheritance or a wealth tax, but will serve the Municipalities as a good 

basis for property taxes, as the capacity and ability of the municipalities 

to assess and collect taxes have been very poor.

There is a shortage of trained personnel in the entire area of revenue

administration. Few have any accounting and tax education, or any

training prior to taking positions in the revenue offices either in the
Ministry/
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Ministry or out in the provinces. There has been, virtually no in-service 

training on the tax system and procedures. On the other hand, the limited 

number of personnel are fully engaged in trying to scrutinise to the best 

of their ability, the income tax returns, so as to ensure that they comply 

with the tax law. As a result, few personnel are available to pursue the 

potential revenue lost through tax evasion, particularly those potentia.l 

taxpayers v/ho may have never filed returns in spite of the repeated appeals 

by the Revenue Department. The standard of auditing and inspection at tax 

offices needs to be sufficiently improved. Not only more college graduates 

are necessary to be recruited, but a continuous training programme on 

accounting, auditing and costing needs to be maintained at the Revenue 

Department, to train tax officers prior to taking up a job and after a 

certain period of practice in the field. This should be supplemented by

training on the theory and practice of the different aspects of taxation, 

by senior tax administrators. This will be more effective and will con

tribute more to the enforcement of the tax than for authorities to raise 

tax rates or find new revenue areas to meet revenue requirements,

(3) Administration of the Tax System;

The level of tax revenue and the morale and consciousness of the taxpayer 

are greatly affected by the organisation, adequacy of personnel and 

efficiency of administration in the tax office,

(a) Organisational structure ;

Internal revenues in Afghanistan contribute to two levels of government; 

the central and the provincial. The national or central government, and 

the twenty-nine provincial and district governments are supported by the 

centralised and commonly administered national revenue structure, Charts

(a ) and (b ). Such an organisational structure requires a system of co

ordination inside each one of these offices, and between them and the 

central/
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central office,, The lack of adequate and immediate contacts, mainly due 

to the difficulties of prompt coiruiiimication between these offices adds to 

the problem. The provincial and district branches, divided into four
7divisions, are staffed according to the population and the area administered.

(b) Recruitment procedures ;

Recruitment, appointment and other aspects of personnel administration, 

including employees of the Central Office, are seldom considered the 

function of the Central Revenue Departmento There is no Civil Service 

examination. Such personnel matters are handled by the Department of 

Administration, through the authority of Deputy Minister of Administration 

according to the vacancies arising in the various Departments of the Ministry, 

This adds to the difficulty of establishing a basis for contact and co

ordination between the Central Revenue Department and the provincial tax 

officeso Appointments, promotion, rewards and punishments of all tax

officers must alwa.ys remain a responsibility of the Revenue Department and

must be acted upon with the consent of this Department* It is only 

logical that while the Central Revenue Department is held responsible for 

the volume of revenue collection, the enforcement of the law, the behaviour 

of senior and junior tax officers and the like, they must, also be allowed 

to give decisive opinions and recommendations regarding the appointment,

removal, reward or punishment of tax employees* An Annual Convention

recalling all the Revenue Commissioners at the Commisariats - called 

"Mustofiat”, the provincial counterpart of the Ministry of Finance - for 

presenting reports and policy consultations, as well as outlining the 

future objectives of the Revenue Department, will considerably contribute 

towards/

7. These offices handle separately, livestock and land tax, specific 
and small business or az'tisan tax, individual income tax and 
corporate income tax. As such there existed, until I967, little 
administrative co-ordination among these offices mainly because of 
the schedular system* Whether or not theglobal system will improve
the situation remains to be seen. However, the legislative move 
has been in' the right direction*
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towards increasing the level of co-operation between the Central Revenue 

Office and the Secondary Offices throughout the Country, All minutes 

and resolutions of the meetings will have to be communicated to all tax 

offices and parties concerned. Such an. experience has been exercised 

only a couple of times in the entire history of the Revenue Department, ■ 

This must be pursued vigorously and regularly in the future. It will 

not only establish and improve co-ordination between the tax offices 

concerned, but will also help to emphasise the responsibilities of 

individual Commissioners and tax officers*

(c) Employee Remuneration:

Equally important is the pay scale of tax personnel* The salary scale 

in civil service is generally low (Table 35*) The basic salary for a 

University graduate starts at rank 8 with Afs*1500 or less than £14 

(U,S./33‘3 at the official rate) per month. To this is added Afs.200 

per month for the academic qualifications* High School and primary 

school graduates, constituting almost the entire tax personnel throughout 

the country, are employed at initial ranks of 10 and 15 respectively, A 

rise in the salary scale of tax personnel may be recommended, but such a 

move will implicitly belittle the nature of other branches of civil service 

Any concession to one particular group, unless working under unbearable 

working conditions, is likely to affect other closely related areas. 

However, where it seems impracticable to provide an overall pay increase, 

the efficiency of the tax personnel may be boosted through incentive 

devices, both monetary or otherwise, such as bonus payments, orders, 

promotion and other compensations, depending on the level of individual 

performance. This is vitally important for the efficiency of adminis

tration in a job which requires implicit trust, while carrying little in 

the way of prestige or popular acclaim for the services rendered*

One/
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One of the most important factors which affects the level and standard

of administration is the inadequacy in the number of personnel* Although

the amount of revenue at least under current prices, i.e. not deflated

for the rise in the level of prices, has shown a considerable increase^

■so has the collection cost/revenue ratio, even though the number of tax

personnel was reduced, by an act of the Parliament in at attempt to cut

down government current expenditures, from 1993 in 1966/67 to 1881 in

1967/68.^ Table 56 reveals this relationship over a number of years.

The effects of the withholding scheme and the rise in the level of prices

reflecting itself in higher levels of taxable income have not been

considered either* As a result, the ratio appears to be high by the
gstandards of both a less-developed and an advanced country. The wide 

gap explains, among other things, the general low level of taxable income, 

inefficiency in administration and enforcement procedures. It is true 

that the introduction of new income tax law will reduce the volume of 

administrative work by way of the withholding scheme, the raising of 

minimum exemption level, the elimination of the schedular system and the 

like* The staff's time so spared is expected to be utilised in other 

areas. At the same time, the rise in the number of taxpayers may occupy 

this entire time saved. Taxpayers' books and records, submitted for 

purposes of post-audit and adjustment of taxes, will have to wait for a 

long time before they are attended to* Average cost of collection per 

employee in I967/68 has been almost I5 percent of revenues collected. 

Although the cost is high an increase in the number of tax personnel in 

areas that have not received much attention will prove beneficial in terms 

of net revenue earnings, and most likely improve taxpayer compliance and 

consciousness,/

8. Ministry of Finance, Kabul, I969

9* In Egypt, for example, this ratio has been around 10 percent* In 
the United Kingdom it has been only 1.52 percent in I967/ 6 8, and 
1*59 percent in I966/ 67»



332 Table 56

COST OF RFWMUE COLLECTED FROM
DIRECT TAXES, INCLUDING TAXES ON INCOME

1962/63 - 1967/68.
(in Million Afs,)

Year
Cost of / s 

Collection^ /
Revenue , 

Collection^
(1) as Percentage \ 

of (2) j

1962/63 41,000 320,000 12.7 '  j

1963/64 57,600 375,100 15.3 1
1964/65 62,500 447,800 13.9 1
1965/66 71,900 574,901 13.0
1966/67 73,200 602,000 12,1

1967/68 54,600 417,000 13.0

Source: Ministry of Finance, Kabul, I969,
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consciousness, .In addition to increasing field staff, particular officers 
of

or Gommittee/j.an investigating and advisory capacity, must "be established. 

Besides the implementation of the law, they are to investigate, through 

its intelligence unit, the cases and areas where ta^es evaded, and where 

the revenue potential of a particular area or tax structure requires 

necessary revisions. It is important that efficiency in tax administration, 

as part of the improvement in the entire administrative set up, must be 

geared towards the long term dynamic trend of the economy.

(4 ) Collection and Enforcement Procedures;

The collection of income taxes is complicated by the age old payment 

procedures laid down in the tax offices, V/hen returns are presented and 

taxes are calculated, the taxpayer is required to take the same to the 

inspection or audit section, for the review of its accuracy. From there 

it proceeds to the collection section, where the liability is recorded and 

copies of a payment form prepared and given to the taxpayer. He must 

then take the form to the Bank of Afghanistan, or to the authorised agent 

of the Treasury within a specified period of time, i.e. thirty days, pay 

the tax, obtain a receipt which he is required to return to the tax office 

as evidence of payment, should a certificate of payment from the Ministry 

of Finance be considered necessary. This procedure can be very irritating 

to taxpayers of a small or large tax obligation. The procedure ma.y be 

shortened and improved so that payment may be made at the tax offices, 

which will, in turn, deposit the amount to the bank at certain hours of 

the day.

In order to safeguard the rights of taxpayers, appeals can be made against 

assessments at various levels: An appeal is first made to the Commissioner

(Mustofy) of the province concerned, who will take a decision. If the 

taxpayer does not agree to the decision of the Commissioner, the case may 

be referred to the Ministry of Finance for further consideration, in which 

case/
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case, the President of the Revenue Department, the Minister of Finance 

and/or the Staff Committee of the Ministry of Finance may take the 

decision which is binding. To facilitate the process of appeal in remote 

provinces the case may be referred by the Commissioner to the Provincial 

Consultative Committee, which includes the Governor as the chairman, and 

mustofy and district judge among its members. Their findings and

resolutions must be sent to the Ministry of Finance for approval. If 

the taxpayer disagrees with these decisions he can resort to the Primary 

Court of Commercial Disputes within thirty days after the final deter

mination of the Ministry of Finance, by giving a bond or cash deposit for 

twice the amount of the tax assessed, the excess of which, if the case is 

won by the taxpayer is refunded or credited to the t a x p a y e r . I f  the 

taxpayer loses the case, after having deducted the tax, penalties and 

court charges, the remaining, if any, will be refunded or credited to him.

A tax not paid within the specified period of thirty days, will be subject 

to a penalty at the rate of 2 percent per month from the due date, in 

addition to any further penalties specified under the provisions of the 

Income/

10. Income Tax Law, Op.Cit., Articles 100 and 101.
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11Income Tax Lav/, is imposed. The I967 Reform coders a wide range of 

eventualities a.s far as penalties are concerned. The pre-1907 Law 

penalised delinquent tax cases at a rate of 2 percent per month. After 

six months, the amount automatically doubled to 24 percent, which failed 

to make a distinction between the 6th month, plus one day, and tv/elve 

months. However, such a sudden rise and harsh treatment was effective in 

as far as due payments were concerned. The mild progression of penalty 

rates at 2 percent, under the I967 Law, may be more agreeable, but it 

may not be as effective. Revenue collection alv/ays reached its peak in 

August the end of the six months’ allowance period,. This particular 

time is, as may be recalled, neither the calendar nor the taxable year.

The rise in the level of revenues came, primarily, from income taxes; 

in spite of this, the number of delinquent tax cases, and the volume of 

taxes due, ha,s accu/nulated to a sizeable amount for the past two decades 

or so, Table 37* Arrears have not only increased as a ratio of total 

tax/

11. Additional penalties provided under the Articles 102-2 of the 
Lav/ are as follows; " (a) administration: (l) If a taxpayer
voluntarily files a delinquent return or voluntarily pays any 
delinquent tax, without any evidence of an intention to evade 
the tax, the penalty shall be the sum of Afs.^O, or 50 percent 
of the entire tax, whichever is greater, (2) If any taxpayer 
files or pays any delinquent tax after demand by the Ministry 
of Finance, the penalty shall be the sum of Afs.lOO or 25 per
cent of the entire tax due, whichever is greater, (4 ) If any 
taxpayer seeks to evade payment of the tax by being false, 
deceitful or dishonest, there shall be collected a penalty of 
Afs .500 or 50% of the entire tax whichever is greater, (5) If 
any part of a deficiency or tax due is attributable to careless, 
indifference and disregard of the Laws and Rules, a penalty of 
25̂ 0 of the total amount of the deficiency or tax due may be 
collected, (b) Criminal: Any person who wilfully fails to make 
a return, keep any record, or supply any information as required 
necessary shall be guilty of a misdemeanor, and upon conviction 
shall be fined not more than Afs.5000 or imprisoned for not more 
than one year, or both, together with costs of prosecution. 
Failure to comply with the withholding is also subject to the 
above provision. In addition, the withholding deduction may 
be disallowed. Article 102, Regulation 102-1 through 102-5 
of the Income Tax Regulations, I968/ 69*
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TAX ARREARS OVER THE PAST TWO DECADES

1945/46 - 1967/68

(In Million Afs.)

Years Amount As Percent of Tax Collected

1945 - 46 2,349,051 -

1955 “ 56 7,380,181 -

1965 - 66 23,383,335 O 085

1966 - 67 28,125,852 0.86

1967 - 68 55,457,646 1.07

Source : Revenue Department
1968/69

Ministry of Finance,



tax collection, but their annual percentage increase has been larger 

than the percentage increase in tax revenues. This, partly, reflects 

on the efficiency of the administration and enforcement ox the tax system.

In cases of fraud, the pre-1967 Law charged a two hundred percent penalty 

on taxes assessed and doubled to fourfold, when such a fraud was repeated. 

Penalties under the 196? Law covers a wide range of eventualities. The 

penalty increases depending on the magnitude of the offence. Although 

total penalties on repeated acts of default amount to half as much as it 

was under the previous law, they are likely to be more effective in 

differentiating among cases that would otherwise have been similarly 

treated, irrespective of the degree of offence. The reform has also 

introduced a new feature into the Tax Law; allowing the Ministry of 

Finance to prosecute cases of default in the law court, demanding for 

cash penalties and imprisonment. The overall system of penalties have 

introduced an element of equity in tax treatment,. At the same time, 

it imposes on the Revenue Department the obligation of improving certain 

aspects of administration, particularly those pertaining to the responsi

bilities and obligations of taxpayers, the up-grading of tax officers 

standard of education and other relevant subjects as well as their practice. 

If these relatively milder penalties are to be effective, the appropriate

measures indicated as pre-requisites ought to be given adequate consideration,
12A practice which has had precedence in certain other countries, may 

contribute in reducing the number of cases, which will fall under the 

penalty clauses. It is advisable that figures on income and taxes paid 

must be made available to the general public. Should the revealing of 

one's income and wealth be considered undesirable, the list of taxpayers 

and their taxes paid should be annually or bi-annually published in a 

special tax journal or report put out by the Ministry of Finance. To 

add to the effectiveness of the penalties, finalised cases of fraud and 
where/

12. World Tax Series, "Taxation in Sweden", Boston, Little Brown & Co.,
1959, p.601°
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where the tax has been collected, should be published. This may help 

improve the taxpayers' morale and add to their consciousness, the creation 

of which is one of the main objectives of an income tax system.
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The past decade of development has brought in considerable changes in the 

socio-economic stru.cture of Afghanistan. Although development plans aimed 

at no specific rate of growth, in the national income, (owing to lack of 

adequate national income statistics and experience in planning techniques 

amid practices) national income estimates, during much of the period 1962-67, 

increased at an annual rate of 8 percent in current prices. In constant 

prices, however, this rate falls to a negative level. Developmental 

expenditures have not contributed to the aggregate level of output. 

Agricultural output, constituting almost 75 percent of national income, 

increased by a total of only 1.6 percent, during the entire period. 

Obviously, this is below the modest two percent.annual rate of population 

growth. Production of the major crop, wheat, not only lagged behind the 

Second Plan target, but also fell by over 3 percent below the level attained 

during the First Development Plan, 1957/58-1961/62, Table 1, page 18. 

Although industrial output, during this period, increased by more than 70 

percent, it constituted a little over 6 percent of national income. The 

Balance of Payments reveals that the level of exports has almost stagnated 

while imports and the balance of capital accounts represent a growing 

obligation.

Such a pattern of output, accompanied by increased money demand, reflected 

itself in the level of prices, at a rate of 27 percent per annum. The 

persistent deterioration in the value of currency made frequent devaluations 

inevitable. Instruments of Monetary and Fiscal Policies have been inade

quate and ineffective in maintaining stability in the economy,

A closer examination reveals that the prime objective, under both the First 

and Second Five Year Plans, has been the completion of certain expenditure 

programmes aimed at creating the necessary infrastructure in the economy, 

page 65. Foreign aid, which consisted largely of credits, Table I6 , 

page 76 , constituted around two-thirds of the total resources mobilised 

to/
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to meet this objective. This raised debt service obligation in I967/68  

to almost millions or over jîT percent of total export earnings,

A sizeable increase in domestic sources of finance is essential in meeting 

the rising debt obligations and the growing requirements of development 

programmes. Apart from foreign aid, the Afghan government relied largely 

on credits from the Central Bank in financing development programmes and 

covering recurrent budgetary deficits. Not much of all these expenditures 

has been directed towards achieving an immediate increase in the level of 

output. In spite of the low money/national income ratio, the rise in the 

level of effective demand, has resulted in an inflationary situation not 

conducive to the process of economic growth* The "structural" rigidities 

accompanied by a low rate of investment in productive areas, coupled with 

unemployment problems have accentuated the inflationary spiral. Instruments 

of monetary policy have been incapable of dealing with the problem.

Revenues, both taxes and transfer of profits, from State Economic Enterprises 

have declined over the past decade. Total transfer of taxes and net of 

tax profits from these Enterprises to the Treasury Accounts, over the past 

28 years, has been a little over 40 percent of total taxable profits,

Table 17, page GO, To facilitate the transfer of a larger portion of 

profits from these enterprises to the Treasury, it would be advisable for 

tax purposes to treat them as individual enterprises subject to the pro

gressive income tax rates*

Parallel to foreign aid and deficit finance, the growth in Sources of 

Government Revenues, has been characterised by an increasing reliance on 

Indirect Taxes, Custom Duties, both on imports and exports constitute 

the bulk of Indirect Taxes, It appears that the foreign trade sector is 

used mainly as a revenue raising medium rather than aiming at integrating 

the dualistic nature of the Afghan economy and promoting growth* Although 

exports/



export proceeds have almost stagnated, total revenues from export taxes 

have shovm a considerable increase, mainly due to the foreign exchange 

taxes and the compulsory surrender of export proceeds at less than the 

official exchange rate. The adverse effect of this on the main export 

items, i,e* Karakul, Cotton and Wool, has been accentuated by the re

current devaluation without having taken into consideration the effects 

of the overall inflationary trend. The results have been an inevitable 

decline in the export of these items in real terms. The frequent de

valuations and the introduction of multiple exchange rates, ranging from 

the official to the free market rates, governing export proceeds, have 

resulted in some degree of export diversification at the expense of 

neglecting the Importance of some of the major export items. No signi

ficant improvement in the balance of trade has been achieved. Receipts

from exports have, virtually, stagnated and have failed to meet the growth 

in total import requirements* This leaves the prospects of an improve

ment in the Country’s Balance of International Payments still very grim. 

The end of the moratorium on foreign debts will involve real hardship, 

in as far as foreign exchange earnings and the servicing of such loans 

and credits are concerned, page 76» As an initial step, the "specific 

price list" , maintained for tariff purposes, particularly on imports, 

must be regularly adjusted, preferably to an ,ad valorem basis. Owing 

to the persistence of inflationary pressure export taxes must be minimised 

in order to eliminate their adverse effect on the volume of exports, 

having no or very little monopoly powers, the expansion of the exchange 

sector and growth of the economy* It may be suggested that in

such as Afghanistan’s , where foreign trade is initially a small ratio of
ân

national income^ i with^ almost stagnant export sector and growing

foreign exchange requirements, the in;vitable decline of revenues from 

this source must be met from other sources* With the growth of the 

Af ghan/
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Afghan industrial output and rising imports, an increasing reliance may 

have to he placed on excises, sales taxes and custom duties on a selective 

basis over as wide an area as possible, in order to give them greater 

buoyancy than they have had in the past, page 130,

The. increasing emphasis placed on Indirect Taxes, as a main source of 

domestic government revenues and the ad hoc alterations of some direct 

taxes, a'vvA total neglect of others, added to the anomalies of the tax 

system and resulted in a gradual decline of revenue from these sources.

The results of the analysis, both under the time rate of growth series and 

the regression function, reveal an income elasticity of only a little over 

unity, both for income as well as indirect taxes* This indicated, 

particularly, the ineffectiveness of the Schedular Income Tax System, 

both in terras of tax base and progression of the rate schedule(s), and the 

extent to which effective demand is affected. Owing to the narrow cover

age of the income tax and the "stmctural" rigidities in the dualistic 

character of the Afghan economy, the stabilisation effect of the tax has 

been virtually nil* In view of such a growth pattern of the revenue 

structure, the Afghan Government initiated, in 1967» various improvements- 

in the Income Tax Law. Although a detailed account of the various aspects 

of this Reform has been made in our analysis of the System, the following 

pages will, conclude this paper by briefly outlining some of the most 

feasible measures aimed at further improving the role of Direct Taxes and 

particularly of Income Taxes in the revenue structure of Afghanistan*

In spite of the Reform, the results emerging from the detailed examination 

of the Income Tax System reveal that the base of the tax still remains 

very narrow indeed. Although the global feature and improvements in the 

progression of tax rates, under the 1967 Income Tax Reform, are expected 

to result in a relatively higher income elasticity than the preceding 

Schedular/
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Scheduler System, its narrow coverage and comparatively low initial rates 

will still render this elasticity factor insignificant in relation to the 

level of national income. It is vitally important that the coverage and 

the base of the tax system roust also be expanded, so as to affect a 

substantial part of the increments,. It is the responsiveness of the base 

that is very decisive for the elasticity and buoyancy of the tax system* 

Income from agricultural pursuits, the largest sector of the economy, is 

totally tax exempt. In I966 tax revenue from agriculture, both land and 

livestock, which is by far the largest sector of the economy, amounted to 

only 3 percent of tax and 1,7 percent of total public revenues, and only 

0 ,3  percent of national income. No structural changes have been intro

duced in agricultural taxation for almost half a century now. Taxes, 

imposed almost half a century ago, constitute at present only a nominal 

property tax related to neither the value of the land nor its actual output 

or income* Income from agricultural pursuits, in whatever form, is tax 

exempt. As a result, revenue contribution from this source is negligible, 

and fails to distribute tax burden more equitably within the sector itself. 

In any predominantly agricultural economy, land is the major source of 

output. The analyses carried out in Chapters 3 and 6 reveal that the 

shift in tax burden, however immediate, has been in favour of the agri

cultural sector and against commerce and industry. This remains valid 

even though one may argue that the benefit of the development programmes 

are mainly enjoyed by the "modern" sector* Large agricultural units and 

owners of other real properties who have equally benefited from the process 

of growth, have failed to make a corresponding contribution* Land taxes 

must reach the available (or potentially available) marketable surpluses 

and should be considered a promising source of public finance during both 

the reasonably short and long run periods. Changes in prices, mainly 

of agricultural produce, have eroded the age old rates and rendered agri

cultural taxes less than what they should be, either in the light of an 

historical/
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historical relationship and/or in the light of the urgency of needs for 

development finance* Under the present circumstances, land taxes offer 

the highest revenue potential, compared to any other source.

In order to make land tax a more effective instrument of fiscal policy,
to Wabz W

both in terms of agricultural output and revenue yield as well as^equitable, 

in relation to taxes on other sectors and within the agricultural sector 

itself, it is necessary tîmt diligent measures, aiming at the up-grading 

of land o.nd livestock tax rates, must be initiated. Completion of the 

thorough going Cadastral survey programme, which has been under way for a, 

while now will enable the government to establish an appropriate basis 

and a long term solution to the problem of agricultural taxation. But, 

there are still many obstacles to be overcome, and much time may, as it 

has so far, elapse before this cadastral programme will show any results 

in revenue collection. Alongside the cadastral suivey, the Land 

.Registration programme, which was launched in 1963/ 6 4» must be expedited. 

This will add more acreage to the land register. Up to I967, over one- 

third of the land had not been on the land tax roll. This must be 

followed up by an immediate programme of updating effective land tax rates, 

based on potential output, which will also agree with the results of the 

comprehensive cadastral survey. Such a land tax programme based on size 

holdings and variable base rates, may be outlined in accordance with the 

findings and recommendations of chapter three of this paper, Supjlernented 

with a progressive feature, either by way of introducing the income tax 

rate schedule or a surcharge arrangements on large individual holdings 

with exemptions for reinvestments, may reduce assessment problems and 

render the "income effect" of the tax strong relative to the "substitution 

effect". The higher the yield above the estimated level of output, the 

greater will be the income of the agriculturalist. In addition to a 

more productive use of such large holdings, the tax will also provide for 

and/
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and facilitate the distribution of land, without any drastic land reform. 

It will depress land prices and make them reflect productivity which will 

in turn, favourably affect the level of output, alongside such an agricul

tural taxation programme, based on the size of holdings and average real 

(as against potential) output, further improvements of services rendered 

to this sector is of paramount importance for the success of such a 

programme* The mere legislation of the tax, particularly based on the 

"ability to pay" approach unaccompanied by the provisions of further 

necessary requisites is not likely, owing to structural rigidities, to 

favourably affect aggregate output to a great extent. The provision of 

adequate capital (through extension of credits) material and above all 

technical know-how must be facilitated in order to enable the agricultur

alist to take advantage of the "income effect" favourable to work effort. 

Although the "benefits" arising from these pre-requisites may confer 

subsidies particularly to the relatively small units in the subsistence 

sector, their ultimate result is beneficial to the economy as a whole 

through increasing monetisation aimed at integrating the subsistence and 

modern sectors. It is further necessary that such a move be accompanied 

by legislation, governing rental contracts and tenancy relationships, so 

as to avoid any immediate shift of part of the land tax burden to the 

tenants.

In addition to the exclusion of agricultural income from the income tax 

base, the inadequate definition of income and the coverage of its concept 

renders the tax base narrow and limited. Although the abolition of the 

Schedular System accompanied by various allowances and deductions, has 

improved equity considerations, which also help the revenue objective, 

legislative and administrative loopholes still account for much of the 

inadequacies of the present Income Tax System. Income must be adequately 

defined from the viewpoints of revenue, stabilisation and distribution 

objectives/



objectives, involving both the "horizontal" and "vertical" aspects of 

equity. It is true that the word, "income" and its concept is of an 

elusive nature and, as such, difficult to provide for an all-inclusive 

and satisfactory definition; but, a detailed description of the various 

classes of income will widen the scope of its concept and, where possible, 

brought under the provisions of the Income Tax System. The exclusion of 

interest income on Government Bonds and Bank Deposits from the tax base 

cannot be defended, neither on equity nor on economic grounds* The 

exemption is inequitable in the sense that it means little to someone 

whose income, from all sources, appears to be small, as compared to some

one else whose income puts him in a higher income tax bracket. From an 

economic point of view, it is difficult to assert that the exemption of 

interest income on deposits has contributed much to the level of deposits 

with the Afghan Banking System* The wide gap between the money rate of 

interest in the organised sector of the money market and the effective rate 

of interest in the rest of the economy, accentuated by the inflationary 

pressure, bears ample evidence to the ineffectiveness of this measure in 

attracting further deposits* A more acceptable alternative is the re

examination of the entire interest policy aiming at maintaining a realistic 

and flexible rate of interest* It remains uncertain whether or not the 

initiation of a government bond programme will have much success in this 

respect. It may be recalled, page 141 , that at present, the number of 

income tax assessees reached only 14,000 or almost 0.1 percent of population 

declaring less than 3 percent of national income * The tax base must be 

enlarged to include such income of both individuals and corporate bodies.

To avoid discriminatory treatment, the 5 percent tax on corporate gross 

receipts, (chapter three, page 100 ) including interest income on bank 

deposits, or loans to others must be abolished* Although this is a 

deductible item in determining taxable income, but by reducing after tax 

rate of return, both deposits and loans may be discouraged * In an economy 

where/



where the level of bank deposits and volume of'credit to the private sector 

are very low, the existence of such a tax can hardly be justified.

The extent of in-kind compensations must be fully specified and provisions 

of the Labour Code observed. Increases of subsidies, in whatever form, 

are likely to put higher demands on the benefit payments, thus appearing 

as negative taxes, rendering the objectives of the distribution branch 

of budgetary policy more difficult to achieve* It will adversely affect 

revenues by limiting an already narrow base of income taxes. Taxing

benefits received beyond certain limit narrows the scope of such in-kind

compensations in the monetised urban sector. In order to limit the 

extent of in-kind compensations, benefits offered beyond a certain minimum 

level must be taxed at source under the individual income tax schedule.

The employer, while transferring the withheld tax, will then appropriate 

the residual among their employees* In the rural sector, wherever 

possible, such in-kind receipts, which fall outside the monetised sector, 

e.g. tenant farmers who normally obtain about one-third of the agricul

tural output for their labour, must also be assessed and in-kind tax 

payments may be demanded, pages 111-112 .

Much more emphasis has to be placed on improving the method of assessing

and taxing the income of individual merchants and real and personal 

property ovmers. Income of those engaged in some of the most profitable 

liberal professions, such as architecture, law, engineering, medicine and 

the like, who have, until this very date, not filed a single return or

paid any taxes must be brought under income taxes.

These minor or major items of individual income ought to be brought 

within the scope of the income taxes and effectively treated if the I967

Income Tax Reform is to succeed and make a headway. Therefore, to widen

the coverage of income taxes, a more comprehensive definition of income 

must be provided. All efforts must be made to veUfe. revenue

sources/



sources of Charitable Organisations and Municipal Authorities to the 

advances and transfer payments made ttirough the government budget. This 

is necessary for best serving the various branches of budgetary policy, 

and establishing a close relationship between the revenue sources of the 

government and some of these organisations as they both rely on the same 

source, i.e. income taxes, for generating part of their revenues, pages 

112- 11) .

Declaring interest income on bonds and bank deposits taxable, the with

holding scheme may be extended to cover such receipts,. However, to 

allow the tax system, and particularly the withholding scheme, to

establish themselves, the "refund" feature must be made an integral part
/'

of the tax system. Wherever over payments are involved, provisions for 

refund must be made. If a refund in cash is not acceptable, or 

practical, for the time being, refunds in the form of either an interest 

bearing receipt or bond may be made, which will be acceptable for dis

charging tax liability and/or repayment of loans to the government. 

However, a date for filing claims for such over payments must be set in 

order not to cause unnecessary inconveniences to both the taxpayer and 

tax authorities.

The present level of personal exemption is established in an arbitrary 

manner. It is important that studies on family budgeting, particularly 

essential expenditure items, must be made* The pricing of these items 

will give a fairly accurate estimate of what the level of exemptions 

ought to be. It will be geared to the level of prices and may be duly

adjusted for different groups of taxpayers mostly affected by changes in

the price level. Revenue losses resulting from the increase in the 

level of personal exemption, may be compensated for by a rise in tax

rates. The tax schedule must start with a relatively higher rate of
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about 8 to 10 percent at the initial bracket of taxable income* This 

is necessary if the effectiveness of the tax, both in terms of revenue 

and stabilization objectives, over lower levels of income is to be 

established. In so doing, the present feature of the schedule, which 

does not allow rates between brackets to vary more than two percent above 

its immediate predecessor, must be maintained, for reasons given in 

Chapters 4, and 7» pages 154 and 2)6 , respectively, with respect to revenue 

stabilisation and incentive effects of the tax system* The rise in the 

initial income tax rate may push up marginal rates, all along the scale, 

by as much as the increase brought into the present four percent rate 

applicable on the initial level of taxable income* Both the lowest 

initial and the highest marginal rates, will, however, still remain lowest 

compared to the separate schedules of the Schedular System,

The implications of the increase in the level of personal exemption may 

be to lead to a rise in the consumption level of the low and middle income 

groups, and to the development of a "substitution effect" adverse to work 

efforts, mainly due to an increase in the disposable income* The likeli

hood of such a possibility can be checked; first, by the higher and 

increased rates of income taxes, and, second, by way of necessary outlay 

taxes on a selective basis* The study made on family income and expen

diture budgeting, to determine the level of personal exemption, and the 

grouping of such expenditures into essentials and non-essentials or 

luxuries, will serve as an appropriate base for the selectivity of the 

indirect taxes. Such a selective feature will further increase the 

buoyancy and stabilisation effects of these taxes.

In addition to the modest rise in the level of marginal income tax rates, 

the initiation of an "inheritance" tax is highly desirable for purposes 

of revenue, equity and economic expedience-,. Since such a tax is 

expected to encourage the division of the estate among a large number of 
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beneficiaries, higher tax rates are required than if the estate were 

taxed under an estate duty. It is desirable that the tax rate should 

vary according to the line of succession* It will have to be higher 

than the present standard income tax schedule, which applies to gifts 

and other inter vivos transfers, as well as capital gains. This is 

helpful in encouraging the distribution Of property and wealth during the 

life of the donar. It will best serve this purpose with regard to land 

and other real property since they have been passing from one generation 

to another without a change in the structure and pattern of ownership or 

tax obligation* A tax on wealth, through inheritance, even when such an 

asset is transferred on death, will serve to take the system closer to 

the applicability of the principle of the "ability to pay", which the 

income tax fails to achieve by itself alone, since income and wealth taxes 

can hardly substitute each other. They serve the above principle best 

when they supplement each other. Valuation of a transfer without a 

monetary value may create administrative difficulties. As a first step, 

the records of the Commercial Courts regarding the transfer of similar 

properties may be used. The frequency of such transfers, however, may 

as a second step necessitate the establishment of certain governmental 

departments to the value of any kind of immovable

property. This may start with the province of Kabul and may be extended 

to function on a nation-wide basis. :

Although the capital gains tax introduced in I967 is not prohibitive and 

its imposition restricted to realised gains meant to serve the egalitarian 

objectives, one wonders how far its justification, on equity grounds, can 

be fully defended, particularly when no wealth tax, estate duty or an 

inheritance tax exists* Moreover, the arbitrary treatment and distinction 

between gains realised from real estate properties and those obtained from 

corporate assets adds to its inequitable feature, and renders the tax 
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economically ineffective in influencing the level of saving and invest

ments in particular areas. The economic objective of the household is 

to add to its consumption and accumulation of the most profitable forms 

of wealth. The role of the tax system in this respect must be to reduce 

that portion of income which goes towards conspicuous consumption, while 

inducing the accumulation of productive wealth. The arbitrary treatment 

of gains will increase the level of conspicuous consumption by encouraging 

accumulation in the more traditional, but safe, type of assets, promising 

higher income, which escapes taxes under the present income tax system*

This inducement becomes stronger, particularly when such wealth accumu

lations enjoy a favourable tax treatment or escapes taxation altogether* 

Although a feature of averaging gains or income generated over a number 

of years is provided with regard to shares of stock or any other industrial 

asset, the fact that such gains still remain subject to higher progressive 

rates, compared to land, both urban a,nd rural, and buildings, is, by 

itself, a discouragement to the accumulation of wealth in productive areas. 

If the process needs to be reversed, a heavier, annual real estate property 

tax, with the exemption of owner occupied houses, will have to be intro

duced over and above the transfer levy of one percent. An alternative 

would be to allow gains from industrial assets an exemption when such 

assets are possessed for a, specified period of time, i.e. five to ten 

years, or when realised gains are reinvested in other similar assets 

within a specified period of time. The limit beyond which ui:ban land or 

owner occupied houses may become taxable will have to be in line with the 

proposed agricultural tax scheme,

A tax on the use of automobiles must be levied in addition to the existing 

tax imposed on the commercial use of such vehicles* The present tax, 

either on private or commercial use of motor vehicles, as seen page 99 

is very low. Further increases in the price of petrol and/or road toll 
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may be attempted when other less harmful ways of taxation have been 

exhausted* A vehicle tax, usually has a direct efi’oct on the owner, 

compared to the above two levies* Here, too, administrabive improvements 

are urgent so as to prevent avoidance and evasion which abuse the law. 

Penalty provisions must be diligently carried out.

To accelerate the growth of national income, it was argued that an 

increasing proportion of the increments, whether accruing to the public 

or private sector, must be channeled from consumption to saving and invest

ment of a developmental nature. The function of taxation in this respeot 

is; first, to ensure in the event of a la.ck of voluntary investment of 

the required nature, that a larger share of this increment is tapped off 

and directed to capital formation, either at the public sector or through 

government balances, in credit institutions, by entrepreneurs in the 

private sector; second, where the encouragement of voluntary savings and 

investment at the private sector level, both individual and juridical 

entities, prove successful, efforts must be made to achieve this objective 

by deviating from the "neutrality" principle of taxation, page 254, and to 

incorporate a series of carefully designed incentive measures.

Although the revision of the Private Investment Encouragement Law, in 

1967/68 and the 1967 Reform of the Income Tax Law have almost entirely 

been made with the above objective in mind, further improvements are still 

necessary to enable these measures to prove successful* In an attempt to 

accord equal treatment to domestic and foreign capital, the question of 

double taxation arising beyond national boundaries must be carefully 

considered. Double taxation and/or tax deferment agreements, covering 

the different aspects of private foreign investment in and from Afghanistan 

must be concluded. Such agreements will either remove or partly cover, 

some of the unfavourable factors that are beyond the jurisdiction of 
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Afghan legislation governing private investment. They are necessary if 

foreign private investment, for which other less developed countries 

vigorously compete, is expected to benefit from and respond to, the 

various concessions provided in the law. In addition to the agreements 

covering possible investment disputes, arising between foreign nationals 

and a State, the government of Afghanistan must conclude investment 

guarantees aimed at protecting foreign, private capital against any 

possible development, other than the failure of the business.

As an effective measure to raise the level of public revenues, and 

encourage savings of the household, as well as to facilitate the establish

ment and growth of an organised money and capital market, a scheme of 

"Saving Bonds" must be initiated,. Such bonds will bear an appended 

quarterly interest coupon and \-iill be directed to appeal to lov; levels of 

income, preferably, employees in the public and private sectors* Parallel 

to this, a short term Treasury Bill, with such desirable features as 

acceptance for tax payments, repayment of other debts to the government, 

prompt renewal or redemption upon maturity, may be introduced * The 

latter will provide the government with adequate funds to meet the seasonal 

shortages arising from an unevenness of tax revenue collections*

Provisions covering depreciation charges, which have a significant effect 

on the gross and net of tax rate of return, through the recovery of 

capital and the rate of reinvestment, need to be reconsidered. The

long period set for depreciation of plants and machinery further fails 

to provide for multiple shifts and rapid wear and tear of capital assets.

It will not only render replacement more difficult, on the basis of 

historical cost, but will adversely affect productivity and efficiency, 

the important determinants of industrial growth. A relatively shorter 

period may be appreciated, particularly in small individual businesses, 
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where the choice between retention for expansion or distribution of 

profits does not exist, except after taxes*

Although the provision of "Investment Credit" allowed to certain specific 

areas of industry, may help a rapid recovery of part of the capital outlay, 

the provision of a partial loss offset may not allow the taxpayer to obtain 

the. full benefit of this concession* To reduce uncertainty and encourage 

risk taking, a longer period of loss offset must be provided for ordinary 

business losses and losses from capital transactions.

To render all these concessions effective in helping to raise the level of 

voluntary savings and investments, as well as enabling the private sector 

to carry out its due share in future investment programmes, the government 

economic policy must be made clear. The scope and areas of activities, 

appropriated between the public and private sectors, must be specified.

A feeling of confusion and uncertainty will outweigh the benefits of most 

of the financial concessions embodied in the respective laws, at present 

and/or introduced in the future*

Last, but not least, a dynamic programme of administrative reform is 

necessary to ensure, both to the Revenue Department and the taxpaying 

public, the prompt realisation of the benefits expected from the latest 

income tax reforms and the propositions advanced in this paper. The 

structural reform of a law, unaccompanied by adequate administrative 

improvements, is better not attempted. Although legislative ambiguities 

have been considerably reduced, in view of the improvements brought into 

the law, accompanied by an elaborate manual of operations, administrative 

capacity to comprehend and enforce these changes still remains an equally 

important aspect of the matter.
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Particular emphasis must be placed on the recruitment of tax personnel, 

the improvement and upgrading of tax education, and knowledge of related 

and necessary subjects, such as accounting, costing and auditing. This 

is vitally important whether taxes are assessed on the basis of facts 

presented to the tax authorities, or whether they are imputed on the basis 

of observations, investigations and value judgments* The Revenue 

Department must assume full responsibility, in this respect, and arrange 

necessary formal and on-the-job training programmes which will be supple

mented by an effective systems of rewards and punishments*

Although improvement in taxpayer consciousness and compliance with the 

provisions of the law may prove a lengthy process, owing to environmental 

and institutional shortcomings, there is no reason why tax administration 

should not take part in contributing towards the enhancement of this process, 

This is as much the responsibility of tax administrators as it is of the 

taxpayers themselves*

Since the prompt enforcement of an income tax law suffers most from the 

prevelance of a relatively high rate of avoidance and/or evasion, schemes 

and methods can be designed to remedy these anomalies* They may not be 

entirely fool-proof, but they are likely to reduce the frequency and 

extent of such undesirable practices. To help improve the reliability or 

credibility of the facts and material presented for purposes of tax assess

ment, accounting methods that are brief and simple to understand and use, 

may be initiated by the Revenue Department on a pilot scheme. After 

improvements, with time, they must be applied to a wider area. The 

establishment of independent audits certifying taxpayers* accounts, whose 

capital investments may exceed or fall beyond certain limits, will further 

help in the implementation of such a pilot scheme.

To/



To facilitate the enforcement of the law, the collection process must 

be accompanied by adequate announcements. This will help in establishing 

tax consciousness among the people. Strict adherence to the penalty 

clauses will ensure the revenue efficiency of the tax and improve tax 

morale, which is crucial for the success of an income tax system.
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