Recommendation on tax exemptions in the proposed

“Law of the Federal Budget for the Fiscal Year 2008”

Article 20 of this draft law reads as follows:
Article 20

First- Allowance granted to the official within item (1) of article 12 of the income tax
law No 113 of 1982 as amended under item (2) of part (2) of the dissolved CPA order
No (49) of 2004 shall be adjusted to be (9 000 000) nine Millions ID annually.

Second- Item (first) of this article includes the official in the State offices and Public
and Mixed sectors who occupy one of level (1) positions down of the salaries payroll
appended with this law No (31) of 2007.

Issues

A basic principle of tax design is that individuals having the same income and the
same family circumstances should pay the same taxes. This proposal contradicts that
principle as it provides a substantial tax concession to the officials in the State offices
and Public and Mixed sectors who are in salary grades 10 (low) through 1 (high), but
not to any other taxpayers who have similar levels of income.

Another principle of good tax design is that tax exempt income allowances and the tax
rate scale should work together to create a unified system that taxes increasing
incomes at progressively higher rates, while recognising the costs of supporting
dependent family members.

In this proposal, the amount of the increase in the tax exempt allowance for the
individual taxpayer, from the present ID 2.5 million per year to the proposed ID 9
million per year, is out of balance with the progressions in the tax rate scale, applied
to the income after deduction of allowances, under which the first 250 thousand 1D
per year is taxed at 3%, the next ID 250,000 per year at 5%, the next 500 thousand 1D
per year at 10%, and anything over ID 1 million per year is taxed at 15%.

The amount of the proposed allowance is also out of balance with the scale of other
tax exemption allowances, which will remain unchanged. According to the laws
referred to above, these include ID 2 million per year for maintaining a taxpayer’s
wife (but not husband) who is not working, ID 3.2 million per year for a working
widow, and ID 200 thousand per year for each child maintained by a taxpayer.

There is no specific cost stated for this policy in the Budget documents, although in
Table 2 of the document “Preparing the Federal Budget for 2008” at line 5 the tax
revenue from “officials’ income tax” is shown as reducing from ID 170 billion to ID
96 billion from 2007 to 2008, a reduction of 1D 74 billion in tax revenue. We would
normally expect an increase in revenue from year to year, so the cost may be higher.



Policy cost estimation and modelling

Our project advisors have built a model that includes the salary scales for State sector
employees in grades 1 to 10 (using average salaries each grade, which correspond to
category 5), the numbers of employees in each salary grade, the current and proposed
tax exemption allowances for these people, and which can also provide for additional
exemption allowances for these taxpayers depending on family circumstances.

Using a simple unweighted average of 5 different family types, and applying the new
policy, our model estimates the annual fiscal cost of the proposed change at ID 77
billion. This is close enough to the apparent cost deduced from table 2 to validate the
model. A copy of the pages printed from this model is appended, labelled as the
“base case”.

Using the same modelling approach, our advisors have estimated the costs for some
alternative policies. Their objective was to devise a policy that has a similar cost but
distributes the benefits more equitably across families as well as individuals. One that
appeals on equity grounds simply doubles all of the exemption allowances and all of
the rate bands in the tax table. The estimated cost for applying this policy to the same
group of employees as the base case scenario is ID 71 billion per year. A copy of the
pages printed from this model variant is also appended, labelled “alternative 1”.

The following table compares the elements of the current law, the base case and the
alternative policies:

Table A1 — Comparison of tax exemptions and tax rate bands for three scenarios

ID thousand per year

Current Law* Base Case** | Alternative***

Tax exempt allowances

Personal 2500 9000 5000
Dependent 2000 2000 4000
spouse

Each 200 200 400
dependent

child

Widow 3200 3200 6400

Tax scale rate bands (after
deducting the allowances)

Tax at 3% Up to 250 Up to 250 Up to 500
Tax at 5% 250 to 500 250 to 500 500 to 1000
Tax at 10% 500 to 1000 500 to 1000 1000 to 2000
Tax at 15% Above 1000 Above 1000 Above 2000

* Law 113 of 1982, as modified by Sections 2 and 3 of CPA Order 49 of 19
February 2004, as further modified by CPA Order 84 of 30 April 2004

** As proposed in Article 20 of the draft Law of the Federal General Budget 2008

*** Alternative proposal as presented and drafted in this recommendation




As calculated, the fiscal cost (amount of tax foregone) of the alternative proposal is
slightly less than the estimated fiscal cost of the base case proposal, but the alternative
is more equitable and family-friendly. The alternative proposal preserves the original
balance between tax exemption allowances and the tax rate scale. We would strongly
recommend that this alternative proposal be extended to all payers of personal income
tax, Iragi residents and non-residents, to the extent that these are applicable under the
current Income Tax Law (as modified). In this way, the horizontal equity of the
present system can be preserved. The alternative version for Article 20 included
below in this document changes the tax law in a way that achieves that outcome.

It is not possible to determine the cost of broadening the policy change to include all
taxpayers without obtaining detailed figures on taxpayers and their incomes from the
General Commission for Taxes. However, as most of the wage-withholding tax is
currently paid by the Government sector, the fiscal cost will not be a lot higher than
the ID 71 billion estimated by our model. In our judgement, the total fiscal cost for
the alternative proposal extended to all taxpayers would not exceed 1D 100 billion.

Distribution of tax savings

The impact on the taxes payable by Officials at each grade under the above base case
proposals (contained in the draft Budget Law for 2008) and under the alternative case
proposals (as drafted below) can be seen from the printouts of the models appended.

Tax incidence under the present law, base case proposal and alternative proposal

Under present law, unmarried officials pay no tax at the average salaries (category 5)
for each of grades 9 and 10, married officials with dependent wives pay no tax at the
average salary of grades 5 through 10, and married officials with dependent wives and
4 children pay no tax at the average salary of grades 4 through 10. An unmarried
official at the average salary of grade 1 pays 10.3% of his income as tax, a married
official with a dependent wife at the same level pays 7.3% of income as tax, and a
married official with 4 children at that same level pays 6.1% of his salary as tax.

Under the base case proposal, unmarried officials would pay no tax at the average
salaries (category 5) of grades 2 through 10, and married officials with dependent
wives (with or without children) would pay no tax at the average salaries of grades 1
through 10. An unmarried official at the average salary of grade 1 would pay just
0.5% of his income as tax, and a married official at that level with a dependent wife
(with or without dependent children) would pay no tax at all.

Under the alternative case proposal, unmarried officials would pay no tax at the
average salary (category 5) of grades 4 through 10, married officials with dependent
wives would pay no tax at the average salary of grades 2 through 10, and married
officials with dependent wives and 4 children would pay no tax at any salary of
grades 1 through 10 (except the highest step of grade 1). An unmarried official at the
average salary of grade 1 would pay 5.7% of his income as tax, a married official with
a dependent wife at the same level would pay 0.2% of his income as tax, and a
married official at that level with a dependent wife and at least one dependent child
would pay no tax at all.



Alternative version of Article 20 to be included in the Budget Law

A draft alternative version of Article 20 for inclusion in the Budget Law follows.
This draft follows the style of the original Law 113 of 1982, incorporating and
modifying the amendments made under CPA Order No (49) of 2004, as these are
currently applied in the calculation and withholding of income tax in Iraq.

Article 20

First- Items (1), (5) and (6) under article 12 of the Income Tax Law No 113 of 1982
as amended by Section 2 of the CPA order No (49) of 2004, are amended as follows,
with effect from the beginning of financial year 2008:

(1) Item (1) shall read:
“(1) A resident person shall be granted the following allowances for each year
of assessment on the basis of his or her status in the year in which the income
has arisen:
a) ID 5,000,000 for the taxpayer himself (or herself, if she is unmarried (other
than a widow or divorcee) or if her income is not added to her husband’s
income), and ID 4,000,000 for his wife, or wives, if she is a housewife and
has no income or if her income is added to his income.
b) 1D 400,000 for each of his children irrespective of their number.
c) ID 6,400,000 for the widow or divorcee herself and 1D 400,000 for every
child lawfully maintained by her, regardless of the number.”

(2) Item (5) shall read:
“(5) The taxpayer shall be granted an additional allowance of ID 600,000 if his
age is more than 63 years of age, in addition to allowances granted to him in
other sections of this Article.”

(3) Item (6) shall read:
“(6) Allowances shall not be granted for children who have completed the age
of 18 years and have an independent income exceeding ID 400,000 per year,
even if they are continuing their studies.”

Second- Item (1) of article 13 of the Income Tax Law No 113 of 1982 as amended by
Section 3 of the CPA order No (49) of 2004 is amended as follows, with effect from
the beginning of financial year 2008:

(1) Sub-item (A) of item (1) shall read:

“(A) Income of resident individual after granting the allowance(s) provided for
in Article 12:

At the rate of 3% on amounts up to ID 500,000.

At the rate of 5% on amounts over 1D 500,000 and up to ID 1,000,000.

At the rate of 10% on amounts over ID 1,000,000 and up to ID 2,000,000.

At the rate of 15% on amounts over ID 2,000,000.”

(2) Sub-item (B) of item (1) shall read:



“(B) Income of non-resident individual (other than the income provided for in
Article 19 of this Law).

At the rate of 3% on amounts up to ID 500,000.

At the rate of 5% on amounts over 1D 500,000 and up to ID 1,000,000.

At the rate of 10% on amounts over ID 1,000,000 and up to ID 2,000,000.

At the rate of 15% on amounts over ID 2,000,000.”
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