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On behalf of the Government of Zambia, the Ministry of Finance, in conjunction
with the Zambia Revenue Authority, requested that the Foreign Investment Advisory
Service (FIAS) conduct a study of the effective tax burden on five key sectors in the
Zambian economy.

The purpose of the study is to determine whether the current tax/incentive scheme
in each of the designated sectors is conducive to growth goals and whether these sectors
are competitive domestically and internationally. This study provides the government
with information it seeks through use of marginal effective tax rate calculations to be
carried out in each of the identified sectors and through qualitative analysis about the
appropriateness of the tax /incentive scheme done by sector experts. It also offers cross-
country analysis from which international competitiveness can be assessed. A third
component built into this study is a capacity building exercise, with the group of
international consultants tasked to work closely with a Ministry of Finance and Zambia
Revenue Authority-identified counterpart group to transfer the knowledge and
methodology underlying such an analysis.

This project was co-financed by the Swedish International Development Agency.
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EXECUTIVE SUMMARY

I In June, 2004, the Government of Zambia (GOZ) launched a comprehensive
private sector development agenda during a workshop involving both public and private
sector stakeholders. This forum put the GOZ on public record that it intends to
implement its private sector development strategy, funded by donors (the World Bank
and DFID) over the next three years. A key aspect of the program was the identification
of five sectors as critical sources of growtin addition, the government stated its
determination to remove barriers to investment posed by its policies, procedures, and
regulations. A full study of the administrative/procedural obstacles to investment was
presented to the government by FIAS in May, 2004. One area not studied in that report is
whether the tax and incentive structure in the five key sectors is indeed growth-enabling.
For this reason, the GOZ asked FIAS to study of the effective tax burdens on the selected
sectors as an input into the evolving set of policies in support of the government’s private

sector devel opment goals.

A. Background
1 Growth

Ii. In the past four decades since independence, economic growth has averaged 1.4%
annually. Most of the poor growth results can be attributed to a combination of past
government policy not being conducive to private sector growth, including the creation of
avast array of administrative barriers, and the resultant low levels of investment.? In
particular, this outcome reflects the decline in the mining sector, which has not been
offset by growth in other sectors of the economy. Over the period, per capita GDP has
actually declined by on average 1.6% per annum. In 2002, per capitaincome in Zambia
was around three-quarters of what it had been at independence.

2. Tax revenue

iii. From a macroeconomic perspective, tax policy in Zambia has been effective at
raising revenues, as measured by tax/GDP ratios. The 18 percent tax/GDP ratio, which
has been maintained over the past 4 years, is among the highest ratesin Africa.

iv. Total central government revenues in 2003 amounted to 4,440,000 M Kwacha
(approximately US$888M). 80% of which was collected through taxation, with the
largest sources being personal income tax at 31% of revenues and VAT (including import
VAT) at 23% (see chart 1 below).

! The sectors identified include agriculture, tourism, manufacturing, mining, and the finance.

2Fora comprehensive analysis of administrative barriers in Zambia, please refer to the 2004 FIAS study.



V.

B. Main findings of the report

The main findings of the quantitative and qualitative analysis of the tax/incentive

schemes suggest that:

General conclusions:

The overall tax system and incentive scheme, currently stipulated by the income tax code is

Therefore, the study concludes that main barriers to growth in these five sectors are can be

Compared to other countries in the region, Zambia's tax and incentive system is broadly

Specific conclusions:

On a sector-by sector level, there are variations in effective tax burdens, suggesting that thereis

The effective tax burden on small businesses appearsto be relatively high, asthese firmsare not

The mission found that general VAT system functions effectively, though ther e are some second

broadly appropriate and conducive to growth of the five sectors studied; thus, the tax system
issuesidentified, though important, arein general second-order problems[section I1],

attributed to administrative and procedural impediments identified in the 2004 FIAS study
[section 11], as well as constraints on raising financing, weak infrastructure, and sector
specific issues (see below). Having said that, however, there are issues mainly with the
application of the tax regime which merit review and perhaps policy reform (see below).

equivalent both in rates and application, suggesting that from the tax per spective, Zambia is
competitivein the region [section 111].

room for improvement but none of these sectors carries an excessive tax burden; the
financial sector appears to carry the heaviest effective tax burden and mining the lowest
[section I1],

part of the VAT registrations system and thus cannot reclaim VAT paid on inputs [section
I1.6.]. Atthesametime, thesefirms operating outside the tax net face disadvantages not
associated with tax liabilities, including the loss of “legitimacy” asa firm which has
implications for obtaining finance and business (especially obtaining gover nment contracts).
Thus, although compliance costsincurred by being included in the tax net might be high for
many small businesses, it may beworth it in thelong run for some. Currently, small firms
do not have the option to opt into the VAT net.

order deviationsfrom international best practice and could usefully be addressed in order to
make the system mor e transparent and equitable. In some casesit isunevenly applied
within and across sector s which could be a deterrent to investment.

Vi.

The results of this study provides input into the government’ s tax policy

discussions; it will alow the authorities to assess the relative tax and incentive packages
in each of the key sectors of the economy and to determine the effectiveness of each
package to investment and private sector development in the country as awhole.

Vil.

C. Sector analysis
1 Agriculture

METR calculationsin agriculturearearound 10% (Table 7), which islow

compared to other sectors. Slow development in agricultureis only marginally

Vi



attributable to taxes with the main problem being increased costs of capital equipment
due to un-reclaimed VAT. Instead, the primary current constraints to expansion derive
from high interest rates or lack of access to credit, risks in production due to policy
induced instability and market fluctuations, management constraints due to skills
shortage, barriers to functional efficiency arising from unreliable utilities and services
and the inefficiencies inherent in dealing with unnecessarily bureaucratic government
ingtitutions. At the same time, the following lists “ second-order” issues which if

addressed could improve growth and profitability of agricultural firms.

viii.  Corporateincometax rate application changes frequently and retroactively.
Ginning companies invested in Zambia under an investment code that granted them 15%
concessionary company tax ratesin line with farming companies and rura enterprises.
The classification has been reversed so that they are now liable to 35% tax on profits. The
cotton companies gain access to seed-cotton by managing the inputs and extension
services in a synergistic arrangement with their out-growers, thereby creating a conduit
for the flow of cash to therural areas. Reclassification has changed the basis of their
business performance.

IX. VAT appearsto be applied unequally across products aswell asacrossthe
sector, both in terms of rates and status (exempt versus zero rating). For example,
although cotton is standard rated for VAT, the definition does not cover the major
products of the industry. Cotton lint is exempt because the ownership of the seed- cotton
has been transferred from the farmer to the ginnery, which is classified as a manufacturer
and not an agricultural producer. The ginning companies therefore pay standard rate VAT
on transport, fuel, energy and spares but not on the raw seed-cotton bought from the
farmers.

X. VAT exempt status hurtsfarmersbecause their effective burden rises
sharply without the ability to reclaim VAT on inputs. The Zambia National Farmers
Union (ZNFU) calculates that increases in costs of production of wheat as a result of the
exemption of VAT amount to K617,380 per ha and thereby reduce profit margins from
11% to 4 % for an established farmer. Another cal culation by an accountant firm engaged
by ZNFU shows that a profit of K577,300 per hais converted to aloss of K49,500 by the
changes. Given the risks inherent in the production of an irrigated agricultural crop in the
Zambian economic context, such a precarious margin is not attractive to new investment,
and does not provide sufficient inducement for established growers to expand.

Xi. Theturnover tax burden appearsto be heavy on small agricultural
producers. The 3% level turnover tax applied to agriculture for small producers and
processors assumes a profit rate of 20% if it isto be equivalent to 15% tax on income.
The threshold applies to operations that are much larger than small-scale farmers
($40,000 annual turnover). In Tanzania, for example, aturnover tax of 1.2% is applied to
enterprises with a much lower threshold of 3 million Tanzanian shillings ($2,850) per
annum.

vii



2. Tourism

xii. ~ TheMETR calculation on assetsin tourism are calculated to be 0%-10

percent. The sector benefits from highly accelerated (2-year) deductions for machinery
and deductions that are moderately accelerated, given the 17 percent inflation rate, for
industrial buildings (20-year), coupled with an effective 20 percent first-year allowance.

xiii.  Although the tax/incentive scheme in Zambia is broadly pro-growth, tax policies
and rates are not being evenly and consistently applied in the tourism sector.

Some sub-sectors of the tourism industry enjoy favorable benefits such as those attracting
international package tourists (where the VAT is zero-rated). In addition to the
inconsistencies in the application of taxes, in the past, certain taxpayers have secured
preferential treatment n respect of large-scale investments, through direct negotiations
with government.

xiv. VAT isinconsistently applied in the tourism sector in Zambia which is
contrary to sound taxation policies and principlesand resultsin increased

administration costs associated with managing multiplerates. Variable rates in the
tourism sector also encourage corruption at border posts and the manipulation of the
system in the form of declaration of overseas business bookings as packages, and the
setting up of fictitious booking offices in international source markets.

xv.  Inaddition to having a negative effect on the competitiveness of the Zambian
tourism sector, the high cumulative duties and excise costs associated with

particular itemsarelikely toresult in areduction in revenueto the ZRA. High

duties and excise costs encourages cross border smuggling and selling on the black
market which is apparently evident in the informal markets in Lusaka where a bottle of
wine can apparently be obtained for a third of the price of comparable supermarket
products. In addition high excise costs result in a drop in the sales of these items,
especially with regards to wines (wines in lodges in Zambia cost up to 3 times more than
in lodges in South Africa).

xvi.  Although Zambia currently offersthreeincentives applicableto the tourism

sector, the extent and positive effect on the growth of the sector islimited. Incentives

in Zambia are generally focused on the entire tourism sector and concentrate on
providing accelerated rates of depreciation on buildings and equipment which results in a
reduction in the taxable income of operators. Considering that the industry suffers from
low profit margins (which are further reduced because of the difficult operating

conditions in Zambia) the net effect of this type of incentive is negligible.

xvii.  Thecurrent tax burden on theindustry isnot one of the major factors

hampering the growth and development of the sector. However, it does have an

impact and adjustments to taxation policy can contribute to the growth of the sector, at
least, in the short-termT here are more seriousissuesthat severely hamper growth in
thetourism sector, such asthe cost of capital, lack of infrastructure and, as

mentioned previously, an excessively bureaucratic environment. As a priority,
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government should focus its efforts on resolving these issues. Significant reductions in
taxation are not recommended as they will negatively influence the government’ s ability
to resolve these issues.

3. Manufacturing

xviii. The METR on assets used in manufacturing are calculated to be 0%-10
percent Asin tourism, manufacturing benefits from highly accelerated (2-year)
deductions for machinery and deductions that are moderately accelerated, given the 17
percent inflation rate, for industrial buildings (20-year), coupled with an effective 20
percent first-year allowance.

xiX.  Theratesof corporation tax (35%) and VAT (17.5%) in Zambia are neither
excessively high (although they are probably on the high side) nor arethey out of
linewith other countriesin theregion.

xX.  Themain issuesthat arose from consultation with the manufacturing sector
related to issues of tax administration. These arose in relation to corporation tax and
VAT and are not specific to the manufacturing sector — they also relate to other sectors.

4. Financial Sector

xxi. TheMETR of thefinancial services sector confirmsthat itstax burden is
relatively high, ranging from 25-35 percent. Thisresult obtains primarily because the
financial services sector faces a45 percent tax rate, and takes less accel erated deductions
for machinery than the manufacturing, tourism and agricultural sectors, although it does
benefit from the accel erated depreciation and investment allowances for industrial
buildings.® In addition, since the financial services sector is largely exempt from VAT, it
suffers significant irrecoverable VAT on machinery, so that the indirect tax on machinery
purchases is relatively high (20 percent).

xxii. Thetax burden on thefinancial sector isrelatively high compared with other
countriesin theregion. Thetop rate of tax of 45% is high by comparison, and applies at
arelatively low threshold — about US $ 50,000. The recently levied 15% tax on interest
on government bonds adds to the burden. The rationale would appear to be adesireto
tax what are seen as above-normal profits, particularly when most recent bank lending
was regarded asrisk free as it was financing the domestic borrowing requirements of the
government. The high interest rate environment, created by this demand to finance the
public sector borrowing requirement, has effectively squeezed the private sector out of
the domestic Kwacha market.

% Note that the METR on the financial services sector is understated to the extent that its buildings are

classified as commercial rather than industrial, but overstated to the extent that some firms are subject
to a 35 percent tax rate.



xxiii. VAT exemption status of many firms especially in the agricultural sector has hurt
the leasing market, which suffers because VAT on leased equipment cannot be reclaimed
by these firms. Internationally, accessto credit through finance leasing has been

shown to be an extremely important source of finance for investment in plant and
equipment, particularly for small businesses. Effectively, the cost of leasing for

VAT exempt firmsis higher because that they cannot lease equipment and claim

back the VAT on payable on leaserentals as an input cost.

5. Mining

xxiv. A review of this sector suggests that the tax code is generally supportive of the
mining sector. In addition, the rates of taxation and the tax incentives are not generally
out of line with competitor countries in the region.

xxv. Becauseof therelatively low tax rates and significant incentives, the mining
sector enjoysan METR of around 0% (Table 1, Appendix 1). In particular, with
expensing of many equipment purchases and moderately accelerated depreciation
deductions for the rest, the METR on machinery reflects the largest subsidy (-18.3
percent) received in any sector for any asset. Investment in buildings is untaxed,
although inventories are taxed relatively highly. The net result, given that mining is
relatively machinery intensive, is a sectoral METR in the neighborhood of zero. Of
course, the overall sectoral METR depends on the tax treatment of the acquisition of
land/reserves, which varies from mine to mine and is not considered in this analysis.

0. Small Businesses

xxvi. The effective tax burden on small businessisin the 20-25 per cent range,

unlessthe businessis machinery intensive, in which caseit would be somewhat

higher. Small businesses subject to the gross receipts tax and exempt from the VAT face
arelatively high METR (36.3 percent) on machinery due to the gross receipts tax, which

Is based on total sales rather than a measure of income and is thus relatively burdensome
despite its low rate, and the indirect tax due to a lack of recovery of the VAT (see below).

xxvii. Small businessesin Zambia seethe turnover tax system as an onerous

financial burden which does not offer the “legitimacy” of being aregistered firmin

thetax net.* In particular, small businesses complain that the level of the VAT

registration threshold is too high. Pitched at K200 million (US $40,000) when per capita
income is only K 1.75 million (US $375), provides a high threshold for firms to enter the
formal sector and thus encourages even medium-sized firms to remain outside the tax net
and avoid even the 3 percent turnover tax.

xxviii. At the same timenon-registration for VAT meansthat producersand traders
cannot reclaim VAT incurred on itemsfor processing or onward sale, ther eby

4 By being covered by the tax net, a firm has easier access to credit, the possibility of offsetting VAT
obligations with reclaim, and legitimacy of being a proper business.



increasing the cost of final production to the consumer. In some cases, VAT recovery
could be substantial enough such that the 3% presumptive tax could be operationally
higher than if a small business paid VAT,; in this event, the effective tax burden could be
higher than with a VAT. The high VAT threshold may also have the unintended
consequence of locking the small business sector out of the mainstream economy as, it is
understood that the public sector and registered traders are unwilling to do business with
unregistered traders.

xxix. A further concern about thethreshold and the withdrawal of the option to

tax isthat it hasthe effect of “locking” businesses, which are below thethreshold,

out of the mainstream economy. This is because registered businesses and (it has been
suggested) the government will not do business with them. If this is indeed the case,
clearly the Department of Commerce should forcibly explain the shortsightedness of their
ways to the government departments involved.

xxx.  Finally,it isdifficult for small businessesto have a collective body to

represent them, given thediversity of firmsand thusinterests Thus, there is no

effective mechanism for small entrepreneurs to voice their tax concerns. Furthermore,
the sector is invariably poorly funded and so is often not in a position to formulate policy
in specialist areas, such as tax. Accordingly, this report should not be taken as a
representation of the views of any of the parties interviewed during the course of this
review.

International Comparisons

xxxi. A rough comparison of METRsin Zambia with thosein the neighboring

countries of South Africa, Malawi, Tanzania and Zimbabwe suggeststhat METRs

in Zambia are generally lower than or roughly similar to thosein the comparison
countries, except for investment in inventories in countries with lower rates of inflation
and some investments in Zimbabwe. However, METRs in Zimbabwe are relatively low
(for assets other than inventories where the FIFO accounting results in taxation of
inflationary gains) not because the tax system is more generous than in Zambia (the two
systems are roughly comparable) but because the inflation rate is so high in Zimbabwe
(over 50 percent} not an example Zambiawould want to emulate. And, METRS on
investments in inventories in Zambiawould be reduced dramatically if firms were

allowed to utilize the LIFO inventory accounting system. Thus, it seems that the tax
component of the investment climate in Zambiais not asignificant barrier to investment,
relative to the tax systems of these neighboring countries.

xxxii. At the sametime, the standard cor porate tax ratein Zambia, 35 per cent,
could belowered to 30 percent to bein linewith other countriesin theregion. Given
the low contribution of CIT to total tax revenues of around 6 percent, the loss of revenue
would be small. In addition, international best practice on CITsislower ratesand a
wider base.
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Summary of Recommendations

xxxiii. The following is a summary of the recommendations presented in this report,
based on international best practice.

General recommendations

* The application of VAT should be made more uniform both within and across
sectors to create a level playing field.

» Thedesignation of “exempt” from VAT should be reviewed and replaced with
zero-rating.

» Firms should be allowed to use LIFO accounting to reduce the relatively high
METRs on inventories.

* Totheextent politically possible, every effort should be made to reduce METR
differences across industries.

* Small businesses should be given the option to register for VAT.

» The standard corporate income tax rate should be reviewed with aview to
lowering the rate to 30 percent to be consistent with other countries in the region.

Sector recommendations
Agriculture

» An effort should be made to apply a uniform VAT policy across the agricultura
sector to “level the playing field” within the sector; firms should be allowed to
register for VAT even if their turnover is under the threshold.

»  Exporters of agricultural produce should enjoy zero-rating VAT status for their
export enterprises.

» Harmonize the corporate profit tax across the sector.

Tourism

» Uniform application of the Value Added Tax perhaps at a concessional rate.

* Asafirst step, atheimpact of the VAT reduction in Livingstone should be
studied in order to assess whether such areduction has attracted investment.

* Theexisting incentives providing to accelerated depreciation should remain.

Manufacturing

* Review and change VAT exemption status to zero rated for pharmaceuticals
industry.

» Harmonizetherate of VAT across the sector for clarity, transparency, and
fairness,

Xii



* Review and perhaps eliminate the five percent excise tax on electricity.

Financial Sector

* Reduce the 45 percent corporate income tax rate on the profits from banking
operations as it is around 15 percentage points higher than in neighboring
countries and 10 percentage points higher than in the standard rate.

Mining

* The main recommendation is to review the VAT and withholding tax schemes on
the procurement of services of foreign firms to bring eliminate the distortion
between procurement of domestic from foreign services.

Small Businesses

» Allow small businesses to enter the VAT tax net and thus enter the formal sector.
* VAT penalties are excessive for small businesses and could usefully be reduced.
* High rates of customs and excise taxation should be reduced for small firms.

Xiii



INTRODUCTION

1. In June, 2004, the Government of Zambia (GOZ) launched an comprehensive
private sector development agenda during a workshop involving both public and private
sector stakeholders. This forum put the GOZ on public record that it intends to
implement its private sector development strategy, funded by donors (the World Bank
and DFID) over the next three years. A key aspect of the program was the identification
of five sectors as critical sources of growtin addition, the government stated its
determination to remove barriers to investment posed by its policies, procedures, and
regulations. A full study of the administrative/procedural obstacles to investment was
presented to the government by FIAS in May, 2004. One area not studied in that report is
whether the tax and incentive structure in the five key sectors is indeed growth-enabling.
For this reason, the GOZ asked FIAS to conduct a study of the effective tax burdens on
the selected sectors as an input into the evolving set of policies in support of the
government’s private sector development goals.

A. Context of the Study

2. This study of the effective tax burden is anatural follow up to FIAS swork on
administrative barriers to investment and private sector development in Zambia,
completed in 2004.° The Administrative Barriers work concluded that:

@ administrative and regul atory procedures are a significant factor in the
overall investment climate, not least because of their cumulative impact.
While no single procedure has a*“make-or-break” characteristic, together
they make the process of establishing and operating a business more
onerous than necessary. One-third of survey respondents report that they
spend at least 20% of their senior management time dealing with
reguirements imposed by government regulations, and a further one-third
indicate more than 10%. Three-quarters of respondents indicate that they
are dissatisfied to some degree with the performance of the bureaucracy.
The response rate for these questions was high, a good indication of how
widely perceived these problems are.

(b) Zambia has constructed its legal, administrative and regulatory framework
for managing a market economy since the early 1990s. The report
concludes that the emphasis has been on building the regulatory system
during this period; while this has been broad-based, the process appears to
have lacked a strategic focus, resulting in a complex, cumbersome and
poorly coordinated system. The GOZ’s focus has been largely on

® The sectors identified include agriculture, tourism, manufacturing, mining, and the finance.

®Fias (2004),Republic of Zambia: Administrative Barriersto Investment.



increasing compliance in the formal sector and fine-tuning regulations to
deal with loopholes and poor drafting, rather than on rationalizing and
streamlining the system as a whole. There has been little systematic
reform in the area of administrative procedures since the late 1990s,
although, as this report demonstrates, there have been some improvements
in specific areas, such as taxes and customs.

3. With this background, the GOZ asked FIAS to investigate the effective tax burden
in the key sectors identified as potential growth sectors, as the tax system is one of the
pillars of theinvestment climate. Thiswork fitsinto the GOZ'’s strategy of undertaking a
targeted review of its policy structure is conducive to private sector growth. Inthis

context, FIAS worked with the government to determine whether the tax/incentive

system, including both the policy and application of policy, was growth enabling.

4. The remainder of the report is organized as follows. The first section presents
brief background information and data underpinning the study, including growth, FDI,
and tax revenue data and analysis. The second section offers a brief introduction of how
the quantitative investigation is carried out using margina effective tax rate analysis,
followed by sectoral analysis using both qualitative and quantitative methodology. The
third section compares the results in Zambia with its main competitor countriesto give a
sense of how competitive Zambia's tax/incentive regime is vis-a-vis other southern
African countries. Additionally, as requested by the authorities, each sector investigation
focuses on the VAT system asit is applied as well as analysis of the effective tax burden
faced by small businesses. Each section concludes with key recommendations to
Improve the tax system in each of the sectors. Attached to the main report is a series of
annexes which give more detail into the technical calculation of METRS.

B. Background to the study
1 Growth and performance in the past

5. In the past four decades since independence, the economic growth has only
averaged 1.4% annual GDP growth. Most of the poor growth results can be attributed to
a combination of past government policy not being conducive to private sector growth,
including the creation of avast array of administrative barriers, and the resultant low
levels of investment.” In particular, this outcome reflects the decline in the mining
sector, which has not been offset by growth in other sectors of the economy. Over the
period, per capita GDP has actually declined by on average 1.6% per annum. In 2002, per
capitaincome in Zambia was around three-quarters of what it had been at independence.

"Fora comprehensive analysis of administrative barriers in Zambia, please refer to the 2004 FIAS study.



2. Sectoral contributions to growth

6. The GOZ gave priority to the five sectors chosen because of important
contribution to current output and production and for their potential for growth and new
investment. The five sectors identified by the GOZ as key to private sector development
represent around half of the total sectoral contribution to &EDP.

Tablel. Zambia: Sectoral contribution to total GDP, 1998-2003
(in percent of total GDP)

1998 1999 2000 2001 2002 2003

Agriculture 18.7 21.6 19.9 19.7 20.0 20.8
Mining and quarryin 6.3 3.8 4.1 4.0 3.5 2.8
Manufacturint 11. 10.¢ 10.2 9.8 10.4 10.¢
Financial institutions and insurar 9.1 9.C 9.8 9.4 9.2 9.1
Tourisr 2.2 1.¢ 2.1 2.4 2. 2.€
Subtotal 47.8 47.1 46.1 453 456 46.2

Source: IMFZambia: Selected Issues and Satistical Appendix, 2004

7. Despite the importance of these sectors, sectoral growth rates have been mixed,
due to external factors (for example variability of weather in agriculture, slowdown of
global tourism after September 11, 2001, etc.) and also likely due to internal factors,
changing government policy and administrative barriers.

Table2. Zambia: Sectoral Growth, 1998-2003
(constant prices)

1998 1999 2000 2001 2002 2003

Agriculture 1.3 9.9 1.7 -26 -1.7 49
Mining -25.0 -24.9 0.0 144 164 3.3
Manufacturing 2.1 2.8 3.5 42 55 6.6
Financial institutions and insurance 0.5 25 -1.0 05 34 33
Tourism 4.5 -6.5 11.6 250 50 6.3
Total GDP real growth -1.9 2.2 3.6 49 33 43

Source: IMFZambia: Selected Issues and Satistical Appendix, 2004

8. This report will concentrate on the internal factors, tax and incentives issues in an
attempt to understand better whether policy is growth promoting or growth inhibiting in
each of the selected sectors and to assess Zambia's competitiveness in each of these
sectors vis-a-vis its competitor countries in the region.

8 The only othe sector not included in the government’s program and this study is retail trade, which
congtitutes around 17 percent of total GDP.



C. Foreign direct investment in Zambia and the business climate
1. FDI in Zambia

9. FDI flows into Zambia remain low in absolute terms, amounting to only $71
million inflows during 2002, or about 2.0% of GDP and less than 1 percent of total FDI
inflows into Sub-Saharan Africa. The peak flows into Zambia reached around 4 percent
of GDP in 2001. FDI stocks in Zambia has remained consistently around 4.5 percent of
GDP for the past 8 years.

Figurel. FDI Flowsinto Zambia 1994-2002
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10.  While an increasing number of countries, including some regional competitors,
have experienced rapid increases in FDI and the share of investment in the form of FDI
over the past decade, Zambia has not. Moreover, much of the FDI entering Zambia has
been associated with mining and the government’s privatization program, and relatively

little has been associated with manufacturing and services.

11.  Statisticaly speaking, it appears that Zambia receives the highest level of FDI in
the region when using FDI/GDP as a measure. But this statistic is more a reflection of
low levels of GDP than high levels of FDI:



Table 3: Foreign Direct Investment

(percent of GDP)
1997-
1979-84 1985-90 1991-96 2001

Zambia 0.7 3.3 2.01 4.5
Kenya 0.2 0.3 0.2 0.6
Tanzania n.a. 0.1 1.1 2.2
Uganda 0 0 1.4 2.7
Mozambique 0 0.2 1.7 6.8
Cote dlvoire 0.6 0.5 0.7 2.7
Ghana 0.2 0.2 1.7 1.3
Vietham n.a. 0.1 7.8 55
Honduras 0.5 1.1 1.4 3.3
South Africa 0.002 0.0003 0.003 2.2
Sub-Saharan Africa 0.7 0.8 1.3 2.6
Low income 0.2 0.4 1.1 1.1
World 0.5 0.8 0.9 2.6

Source: IMF and World Bank

12.  Although the government has undertaken a range of policy reforms in the past
years, it is clear from the data presented above that the impact and effectiveness of the
reforms have been limited in terms of attracting investment. Moreover, the economic
reforms that have taken place at the macroeconomic level in Zambia do not appear to
have altered the perceptions of the international business community that the business
climate is generally poor.

2. Brief overview of the business climate in Zambia

13. The study of administrative barriers prepared by FIAS in 2004 looks at one
component of the investment climate--administrative and regulatory procedures involved
in establishing, locating and operating a business in Zambia. The report undertook a
survey, the results of which indicated that tax administration, customs regulations and
procedures did more than 50% of respondents identify a procedure as a problem.
Specific problem areas identified as the most important obstacles were:

» tax administration (52% of respondents identifying it as a problem, and 56%
of thoserating it as“major” or “very severe”);

» customs regulations (51%, and 65%, respectively);

» |abor regulations (37%, and 49%, respectively);

» foreign exchange regulations (27%, and 63%, respectively);

* business licensing and operating permits (25%, and 52%, respectively); and

* duty draw back (24%, and 63%, respectively.



14. Nonetheless, administrative and regulatory procedures are a significant factor in
the overall investment climate, not least because of their cumulative impact. While no
single procedure has a “make-or-break” characteristic, together they make the process of
establishing and operating a business more onerous than necessary. One-third of survey
respondents report that they spend at least 20% of their senior management time dealing

with requirements imposed by government regulations, and a further one-third indicate

more than 10%. Three-quarters of respondents indicate that they are dissatisfied to some

degree with the performance of the bureaucracy. The response rate for these questions

was high, a good indication of how widely perceived these problems are.

D.  Tax Policy in Zambia’

15. Tax and incentive policies are key parameters in defining a business climate.
Taxes are essential for the financing of government activities, but at the same time, they
should be set and administered to be as growth enabling as possible. Thus the revenue
raising authorities (in the Zambia case it is the Ministry of Finance that sets tax policy
and the Zambia Revenue Authority [ZRA] which administers it) must set a tax policy
which meets both needs.

1 Foundations and Background
16.  Tax policy in Zambia governed by the following Acts of parliament:

e Zambian Revenues Authority Act, No. 28 of 1993;
«  Thelncome Tax Act, 1993, and as amended®®;

e VadueAdded Tax Act of 1995;

* Regulationsto the Value Added Tax Act of 1995;
e VaueAdded Tax Genera Rules of 1997**; and

e Customsand Excise Act of 1955, as amended.

17.  Thelega framework for taxation administration is defined by regulations,
guidelines, specific schemes, and Zambia's adoption of international obligations, such as
the WTO Valuation Agreement. Zambia has aso concluded Double Taxation Treaties

For a complete description of the tax system in Zambia, please refer toZaiidia; Administrative
Barriers to Investment, 2004. See also Appendix Il for a full description of the tax system in Zambia,
used as input into the METR calculations.

10 http://www.zra.org.zm/dtax/pubs/actcap323.pdf.

Yinternal administrative provisions describing the tax procedures for the officials.



with 21 countries to avoid double taxation of companies operating in other countries as
well as Zambid?

2. Description of tax instruments described in this study

18. This study will concentrate on taxation of the corporate sector, which include
primarily of:

» Corporate income tax

* Value Added Tax (VAT)

19. In addition, companies may have to pay the following contributions during their
operations, depending on the type of business:

e Customs duty;

» EXxcise tax;

* Withholding tax;

» Property transfer tax;

* Medical levy; and

» Social contributions

20.  The general corporate tax rate is levied at 35% of profits. Profits are defined as
revenues minus depreciation, production costs and wages. The following can be
deducted from revenue to form the taxable income base:

» All operational expenses (rent, advertisements, packaging, repairs etc.) related to

the business;

» Contributions to approved charitable organizations up to 15% of taxable income;

» Tax credits for tax paid abroad on dividends and interest;

» Deductions for K240,000 ($51) for each handicapped employee.

21. Capital investments are not deductible. However, capital allowances are granted
as described under section 5 below. Losses may be carried forward for up to five years.
There are several exceptions to the general corporate tax rate as shown in Table 4.

12 Canada, Denmark, Finland, France, Germany, India, Ireland, Italy, Japan, Kenya, Mauritius, Norway,
Romania, South Africa, Sweden, Tanzania, The Netherlands, Uganda, U.K., Yugoslavia, Zimbabwe.
Seehttp://www.zra.org.zm/dtax/treaties.hfior details.




Table 4. Zambia: Schedule of Corporate Tax Rates

conglomerate)

Category Corporate Tax Rate
General 35%

Companies listed on the Lusaka Stock 33%"

Exchange

Profits of (unlisted) financial institutions above45%

K250 million

Profits from agriculture, non-traditional 15%

exports, and manufacture of chemical fertilizer

Successor companies of ZCCM (former mining5%

Source: Zambian Revenue Authority

22. The VAT is set at 17.5% and charged o
services. Businesses must keep invoices for fi

assign an item to zero-rating or exemption. The dif
obtain refunds of VAT already paid on inputs used

refunded. Major zero-rated items™ are:

n both local and imported goods and

ve years. Taxable value is the selling price
plus excise taxes, if applicable. Certain items are either zero-rated (subject to the VAT at
the zero rate with refunds previously paid) or exempt from VAT (not subject to the VAT
Act’s provisions)*%. There are no clear published criteria for the decision whether to

ferentiation allows businessesto

to produce zero-rated items, while the

VAT collected on inputs used to produce goods exempt from the VAT cannot be

Exports of goods and services from Zambia, including directly linked
services; The exporter has to produce proof of exportation, e.g. commercial
invoices, certified copies of the documents presented to Zambian customs and
at the country of destination and proof of payment, if applicable;

Foodstuffs and agricultural products,

Building supplies to charitable organizations approved by the minister;
Mosquito nets raw materials,;

Supplies to privileged persons;

Medical supplies and drugs; and,

Hotel accommodation in Livingstone, which has been zero-rated until
December 2004. This measure was introduced on an experimental basis for a
period of two years as away of promoting tourism development in the area.

13This rate has been increased from 30% to 33% in April 2003.

14 http://lwww.zra.org.zm/vat/pubs/Liabiliy%20Guide.pdf
15 Designated in the Second Schedule of the VAT Act.



23. Goods exempted from VAT include books and newspapers, educational materials
and services, health supply services, financial and insurance services, funeral services,
water supply and sewerage services, transport services, conveyance of real property,
metals, trade union subscriptions, goods under the investment certificate, domestic
kerosene, mosquito nets, residential rents, statutory fees, road construction agreements
entered into before July 1, 1995.

24. Zambia has had a VAT tax deferment scH&ineplace since 2001. Importers of
goods listed’ in the deferment scheme in the Third Schedule of the General Rules are not
required to pay VAT at the border. The requirements to obtain the deferment scheme are
only that the business has a TPIN and is VAT registered, and it is not necessary for the
importer to make a separate application at the border.

25. Businesses with a taxable turnover exceeding or likely to exceed K200 million in
any 12-month period have the statutory obligation to register with the ZRA for VAT
monthly payments (VAT1). A VAT registration number is issued by ZRA and must be
carried on every invoice. No registration fee is applicable. VAT registration can be
waived by ZRA if it is convinced that the business deals only with zero-rated goods or
services. Statutory registered companies must file for VAT by tfid@ of the month

for the preceding month. Companies with an annual turnover under K100 million may
register for VAT payments.

E. Tax revenues performance

26. From a macroeconomic perspective, tax policy in Zambia has been effective at
raising revenues, as measured by tax/GDP ratios. The 18 percent tax/GDP ratio, which
has been maintained over the past 4 years, is among the highest rates in Africa.

Total central government revenues in 2003 amounted to 4,440,000 M Kwacha
(approximately US$888M). 80% of which was collected through taxation, with the

largest sources being personal income tax at 31% of revenues and VAT (including import
VAT) at 23% (see chart 1).

16 http://www.zra.org.zm/vat/pubs/Import-VAT-Deferment-Scheme%20.pdf

1 http://www.zra.org.zm/customs/pubs/Import VAT _Deferment_List.pdf



Central Government Revenues, 2003, Zambia

E Import VAT

17.1% 14.5% B Import Tariffs

O Excise Duties

9.3% O VAT

B Extraction Royalties
10.8% O Company Tax

B Personal Income Tax
8.8% O Other Domestic Revenue

B Grants

Source: ZRA
1. Corporate Income Tax Revenues by Sector
27.  Company income tax revenue were available for three key sectors. These showed
that despite its small share of the national economy, the financial services sector accounts
for a proportionally large share of company tax. This may be due to the higher rates and
fewer allowances applicable to the financial services sector.

Table 5. Corporate Tax Revenues, 2003

Sector Kwacha (M) | Percentage

Financial Services 51,355 20.9%

Telecom 29,187 11.9%

Mining 28,612 11.6%

Other 136,460 55.6%

Total 245,614 100.0%
Source: ZRA

2. VAT Receipts by Sector
28.  Although data exists on net VAT receipts by sector (see table 5. below), they are

difficult to analyze, given the varying degrees of VAT reclamations available to
individual sectors (agriculture, mining, and tourism).
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Table 6. VAT receipts by sector

Net VAT Receipts by Sector

Sector Kwacha (M) | Percent of Total
Financial Services 11,764 3.0%
Telecom 44 722 11.4%

Mining (653,838)° | -166.5%
Manufacturing 70,067 17.8%
Tourism (400) -0.1%
Agriculture (27,394) -7.0%

Other 947,750 241.4%

Total 392,671 100.0%
29. It should be noted that in the financial sector, VAT receipts have increased

markedly in the past 3 years, due to the expansion of leasing activities. A possible
explanation for this is that in the case of direct lending by abank, its“margin” is subject
to tax at the rate of 45%, where asiif it structures its lending activities as operating leases,
the tax allowances attributabl e to the investment in the equipment will flow to the

banking sector.

18 A negative receipt suggests that the VAT reclaimed exceeded the VAT paid out.
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ANALYSIS OF THE EFFECTIVE TAX BURDEN IN ZAMBIA

A. Assessing the effective tax burden—an introduction

30.  Assessment of the effective tax burden in Zambia requires a standardized,
guantitative metric which takes all provisions of the tax code and incentive schemein
placeto look at what a hypothetical new entrepreneur would face if he or she were to
invest today in that sector. At the sametime, qualitative analysisis also needed to
determine how the tax/incentives schemeis applied in practice. Thissection presents
both the qualitative and quantitative analyses of five key sectors in the economy—
agriculture, manufacturing, tourism, mining, and finance—to present a comprehensive
picture the absolute and relative tax burden.

B.  Quantitative analysis of the effective tax burden'®

31.  Theconcept of amarginal effective tax rate (METR) was created to analyzein a
single measure how investment decisions are affected by the large number of provisions
of the business and individual income tax systems, as well as by features of any property
and wealth taxes, salestaxesincluding VAT, customs duties, and special incentive
regimes such as tax holidays, that affect the incentivesto invest. METR analysisis based
on the standard neoclassical model of investment in which the level of investment isa
function of the “cost of capital” faced by afirm —the minimum or “hurdle” rate of return
that an investment must earn to be profitable. Although earlier research was mixed on
the issue, the most recent empirical evidence confirms the basic assumption of this model
—which investment does in fact react inversely to changes in the cost of capital (Gordon
and Hines, 2002). METR analysts, such as King and Fullerton (1984), Broadway, Bruce
and Mintz (1984) and many others, have taken the basic neoclassical model and modified
It to take into account the net effect of all the provisions of atax system on the cost of
capital to the firm.?° The primary goal of an METR analysis s thus to describe this net
effect of atax system on investment incentivesin a straightforward and intuitively
appealing form.

32. TheMETR terminology naturally provides some insight into the nature of this
tool. A METR ismarginal becauseit is based on analysis of a prospective incremental
investment — one that just breaks even, with its after-tax cost equal to its after-tax
returns.?® It calculates the effective tax burden in that it captures the net effects of all the

19 See Annexes I and Ii for a more full description of METR theory and calculations.

20 The analysis in this paper most closely follows the approach in Boadway, Bruce and Mintz (1984). For

an application of the King and Fullerton (1984) approach to Burundi, see Zodrow (1993).

2L METR analysis is thus not well suited to analyzing tax effects on investments that generate above-

normal returns.
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provisions of the tax system, rather than focusing on a single characteristic such as the
maximum statutory corporate tax rate. And it is a tax natinat it is defined as the
difference between the gross of tax and net of tax returns to an investtheftax

wedge” between gross and net returns created by the tax system — expressed as a

percentage of the gross return.

33.  Thecaculation of aMETR requires careful specification of the characteristics of
an investment in a specific asset in a specific sector, including the time path of its returns,
the rate of economic depreciation of the asset, how the asset is financed, the economic
environment in which it occurs, including the inflation rate, interest rates, and returns to
equity, and all of the features of the current or proposed tax system that affect both the
after-tax returns and the after-tax costs attributabl e to the investment, including all tax
depreciation allowances, investment credits, interest deductions, special exemptions, etc.,
allowed under the income tax as well as any other taxes that impinge on investment
decisions. Given thisinformation, the analysis calculates the effective tax rate on a
marginal or breakeven investment under the assumptions of profit maximization by the
firm, competitive markets, and perfect certainty (e.g., with respect to future returns and
inflation rates).

C. Summary of METR analysisin Zambia

34.  Thissection presents METRs for the current tax system in Zambia, and analyzes
the economic effects of the existing tax system. The analysis aso provides METRs
under two tax changes recommended by the proposed new investment act. Results are
presented for five capital assets (machinery, buildings, inventories, and land) and for five
business sectors (manufacturing, tourism, agriculture, financial services and mining), as
well as for small businesses that are subject to the gross receipts tax and exempt from the
VAT.
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Table 7. Zambia: Summary of Marginal Effective Tax Rate Analysis by Sector, 2004

Financial Small
Manufacture | Tourism | Ag Services Mining | Business

Machinery -11.1% -11.1% 11.9%| 37.7% -18.3% 36.3%
Buildings -1.3% -1.3% 0.9% -0.9% -0.6% 7.4%
Land 7.5% 7.5% 4.5% 9.7% n.a. 5.8%
Inventories 49.2% 51.6% 24.1%| 59.5% 37.5% 19.2%
Average 20%-
Range 0%-10% 0%-10% | 10% 25%-35%, 0% 25%

Source: Data from Zambia Revenue Authority

D. Sectoral Analysis

1. Agriculture
35.  Agriculture is the largest sector (20 percent of total GDP) considered in the study.
a. Summary of the tax/incentive system

36.  Agriculture, in common with other rural enterprises, is taxed at the preferential
rate of 15% as opposed to 35% on most other enterprises. Depreciation on agricultural
equipment is allowed at 50% on a straight line basis without indexing for inflation.
Agricultural buildings are classified as industrial buildings and they are depreciated over
20 years on a straight line basis. The first K10 million worth of agricultural buildings can
be treated as an allowable expense. Capital expenditure on farm improvements may be
depreciated for tax purposes by 20% per annum over 5 years.

37.  Capital expenditure on production of tea, coffee, banana plants, citrus fruit trees
or other similar plants or trees, is allowable at 10% against profits in the first year of
production. Some farms operations are allowable at 100%, including stumping and
clearing, works for the prevention of soil erosion, boreholes, wells, aerial and geophysical
surveys, and water conservation.

38. Dividends from farming are exempt from tax for the first five years.
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Value Added Tax

39. In February, 2004, at the presentation of the budget the government reclassified
unprocessed primary agricultural goods from the schedule of “zero rated” to “exempt”,

while those that were rated as standard for VAT were not affected. The implication for
producers of exempt goods is that they cannot reclaim VAT paid on inputs used to

produce those goods. Produceis zero-rated if it is exported by or on behalf of ataxable
supplier. The produce is subject to VAT but at 0%, which impliesthat VAT on inputs

applied may be reclaimed.

40.  Products listed as exempt include fresh edible vegetables, fruit and nuts; maize
and mealie meal; soya bean, millet, cassava, sorghum and flours produced from them;
wheat and other cereals;, animal products including milk; and agricultural inputs. Those
farmers producing exempt goods become deregistered for VAT with ZRA, while those
producing standard rated goods remain registered, and those producing a mixture are
VAT rated pro-rata with the relevant crop mix.

41.  Thosethat remain subject to VAT at the standard rate include coffee, sugar,
cotton® and tobacco among others.

Import duties

42.  Custom tariff incentives include 0%, 5% duty and deferred payment of VAT on
raw materials and capital items, 15% duty and deferment of VAT on some listed
products of intermediate goods, and 25 duty on finished luxury goods.

43.  Whereitems are zero rated for VAT there is an incentive element in that the VAT
on inputs can be claimed back by VAT registered companies. However, VAT on petrol,
communications costs and entertainment may not be claimed back. VAT isalso
applicable to the financing element of |easing agreements on equipment.

Council levies

44.  Council levies may be imposed on the movement of agricultural and other
produce out of the districts in which they are produced. The rate of application is capped
at 1% of their value and stakeholders are given the opportunity to object to advertised
proposed rates before their implementation. Final proposed rates are submitted for
approva by the Minister of Local Government but not the Minister of Agriculture and
Co-operatives (MACO).

22 “Cotton”, on the list of standard VAT rated items, does not refer to seed-cotton (produced by farmers)
or lint-cotton (processed seed-cotton produced by ginning companies). It is said to refer to cotton-
wool, whichisin reality lint-cotton although the definition is not accepted by ZRA.
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b. The Tax/ Incentive Regime in Practice
Income tax

45. Large scale farmers are registered with ZRA and produce books of account on
which their taxes are assessed. Tax allowances on expansion provide many opportunities
for active farmers to avoid taxes, which are not therefore considered onerous by large
scale active commercial farmers, particularly in the light of the reduced rate of 15%.

46. Small scale farmers would normally qualify for turnover tax alone but they
generally have no records and are not taxed on income. In practice it is understood that
very few small scale farmers pay the turnover tax which has a threshold of K 200 million
per annurf.

VAT

47. Because small scale farmers do not, in practice, pay income or turnover tax, they
are not able to reclaim VAT and must therefore absorb the resulting higher costs of inputs
and tools.

48. Zero rating of exported goods is applicable to fresh vegetables and flowers,
tobacco and coffee because it is deemed that the export is done on behalf of the farmers.
Cotton ginning, on the other hand, is deemed a manufacturing process divorced from
production, which is unable to reclaim VAT on operating costs.

49. The VAT reclamation process imposes cash flow constraints on farming
enterprises since, in practice, reclaims can take many months, although it should be
accomplished within one month. In the case of disputes it can take a year or more to
resolve, adding administrative work load and the need to make repeated journeys to
Lusaka.

VAT exemptions

50. Under traditional VAT regimes, VAT attributable to capital investment in
equipment and such like can be recovered so that the tax only bears on domestic
consumption. This is the structure that has been adopted in Zambia. However, VAT
recovery clearly does not apply to exempt sectors.

51. Because a large number of agricultural producers is likely to produce a mixture of
taxable and exempt products, these producers will be involved in the complexity of VAT
partial exemption calculations. Furthermore, when they change their crop mix, it will be
necessary to adjust these calculations. Thus a considerable degree of complexity has
been added into the agricultural sector’stax affairs by these changes.

23 The K 200 million threshold for paying turnover tax includes all small scale farmers since it is equivalent
to about 70 ha of maize at commercial yields (5.4 tons per ha) on a single enterprise farm. Small
scale, low-input yields are less than 2.5 tons per ha and very few have more than 20 ha.
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Replacement of VAT for turnover tax

52. In addition to the changes outlined above, all farmers with a turnover of K200
million ($40,000 or less) are exempted from VAT and, instead, became subject to a 3%
turnover tax. This tax is a final tax (i.e., the farmer does not face additional taxes on
income). It implies that a farmer with a single-enterprise maize operation of 70 ha with
average Yyields of 5.4 tons and farm gate price of $110 per ton (K27,500 per 50kg bag)
would pay K6 million in turnover tax. A marginal increase in scale, making the farmer
liable to income tax, would imply that, if the same effective rate were payable, the net
profit on maize production would have to be 20%. (K200 m x 20% profit x 15% tax = K6
million.) A 20% net profit on maize is more than would be anticipated, so the 3% on
turnover is high for agriculture, particularly since it does not take account of risk of crop
failure because the tax is payable even in the event of financial loss.

53. The Zambia threshold applies to operations that are much larger than small-scale
farmers. This contrasts with the position in Tanzania, where a turnover tax of 1.2% is
applied to enterprises with threshold of 3 million Tanzanian shillings ($2,850) per annum.
It is understood that, in practice, ZRA are not seeking to enforce the tax because, where
incomes are significantly below the threshold, the costs of collection will outweigh the
benefits accrued. The concern is that after a few years a revenue official visits a farmer
and, with the threat of an estimated assessment for the current and past years, forces him
to pay a large fee. Even if this money flows to the government, it is highly undesirable
from a policy standpoint and there must be a concern that this will lead to corruption with
ZRA.

Council levies

54. The rate at which levies have been applied and approved by the Minister of Local
Government have been found to exceed the maximum of 1%. It is reported that Chadiza
Council, an area with high dependence on cotton production, imposed a levy of K200 per
kg while the price to the farmer was only K620 per kg. The result was that the out-grower
scheme sponsoring production in the area was obliged to withdraw, abandoning the
producers who were subject to the ruling.

55. In other districts the council has imposed a levy on seed-cotton moving to the
ginnery and again on lint-cotton leaving the ginnery, using the argument, to avoid the
double taxation restriction, that they were different products.

56. Export crops are essentially price takers; therefore, all taxes necessarily reflect
back to depress the farmer price. Council levies, therefore, are counter to poverty
alleviation unless applied with efficiency to the benefit of the same producers, which
unfortunately is not the case.
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C. Analysis of the tax regime

57. METR calculationsin agriculture arearound 10% (Table7), which islow
compared to other sectors. Asset METRs are higher for machinery and buildings but
lower for land and inventories. This somewhat unusual pattern occurs because
agriculture receives a preferential 15 percent tax rate. As a result, the benefits of
accelerated depreciation for machinery and buildings and investment allowances for
buildings are relatively low because these items are deducted at a relatively low tax rate.
By comparison, for the non-depreciable assets (land and inventories) the low tax rate is
an unambiguous benefit, and the METRs on these land and inventories are relatively low.
Capital expenditure on farm improvements may be depreciated for tax purposes by 20%
per annum for the first 5 years. Transfer of land is subject to property transfer tax of 3%
which is not deductible against income tax. Small business turnover below K200 million
is charged at 3% of turnover in lieu of income tax.

58. Slow development in agriculture is only marginally attributable to taxes, primarily
increased costs of capital equipment due to un-reclaimed VAT. Instead, the current
constraints to expansion derive from high interest rates or lack of access to credit,
increased costs of capital equipment due to un-reclaimed VAT, risks in production due to
policy induced instability and market fluctuations, management constraints due to skills
shortage, barriers to functional efficiency arising from unreliable utilities and services
and the inefficiencies inherent in dealing with unnecessarily bureaucratic government
ingtitutions. At the same time, the following lists “ second-order” issues which if

addressed could improve growth and profitability of agricultural firms.

Turnover tax

59.  Theturnover tax burden appearsto be heavy on small producers. The 3%
turnover tax applied to agriculture for small producers and processors assumes a profit
level of 20% if it isto be equivalent to 15% tax on income. The threshold appliesto
operations that are much larger than small-scale farmers®®. In Tanzania, for example, a
turnover tax of 1.2% is applied to enterprises with a much lower threshold of 3 million
Tanzanian shillings ($2,850) per annum.

Corporate Income Tax

60. Corporateincometax rate application changes frequently. Ginning
companies invested in Zambia under an investment code that granted them 15%

24 The turnover tax applicable to a threshold of K200 million ($40,000) implies that a farmer with a single-
enterprise maize operation of 70 ha with average yields of 5.4 tons and farm gate price of $110 per ton
(K27,500 per 50kg bag) would pay K6 million in turnover tax. A marginal increase in scale, making the
farmer liable to income tax, would imply that, if the same effective rate were payable, his net profit on
maize production would have to be 20%. (K200 m x 20% profit x 15% tax = K6 million.) A 20% net profit
on maize is more than would be anticipated, so the 3% on turnover is high for agriculture, particularly since
it does not take account of risk of crop failure because the tax is payable even in the event of financial loss.
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concessionary company tax rates in line with farming companies and rural enterprises.
The classification has been reversed so that they are now liable to 35% tax on profits. The
cotton companies gain access to seed-cotton by managing the inputs and extension
services in a synergistic arrangement with their outgrowers, thereby creating a conduit for
the flow of cash to the rural areas. Reclassification has changed the basis of their business
performance.

VAT

61. VAT appearsto beapplied unequally across products aswell as acrossthe

sector, both in terms of rates and status (exempt versus zerorating). For example,

cotton is standard rated for VAT, the definition does not cover the major products of the
industry. Cotton lint is exempt because the ownership of the seed- cotton has been
transferred from the farmer to the ginnery, which is classified as a manufacturer and not
an agricultural producer. The ginning companies therefore pay standard rate VAT on
transport, fuel, energy and spares but not on the raw seed-cotton bought from the farmers.
Since they are selling into a world market they are unable to retrieve VAT charges from
the export price and are obliged to try to recover it from the farmers. The VAT charges in
2003/04 are said to have exceeded the profit from ginning. Farmers are receiving 47 to
53% of the world market price which is an improvement on the record of neighboring
countries, but these will have to be curtailed to accommodate the VAT. Therefore,
although ginning is not classified as an agricultural activity, the VAT applied to it will
reflect directly onto the price paid to farmers.

62. VAT exempt status hurts farmers because their effective burden rises
sharply without the ability to reclaim VAT on inputs. The Zambia National Farmers
Union (ZNFU) calculates that increases in costs of production of wheat as aresult of the
exemption of VAT amount to K617,380 per ha and thereby reduce profit margins from
11% to 4 % for an established farmer. Another cal culation by an accountant firm engaged
by ZNFU shows that a profit of K577,300 per hais converted to aloss of K49,500 by the
changes. Given the risks inherent in the production of an irrigated agricultural crop in the
Zambian economic context, such a precarious margin is not attractive to new investment,
and not sufficient inducement to established growers to expand.

63. Diesd not classified asan input for agricultural producers, thus preventing
VAT reclaim. Diesel fuel bears atransport levy for the repair of roads on the assumption
that it is consumed on the roads, but the bulk of diesel in agricultureis applied to
production and not to transport. It is generally agreed that labeling diesel for farmersis
not a feasible option for avoiding the anomaly within the Zambian context, so there
remains justification for the reclamation of VAT on Diesel

d. Recommendations
* Harmonizetheapplication of the VAT system to eligible producersto
“level the playing field” within the sector.

* Allow small producerscurrently outsidethe VAT net to register if they
have the capacity to meet the reporting requirements.
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* In the interests of achieving competitiveness in exports to the world markets,
and bearing in mind the structural disadvantages faced by Zambian producers,
exportersof agricultural produce should enjoy zero-rating VAT status
for their export enterprises. When competing in the World market,
producers are price takers and cannot pass the added cost of taxes to the
consumers without losing competitive edge.

* Harmonizethe corporate profit tax acrossthe sector. In the interests of
attracting entrants to agriculture, the concessionary rate of 15% on profits
should be maintained to all farming enterprises.

2. Tourism

64. Tourism generated US $148.8 million dollars in 2003, representing a 11% growth
on the previous year, but only representing less than 3 percent of tot&f GDP.

65.  Although the tax/incentive scheme in Zambia is broadly pro-growth, tax policies
and rates are not being evenly and consistently applied in the tourism sector. Some sub-
sectors of the tourism industry (those attracting international package tourists) and
destinations (such as Livingstone and those operating in rural areas) enjoy favorable
benefits.

a. Summary of the tax and incentive regime

Corporate tax

66. Corporate tax in the tourism industry is levied at the national rate of 35% with the
following exceptions.

«  Tourism businesses (such as lodges, and hotels) in “rural areas’® are subject
to a corporate tax rate of 30%, during the first 5 years of operation®”;

* Small businessreceive atax holiday for thefirst 3 years of operation in urban
areasand 5 yearsin rural areas™®

%5 Zambia National Tourist Board annual guestionnaire completed by licensed tourism operators 1995 -
2003

26 According to the investment Act 1993 Cap.385 "rural area " is defined as any area which is not an area
declared or deemed to have been declared as a city or municipality under the Local Government Act except
for the area declared to be Kafue Township under that Act.

27 Zambia Investment Act of 1993 states that income received from a rural enterprise for each of the first
five charge years is reduced by such amount as is equal to one-seventh of that tax

%8 Needs to be registered with the Small and Medium Business Development ‘BESMIDR")
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Value Added Tax

67. Full VAT is charged on all tourism products and services except:

» package tours, sold by licensed operators to international tourists, are zero-
rated;

» All tourism services with the exception of food and beverages are zero rated in
Livingstone. This agreement was initially meant to be for two years beginning
January 2001 in order to establish Livingstone as a world class tourist
destination capable of competing with the Zimbabwean side of Victoria Falls.
This incentive has since been extended for an additional two years and should
be discontinued in December 2004.

Service charges

68. A compulsory service charge of 10% is levied on all services rendered in hotels,
lodges and food and beverage establishments. This service charge is then distributed
directly to the staff of the establishment.

I ncentives

69. The tourism industry does receive preferential treatment with respect to
accelerated depreciation allowances:

* Hotels enjoy an initial allowance of 10% and an annual 5% wear and tear
allowance of the cost the hotel building;

* Machinery in tourism enterprises is depreciable at an accelerated rate of 50%
(over two years);

» Hotel buildings are characterized as industrial buildings and therefore benefit
from a 10% investment allowance (a 10 percent deduction, with no reduction in
the tax accountopvaue or “basis’ of the asset) and a 10% initial alowance (an
additional 10% deduction with no basis adjustment)

Individually negotiated agreements

70.  Some operators have benefited from individually negotiated agreements, which
were agreed directly with government. The most significant such agreement is the Sun
International Investment (Zambezi Sun and Royal Livingstone) in Livingstone which was
signed with the government in September 1999.

71.  Thehighlights of the concessionsin the agreement between Sun International and
the government of Zambia are as follows:
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* A waiver on all import duties and VAT during the construction period of the
hotels;

» Areduced corporate tax rate of 15% on profits made from non-Zambians, in
effect this could apply to all profits made as revenue generated from Zambians
could possibly be offset against all incurred expenses;

* Revenue generated from tourist accommodation is zero rated.

Duties and Excises

72. The tourism industry does not receive any concessions or preferential treatment
with regards to customs and excise duties.

73.  All duties are applied at the applicable rates of 0-5% for raw materials, 15% for
intermediate goods and 25% for finished goods. In addition to customs duties, excise is
charged on a number of items in the tourism sector.

74. Details of some of the most pertinent excise duties are set out below:

Table 8. Examples of Excise Applied to The Tourism Sector in Zambia

Country Clear Beer Wines | Spirits Cigarettes | Petrol | Diesd
Zambia 70% 125% | 125% 115% 30% 30%

Source: Tour Operators Association of Zambia

Entry and Exit Taxes
b. Visas

75. Nationals of various countries are required to have a visa prior to visiting Zambia,
the application thereof varies by country. For purposes of comparison and simplicity, we
have only provided details in respect of visas required by United States and United
Kingdom passport holders, namely:

Table 9. USA and UK visa costs to Zambia

Country United States United Kingdom
Single Multiple Single Multiple
Entry Entry Entry Entry

Zambia N/A US$40 £35 £45

Source: Travel Agents Association of Zambia
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76. However tourist visa costs are waived if booked through a registered Zambian
tour operator.

Departure Tax

77.  Airport departure tax is charged at US $ 20 for international departures.
C. Tax system in practice

Corporate Tax

78. Due to the low profitability of the sector and the infancy of the tourism industry in
Zambia, corporate taxation in Zambia does not represent a large proportion of the tax
burden in the tourism industry.

Value Added Tax

79. A significant proportion of the tourist sector receives VAT concessions by nature
of the type and nature of international leisure tourists to Zambia. The ZRA estimates that
the VAT compliance rates are high considering the frequency of the VAT return process
and the severe penalties associated with non-compliance. Considering that the sector is
informal, fragmented and made up of a large number of small businesses, various
operators are also likely to fall under the threshold for VAT registration and will

therefore not be liable to pay VAT.

80. Lodges whose business is primarily focused on the international leisure market
are usually in a VAT repayment situation, having to claim back from the ZRA. In some
cases, it is necessary to wait for an extended period of time before receiving this
repayment.

Duties and Excise

81. Due to the fact that taxes associated with duties and excise are collected at the
point of entry a high rate of compliance is likely in this area.

d. Analysis of the tax/incentive regime

82. TheMETR calculation on assetsin tourism are calculated to be 0%-10

percent (Table 7). The sector benefits from highly accelerated (2-year) deductions for
machinery and deductions that are moderately accelerated, given the 17 percent inflation
rate, for industrial buildings (20-year), coupled with an effective 20 percent first-year
allowance.

83.  Although the tax/incentive scheme in Zambia is broadly pro-growth, tax policies
and rates are not being evenly and consistently applied in the tourism sector.

23



Some sub-sectors of the tourism industry enjoy favorable benefits: those attracting
international package tourists (VAT zero rated), regions such as Livingstone (no VAT on
accommodation revenue) and rural areas (30% corporate taxation).

84. In addition to the inconsistencies in the application of taxes, in the past, certain
taxpayers have secured preferential treatment n respect of large-scale investments,
through direct negotiations with government.

Corporate Tax

85. Thetourism industry in Zambiais subjected to a higher corporate tax rates
than most of its competitors (Malawi, Zimbabwe, South Africa, Tanzania, Kenya
30% % and Botswana 25%).

Botswana has also steadily reduced its cor porate taxation rate over the past 15 years,
40% in 1990 — 1993, 35% in 1994 and 25% from 1995 onwar ds®

Consumption taxes

86. VAT and other consumption taxes levied directly on tourists (such as service
charges) have a severe impact on demand, especially with regards to international leisure
tourists who are highly price sensitive. A small change in price in a destination in this
particular market can have a severely negative impact on the demand to that destination.
This is further exaggerated in Zambia due to the highly fragmented nature and infancy of
the tourism industry. nature (large number of small operators, average lodge size of 10
rooms) and the under-developed nature of the tourism industry in comparison to regional
safari industry competitors such as Botswana, Zimbabwe, South Africa, Namibia and
Kenya.

A Ddloitte and Touche study conducted on behalf of the British Tourist Authority
determined that the price elasticity of the holiday tourist market was-1.5—that isa
price cut of 10% would cause a 15% increase in the volume of tourist demand®.
Smilarly in 1969 VAT wasintroduced at the then 12% on Dutch Hotels. The
following year wasthe worst year in Dutch memory where the tourism balance
worsened by 12%. Since 1979 a reduced rate of 1/3 of the full rate has applied to the
hotel sector.

Value Added Tax

87. VAT is inconsistently applied in the tourism sector in Zambia which is contrary to
sound taxation policiesand principles and resultsin increased administration costs

29 Resident Companies, Foreign companies pay 37.5%
%0 Botswana Department of Taxes in the Ministry of Finance and Development Planning

3L\WTTC “Tourism Taxation — Striki ng aFair Deal” 1998
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associated with managing multiplerates. Variable rates in the tourism sector also
encourage corruption at border posts and the manipulation of the system in the form of
declaration of overseas business bookings as packages, and the setting up of fictitious
booking offices in international source markets. The current system does promote
growth in the tourism sector by increasing demand due to the effective price reductions
on pre-booked packages and tourism accommodation in Livingstone.

88. However, certain other markets enjoy a comparable price advantage through zero
rating and VAT exemption:

+ Tourism related services in the town of Victoria Falls in Zimbabwe are zero-
rated; and

« Tourism accommodation in Botswana is VAT exethpt

89. Some other countries in the region have an advantage of lower rates of VAT
(Kenya 16%, Namibia 15%, South Africa 14% and Botswana 10%) although other
countries that have the disadvantage of higher VAT rates (Tanzania and Malawi, 20%).

I ncentives

90. Although Zambia currently offersthreeincentives applicableto thetourism

sector, the extent and positive effect on the growth of the sector islimited. Incentives

in Zambia are generally focused on the entire tourism sector and concentrate on
providing accelerated rates of depreciation on buildings and equipment which results in a
reduction in the taxable income of operators. Considering that the industry suffers from
low profit margins (which are further reduced because of the difficult operating

conditions in Zambia) the net effect of this type of incentive is negligible.

91. The level of incentives in the tourism sector in Zambia generally compare
favorably to other countries with undeveloped tourism industries such as Mozambique
and Malawi, but not to countries such as Kenya and Tanzania who already have
established tourism industries, see table below:

32 Botswana Value Added Tax Act 2000 states that exemption applies to accommodation in any hotel,
motel, inn, boarding house, hostel, or similar establishment in which lodging is regularly or normally
provided to five or more persons at a daily, weekly, monthly, or other periodic charge.
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Table 10. Examples of Investment Incentives of Selected Countries in the Region

Country Description

Zambia * Hotels enjoy an initial allowance of 10% and an annual 5% wear and tear
allowance of the cost the hotel building;

* Machinery in tourism enterprises is depreciable at an accelerated rate of 50% (over
two years);

* Buildings used for manufacturing, mining, or hotels qualify for a wear and tes
allowance of 10% of the cost in the year they are first used,;.

Malawi * 40%investment allowance on qualifying new buildings and machinery;

e Up to 30% allowance on used buildings and machinery;

* Up to 15% allowance for special areas

Mozambique |« No duty on importation of large capital equipment;

* Investments shall benefit from an investment tax credit of 8% of the total
investment (not applicable to cost of buildings, passenger vehicles, furniture pnd
decoration, leisure equipment) for up to 5 years and 18% in Capo Del Gado,
Inhambane and Niassa Province and 13% in Gaza, Tete, Zambezia and Sofa
Provinces;

* Accelerated depreciation on new immovable assets and other tangible fixed
equipment assets.

Kenya® * Hotels can be depreciated at an accelerated rate of 4% on a straight line badi

* Investment allowance on hotel buildings of 100%

* Vehicles can be depreciated at 25% on a straight line basis

Tanzanid” « Duty of 0% on capital goods

« Duty of 0% on hotel furniture and equipment e.g. carpets, furniture, etc

* No duty on one non-utility administration vehicle

* No duty and VAT deferment on Tour Operator vehicles

e Losses carried forward for 5 years

» Capital allowances of 100%

Source: Malawi Investment Promotion Agency, Kenya Investment Centre, Tanzania Investment Centre, Zambia
Investment Centre and Centre for Investment Promotion in Mozambique

=

a

S

Duties and Excise

92. High customsand excise duties have a hegative impact on the

competitiveness of the destination. These increased costs are likely to be reflected in a
reduction in the amount spent by tourists at the destination or a reduction in demand and
amigration to alternative destinations in the region.

33 Designated as key or priority sectors and generally receive preferential treatment

26



93. Lodges in remote wildlife and rural areas operate under adverse conditions and
have to import capital equipment, in order to develop substitute infrastructure (roads,
water reticulation and purification systems, electricity through generators and solar
panels and satellite communication structures, etc). The cost of these items and the
duties, excise and VAT costs make up a large proportion of the costs associated with
running lodges and negatively impacts on their profitability, especially during the initial
stages of the development.

94.  Tourism businesses are in some cases severely penalized for importing items
which are expected by international tourists and are not available locally or through
Common Markets of East and Southern Africa(*COMESA”). Such itemsinclude

luxury food stuffs and alcohol (wine, spirits and beer). Obtaining these itemsis very

costly due to high customs, excise duties and other costs associated with transport and

border post layovers and delays.

95.  Excisedutieswhich are higher than averagein theregion and in some cases
prohibitive especialy with regards to imported wines, imported spirits, diesel and
cigarettes, asindicated in the below table.

Table 11. Excise Duties of Selected Competitor Destinations

Country | Clear Beer | Wines | Spirits | Cigarettes | Petrol | Diesd
Zambia 70% 125% 125% 115% 60% 30%
Malawi 65% 65% 65% 60% 20% 20%
Kenya 45% 100% 0% Ksh19/l Ksh8.5/|
Tanzania ad valorem 10% and 30%

Source: Customs and Excise and government departments of Malawi, Zimbabwe, Kenya and Tanzania.

96. In addition to having a negative effect on the competitiveness of the Zambian
tourism sector, the high cumulative duties and excise costs associated with
particular itemsarelikely toresult in areduction in revenueto the ZRA. High
duties and excise costs encourages cross border smuggling and selling on the black
market which is apparently evident in the informal marketsin Lusaka where a bottle of
wine can apparently be obtained for athird of the price of comparable supermarket
products. In addition high excise costs result in adrop in the sales of these items,
especialy with regards to wines (winesin lodges in Zambia cost up to 3 times more than
in lodges in South Africa).

97.  Because Botswana, South Africa, Swaziland, Lesotho and Namibia are members
of the Southern African Customs Union (“*SACU”), which promotes free trade between
these countries, tourism operators in these countries benefit when they import goods from
theregion. Although Zambiais part of COMESA, Zambian tourism operators do not
benefit significantly when they import goods from the region as a significant proportion
of imports to Zambia are from South Africa. Therefore tourism operatorsin the SACU
who source alarge proportion of their products from within member countries are likely
to have a competitive pricing advantage over tourism operatorsin Zambia.
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Licenses and other Fees

98. Inaddition to all the above-mentioned taxes, operators haveto pay a

multitude of license feesto various national and regional government and quasi-
governmental departments. Operators in some cases must obtain up to 54 separate
licenses in order to operate. Also, the various national, regional and local departments
responsible for administering licenses operate autonomously and do not co-ordinate with
each other regarding increases. Increases seem to be driven by departmental budgetary
requirements and are related neither to market conditions nor to services received. In
some cases licenses and other fees are high yet little or no value is received from
authorities in return.

Departure Tax

99. Thedeparturetax for international departuresiscomparativeto other
destinationsin theregion and islow in relation to international destinations.

100. Zambia requires international tourists to pay their departure tax at the airport
before departure. This ensures that the cost is very visible to international travelers and is
contrary to the worldwide trend, which is also adopted by various destinations in the
region, and involves incorporating the departure charge in the price of the ticket.

101. Thecurrent tax burden on theindustry isnot one of the major factors

hampering the growth and development of the sector. However, it does have an

impact and adjustments to taxation policy can contribute to the growth of the sector, at
least, in the short-termHowever, there are more seriousissuesthat severely hamper
growth in the tourism sector, such asthe cost of capital, lack of infrastructure and,

as mentioned previously, an excessively bureaucratic environment. As a priority,
government should focus its efforts on resolving these issues. Significant reductions in
taxation are not recommended as they will negatively influence the government’ s ability

to resolve these issues.

e Recommendations

102. The current tax burden on the industry is not one of the major factors hampering
the growth and development of the sector. There are other serious issues that severely
hamper growth in the tourism sector, such as the high cost of capital, currency
fluctuations, lack of infrastructure, utilities and social support structures (hospitals,
schools), lack of locally produced furniture, fixtures, equipment and food stuffs,
increased competition from more mature, recognized and developed regional competitors
and the costs and barriers associated with multiple licenses, levies, registrations and
submissions. Asapriority, government should focus its efforts on resolving these issues.
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Significant reductions in taxation are not recommended as they will negatively influence
thegovernment’ s ability to resolve these issues.

103. However, the tax system does have an impact and adjustments to taxation policy
can contribute to the growth of the sector, at least, in the short-term. But at the same
time, incentives offered, i.e., reductions in tax liabilities vary depending on the specific
location. Differential tax rates create an un-level playing field for investment and should
be avoided.

104.  Our recommendations are therefore focused on stimulating the largest amount of
growth in the sector with the least amount of revenue |oss to the authorities. We are aso
aware of ensuring that thereis consistent and equal application in the sector in order to
reduce collection and administration costs and rates of compliance.

105. We aso anticipate that the growth of the sector is most likely to come from
tourism products in remote under-developed wildlife areas. Asthese areas are also most
likely to have the greatest impact on poverty reduction and alleviation, we recommend
that operatorsin these areas are supported.

106. Accordingly, our recommendations are focused on improving the competitiveness
of theindustry by reducing the price of the destination caused by VAT and customs and
excise.

* Uniform application of the Value Added Tax perhapsat a concessional
rate. The experience of other countries provides a guide:

0 Chileand Colombiaallow the deduction of VAT on services provided to
foreign tourists;

0 Various countries in the European Union have reduced rates of VAT on
tourism related services. Belgium (Standard: 21%, Reduced: 6%), France
(Standard: 19.6%, Reduced 5.5%, Spain (Standard: 16%, Reduced: 7%),
Greece (Standard: 18%, Reduced: 8%, and United Kingdom (Standard:
17.5%, Reduced: 5%)>*.

» Asafirst step, theimpact of the VAT reduction in Livingstone should be
studied in order to assess whether such a reduction has attracted
investment. A reduction in import duties in respect of certain essential
infrastructure items, such as generators, water purification units etc.

* Thetax authority may wish to lower the CIT to 30 percent to match other
competitor countriesin theregion.

* Theexisting incentivesrelating to accelerated depreciation should remain.

34WTTC Tourism Tack Force Case Study 3: VAT in the European Union 2002
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Box 1. IMF Debate on thetreatment of VAT in thetourism sector

The key economic point is that the ability of tourists to substitute between services offered by
different countries can quite plausibly imply highly elastic demand for services that are broadly
the same in different countries. This high elasticity points to a lower tax rate. This argument
applies most obviously to facilitiespalm-fringed beaches, for instance—that are much the same
in different countries. Where facilities are genuinely unique, however, the same consideration
will point to a high rate, naturally implemented as an excise or entrance fee.

A strong case can thus be made for setting alow tax on generic tourist services, perhaps even at a
zero rate. Or to discriminate between less elastic domestic demand and more elastic foreign
demand, tax might be rebated to non-residents (as with hotel tax in Canada): this, of course, is
potentially troublesome to administer.

At the same time, there are arguments against taxing generic tourist services at a low rate. The
first is the administrative: multiple rates [within a sector or system] complicate administration
and compliance, and create opportunities for abuse. The second is that there is a coordination
problem: the elasticity of demand for tourist services offered by any particular country may be
much greater than that for the services offered collectively (regionally). While the service offered
by any particular game park is unique, for example, that offered by game parksin general is much
more so. Thus, al countries could gain by collectively agreeing to raise the tax rate applied. This
argument points to regiona coordination. Finaly, to the extent that such services are purchased
by foreigners, who presumably appear in policy makers objective function with a lower weight
than do their own nationals, the socid loss from raising taxes on these goods will be reduced:
taxing foreignersis always attractive.

Ebrill, Keen, Bodin, and Summers, The Modern VAT, IMF, 2001, p. 120.

3. Manufacturing

107. The manufacturing sector in Zambia been strongly affected by the changes of
political regimes and economic systems (including a period of nationalization in the
1970s and 1980s) over the past 30 years. As a result, it has yet to become a main driver
of the economy, and it’s contribution to GDP has fallen to around 10 percent during the

past five years. At the same time, given the abundance of land and labor, the sector has

potential to grow substantially in the right environment.

a Summary of the tax and incentives in the manufacturing
sector

108. Thefollowing are the main tax parameters available to the manufacturing sector.
CorporatelncomeTax (CIT)
109. The standard rate of corporate profit tax is35% isin effect. For manufacturing

companies listed on the Lusaka Stock Exchange the rate of tax is 2% less than the
standard rate in the year of listing. In addition, if the firm being listed sells at |east one-
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third of its shares to indigenous Zambians, the corporate tax they are liable for is reduced
by 5%. A 15% rate is applied to the income earned from the manufacture of fertilizers.
Under the Investment Act of 1993 an investor with an investment license has the
following incentives:

I ncome tax allowances

110.

An investor is entitled to capital allowances which shall be deducted in

ascertaining the gains or profits at the following special rates:

» buildings used for manufacturing, or hotels qualify for a wear and tear

allowance of five per centum per year of the cost, plus an initial allowance of
ten per centum of the cost in the year in which the building is first used;

* implements, machinery and plant used exclusively for farming, manufacturing

or tourism qualify for a wear and tear allowance of fifty per centum per year
of the costs in each of the first two years;

* any loss incurred by an investor, in any charge year is deducted only from the

income of the investor from the same source as that in which the loss was
incurred; such loss is deducted from his income of the following charge year,
and so on from year to year;

* any payments made for the purpose of technical education relating to a

business enterprise or for the purposes of obtaining further experience,
training or qualifications, relating to that business enterprise;

* any expenditure, not being expenditure of a capital nature, incurred by a

business enterprise during a charge year on experiments or research relating to
that business enterprise.

Value Added Tax

111.

The Value Added Tax Act offers incentives by way of input tax credits and zero

rating of sales.

Input Tax Credit Mechanism

112.

This mechanism allows VAT registered suppliers to claim back input tax on

purchases and eligible business expenses.

113.

However, the law puts restrictions on some expenses. These are;

* Petrol

Telephone and internet bills except where these are further rendered as taxable
supplies by a business center, hotel or similar establishments.

* Business entertainment.
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Import Deferment Scheme

114. This is a variation of the input tax credit system under which VAT registered
suppliers enjoy relief from import VAT when they import goods that are listed on the
import VAT deferment schedule. The relief is basically on raw materials and goods of a
capital nature.

Zero Rating Relief

115. Under this relief, output tax is not charged when a taxable supply is made. The
following are the zero rating supplies under the VAT:

Exports

116. Export of taxable goods by or on behalf of a taxable supplier is zero rated i.e.
VAT is levied at zero percent.

VAT Threshold

117. An amendment to the VAT Act raised the threshold for VAT registration to K200
million. In addition, the discretion for voluntary registration was removed. (This is
discussed in more detail on the Small Scale & Medium Enterprises (SMES) sector report.)

VAT Exemption —the pharmaceutical sector

118. The pharmaceutical sector is exempt from VAT and must therefore bear the cost
of VAT in their cost of production. This puts the products of the domestic sector at a cost
disadvantage against imported products. This can be illustrated by the following example
which assumes domestic production in Zambia and compares the situation with similar
production undertaken in South Africa for export to Zambia.

Commercial vehicles & saloon cars

119. There is a wear and tear allowance on commercial vehicles (25%) and saloon cars
of (20%)

Customs and Excise Taxes

120. There were some incentives, called "special incentives" that were being granted
by Zambia Investment Centre and implemented by ZRA Customs. These were
discontinued some 5 years ago and all investors now get general Incentives, which do not
give them exemptions from Customs Duty and Import VAT.
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121. The main objective of removing special incentives was to target sectors and
products rather than companies in giving incentives. Hence, through a careful and
structured reform of the Customs Tariff, incentives have been introduced as follows:

(@) All raw materials/capital items have a duty rate of 0% or 5% and mostly
VAT free or deferred;

(b) Intermediate Products - 15% + VAT deferment on some products;
(c) Finished/Luxury goods Duty - 25%

122. Sectors that have been specifically targeted are Agriculture and Mining. For
example, the Mines and Minerals Act Section 97 gives duty exemptions for all mining
equipment and machinery if imported by a licensed mining company.

Duty Drawback Scheme/Manufacturing under Bond

123. Duty drawback is a mechanism whereby duties paid on imported inputs that
subsequently are used for the production of goods for export are repaid. The rationale for
the arrangements is to eliminate the burden of duties from input prices of domestic
production that is exported. However, the details of the scheme are not widely
publicized*?

b. The Tax Incentive Regime in Practice

124. Our METR and quantitative analysis of the tax system does not reveal any major
problems nor is it excessively complicated in comparison to the other sectors in the
economy. The main tax/incentive parameters in the manufacturing sector are comparable
to those in other African countries. The real issues inhibiting growth in the

manufacturing sector appear to be procedural, administrative barriers, and access to
finance.

C. Analysis

125. TheMETR on assets used in manufacturing are calculated to be 0%-10

percent (Table 7). As in tourism, manufacturing benefits from highly accelerated (2-

year) deductions for machinery and deductions that are moderately accelerated, given the
17 percent inflation rate, for industrial buildings (20-year), coupled with an effective 20
percent first-year allowance.

126. Although the rates of corporation tax (35%) and VAT (17.5%) in Zambia are
neither excessively high (although they are probably on the high side) nor are they out of
line with other countries in the region.

B A duty drawback scheme succeeds in providing imported inputs to the exporter at world prices.
However, it does not succeed in eliminating the impact of tariff protection on the domestic price of
non-tradable goods; only a general reduction of import tariffs can do that.
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127. The main issue identified by entrepreneurs relates to tax administration:
corporate tax returns take too long to agree and finalize with the ZRA. This leads in
some cases to penalties (which are considered excessive) being applied by ZRA in the
event of a dispute. The effort necessary, and therefore the cost burden on the company,
to resolve a dispute is considered excessive due to an alleged over-zealousness by ZRA to
collect what it considers to be the amounts due. The issuance of Warrants for Distress
(and even the threat of their use) by ZRA in disputes over assessments was seen as an
excessive use of ZRA’s powers. Striking a balance between the requirement to raise

revenue and dealing with disputes in a reasonable manner is aways difficult for any

revenue authority. It would appear from our consultations that ZRA has some way to go

in achieving such a balance.

128. In addition, firms complained that there are inconsistent procedures adopted at the
point of importation, and (in some cases) incompatibility of documentation for customs
and excise purposes and for VAT.

d. Recommendations

* Harmonizetherate and application of VAT acrossthe sector for clarity,
transparency, and fair ness,

» Asasecond best option, review and change VAT exemption statusto
zero-rated for pharmaceuticalsindustry asit isadisincentive for domestic
manufacture to invest in the sector,

* Review and perhaps eiminate the five percent excisetax on electricity as
it substantially raises the cost of production

» Consider lowering CIT to 30 percent to bring theratein linewith
competitor countries.

4. Financial Sector

129. Thefinancia sector has grown dramatically in the past 10 years, owing to the
diversification of servicesinto non-bank financial activities (leasing, for example), and
the sectoral contribution to GDP isover 9 percent. Despite the growth in the financia
system over time, it appears that finance bears the heaviest tax burden.

130. Asat the end of 2002, the structure of the banking industry consisted of the Bank
of Zambia and 14 commercia banks. Of the operating banks, 8 were foreign owned, 4
owned by local private investors, and the Zambian Government owned 1, while 1 was a
joint venture between the Zambian Government and the Indian Government.

131. Thereisaso aforma non-bank financial institution (NBFI’s) sector regulated

and supervised by the Bank of Zambia under the Banking and Financial Services Act of
2000. Included in this sector at the end of 2002 were 9 leasing companies, 3 building
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societies, 1 development bank, 1 savings and credit bank, 37 bureaux de change and 2
micro-finance institutiors.

a. Description of tax/incentive scheme in the banking sector

Corporate Income Tax

132. A rate of 45% corporation tax is applied to taxable profit over K 250 million
(approximately US$ 50,000), with the standard rate of corporation tax 35% applying to
taxable profits below K 250 million.

133. A new separate tax of 15% was introduced in 2002 on interest income from
government bond4 This reflects the demand by the government for domestic
borrowing at high rates of interest and the desire to tax what are seen as super profits
generatd by banks' lending to the government.

134. Under the Investment Act of 1993 an investor with an investment license has the
following incentives.

Incometax deductions
135. Aninvestor isentitled to the following deductions in ascertaining gains or profits:

@ any loss incurred by an investor, in any charge year is deducted only from
the income of the investor from the same source as that in which the loss
was incurred; such loss is deducted from hisincome of the following
charge year, and so on from year to year;

(b) any payments made for the purpose of technical education relating to a
business enterprise or for the purposes of obtaining further experience,
training or qualifications, relating to that business enterprise;

(© any expenditure, not being expenditure of a capital nature, incurred by a

business enterprise during a charge year on experiments or research
relating to that business enterprise.

Value Added Tax

136. The core business of banks is exempt from VAT. Thisincludes the operation of
bank accounts, the making of loans and the charging of interest as well as currency

36 Source: Bank of Zambia 2003A Snapshot

37 For the purposes of this tax Government Bonds are defined as 12, 18 or 24 months bonds, and are not to
be confused with Treasury Bills which issued on 91, 182 and 270 days bases.
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conversion. However, leasing is subject to VAT such that the interest component of a
loan will be exempt from VAT, the finance element of a lease is subject to VAT.

Import deferment scheme

137. This is a variation of the input tax credit system under which VAT registered
suppliers enjoy relief from import VAT whenever they import goods that are listed on the
import VAT deferment schedule. The relief is basically on raw materials and goods of a
capital nature. The banking sector is mainly an importer of capital goods for the purposes
of VAT.

Customs and Excise Act

138. The banking sector, by nature of its business, is not in a position to take advantage
of incentives to any great degree on raw materials, intermediate goods or finished goods.
However, the recent reduction in the rate of duty on computers (from 15 to 5%) would
have been beneficial for the sector.

b. The tax/incentive system in practice
Corporate Il ncome Tax

139. The banking sector faces a relatively high rate of company tax of effectively 45%,
which, in the absence of significant allowances, translates into substantial tax payments
of, accounting for over 20% of total company tax revenues. High corporate income tax
rates for banking services has forced banks to diversify operations into lower tax, non-
bank lending operations such as leasing (which is subject to the standard 35 percent CIT
rate).

Value Added Tax

140. In contrast to the CIT, basic banking services (loans) are not subject to VAT. But
this also means that there is no reclaim for any vat-able inputs as well. For this reason,
banks again have incentive to diversify their portfolios into non-banking services. As
leasing is subject to VAT at the standard rate, as the banks’ |easing activity expands they

can recover agreater proportion of the input tax than would be the case if they only

undertook exempt banking activity. Although the leasing activity is usually undertaken

through a separate corporate entity, the VAT grouping provisions mean that this

additional benefit —increased input tax recovery —is still open to the banking sector.

141. Interviewswith financial sector officials complained, as did the manufacturing
and mining sectors, that the administration cost of dealing with ZRA was too high. Tax
returns took too long to complete and finalize with ZRA and VAT inspections were a
very onerous event. The complaints seemed to rest mostly with the approach adopted by
ZRA officials who seemed to regard respected organizations, including those listed on
the Lusaka Stock Exchange, as potential tax evaders instead of partnersin collecting
taxation.
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C. Analysis

142. TheMETR of thefinancial services sector confirmsthat itstax burden is

relatively high, ranging from 25-35 percent (Table 7). This result obtains primarily

because the financial services sector faces a 45 percent tax rate, and takes less accelerated
deductions for machinery than the manufacturing, tourism and agricultural sectors,

although it does benefit from the accelerated depreciation and investment allowances for
industrial buildings® In addition, since the financial services sector is largely exempt

from VAT, it suffers significant irrecoverable VAT on machinery, so that the indirect tax

on machinery purchases is relatively high (20 percent).

143. Thetax burden on thefinancial sector isrelatively high compared with other
countriesin theregion. The top rate of tax of 45% is high by comparison, and applies at
arelatively low threshold-about US $ 50,000. The recently levied 15% tax on interest

on government bonds adds to the burden. The rationale would appear to be adesireto

tax what are seen as super profits, particularly when most recent bank lending was

regarded as risk free as it was financing the domestic borrowing requirements of the
government. The high interest rate environment, created by this demand to finance the

public sector borrowing requirement, has effectively squeezed the private sector out of

the domestic Kwacha market.

144. VAT exemption status of many firms especially in the agricultural sector has hurt
the leasing market, as it discourages leasing because VAT on leased equipment cannot be
reclaimed by these firms. Internationally, access to credit through finance leasing has
been shown to be an extremely important sour ce of finance for investment in plant
and equipment, particularly for small businesses. Effectively, the cost of leasing for
VAT exempt firmsis higher because that they cannot lease equipment and claim
back the VAT on payable on leaserentals as an input cost.

d. Recommendation

* Reducethe 45 percent corporate incometax rate on the profitsfrom
banking operationsasit isaround 15 percentage points higher than in
neighboring countries and 10 per centage points higher than in the
standard rate.

5. Mining Sector
145. The mining sector has traditionally been the backbone of the Zambian economy.

The deterioration of itsinternationally competitive position (Zambiaremains arelatively
high cost producer) in the last twenty years has been well documented, and its

38 Note that the METR on the financial services sector is understated to the extent that its buildings are

classified as commercial rather than industrial, but overstated to the extent that some firms are subject
to a 35 percent tax rate.

37



contribution to total GDP has declined precipitously from over 6 percent in 1998 to less
than 3 percent in 2003.

146. The recent privatization of the sector has attempted to create an environment
where the productive capacity of the sector, which had fallen into disrepair under
nationalized ownership, can be restored. Zambia is by and large at the high end of cost of
production of copp&f compared with other international producers. The degree of
difficulty in managing costs to maintain copper production in Zambia is not to be
underestimated. A favorable tax climate is essential in order to avoid overburdening the
cost structure of the new companies that invested in copper mining under the

privatization program.

a. Description of tax and incentives in the mining sector

147. Since 2003, the corporate income tax rate was lowered form 25 percent, down
from 35%. The importation of equipment and plant are duty free and VAT recoverable,
and there are other concessions that have been negotiated separately by companies who
have purchased privatized entities.

148. The main feature of the mining sector is that most of the incentives are negotiated
on a case-by-case basis by companies which have purchased privatized entities from
ZCCM. This feature makes it difficult to analyze the sector as a whole. However, in
general, mining contributions to total tax revenues are extremely small.

b. The tax incentive regime in practice

149. The main issues arising in the taxation of the mining sector from our review of the
sector are as follows:

Treatment of importation of services

150. The importation of foreign services is not being treated in line with international
practice. Usually, importer of services can reclaim the VAT of these services an input
charge. The situation in Zambia (which we have not seen anywhere else) is that VAT on
imported services may only be recovered if the foreign provider registers for VAT in
Zambia or appoints a local tax agent. Few foreign-based providers of services register
for VAT because of the possibility of being liable to taxation in Zambia. The result is

that the mining companies cannot freely contract the supply of foreign expertise in
Zambia without incurring a VAT charge.

151. Second, there is also an issue of a 15% Withholding Tax on payments to foreign
providers of services originating in countries which do not have Double Taxation
Agreements in place with Zambia. Where applied, this VAT treatment and the

39 zambia: The Challenge of Competitiveness and Diversificatidflorld Bank, Private Sector Unit,
Africa Region — 10 January 2003, page 119.
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imposition of withholding tax would have the effect of increasing of delivery of these
services is at an effective rate of 32.5%.

C. Analysis

152. A review of this sector suggests that the tax code is generally supportive of the
mining sector. In addition, the rates of taxation and the tax incentives are not generally
out of line with competitor countries in the region for these other sectors in the economy.

153. Becauseof therelatively low tax rates and significant incentives, the mining

sector enjoysan METR of around 0% (Table 7). In particular, with expensing of

many equipment purchases and moderately accelerated depreciation deductions for the
rest, the METR on machinery reflects the largest subsidy (-18.3 percent) received in any
sector for any asset. Investment in buildings is untaxed, although inventories are, as
noted above, taxed relatively highly. The net result, given that mining is relatively
machinery intensive, is a sectoral METR in the neighborhood of zero. Of course, the
overall sectoral METR depends on the tax treatment of the acquisition of land/reserves,
which, as noted above, varies from mine to mine and is not considered in this analysis.

d. Recommendation

* Themain recommendation istoreview the VAT and withholding tax
schemes on the procurement of servicesof foreign firmsto bring
eliminate the distortion between procurement of domestic from foreign
Services.

6. Small Business Sector

154. The current definition of a small business in Zambia is a firm which has turnover
less than K 200 million, per year. The range of activities in the sector includes traded
goods (small retail businesses), cafes, bars and hotels, small scale manufacturing and
engineering, wood and leather products, and small scale consultants and providers of
services.

a. Tax system for small businesses

155. Small firms are not registered in the general tax system and therefore not liable to
VAT and corporate income tax; instead small businesses are liable to pay a blanket 3%
turnover tax. This scheme was designed to simplify the tax rules for small businesses in
order to increase compliance and encouraging business to acquire enough scale to take
advantage of the benefits of graduating to the formal sector. The ZRA’ s expected impact

of the 3% turnover tax isthat it reduces the cost of compliance burden on a sector that

aways findsit difficult everywhere to understand and comply with more complicated tax

rules. The payment of a 3% presumptive tax is assumed to be less costly on the business

than full compliance with VAT and corporation tax. Inimplementing the blanket
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turnover tax, the authorities calculated that the tax revenue collected from taxes such as
CIT would not justify the cost of preparing and processing such returns.

Box 2. Taxation of small businesses. international best practice

International best practice suggests that any special tax regime for small enterprises should offer
reduced compliance costs and a reduction in the actual tax burden. This reduction in tl'le actual
tax burden is intended both to compensate, to some extent, for the particular difficulties that this
sector facesin accessing capital and to act as an inducement to enter the “formal sector”.

Experience in transition countries has shown that smplified tax systems generaly not only
reduce compliance costs bookkeeping, and reporting standards but also considerably lower the
actual small business tax burden, revenue yields mostly are minor and represent a negligible share
of total tax collection. Clearly revenue collection is not the key objective of smplified systemsin
transition countries. They have more been designed to encourage businesses to register with the
tax authorities and facilitate the operation of small businesses in the forma economy and to
support the establishment of links between the small business community and government
agencies. However, a too generous system risks to create a situation where collection and
compliance costs exceed the amount of tax collected. In addition, the lack of coordination of the
tax burden under a presumptive tax with the tax burden under the standard tax system works as a
disincentive to declare business growth and migrate from the presumptive to the standard tax
system.

Sources. FIAS, and adapted from Engleschalk (2004) “ Creating a Favorable Tax Environment for Small
Business Development in Transition Countries’ , World Bank manuscript

b. The Tax/incentive Regime in Practice

156. The 3% tax on turnover is a final tax. Businesses with a turnover below K 200
million were deretstered for VAT under the scheme and the “option to tax” for

busi nesses below the threshold was withdrawn. The purpose of the “ option to tax” isto

allow businesses to elect to enter the general tax system if they expected to recover

sufficient input tax to outweigh the associated compliance costs. In addition, full

registration sometimes confers a commercial credibility or legitimacy in dealings with

third parties, which some firms may consider to be worth more than the compliance costs
associated with registration.

C. Anaysis

157. Theeffectivetax burden on small businessisin the 20-25 percent range,
unlessthe businessis machinery intensive, in which case it would be somewhat
higher (Table 7). Small businesses subject to the gross receipts tax and exempt from the
VAT face arelatively high METR (36.3 percent) on machinery due to the gross receipts
tax, which is based on total sales rather than a measure of income and is thus relatively
burdensome despite its low rate, and the indirect tax due to alack of recovery of the
VAT. The METRson buildings and land are relatively low (7.4 and 5.8 percent),
reflecting the effects of only the gross receipts tax, and the METR on inventoriesis
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somewhat higher (19.2 percent) since the analysis assumes that some inventories are
subject to the VAT, which cannot be recovered by exempt small firms.

158. Although the simplified, presumptive tax regime has the merit of simplicity, it has
anumber of drawbacks from a tax policy perspective:

* Although small businessesin Zambia perceive the turnover tax system as
an onerousfinancial burden, they also believethat thereare
disadvantaged by being outside of the general tax structure. That is, the
withdrawal of the option to tax isthat it has the effect of “locking” businesses,
which are below the threshold, out of the mainstream economy. Thisis
because registered businesses and (it has been suggested) the government will
not do business with them.

* Small businesses complain that the level of the VAT registration
threshold isthat it istoo high. Pitched at K200 million (US $40,000) when
per capitaincomeisonly K 1.75 million (US $375), provides a high threshold
for firms to enter the formal sector and thus encourages even medium-sized
firms to remain outside the tax net and avoid even the 3 percent turnover tax.

* Thenon-registration for VAT meansthat producersand traders cannot
reclaim VAT incurred on itemsfor processing or onward sale, thereby
increasing the cost of final production to the consumer. In some cases,
VAT recovery could be substantial enough such that the 3% presumptive tax
could be operationally higher than if asmall business paid VAT; in this event,
the effective tax burden could be higher than with aVAT.

159. Finally, it isdifficult for small businessesto have a collective body to
represent them, given the diversity of firmsand thusinterests Thus, thereisno
effective mechanism for small entrepreneurs to voice their tax concerns. Furthermore,
the sector isinvariably poorly funded and so is often not in a position to formulate policy
in specidist areas, such astax. Accordingly, thisreport should not be taken as a
representation of the views of any of the parties interviewed during the course of this
review.

d. Recommendations

* Allow producerscurrently under the K 200 million threshold the option
of registering for the VAT if they have the capacity to meet thereporting
requirements, in order to havethe ability to reclaim input VAT. For cost
and efficiency reasons, the threshold should remain at the K 200 million level.

* TheVAT reporting system could usefully be modified to requirethe
businessto submit VAT returnson a quarterly, instead of monthly, basis.
Thiswould result in asignificant compliance saving for the business (and also
for ZRA) while, at the same time, costing the GOZ relatively little in terms of
lost cash flow.
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VAT penalty regimeis excessive for those small businesses which arein
thetax net. At 0.05% per day, the VAT penalty for late payment is
excessive. The penalty level should be set so as to encourage compliance
(i.e., above commercial interest rates) but not at such a level that it causes
financial hardship.

High rates of customs and excise taxation could usefully be reduced for

small firms. The final point that affects this sector is that some rates of
customs and excise duties are regressive in that they affect small businesses
more than large businesses. For example, electrical hardwamnamonly

traded by the small business sector—the duties may aready be so high that

they create distortions that may encourage smuggling. Thisis an important

factor in reviewing the rates of import and excise duties to remove any

incentive for tax evasion. Thisissueis not exclusive to this sector.
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Box 3. An argument for small enterprises”opting-in” toa VAT regime, despite compliance
costs

There are important circumstances in which it is commercially advantageous to be fully ligble for
VAT. This includes firms selling zero-rated items and, potentially even more important, those
selling to other firms that would wish to register for VAT in order to effectively reclaim tax|paid
on their own inputs. For these reasons, it is normal practice to allow firms to register far VAT
voluntarily. The right is subject, typically, to provisions guarding against temporary or fraudulent
registration simply to obtain refunds: deregistration is commonly restricted, for instance. |Indeed
there is a sense in which a reduction in the threshold is self-enforcing: the more firms that are
subject to VAT the greater the likelihood that a trader will find themselves selling to registered
traders and so will find it advantageous to register too.

Even when it is commercially advantageous to be below the threshold, however, the extent of that
advantage should not be overstated. Small traders will be unable to recover VAT on their inputs:
it is only their own value added, not the full value of their sales, which escapes taxation.
Nevertheless, there clearly is potentially some cause for concern. In particular, firms
characterized by a high ratio of value added to sales and selling to unregistered purahagers
traders providing services directly to final consumers being the key group here—are likely to find
it worthwhile to be exempt from VAT. Thus equity considerations would tend to point toward
higher thresholds than would otherwise be the case.

Source: Ebrill, Keen, Bodin, and Summers, The Modern VAT, IMF, 2001, p. 120.

E. Comparison with Neighboring Countries

160. For purposes of comparison with the marginal effective tax rates (METRS) on
capital income in Zambia, this section provides extremely rough estimates of the METRs
on capital income in the neighboring countries of South Africa, Malawi, Tanzania and
Zimbabwe. The METRs are calculated for the general tax system in each of these
countries and reflect only provisions available either to all firms or to all firms within one
of the sectors analyzed in the report; that is, the report does not consider incentives
granted to specific firms within a sector (such as selective tax holidays, which are
prevalent in all of the comparison counties) or to other categories of firms such as
exporters or firms in tax-favored regions. Since the treatment of mining appears to be
relatively idiosyncratic, the comparison examines the tax treatment in the other four
sectors- manufacturing, tourism, agriculture and financial services. Table 12 below

presents a schematic overview of the tax and incentive schemes in each comparator

country.
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Table 12. Comparator Country Tax Incentive Regimes 1/

Zambia

South Africa

M alawi

Tanzania

Zimbabwe

I. Country-wide?2/

[Tax incentives

Corporate income tax

VAT rate (genera)

Tax holidays available
(3 yearsurban 5 years
rura) for micro/small
businesses. CIT, VAT,
and tariff reductions
available in some
sectors or in mining,
for some individual
firms.

Basic rate: 35 %--45%
for financial sector in
excess of K 250
million, ad hoc
reductions for some
sectors

17.5%, deferments for
specificitems, VAT
only applicable for
firms turnover over
minimum threshold

Tax holiday for firms
incorporated between
1996-1999. Other
incentives such as SME
development program
for manufacturing
sector firms (up to ZAR
3 million), other SME
support, and a skills
support program. DTI
lists 90 different types
of fiscal and non-fiscal
incentives

Basic rate: 30 %,
concessional rates for
mining

14%

CIT tax holiday up to 10 years
for investment in "priority
industries’, 15% thereafter
(includes farming, timber). Life
insurance, 21% , and mining
industry has special incentives
in calculation of income subject
to tax. Min of Finance can
grant import duty exemptions
on capital good inputs. Duty
drawbacks and VAT
exemptions available for goods
re-exported within 2 years of
import

Basic 30% for domestic firms,
35 % for foreign subsidiaries.

17.5%

No CIT tax holidays,
other tax incentives
given to priority and
|lead sectors (see

bel ow)

Basic rate: 30%

20%

Investment alliances for new
investments, tax holidays for 4
years (CIT 10%) for
manufacturing approved by
Minister of Finance.

Basic rate: 35%

15%




Il. Regional

Specific regions with
incentives

Rural areas eligible
subject to 15% CIT.

Foreign trade zones,
export zones, industrial
development zones
offers new investments
fiscal incentives. New
eligiblefirmsreceive
tax free status (in grant
form) for 3 years

Export processing zones, firms
enjoy 0% CIT and no duties on
imports.

Export processing Zones, 0%
CIT, Build Own Operate
Transfer Arrangements. 0 CIT
first 5 years, 15 % CIT next 5
years, 20% third 5 year

I11. Sector Specific

Specific sectors with
incentives

Mining (copper, cobalt)
CIT 25%, agriculture
15%, nontraditional
exports, 15%. Capital
allowances especially
in ag, tourism,
manufacturing, (50%
per annum). Duty
exemptions for capital
equipment imported by
mining company. VAT
zero ratings for exports,
tour packages.

Priority sectors:

manufacturing, agriculture,
mining, fisheries, tourism,
forestry, education and welfare.
No specific incentives

Investment allowances for
priority and lead sectors
(manufacturing, resources,

financial services,
transport, forestry,

agriculture, high tech.
Mining, tourism). All pay
30% CIT, but al receive 0
duty status for imported
inputs, 100% capital
allowance, VAT
deferment or exemptions.

Basic rate: 35%, 25% for
mining, 10% for
manufacture in growth
industries, 20 % other
manufactures which
export, 20% tourism

1/Comparitor country data obtained during desk study from International Bureau of Fisca Documentation Country Reports, various years
& should be used for reference only. Zambiainformation is current as of September 2004 & does not include proposed incentive changes.
2/ All countriesin thislist have double taxation agreements.
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1. South Africa

161. The standard rate under the corporate income tax is 30 f@rtemeneral,

machinery is deductible straight line over a period of five years. However, for
manufacturing, 40 percent of the cost of machinery is deductible in the first year, with
deductions of 20 percent in each of the subsequent 3 years. Buildings in industries other
than farming and mining are deductible straight line over a period of 20 years. Itis not
clear what deductions are available for buildings used in farming, so a METR is not
calculated in this instanéé Farming development capital expenditures are expensed,
while other expenditures are deductible according to the ordinary schedule, except for
farming machinery which is deducted over three years (at rates of 50, 30 and 20 percent.
Accordingly, and as in the analysis for Zambia, the METR calculations assume that
machinery in farming is deducted straight line over two years, reflecting a compromise
between expensing and the other deduction schemes. A secondary tax on companies
(STC) is also assessed on distributed dividends at a 12.5 percent rate. The METR
calculations assume that this applies to half of earnings financed with equity, resulting in
a6.25 percent dividend distribution tax on investments financed with equity. A property
transfer tax, generally at a rate of 10 percent for companies, is imposed on transfers of
land and buildings.

2. Malawi

162. The standard corporate tax rate is 30 percent, with a 35 percent rate applied to
foreign firms; the calculations for the financial services sector assume the latter rate
applies. However, tax holidays are available in “priority” sectors, with azero tax rate for
up to 10 years and a 15 percent rate thereafter (20 percent for foreign firms). Priority

areas include manufacturing, agriculture, and tourism.** Accordingly, the calculationsin
these three sectors assume aten-year tax holiday, followed by a 20 percent corporate tax
rate thereafter for manufacturing and tourism and a 15 percent rate for farming.

Buildings are depreciated straight line over 20 years and machinery is depreciated

straight line at rates that vary from 10-33.3 percent (and some machinery purchasesin the
agricultural sector are expensed), which is modeled as straight line depreciation over 5
years. Investmentsin machinery and industria (but not commercial) buildings also

benefit from a generous 40 percent investment allowance. Note that since all of these
deductions fall within the tax holiday period, they have no effect on the cal culations for

the three sectors subject to the holidays. Any exemptions from customs dutiesor VAT

on capital goods appear to be selective and are not considered in the analysis, however, to

40 Rates on the mining sector range from 38-58 percent and small farmers are taxed at an 18 percent rate.

A tax holiday program, available to selected projects with government approval, ended in 1999.

Generous preferences are granted to firms pursuing “ strategic industrial projects.”

42 Tax holidays can also be granted to any “productive’ sector and the length of the tax holiday may

depend on the size of the investment and other factors, at the discretion of the Minister of Finance.
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the extent that tax holidays in Malawi include such exemptions, the calculated METRs
are overstated.

3. Tanzania

163. The standard corporate tax rate is 30 percent. Industrial buildings are usually
depreciated straight line over a period of 20 years. Machinery is depreciated 50 percent
in the first year and then at varying rates that will be modeled as a deduction of 25
percent each in years two and three. In addition, an investment allowance of 10 percent
is allowed for purchases of industrial buildings, including hotels and most agricultural
buildings. Some purchases of farming machinery and machinery for mining can be
expensed; this is treated as increasing the deductions for farming and mining machinery
to 60, 20 and 20 percent in years one through three.

164. The most striking feature of the tax system in Tanzania is an annual land tax that
is imposed at an average rate of roughly 12 percent (although agricultural land appears to
be subject only to a minimal land tax). If such a tax were effectively imposed at a rate of
12 percent, it would result in METRs well over 100 pereedlt land rents would

effectively be confiscated (and the taxpayer would still owe a significant additional tax

liability). It seemsunlikely that the tax is enforced in such adraconian fashion, but it is

thus unclear how it should be modeled. In the absence of further information, the

calculations ignore the land tax in Tanzania, but the potential existence of very high tax

rates on investments in land (in industries other than agriculture) should be noted.

4. Zimbabwe

165. The standard corporate tax rate is 30 percent.*® Taxpayers may either take
deductions for straight line depreciation at fairly slow rates (2.5 or 5 percent for buildings
and “just and reasonable” deductions for machinery) or take an initial allowance equal to
50 percent of the cost of the asset, spread equally over two years. Given the high rate of
inflation in Zimbabwe (currently slightly over 50 percent), the latter approach would
appear to be preferable for the taxpayer in most instances, and the cal cul ations assume an
allowance of 25 percent each in the first two years of investments in machinery and
“industria” buildings used in manufacturing, tourism and agriculture. However,
“commercia” buildings must be depreciated straight line over 40 years; this treatment is
reflected in the METR cal culations for investment in buildings in the financial sector.**

a METR Results

166. The comparison of METRs in Zambia with those in the neighboring countries of
South Africa, Maawi, Tanzania and Zimbabwe are presented in Tables 13-16.

43 An additional “AIDS levy” of 3 percent of tax paid is not considered in the analysis.

44 Additional incentives are available for investment in © growth point areas’ and export processing zones.
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Table 13. Comparison of METR Calculations in Agriculture

Zambia South Africa | Malawi Tanzania Zimbabwe
M achinery 11.9% 22.6% 17.3% 18.2% 6.6%
Buildings 0.9% n.a -12.4% 10.5% -46.5%
Land 4.5% 32.0% -2.2% 20.7% -39.7%
Inventories 24.1% 40.5% 18.9% 33.3% 56.4%

Table 14. Comparison of METR Calculations in Tourism

Zambia South Africa | Malawi Tanzania Zimbabwe
M achinery -11.1% 25.1% 7.2% 9.4% -2.4%
Buildings -1.3% 29.8% -12.4% 10.5% -46.5%)
Land 7.5% 32.0% -2.2% 20.7%* -39.7%
Inventories 51.6% 43.3% 22.7% 36.5% 58.59

*Does not include land tax, which resultsin METRs well over 100 percent.

Table 15. Comparison of METR Calculations in Manufacturing

Zambia South Africa | Malawi Tanzania Zimbabwe
Machinery -11.1% 25.1% 7.2% 9.4% -2.4%
Buildings -1.3% 29.8% -12.4% 10.5% -46.5%
Land 7.5% 32.0% -2.2% 20.7%* -39.7%
Inventories 49.2% 43.3% 18.9% 33.3% 56.4%

*Does not include land tax, which resultsin METRs well over 100 percent.

Table 16. Comparison of METR Calculations in the Financial Sector

Zambia South Africa | Malawi Tanzania Zimbabwe
Machinery 29.9% 44.2% 7.5% 34.0% 20.6%
Buildings -0.9% 29.8% 16.2% 14.6% -27.6%
Land 9.7% 32.0% 18.6% 20.7%" -39.7%
Inventories 59.5% 40.5% 43.9% 33.3% 56.49

*Does not include land tax, which resultsin METRs well over 100 percent.

167.

These results suggest that METRs in Zambia compare favorably with those in the

neighboring countries of South Africa, Malawi, Tanzania and Zimbabwe. METRSs in

Zambia are generally lower than or roughly similar to those in the comparison countries,
except for investment in inventories in countries with lower rates of inflation and some
investments in Zimbabwe. However, METRSs in Zimbabwe are relatively low (for assets
other than inventories where the FIFO accounting results in taxation of inflationary gains)

not because the tax system is more generous than in Zambia (they are roughly
comparable) but because the inflation rate is so high (over 50 percenign example
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Zambia would want to emulafd.And, as noted above, METRSs on investments in
inventories in Zambia would be reduced dramatically if firms chose the LIFO inventory
accounting system. Thus, it seems that the tax component of the investment climate in
Zambia should not be a significant barrier to investment, relative to the tax systems of
neighboring countries.

168. More specifically, METRs in South Africa are generally higher than in Zambia,
primarily due to the secondary tax on companies, somewhat less generous depreciation
deductions for machinery and no investment allowance for buildings, and the imposition
of a relatively high property transfer tax. However, inventories are taxed somewhat less,
solely due to a lower rate of inflation (6 percent) and thus a lower rate of effective
taxation of inflationary gains on inventory.

169. Similarly, METRs in Tanzania are generally somewhat higher than in Zambia,
except for investment in inventories which is effectively taxed less heavily since the
inflation rate is relatively low (4.4 percent). The higher rates in Tanzania primarily

reflect somewhat less generous depreciation deductions for machinery and a smaller
investment allowance for investment in buildings. Note that the effects of the land tax in
Tanzania are not included in the METR calculations. If the land tax were effectively
enforce at a rate equal to around 12 percent of market value, the METRS in investment in
land, in sectors other than agriculture, would be hugelHn excess of 100 percent.

Although taxes on land have long been supported on both efficiency and equity grounds,

effective tax rates in excess of 100 percent would certainly be extreme.

170. The METRsin Malawi reflect the effects of the 10-year tax holiday regime
available for investments in manufacturing, tourism and agriculture. As noted above in
the discussion of potential tax holidays in Zambia, the effects of such holidays are
difficult to predict, since the benefit of the zero tax holiday rate and the lower future tax
rate are offset by the loss of generous accelerated deductions and up-front investment
allowances. Thetax holidaysin Malawi are, however, quite generous as they extend (at
least in the case analyzed) for ten years and are then followed by a preferential income
tax rate of 20 percent. The net result isthat for manufacturing, tourism and agriculture,
the METRs on investment in machinery and buildings are roughly similar to those for
Zambia (where deductions for depreciation on machinery and the investment allowance
for buildings are fairly generous) and lower for investment in land and inventories, where
the depreciation deductions and investment allowances are irrelevant in determining
effective tax rates and the 20 percent post-holiday income tax rate plays an important role
inlowering METRs. Note that the financial services sector does not receive atax holiday
in Maawi. In this sector, relative to the effective tax rates in Zambia, the METRs for
Malawi are lower for machinery, reflecting primarily the very generous 40 percent

S A high inflation rate results in low METRs at the firm level because interest expense, including the

inflationary component, is fully deductible. Note that the low METRs in Zimbabwe are illusory to the
extent that the inflationary component of interest income received by the owners of debt is also
subject to tax.

49



investment allowance, higher for buildings, reflecting primarily the absence of an
investment allowance for commercial buildings; METRs in the financial services sector
are also higher for land but lower for inventories, primarily due to the differences in
inflation rates between the two countries.

F. Conclusions

171. Theresultsof the qualitative and quantitative study of five sectorsin Zambia
suggest that overall, sectoral effective tax burden, both rates and application of the

tax regime, isquitelow on average. Comparison of these sectorsin neighboring

SADC countriesreveal that Zambian sectors are broadly competitivein the

tax/incentive areas. Although the general assessment is that the tax/incentive system is
appropriately pro-growth, there is room for second order adjustments, which include:

The METR exercise showsthat only the financial services sector istaxed at a
relatively high rate, in the neighborhood of 20-30 percent, presumably in the
belief that interest rate spreads in Zambia are unusually high so that banks are
enjoying above-normal returns which are an appropriate target for a differentially
high effective tax rate. Investment in most assets is also generally lightly taxed:;
the primary exception is investment in inventories, which is highly taxed because
most firms utilize the FIFO inventory accounting system and thus are taxed on
inflationary gains. Thus, it is unlikely that the tax system in Zambia plays a major
role in discouraging new investment in the financial sector.

The existence of METR differentials, however, suggeststhat the tax system
could contribute to the composition of investment, with the primary
distortions being a strong tax bias against investment in inventoriesand a
strong tax biasfavoring debt finance. The former problem could be addressed
by encouraging firms to switch to the LIFO accounting system, a change that, if
extended to financial statements, would in most cases also result in more accurate
measurement of income for financial accounting purposes. The latter problem is
astandard one under the income tax, and can be addressed only with fairly radical
reforms that would tend to equalize the treatment of interest expense and
dividends paid, such as increasing withholding taxes applied to interest income or
introducing a deduction for dividends paid.

Moreover, given current low METRS, the additional tax incentives
contemplated under the proposed new investment act would havelittle
simulative effect, except for reducing the effectivetax rate on inventoriesin
some cases. Indeed, in many cases, especially for the proposed tax holidays,
METRs would be roughly similar or actually higher under the proposed incentive
schemes than under current law. Thus, thereislittlejustification for new tax
incentives.
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The tax burden on small businesses appearsto be heavy, despite attemptsto

use the seemingly simply applied, blanket 3 per cent turnover tax instead of
bringing these small firmsinto the VAT net. The effective rate appears high, in
part due to the inability of firms to lower their turnover tax burden through
reclamation of input VAT. Additionally, this system keeps many firms out of the
formal sector (i.e., under the tax net). It is clear that for the revenue authority,
compliance costs are high for small firms, relative to the taxes collected.

The study found that the application of VAT was uneven between sectors,
which, in combination with variable rates (even within sectors), it makesthe
tax system more complicated and leavesroom for cheating and corruption.
Rates could usefully be harmonized, at a minimum within sectors (such as in
tourism). The same holds true for customs and excise application and rates.

The moveto VAT exempt for some firms appearsto places high financial

burdens on these enter prises, given that they cannot reclaim input VAT.

These firms would be better off being zero-rated or even subject to the standard
rate of VAT with reclaim ability, both for the financial benefit, but also for better
accountability for VAT.

A rough comparison of METRsin Zambia with thosein the neighboring

countries of South Africa, Malawi, Tanzania and Zimbabwe suggests that
METRsin Zambia are generally lower than or roughly similar to thosein the
comparison countries, except for investment in inventories in countries with

lower rates of inflation and some investments in Zimbabwe. However, METRS in
Zimbabwe are relatively low (for assets other than inventories where the FIFO
accounting results in taxation of inflationary gains) not because the tax system is
more generous than in Zambia (the two systems are roughly comparable) but
because the inflation rate is so high in Zimbabwe (over 50 pereaat)n

example Zambia would want to emulate. And, as noted above, METRs on
investmentsin inventories in Zambiawould be reduced dramaticaly if firms

chose the LIFO inventory accounting system. Thus, it seems that the tax

component of the investment climate in Zambiais not a significant barrier to

investment, relative to the tax systems of these neighboring countries.

At the sametime, the standard corporatetax rate in Zambia, 35 per cent,
could be lowered to 30 percent to bein linewith other countriesin theregion.
Given the low contribution of CIT to total tax revenues of around 6 percent, the
loss of revenue would be small. In addition, international best practice on CITsis
lower rates and awider base.
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ANNEX |

AN OVERVIEW OF THE METR METHODOLOGY

A. General Discussion

The concept of a marginal effective tax rate was created to analyze in a single
measure how investment decisions are affected by the large number of provisions of the
business and individual income tax systems, as well as by features of any property and
wealth taxes, sales taxes including VATSs, customs duties, and special incentive regimes
such as tax holidays, that affect the incentives to invest. METR analysis is based on the
standard neoclassical model of investment in which the level of investment is a function
of the “cost of capital” faced by afirm —the minimum or “hurdle’ rate of return that an
Investment must earn to be profitable. Although earlier research was mixed on the issue,
the most recent empirical evidence confirms the basic assumption of this model —which
investment does in fact react inversely to changesin the cost of capital (Gordon and
Hines, 2002). METR analysts, such as King and Fullerton (1984), Broadway, Bruce and
Mintz (1984) and many others, have taken the basic neoclassical model and modified it to
take into account the net effect of all the provisions of atax system on the cost of capital
to the firm.*® The primary goal of an METR analysisis thus to describe this net effect of
atax system on investment incentives in a straightforward and intuitively appealing form.

The METR terminology naturally provides someinsight into the nature of this
tool. A METR ismarginal becauseit is based on analysis of a prospective incremental
investment — one that just breaks even, with its after-tax cost equal to its after-tax
returns.*” It calculates the effective tax burden in that it captures the net effects of all the
provisions of the tax system, rather than focusing on a single characteristic such asthe
maximum statutory corporate tax rate. Anditisataxrateinthat itisdefined asthe
difference between the gross of tax and net of tax returns to an investment — the “tax
wedge” between gross and net returns created by the tax system — expressed as a
percentage of the gross return.

The calculation of aMETR requires careful specification of the characteristics of
an investment in a specific asset in a specific sector, including the time path of its returns,
the rate of economic depreciation of the asset, how the asset is financed, the economic
environment in which it occurs, including the inflation rate, interest rates, and returns to
equity, and all of the features of the current or proposed tax system that affect both the
after-tax returns and the after-tax costs attributable to the investment, including all tax

4 The analysis in this paper most closely follows the approach in Broadway, Bruce and Mintz (1984).

For an application of the King and Fullerton (1984) approach to Burundi, see Zodrow (1993).

4" METR analysis is thus not well suited to analyzing tax effects on investments that generate above-

normal returns.
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depreciation allowances, investment credits, interest deductions, special exemptions, etc.,
allowed under the income tax as well as any other taxes that impinge on investment
decisions. Given this information, the analysis calculates the effective tax rate on a
marginal or breakeven investment under the assumptions of profit maximization by the
firm, competitive markets, and perfect certainty (e.g., with respect to future returns and
inflation rates).

Several additional assumptions underlying the METR approach should be noted.
For example, METRs assume that firms are profitable, so that if the effective tax rate on
an investment is negative (it is subsidized at the margin), the resulting losses can be used
currently to offset other income. METR calculations are typically static; that is, they
usually assume that the tax system in place at the time of investment remains unchanged
for the life of the investment, and that inflation, when included in the analysis, also
remain constant. Since the analysis typically assumes that assets depreciate at a constant
rate but last forever, strictly speaking this implies that the analysis assumes the tax
system and inflation rate remain fixed forever. In addition, the calculation of METRS is
partial equilibrium in nature. Thus, some rate of return in the economy must be taken as
fixed; in the context of a small open economy such as that of Zambia, it is natural to take
as fixed an interest rate that is determined in international capital markets. The return to
equity, inclusive of an equity premium, can also be treated as determined in international
markets.

Another implication of the partial equilibrium nature of METR analysis is that it
cannot be used to analyze the shifting of business taxes to consumers or workers (that
might occur with market adjustments in the context of a general equilibrium model of the
economy). Instead, METRs typically implicitly reflect rather simplistic assumptions
regarding tax incidencewhich capital taxes on specific assets are borne by the owners
of those assets, that taxes on labor are borne by labor, and that general consumption taxes
are borne by consumers. Accordingly, to the extent that these incidence assumptions are
incorrect, reported METRs levels and differentials may be somewhat misleading.

METRs aso typically do not take into account issues of tax administration, compliance
and evasion, as they describe the tax system asit would operate if it were effectively
administered and enforced. Again, to the extent that certain types of taxes (e.g., taxes on
capital assets rather than capital income) are more easily enforced than others or are
plagued with less tax evasion, the reported METRs may be misleading with respect to the
effects of the tax system asit actually affects investment decisions and tax revenues.*®

Finally, as noted above, a METR is defined as the tax wedge between the gross of
tax and net of tax returns earned by a marginal investment, expressed as a percentage of
the grossreturn. (The"gross' and "net" terminology refers to returns before and after
taxes; both types of returns are defined net of actual economic depreciation.) The net

8 Note also that since METRs are calculated for marginal investments they are not a particularly good

indicator of the tax revenues that are raised from taxing capital income, which depend heavily on the
taxation of inframarginal and other investments that earn above-normal returns.
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return can be measured at the company or "entity" level, in which case only entity level
taxes (including withholding taxes) are considered. Such calculations are sometimes
referred to as "open economy" METRS, since the taxation of saving at the level of the
saver is ignored. Alternatively, the net return can be measured at the level of the "saver”
or provider of funds; in this case, the calculation includes taxation at the individual level.
Such calculations are sometimes referred to as "closed economy” METRS since the
source of investment funds is assumed to be domestic savers. Since the focus of this
report is on tax effects on investment, including foreign direct investment, and Zambia
closely approximates a small open economy, the METRSs presented are calculated solely
at the business level (including, in some cases, withholding taxes on repatriations of
funds from Zambian subsidiaries to their foreign parents).

The basic concept of a METR can be illustrated with the following simple
example. Suppose a business makes a marginal investment in a capital asset that just
breaks even taking into account all taxes in the system, and earns a return of ten percent
net of depreciation but before any taxes. Suppose further that, after accounting for all
taxes, the net real return received by the firm and paid to its investors is seven percent. In
this case, the METR on the investment is thirty pereénd = (0.10 - 0.07)/0.10).

* Issueslilluminated by METR Analysis

The primary applications of METR analysis are twofold. First, the results of an
METR analysis show the net effect of al components of the tax system on the level of the
taxation of capital income generated by the marginal investment analyzed. Thus, a
METR provides a measure of the actual tax burden on a prospective investment
attributable to the existing (or proposed) tax system. Moreover, an appropriately
weighted average of the METRS on specific types of investments can be constructed to
provide a measure of the overall level of taxation of capital income in the economy,
showing how the tax system distorts investment decisions (and, if individual level taxes
are considered, saving decisions as well) and thus introduces inefficiencies or “excess
burdens’ into the economy.*

49 It should be noted that "distortions" of investment decisions must be measured relative to some

benchmark. In general, a tax system would not distort investment decisions only if the METR were
zero on all types of investment; this would occur, for example, under an ideal consumption-based tax
(Zodrow and McLure, 1991). In this case, METR differentiaded the associated distortions of

investment decisions —would be measured relative to a benchmark tax rate of zero. However, under

an income-based tax, the benchmark level of taxation of capital incomeis typically the statutory

incometax rate. In this case, the distortion of saving/investment decisionsimplied by the taxation of

capital income at the statutory rate isin a sense taken as given, and the distortions attributable to tax
differentials are measured relative to the statutory income tax rate. 1n addition, note that this

discussion assumes that efficiency requires atax system that is neutral across assets. This need not be

true. For example, tax differentials may be desirable to correct for negative production externalities

(e.g., pollution) or to offset other inefficienciesin the economy (e.g., inefficiencies in the taxation of

labor income). These complications are ignored in the analysis, as they are best addressed with

specific tax policies as needed (e.g., taxes on effluents or reform of the system of labor income

taxation) rather than through the ordinary income tax system applied to capital income; for further
discussion, see Gugl and Zodrow (2004).
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Second, by considering a wide variety of investments that differ by asset, method
of finance, investor or economic circumstances, METR analysis provides an indicator of
the tax differentials that arise across different types of investments, that is, it shows how
taxes affect theomposition of investment. In particular, a METR analysis shows how
the tax system results in a variety of distortions of investment decisions, thus creating
additional efficiency losses, beyond those associated with simply taxing capital income at
auniform effective tax rate. The most commonly cited distortion is across types of
assets, as differential taxation of different types of assets induces businesses to invest too
heavily in tax-advantaged assets and too little in tax-disadvantaged assets. This of
course translates into distortions across business sectors, as the tax system favors sectors
with production processes that use tax-favored assets intensively and penalizes businesses
that use relatively heavily taxed assets intensively. The following subsections discuss
these distortions and a wide variety of others, all of which can be analyzed with an
appropriately designed METR analysis.

1. Distortions of the Level of Investment and Saving

METRs provide an indication of the overall level of taxation of various forms of
capital income and thus indicate how the tax system affects investment and saving
decisions. Because they consider many aspects of the tax system, METR analyses often
give very different results regarding the effects of the tax system on investment decisions
than would a simple examination of statutory tax rates (or special preferences) in
isolation. Effective tax rates that are far above or below the statutory rate indicate
potential areas for reform, as relatively high positive rates act as a deterrent to
investment, while negative METRSs suggest that the tax system stimulates investments
that are socially undesirable because they earn a return lower than the opportunity cost of
funds.

2. Distortions of the Allocation of Investment

METRs are also very useful in identifying the extent to which the tax system
distorts investment allocation decisions by asset and by business sector (given the
benchmark level of taxation of capital income in the tax system). Apart from the
arguments for differential taxation noted above, most public finance economists would
argue that competitive markets are generally efficient in allocating resources. The
implication of this view is that tax differentials are generally undesirable because the
associated distortions of investment allocation decisions result in reduced productivity of
investment; that is, a disproportionate amount of capital is allocated to those sectors and
assets in which tax treatment is relatively favorable rather than to those sectors and assets
where investment would be most productive in the sense of generating output valued by
consumers. In other words, the tax system should generally be characterized by
"economic neutrality” with respect to investment allocation decisions, or METRs that do
not vary according to the type of asset or business sector.
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In addition, METR analysis demonstrates the extent to which certain types of
preferential treatment confer an advantage to the tax-favored activity. Indeed, METR
analysis can be used to determine whether the effects of "preferential” treatment of
certain forms of investment are in fact consistent with the intent underlying such
treatment. For example, in some cases such as certain types of tax holidays, supposedly
preferential treatment results in METRSs that are actually higher than those under the
ordinary income tax system. Similarly, a preferentially low tax rate in a sector can have
the effect of increasing METRs if depreciation deductions and other investment
allowances under the regular tax system are sufficiently generous.

3. Method of Finance

MTR analysis is useful in determining whether the tax system favors one form of
finance over another. Under a market-based approach to tax reform, such distortions are
also undesirable as they imply a tax-induced alteration of the allocation of risk-bearing in
the economy. For example, a tax bias toward debt finance may increase the overall
indebtedness of firms and thus increase the likelihood that costly bankrupbcies
perhaps even more costly government bailouts — will be incurred during an economic
downturn.

In addition, tax differentials across methods of finance may discriminate against
certain types of firms. For example, atax system that resultsin an unusualy high METR
on new share issues will discourage investments by firms that tend to use new issue
finance to a disproportionate extent, including new enterprises that have little retained
earnings and limited access to debt finance. Again, most public finance economists
would argue that neutrality with respect to firm financing decisionsis adesirable
property of tax system.

4, Choice of Organizational Form

METR analysis identifies the extent to which the tax system distorts decisions
regarding the choice of organizational form. Typically, firms may be organized as
corporations subject to the corporate income tax or non-corporate entities that are taxed
on a“pass through” basis, with business income attributed to the individual owners and
taxed under the personal income tax. Economic neutrality with respect to decisions
regarding organizational form is also generally desirable, so that firms may select the
form of business organization that best meets their needs without worrying about
differential tax consequences.*

0 As in the case of resource allocation, there may be externalities associated with the choice of

organizational form; for example, tax enforcement may be less costly for firms that are publicly held
corporations.
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5. Effects of Inflation

An important benefit of METR calculations is that they can be used to
demonstrate how tax rate differentials, as well as the level of capital income taxation,
vary with the rate of inflation. Unless a tax system is completely indexed for inflation,
the pattern of METRs will be different for each expected steady state rate of inflation.
The fluctuations of METRs with inflation can be considerable, especially for large
differences in the expected inflation rate. Note that such variation in METR levels and
differentials with inflation adds an element of complexity to investment decisions, as it
makes it more difficult to interpret the effects of the tax system on alternative
investments. Such uncertainty is likely to reduce the overall level of investment at any
given inflation rate.
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ANNEX I
CALCULATION OF MARGINAL EFFECTIVE TAX RATES

The calculation of METRs is outlined in this appendix. For further details, consult
Boadway, Bruce and Mintz (1984) or King and Fullerton (1984). Consider an investment
in an asset that costsltgs a marginal revenue productpénd lasts forever but

depreciates exponentially at a constant rate of economic depreciati®appose further

that the corporate income tax rateljshe net indirect tax rate on the purchase of the

asset (due to non-creditable VATSs, customs duties, sales taxes, excise taxes, transaction
taxes, etc.) is (which is included in the tax basis of the asset), and an initial investment
allowance oh is granted (with no adjustment of basis). tbethe present value of the
depreciation deductions allowed under the income tax, per dollar of investment, over the
life of the asset. For example, if the tax code allows exponential (declining balance)
deductions at rate, with no adjustment for inflation,

0 _ o f a
z=J’ age e +”’tdt:—g,
0 a+r' +7

wherer' is the firm's rea discount rate and r' +( is the firm’'s nominal discount rate
where [ is the expected steady state rate of inflation. To calculate rf, assume that the
debt-asset ratio is fixed at [1, the nominal interest rate is i and the return required by
equity holders (which reflects dividends and capital gains) is [] in which case

r' =p@A-u)i+(1-pB)p,

reflecting the deductibility of interest payments coupled with the lack of deductibility of
payments to shareholders. The calculation of a margina effective tax rate (METR)
assumes that a marginal investment in an asset just breaks even, that is, that the net
benefits generated by the investment, taking into account all tax factors, just equals the
after-tax net cost of the investment. For a depreciable asset this requires

1-un)(1+t)q=(1-u) j:ce"‘e"e'(” Gt + ud+ t)gz

(L-un)(L+1) = % + UL+ t)Z
_ @-un)@+t)(0+r) ud+t)z(o+r,)

c/
a 1-u 1-u

The gross return to the asset, net of depreciation, isthus

Iy :c/q—J:%[l—u(n+z)] -0.
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For land, the gross return is obtained by setting the depreciation rate in this expression
equal to zero. For inventories, the gross return is obtained by setting the depreciation rate
in this expression equal to zero and, in the case of FIFO inventory accounting, adding a
term tor' equal to the product of the corporate tax rate and the inflation rate to the
numerator" Finally, lettingr, denote the net return to investment, the marginal effective
tax rate on the investment is

r, =T,

METR =

g

*1 See Broadway, Bruce and Mintz (1982).
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ANNEX 11l

DESCRIPTION OF THE TAX SYSTEM IN ZAMBIA USED IN THE METR
CALCULATIONS

The following is a description of the features of the taxation of capital income
under the tax system of Zambia. The description is not meant to be comprehensive;
rather, the focus is on the tax provisions that are relevant to the calculation of METRs at
the business level on four capital assets (machihényildings, inventories, and land)
and on five business sectors (manufacturing, tourism, agriculture, financial services and
mining®®), as well as small businesses subject to the gross receipts tax and exempt from
the VAT. In particular, provisions that presumably affect only a small minority of
businesses are ignor&t.

TAX RATES

The standard rate under the corporate income tax is 35 percent. A rate preference
is given to agriculture (15 percent). By comparison, banks face a 45 percent tax rate on
income in excess of K250 million (about $50,000 ESkor the financial sector, the
METR calculations consider the case of a company facing the 45 percent rate. Rates in
the mining sector vary from 25-35 percent with most newer mines subject to the lower
rate; the METR calculations assume a 25 percent rate.

DEPRECIABLE ASSETS

In general, deductions for depreciation on machinery are allowed on a straight
line basis over a period of four yedfsHowever, for the agriculture, tourism and
manufacturing sectors, deductions are allowed on a straight line basis over a period of

%2 The term “machi nery” will refer to the category “equipment, plant and machinery” in the Zambian

income tax law.

> The mini ng industry also pays government royalties. However, these are appropriately viewed as

compensation for the use of the nation’s natural resources — that is, as payment for a production input
—and are not included in the METR calculations.

54 Examples of such provisions are the one-time 2 percentage point reduction in the corporate tax rate for

firms that get listed on the Lusaka Stock Exchange, and the additional one-time 5 percentage point
corporate rate reduction available to such newly-listed firms if they sell at least one third of their
shares to indigenous Zambians. In general, tax provisions that are described in footnotes are included
for completeness, but are not considered in the METR calculations.

> n addition, a 15 percent rate is applied to the income earned by exporters of “non-traditional” exports

and to the income of manufacturers of fertilizer (apparently one company), and the tax rate on income
earned by enterprises locating in rural areasis reduced by 1/7 for the first five years of operation.

®6 Motor vehicles that are not classified as bei ng in commercial use receive deductions on a straight line

basis over five years.

60



only two years, and expensing is allowed for mining. In no case are deductions for
depreciation indexed for inflation. Expenditures related to prospecting and development
in the mining sector are also expensed.

Deductions for buildings depend on whether the building is characterized as a
“commercia” building or an “industrial” building. Commercia buildings are depreciated
on astraight line basis over 50 years. Industrial buildings are depreciated on a straight
line basis over twenty years.>’ In addition, when first brought into use, industrial
buildings (which includes hotels) receive a 10 percent investment allowance (a 10 percent
deduction, with no reduction in the tax accounting value or “basis’ of the asset) and a 10
percent initial allowance (an additional 10 percent deduction with no basis adjustment).
Buildings with a cost in excess of K2 million (about $400,000 US) are automatically
treated asindustrial buildings. Thus, the buildings used by the manufacturing,
agriculture, mining and tourism sectors are treated as industrial buildings. In addition,
the METR analysis assumes that the buildings used by the financial sector are aso
industrial buildings, on the grounds that the K2 million ceiling is sufficiently low that
such aclassification will be appropriate in most cases.

The tax treatment of capital expendituresin the mining industry is difficult to
model, as the current treatment varies considerably across enterprises, primarily because
differing treatment were negotiated when the mines were privatized. For example, some
mines qualify for apreferential 25 percent corporate tax rate, and some categories of
capital expenditures, including those associated with prospecting and mine operation are
expensed, while others are depreciated straight line over four years. The METR
calculations arbitrarily assume that the appropriate corporate tax rate is 25 percent, that
machinery is depreciated over two years (as a compromise between expensing and the
straight line deductions taken over four years) and those buildings are classified as
industrial buildings. No attempt is made to model the taxation of land/reserves, which
varies according to the estimated reserves of the mine and apparently is at the discretion
of the Commissioner General of the Zambian Revenue Authority.>® Capital equipment
purchased by the mining industry is exempt from customs duties. The METRs for
mining are thus highly tentative.*®

INVENTORY ACCOUNTING

The cost of inventories can be calculated using the “First-1n, First-Out” or FIFO
method, the “Last-In, First-Out” or LIFO method, or any other method consistent with

" The calculations follow the standard approach of using exponential depreciation at twice the straight

line rate to approximate the value of these straight line deductions.

%8 The costs of acquiring a mining concession are apparently expensed, but carried forward without

interest until the mine is earning income. If recovered immediately, this would imply hugely negative
METRs; however, these would decline with the time needed to recover the expenses, especially in an
inflationary environment.

% n addition, it should be noted that METR analysis is not particularly well suited to analyzing the

mining industry, which may earn economic rents.
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generally accepted accounting practices. Although LIFO is generally the approach that
minimizes tax liability (since inflationary increases in the value of inventory are not
taxed), most firms in Zambia apparently use FIFO instead. Accordingly, the METR
calculations assume the use of FIFO inventory accounting, which results in high effective
tax rates on inventories, given the assumption of a 17 percent inflation rate.

TAXESON TRANSFER OF PROPERTY

Sales of buildings and sales of land are subject to a property transfer tax of 3
percent. Property transfer taxes are not deductible against income tax liability.

VALUE ADDED TAX (VAT) AND IMPORT DUTIES

In general, purchasers of capital goods are allowed full credit for any VAT paid
(although in some cases the VAT on imported goods is deferred (not collected upon
import) so that no credit is necessary. The primary exception to this rule is the standard
problem that any VAT on capital goods cannot be credited by businesses that are exempt
from the VAT, including most small businesses, the producers of exempt goods
(primarily agricultural producers of exempt products), and the financial sector (although
certain activities of this sector, such as leasing, are subject to VAT). In addition,
although import duties are assessed at rates that range up to 15 percent, most capital
goods are either exempt from such duties (e.g., those imported by the mining sector) or
are taxed at a 5 percent rate. On the other hand, some capital goods, such as motor
vehicles and certain hotel supplies, apparently are taxed as finished goods and thus
subject to a 25 percent excise tax rate. It is obviously very difficult to translate this
treatment into an effective indirect tax rate that should be applied to capital goods. The
METR calculations simply assume that for the sectors analyzed indirect taxes are
important primarily for investment in machinery, and that the effective indirect tax rates
are 20 percent for the financial sector, 10 percent for the agricultural sector, and 5 percent
for the tourism sectd¥. In addition, excise taxes are likely to be important for the
tourism industry, especially if some inputs for the tourism industry are treated as final
consumption goods; the calculations arbitrarily assume that the indirect tax rate on
inventories in the tourism sector is 5 percent.

WITHHOLDING TAXES

Since this analysis is focusing on business-level METRs, the only withholding
taxes of potential interest are those applied to foreigners. In general, withholding taxes
are assessed on interest repatriated to the foreign parents of Zambian subsidiaries at a 15
percent rate, although this rate is reduced by treaty in many cases to rates of zero or ten
percent. Most of the METR calculations ignore withholding taxes on interest; those

€0 we are awaiting data from the Zambian Revenue Authority that may clarify the extent to which

purchases of machinery are subject to indirect taxes.

62



calculations that include withholding taxes on interest consider the case of a withholding
rate of 15 percent.

For dividends, withholding typically occurs at a 15 percent rate unless reduced by
treaty to zero, five or ten percent, and some types of dividends, such as those paid by a
former ZCCM company or those paid by a farming company during its first five years of
operation are tax exempt. Thus, the effective annual withholding rate on these income
streams is quite low, since the taxes are deferred until funds are repatriated to the parent
company. Moreover, under certain circumstances, economic theory suggests that
withholding taxes have no effect on the incentives for investments financed with retained
earnings, the major source of equity finance. Accordingly, the METR calculations do not
consider the effects of withholding taxes on dividends.

SPECIAL PROVISIONSAPPLICABLE TO SMALL BUSINESSES

Small businesses whose annual turnover does not exceed K200, 000,000 ($40,000
US) are assessed a 3 percent turnover or gross receipts tax in lieu of an inddme tax.
They would also be exempt from the VAT and would thus not receive credits for VAT
paid on inputs. The METR calculations for small firms assume that the combined
indirectlﬁtzax rate on purchases of machinery and inventories by small businesses is 20
percent.

INFLATION
Zambia has made significant progress in recent years in reducing inflation. The

current rate is 17 percent, down from nearly 200 percent in 1990. Accordingly, in
general, the METR calculations assume an inflation rate of 17 percent.

1 A lump sum tax of K50,000 ($10 US) is assessed on firms whose tax liability is difficult to estimate.

2 In addition, the first K10 million (about $2,000 US) of buildings used in the agriculture sector can be

expensed, as can purchases of equipment related to certain activities, such as stumping and clearing
and hole boring.
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OTHER PARAMETERS

The calculations assume that the real rate of interest is fixed which, given the
domestic inflation rate associated with a major world currency such as the US dollar or
the euro, can be used to calculate the nominal interest rate as determined in international
markets. This real rate of return is set at 4 percent, and the fixed real return to equity
assumes an equity premium of 5 peré&rEconomic depreciation is assumed to be
exponential, using fairly standard if somewhat conservative rates of 14 percent for
machinery and 3 percent for buildindjsThe fraction of investment financed with debt
in the base set of calculations is assumed to be 30 percent.

®3 To determine the nominal interest rate in Zambia, the real interest rate is adjusted for the inflation rate

(™) in Zambia (equal to 17 percemt£0.17)in the base case simulations) by a factor equal(ieu),

where u is the corporate tax rate, to reflect the deductibility of interest under the corporate income tax.
This yields a nominal interest rate of 30 percent, roughly consistent with, although generally
somewhat lower than, recent nominal interest rates in Zambia, which have ranged from 30-40 percent
over the last year or two.

64 Although these figures are plausible, they are nevertheless quite tentative since there are no data on

actual depreciation rates in Zambia.
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ANNEX IV

Assumptions used in cross-country analysis

The data for this analysis are taken entirely from country studies prepared by the
International Bureau of Fiscal Documentation for Malawi (2003), South Africa (2003),
Tanzania (2002) and Zimbabwe (2004). Since these data are incomplete and may be
dated and because not all features of the tax system in each country are considered, the
METRs calculated below should be regarded as tentative and used for rough comparison
purposes only> As in the base case for Zambia, the calculated METRs reflect business
level taxes only and do not consider any withholding taxes on interest or dividends. In
addition, all of the countries considered have broadly similar indirect taxes, with
creditable VATs with rates that range from 14-20 percent (recall that the standard rate for
the VAT in Zambia is 17.5 percent) and have customs duties that typically range from
zero to 25 percent (although specific data on how the customs duties apply to capital
goods are not available).

Accordingly, the METR calculations simply assume that the same effective
indirect tax structure applies in all of the comparison countries as that assumed in
Zambia, with machinery subject to an effective indirect tax rate of 20 percent in the
financial sector, 10 percent in the agricultural sector, and 5 percent in the tourism and
manufacturing sectors, coupled with a 5 percent indirect tax rate on inventories in the
tourism sector. These assumptions also help focus the analysis on a comparison of the
differences in income taxes across the various countries. The analysis also assumes that
FIFO accounting is used in all of the comparison countrtbess is explicit in the
description of the tax code for South Africa (which bans the use of LIFO), and assumed
for the other comparison countries. Finally, all other parameters, such as real after-tax
rates of return and debt-equity ratios are assumed to be the same in all countries, with the
exception of inflation rates, which reflect 2003 values of 6.0 percent in South Africa, 9.6
percent in Malawi, 4.4 percent in Tanzaniaand 51.4 percent in Zimbabwe.

5 As above, various provisions noted in footnotes are listed for completeness only and are not reflected in
the comparison country METR calculations.
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