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REVIEW OF FISCAL PERFORMANCE
AND THE OUTLOOK

A. Tatroduction

Moreover, as the revenue declined, expenditure followed suit In 1993, public expenditure
stood at about two-third of the level in the late 1980s, and at less than 60% of the level in

13 With a view to fill the information 8ap on revenue in previous PERs, this Chapter

period betweer, 1990 and 1994. The aggregate discussion in this Chapter will be followed
by a closer examination of the inter- and intra-sectoral allocations in subsequent Chapters.

B. Trends and Patterns in Government Revenue

l. Trends and C, omposition of Revenye Performance
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TABLE |
REVENUE AS % GDP IN ZAMBIA, 1970-1994
Year Income Domestic Trade Tax Total Of which\  Mineral Non-  Tota| Real
Tax Indir Tax Non- Rev Tax Non- Rev
Tax Rev.  Mineral Rev Grant K Bil
Tax \a Recur
| Rev
1970-74 107 41 9.4 242 133 108 59 30.1 560.3
1975-79 91 93 33 217  N/A N/A 35 252 501 6
1980-84 83 93 41 21.7  N/A N/A 18 235 491 2
1985-89 6.5 45 76 186 N/A N/A 19 205 436 9
1990-94 6.6 8.2 6.3 181 165 16 08 19.0 4150
1970-94  (StDev) 19 25 3.3 34 Q.75 211 Z1 48
(Coef Var) 0.25 0.38 0.53 0.16 030 0.79 074 020

Source: Annex Table |

\a Financial Reports do not separately indicate Mining Company Tax for 1974-1987
StDev Standard Deviation
Coef. Var Coefficient of Variation

averaged 5.9% of GDP. Since that time the overall "revenue ratio" has steadily declined
to around 19% of GDP using the CSO’s series for GDP. If the series for GDP estimated

1.6 In real value, revenue declined by about 37% from K 589.9 million in 1970 to K
374.6 million in 1993 Taking the average yearly revenue from 1970-74 and 1990-94, real
revenue declined steadily from K 560.3 million to K 415 million, respectively. This
represents a 26% decrease. :

1.7 Two main factors contributed to the observed decline in revenue performance:
mineral revenue (including mineral company tax) fell from 10.8% of GDP in 1970-74 to
under 2% of GDP in 1990-94; and non-tax revenue slipped from 5.9% of GDP in 1970-74
to less than 1% of GDP in 1990-94. These steep declines were partially offset by non-
mineral taxes, which rose from 13.3% of GDP in 1970-74 to 16.5% of GDP in the first
half of the 1990s.
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1.8 Compared to other nations of Sub-Saharan Africa, government revenue as a
percentage of GDP is relatively low in Zambia. Table IT presents revenue statistics for
1991 for twelve Sub-Saharan countries.! This is not a Proper sample, yet it serves to
show that Mmany countries in the region have revenye ratios above 20% of GDP. In
particular, the fevenue ratio for 199] was 32.3% in South Affica, 31.5% in Zimbabwe,
26.8% in Lesotho, 23.7% in Malawi, compared to 19.1% for Zambia in that year.

| These are all the countries covered in the fiscal tables of the World Bank, World Development Report 1993, Washington
D.C.
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19  Asalow-income country which is committed to relying on markets and
encouraging private-sector production, Zambia’s objective is to achieve and sustain a
revenue ratio in the neighborhood of 20%. This target is the basis for budget projections
presented below.

1.10  In the 1994 Budget estimates, the projected sources of revenue are as follows: (i)
27 3% from income tax (excluding mining company tax), (i) 31.7% from domestic
indirect taxes, (iii) 37 3% from taxes on imports (including sales tax), (iv) 3.0% from
mineral tax (including mining company tax), and (v) 3.6% from non-tax revenue (including
parastatal dividends) ( A detailed assessment of each revenue source is provided in

Annex II.). The Bar Chart in Figure 2 provides the magnitude of real revenue (1977
prices) from different sources for 1970 and 1994, and the yearly average for 1970-74 and
1990-94. The data indicate the continued heavy reliance of Zambia on foreign trade taxes,
although domestic trade also make a significant contribution.

.11 Table II puts Zambia's revenue mix in regional perspective (using figures for

1991). The share of revenue from income tax in Zambia (26.5%) is below the average for
Sub-Saharan Africa (30.9%). In contrast, the revenue share from taxes on goods and
services (44.5%) is far above the regional average (25.2%). Trade taxes in Zambia --
excluding sales tax on imports, which is not classified as a tax on trade, per se, in the
World Bank tables -- account for 25.4% of total revenue in Zambia, which is slightly
above the regional average of 23.8%. Zambia is at the bottom of the scale, however, in
collecting "other tax" -- which category includes property tax and employers' payroll tax --
and in raising non-tax revenue.

1.12 It may be noted that some heavy taxes on the productive sector, especially in past
years, have been implicit rather than explicit. For example, maintaining an overvalued
exchange rate meant that the earnings of the export sector (primarily ZCCM) were
effectively taxed and importers (including GRZ itself) were effectively subsidized. This
tax sometimes amounted to 30% or more of gross export turnover. Other forms of price
control likewise taxed producers in many sectors and subsidized consumers -- with neither
the revenue nor the expenditure appearing in the Budget.

.13 To summarize, the overall revenue yield deteriorated badly after the early 1970s.

A primary cause was the economic distress following the decline in the volume of
production and copper prices in the middle 1970s (An assessment of the operations of the
copper sector and its fiscal implications during the recent past and the outlook through
1997 is provided in Annex II1) The loss of mining tax revenue (including mining
company income tax) explains the full decline in tax revenue. Other sources of revenue,
combined, yield a larger percentage of GDP today than in the early 1970s. The increase in
non-mineral tax revenue was largely due to introducing new taxes (such as sales tax and
the import license levy) while boosting tax rates. Such rate increases may have been



“ TABLE II
Taxes In Sub-Saharan Africa, 1991 \a
i
Composition of Revenue (% from each source)
PerCapita CurrRev  Income TxDmstc Intrntnal Other Non-Tax |

Income $ As % GDP Tax Goods\c TradeTxd Tax Revenue Sum

1. Chad 210 89 226 337 153 66 218 1000

2. Madagascar 210 91 15:3 19.5 445 11 196 1000

3. Sierra Leone 210 66 5 234 40 4 0.2 46 100 1

4. Malaw 230 237 35.0 33.2 bFrds 12 129 1000

5. Kenya 340 212 298 432 15.0 1.5 105 1000

6. Lesotho 580 268 16.9 16.7 518 0.1 145 1000

7. Zimbabwe 650 NS5 44 4 26.3 19.0 1.0 9.3- 1000

8. Cote d'lvoire 690 265 16.7 27.8 278 18.1 9.6 1000

9. Cameroon 850 19.0 452 202 140 18.5 5.1 1000

10. Botswana 2530 63 4 388 19 134 0.1 459 100.1

11. South Africa 2560 323 46.8 327 88 46271 100.0

12. Gabon 3780 358 276 237 17.4 1.2 301 100.0

AVG 12 1070 254 309 25.2 238 4.3 159 100.0
COUNTRIES

- excluding Botswana [937 2189 302 27.3 247 46 13.2 100.0

ZAMBIA \b 19.1 265 445 254 0.0 36 - 1000

\a  Source: World Bank, World Development Report 1993; Table includes all sub-Saharan countries for which recent
data are reported
\b  Zambia data from Ministry of Finance.

\c  Excise duty and sales tax (including sales tax on imports).
\d  Customs duty, €Xport taxes, company tax on export monopoly, import levy.

counterproductive in the long run, as compliance deteriorated and tax administration
became increasingly ineffectual in the 1980s. The Government is now working to reverse
this adverse trend by strengthening tax administration and reducing tax rates.

2. -Macroeconomic Changes and the Size and Pattern of Revenue
1.14  Changing macroeconomic conditions undoubtedly played a role in determining

revenue trends over the past 25 years. As indicated in the previous section, falling copper
prices and the receding volume of production since the 1970s has been a major cause of



Figure 2
Sources of Real Revenue
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the income tax threshold, company profits were depressed and import capacity was
impaired by foreign exchange constraints Similarly, the revenue problems faced in 1993
and 1994 are due in part to depressed economic conditions.

.15 Of course, the decline in revenue yield cannot be blamed entirely on
macroeconomic conditions. Other contributing factors include a diminished capacity for

.16  Macroeconomic conditions affect not only the trend in tax revenue, but also the
variability of revenues from year to year. The bottom rows in Table I above show the
standard deviation of the revenue-to-GDP ratio for each source, over the period 1970-
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C. Trends and Patterns in Government Expenditure
1 Trends in Public Expenditure

1.20  Since the last PER covered expenditure performance between 1983 and 1990, the
current Review will focus on the changes since then.? Since 1990 there has been a very
substantial contraction in total (non-interest) primary expenditure from around 25% of
GDP in 1990 to less than 18% in 1993 even after accommodating exceptional drought-
related expenditure of almost 5% of GDP in 1992 and 2.5% in 1993. Expenditure
projections for 1994, however, suggest that the reduction in expenditure achieved so far i
unlikely to be sustained in 1994 and the total volume of primary expenditure is likely to
remain at approximately 17% of GDP. Table III illustrates the evolution of expenditure
from 1990-1994 according to functional classification, as a share of GDP.

.21 The sharp expenditure contraction reflects the government's commitment to
achieving fiscal balance in order to eliminate the extremely high level of inflation that had
been experienced since 1989 This commitment has coincided with the liberalization of the
domestic asset market which has seen a rise in domestic interest costs which in turn
reduced the level of primary expenditure consistent with the balanced budget objective.
Moreover, since this balanced budget objective has been pursued at a time when revenue
productivity was declining, the expenditure squeeze has been particularly severe: the 5%
reduction in the primary budget deficit since 1990 involved a fall in primary expenditure
equivalent to 7.6% of GDP.

.22 To put this squeeze in perspective total real expenditure declined by 27% from K
608.9 billion in 1990 to K 446.3 billion in 1993; while real primary expenditure
experienced a sharper decline of about 40%, falling from K 562.4 billion to K 337 9
billion.’ A longer-term assessment indicates that in 1992 total and primary expenditure
had dropped to 44% and 35%, respectively, of the level in 1975.

Domestic Interest Costs and Primary Expenditure

1.23  Since the government is committed to achfeving an overall domestic budget
balance, the primary balance - total revenue less primary expenditure - is required to
record a surplus equivalent to domestic interest charges. The increase in the cost of
servicing domestic debt has been dramatic, rising from 2.1% of GDP in 1990 to over 5%
of GDP in 1993 while the revised outlook for 1994 indicates that interest costs will rise to

3 mmwwummmulmmmmmmwumem
Tables 1.7 and 1 8.

’ Expenditure expressed in current US dollars reveals that total primary expenditure fell from $994 million in 1990 t0 $536
million in 1993 and is targeted to fall to approximately $475 million in 1994.
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just under 5.5% of GDP, equivalent to almost 30% of total revenue. This is in part a result
of the liberalization of domestic asset markets and the elimination of the implicit tax
accruing to the government when it could borrow from the domestic debt market at below
market rates. In view of the higher than anticipated interest costs (reflecting both higher
interest rates and a growing stock of outstanding debt) the target of a balanced overall
budget for 1994 is unlikely to be met, despite a projected primary surplus of
approximately 2% of GDP Revised projections for 1994 anticipate an overall deficit of
approximately 3.5% of GDP

1 24 Since the liberalization of the domestic debt market, however, real interest rates
have been extremely high and well above real rates in neighboring countries. While
nomunal rates have declined somewhat in the course of 1994, they remain high and have
the direct consequence of imposing a tighter than anticipated squeeze on non-interest
expenditure.* As will be discussed below, most of the burden of the high interest bill has
been borne by the capital expenditure to the detriment of Zambia's prospects for growth
and the up-keep of the physical infrastructure.

3 The structure of primary expenditure

1.25  While the overall decline in expenditure is impressive - such that Zambia is now a
relatively low public expenditure economy - the manner in which the contraction in
expenditure has been achieved raises serious concern. While the decline in recurrent
expenditure has been led in large measure by reductions in defense expenditure and the
elimination of consumer subsidies, there has also been a less welcome decline in the RDC
component and, especially, in the capital budget. Figure 3 illustrates the long-term
changes in the main components of expenditureprovided in Table III.

1.26  The sharp decline in expenditure from 1991 to 1992 was due to the abolition of
consumer subsidies on maize which consequently reduced explicit subsidies to an
insignificant amount (other consumer subsidies having been removed in 1989 and 1990)
To some degree, however, the table overstates the reduction in effective subsidies to
agriculture since the item labeled "exceptional expenditure" and the drought expenditure
items also include items more appropriately classed as on going subsidy measures such as
net injections to crop financing for working capital and seasonal inputs. In addition, some
parastatals enjoy subsidies implied in the non-payment of income and trade taxes.

The implications of financing the fiscal deficit through Treasury bills and its implications to the interest, exchange rate
and the stabilization program is provided in a background paper to the PER. C.S. Adam and D.L. Bavan, Zambia Public
diture Review - ; art[l o eview, Center for the Study of African Economics,
University of Oxford, 12 September 1994. This issue is, however, beyond the scope of the current Review.
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TABLE Il

GOVERNMENT FINANCIAL POSITION 1990-1994
(as percent of CSO GDP)

1990 1991 1992 1993 1994 1994
Actual Actual Actual Actual GRZ Jun-94
Budget Revision
EXPENDITURE
Personal Emoluments 417 462 462 352 3.63 400
Civil Service Reform 7 * 0.30 029 028 0.28
RODCs "432 3:55 3:32 363 3.22 3.22
Subsidies (excl. drought) 377 6.34 0.51 0.00 012 0.21
Transfers 270 2.69 245 271 323 3.50
Defense & Security 392 2.47 2.96 163 1.23 162
TOTAL RECURRENT (Excl. Int) 18.88 19.66 14.16 11.77 17 12.84
Domestic Capital Expenditure 6.56 516 377 347 2.47 235
Exceptional Expenditure 0.43 0.77 0.09 165 1.82
TOTAL NON-DROUGHT EXPENDITURE 25 44 2525 18.70 15.34 1583 17.01
Add: Drought Expenditure 461 2.50
TOTAL PRIMARY EXPENDITURE 25.44 2525 233 17 .84 15.83 17.01
TOTAL EXPENDITURE (inc. Int.) 27 54 27 94 26.36 2286 18.65 22.48
TOTAL NON-DROUGHT REVENUE 20.48 18.05 19.99 16.58 18.57 19.39
TOTAL NET REVENUE (inc. drought rev.) 20.48 18.05 22.03 1774 18.57 19.39
DEFICIT
Pnmary Surplus (deficit) -4.96 -7.0 -1.28 013 275 2.38
Less: Arrears 0.00 1.07 0.33 0.01 0.45 0.47
Pnmary Surplus/Deficit (cash basis) -4.96 8.27 -1.62 0.14 2.30 1.91
Domestic Interest 2.10 2.69 3.05 5.02 2.82 5.47
Overall Domestic Surplus/Deficit ~7.08 -1096 467 -5.16 -0.52 -3.56
Domestic Public Savings 0.5 429 2.78 022 402 1.08

Source: Ministry of Finance and IMF

1.27  The contraction in other recurrent expenditure has been more gradual over time
and less dramatic. The wage bill has declined by approximately 1% of GDP from 1991 to
1993, although again the outlook for 1994 suggests a modest increase. The wage bill still
represents the biggest single primary expenditure item in the budget and although it has
declined slightly since its high level in 1991 the squeeze has been almost exclusively in
terms of a reduction in the real wages of all civil servants rather than through a significant
reduction in the established (or actual) posts. Indeed, as has been witnessed in the 1993
and 1994 wage negotiations it is increasingly difficult to maintain downward pressure on

the wage bill solely by reducing real wages and it 1s by no means clear that this is a
desirable strategy. The government's success in implementing its public sector reform

program is thus central to maintaining the squeeze on the wage bill without destroying the
incentives to attract and maintain quality people in the civil service. Chapter Eight
provides a more detailed assessment of Public Sector Employment and Pay and provides
policy measures to manage the size of the civil service and the wages bill.
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1994 The most erratic revenue sources, as 1s shown in Annex Table | 2, have been excise
duty, mineral export tax, mineral company tax and non-tax revenue. Also, non-mining
company tax is more volatile than PA Y E In general, broadly based taxes, in addition to
being less distortionary, tend to exhibit less volatility than narrowly based taxes

3 The Agenda for Tax Reform

I 17 Upon taking office in 1991, the new Government embarked on a comprehensive
tax reform program to address serious problems of tax policy and tax administration which
had emerged over the past two decades. The principles of the tax reform program as
stated in the Terms of Reference of the Tax Policy Task Force in 1992 were to set up a
tax system which is fair, more bouyant, simpler and more economically efficient. This
program has been under implementation since early 1993. The policy measures that have
been put in place to date include (i) establishing the Zambia Revenue Authority, to
professionalize tax administration; (ii) unifying the sales tax and converting the tax
schedule to the Harmonized System, (iii) simplifying customs duty schedule while cutting
the maximum duty to 40%, reducing the dispersion of duty rates and streamlining
procedures for duty drawback; (iv) eliminating the import license levy; (v) introducing
targeted investment incentives in the form of exemptions from import duty and sales tax;
(V1) simplifying the income tax structure and reducing the maximum marginal tax rate to
35%, (vii) reducing the basic company tax rate to 35%, while expanding the sectoral
coverage of accelerated depreciation; (viii) overhauling the tax regime applying to the
mining sector; (ix) eliminating numerous "nuisance" taxes which raised little revenue,
including the education levy, stamp duties and selective employment tax. (x) reducing the
property transfer tax rate to 2.5%, from 7.5%,; and (xi) simplifying the structure of estate
duty.

118  Although much has been achieved, the tax reform program is far from complete.
The unfinished agenda includes (1) converting the sales tax to VAT, (ii) reducing customs
duty rates, as well as the sales tax rate and several excise duty rates; (iii) adjusting
individual income tax bands and the tax credit to correct for the effects of inflation; (iv)
rationalizing energy and fuel taxation, (v) reforming the system of land taxation; and (vi)
introducing capital gains tax in lieu of property transfer tax.

1.19  In the present context, it is important to emphasize that the tax reform program is
not meant to achieve any large increase in the overall tax yield (i.e. tax burden). The
objective is to strike a balance between resources for the private sector and public

.services, and to raise the necessary revenue fairly and efficiently. If programmed
improvements in tax administration and reforms in the tax structure prove highly effective
in generating additional revenue, a significant portion of such gain could be returned to the
public via lower tax rates or it could be transferred to the banking sector to be on-lent for
productive purposes.
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4. Sectoral Allocation of Recurrent Expenditure

1.29 Table IV lustrates the sectoral breakdown of discretionary recurrent and capital

expenditure for the period from 1990-994 The actual outturn for 1993 s still provisional

defense).

130 A long view of the sectoral composition of total discretionary expenditure shows
that over the period from 1970 to 1990 the year-on-year shares of tota] expenditure were

.31 Since 1990 the picture is less clear, mainly as a result of high levels of volatility in
expenditure items. Starting with recurrent expenditure, there was a reduction in the share
of administrative expenditure from 56% of the total to 43% between 1990 and 1992,
although this was slightly reversed in 1993 with administrative expenditure claiming over
45% of total discretionary expenditure. In the main this was offset by an increase in the



social sector share from 36% to 439, from 1990 t0 1992 A useful way to characterize this
shift is to look at the switch between health and education on the one hang and central
administration on the other hand provided in Annex Table 1.3, These are typically the
three largest components of expenditure. In 1990 the shares were 18 3% for health, 159
for education and 359 for central admunistration. By 1992 this had changed quite
substantially, to 16% for health, 23% for education and 20% for central administration.
Partly reflecting the concern about the deterioratmg social conditions and the higher
priorities attached to the social sectors, the 1994 budget shifis this move towards the
social sectors even further with budgeted share of 23% for health, 22% for education and

TABLE v
Sectoral Aliocation of DIscrernary Recurrent And Capital Expenditure
(Percentage)
1990 1991 1992 1993 1993
[ Actual Actual Actual Budget | Actual
8.12 16.26 1433 13.06 962
36.00 4294 4272 41.69 4513
55.88 40.80 42,95 4526 4524
100.00 100.00 | 100.00 100.00 | 100.00
61.00 58.00 67.00 58.00 45.00
OCIAL SECTORS 14.00 18.00 18.00 17.00 17.00
DMINISTRATION SECTORS 26.00 24.00 15.00 25.00 37.00
100.00 100.00 | 100.00 100.00 | 100.00
hare of Recurrent Expenditure 77.71 7873 | o144 | 7442 | 8443
hare of Capital Expenditure 229 2327 38.56 25.58 15.87
100.00 100.00 | 100.00 100.00 | 100.00

implementation of the cash budget, the social Sectors were quite successful in maintaining
their share of the smauer-lhan-cxpeczed total discretionary expenditure. It is notable,
however, that the administration sector also maintained its share so that it was the



recurrent expenditure. The agriculture and transport budgets experienced the most
significant reduction in their shares.

sectors where a larger proportion of total expenditure is on non-tradables. Nonetheless if
W€ compare this to other areas of expenditure we see that the share of resources going to
foreign affairs is now equivalent to one third of the budget for health and almost two
thirds of the domestic resource allocation to the transport and communications sector.

> The Capital Budget

1.35 The sectoral composition of the domestic capital budget since 1990 has been
relatively constant, rarely deviating from an allocation of 58% to economic sectors, 18%

b The rate of implementation of foreign funded capital expenditure has been low in recent years, barely exceeding 50%
of the original budget estimates n 1992 and 1993
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to social sectors and 25% to administrative sectors. However. as a result of a very marked
reduction in the level of agricultural expenditure relative to the budget, the economic
sector's share for 1993 fell to only 45% of the total. It is important to note that this
allocation applies only to domestic financed capital expenditure. Based on data for 1992
and 1993,° however, there is evidence that the donor funded capital support broadly
reflects the government's own allocation. Over the two years, indicative allocations to the
economic sectors accounted for 67% of the allocation of project funds, with the social
sectors receiving 16% and the administrative sectors (including a large proportion of
provision for long-term technical assistance, capacity building and training) receiving
27%.

1.36 In the past, many countries, including Zambia, have devoted a large proportion of
the capital budget to activities which have proved to be extremely wasteful. "White-
elephant” projects proliferated while on-going support to unproductive activities
consumed a major share of the capital budget and often placed heavy demands on both the
government's recurrent budget and on the economy's foreign exchange budget. The capital
transfers to Zambia Airways are the most visible but certainly not the only examples of
such capital allocations that are of dubious productivity. In a sensible rationalization of
public expenditure such activities should be cut, and the resources thereby saved, re-
allocated to other activities. If it were the case that the reduction in capital expenditure
was accounted for solely by the elimination of such projects then the contraction of the
capital budget would be a sign of success rather than of concern. However it would be
unwise to take too sanguine a view of the overall collapse in public capital expenditure
particularly in the light of its impact on economic growth and the complementary between
public capital expenditure and the return to private investment.

D. Balancing Revenue and Expenditure

1.37  There are many different budget concepts, which proyvide different perspectives on
the balance between revenue and expenditure. To simplify the present analysis, this
chapter focuses on (i) the overall cash balance, which defines the financing requirement
and (ii) government saving.

¥ Overall Cash Balance

1.38  Over the five year period 1987-1991, the Government ran an overall cash deficit
averaging 6% of GDP. Looking at 1990 and 1991 in Table III, the deficit was higher,
reaching about 7% and 11%, respectively. Only one fourth of the large financing
requirement was covered, on average, by external net borrowing. The remainder was
financed by domestic borrowing, including substantial inflationary borrowing from the
Bank of Zambia.

——

6 NCDP Economic and Technical Cooperaon, Donor Assistance to Zambia, (September 1993).




approximately 3 8% of GDP. Adding this to tota] fevenue reduces the overa|| cash deficit
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E. Forecast of Revenues and Indicative Expenditure Shares, 1995-97

3

1 Prospects for Improving Tax 4 dministration

exemptions and overall poor morale in the revenue departments. The problems were
accentuated by declining compliance by taxpayers who were struggling to cope with
deteriorating economic conditions and high tax rates.

1.46  The Zambia Revenue Authority (ZRA) was launched on Ist April, 1994 From
there on tax administration is being professionally managed. Officers benefit from

.l 48 A separate administrative improvement, adopted in the 1994 Budget, is the
introduction of market-based interest charges on late Payments. As a result, non-payment
of tax is no longer a cheap source of working capital.
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1.50  In summary, material Ehanges in tax administration are taking shape in 1994 These
admunistrative reforms will significantly improve the effectiveness of tax collection in the
near term.

2 Prospects for Broadening the Tax Base

1.51  Several factors will work to broaden the income tax base (relative to GDP) over
the next few years. The most important will be restoration of economic growth. This
enhances the base for company tax because company profits tend to rise more than
proportionally in an upturn (and fall more than proportionally in a downturn). The base
for P A'Y E should also expand when real wages begin to rise and the modern sector
begins creating jobs again. The tax base will also expand when the tax-computerization
program reaches the stage of cross-matching income tax, sales tax and import tax records,
as well as cross-matching tax records with car registrations and land transfers. These
could be re-inforced by closing the loopholes through subsequent reforms in the tax laws

.52 The base for sales tax will broaden when VAT is introduced. The revenue effect,
however, will be neutral at best in the short-term, since introducing VAT will also reduce
tax cascading and widen the scope for input tax credits, but could be positive if enough
new goods and services are brought into the net.

1.53  Changes in the base for import taxes depend on the ratio of imports to GDP and
the scope of exemptions from import tax. The first element is unlikely to rise and may
even decline if ZCCM does not implement the Konkola Deep project in time to offset

entry of South Africa into PTA/ COMESA and the Cross Border Initiative. Many goods
bear zero duty under the preferential PTA schedule. Consequently, many more imports
will qualify for zero duty once South Africa enters the Agreement.
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3 Anticipated Changes in the Tax Rates

I'55  Animportant tenet of the tax reform program is to establish a stable and
predictable tax environment to reduce the uncertainty which in the past discouraged
investment and productive effort. Thus, the Government intends to maintain the basic
structure of income tax rates

1 56  For other taxes and duties, the intention is to implement further rate cuts, fiscal
conditions permitting. The "temporary" increase in sales tax to 23% as of st December,
1993, should be reversed. The same applies to the increase to 125% in excise duty rates
on alcohol and tobacco products, which took effect at the same time. These rates may
have passed the point where they become counterproductive in terms of generating
revenue. One significant rate increase which might be considered is the tax and duty on
fuel and energy, which are much below the regional average. (In Zambia, excise duty
accounts for 33% of the tax-exclusive pump price of premium petrol, the corresponding
average for Africa is 72%). It should be noted that the tax rate for VAT has not yet been
determined, but the main objective will be to set the rate so as to avoid a revenue loss.

1 57  Turning to import tax, the Government is committed to a policy of phased
reductions over the next five years. The intended outcome is to halve the present rate
structure of 20%, 30% and 40%. The 20% "uplift" on import sales tax will also be
eliminated.

1.58  These rate reductions for indirect tax and duty can only be achieved if, and to the
extent that revenues exceed the target due to improved tax administration and buoyant tax
bases. With regard to mineral taxes, the Government has no intention of increasing the
newly re-introduced royalty rate of 3% (but 5% on precious metals).

1.59  In summary, there is no scope for boosting the revenue yield through increasing
tax rates, without deviating from the guiding principles of the tax reform program. Of
course, deviations from the tax reform program may be unavoidable from time to time, but
they should be minimized to ensure predictability in the tax structure. Any such deviations
should not become permanent features of the tax structure.

4. Prospects fof Parastatal Dividends and Other Tax Revenue

1.60  The yield from non-tax revenue fell by 5% of GDP from the early 1970s to the
early 1990s. A major reason for this loss of revenue is the decline in parastatal dividend
payments. In 1993, dividends amounted to under 0.2% of GDP — about half of the figure
achieved in the early 1970s. This is a striking result when one considers that the roster of
government-owned companies expanded greatly over the same period. Clearly, the
Government has earned a poor return on its investments. Indeed, the return has often
been negative as support payments sometimes exceeded dividend revenues.
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1.61  Three developments will influence parastatal dividend revenue over the next few
years The first is privatization. As companies are privatized, any dividends will accrue to
the new owners rather than to the Treasury. The effect will be especially pronounced
when companies with substantial profits (such as Zambia Sugar, National Breweries and
Chilanga Cement) are taken off the roster. Of course GRZ will gain by receiving
payments for the sale of shares. The best use of the revenue so generated will have to be
carefully assessed, but it need not be used to cover ordinary expenditures.

162 The second development is that parastatal profitability should improve as the
economy recovers from its long downturn and as interest rates decline to more normal
levels. Now that subsidies and price controls have been removed and competition is being
encouraged, parastatal companies have to establish economic pricing, cut costs, improve
quality and strengthen marketing. If even a sub-set of parastatals succeed in raising
profits, this will enhance dividend flows to the Treasury.

.63 Thirdly, the Treasury is working to establish more effective systems for ensuring
timely and satisfactory payoffs from profitable parastatals. This effort can potentially
double dividend revenues, other things being equal.

.64  On balance, the privatization of successful parastatals will offset much of the
dividend gain which could otherwise accrue from improved profitability and more
adequate payoffs. While dividend income will never be a major revenue source, it should
contribute marginally more over the next few years than has been the case in the recent
past.

1.65  Likewise, many fees and levies have failed to keep pace with inflation over the past
decade, and have deprived the Government the higher revenue that is due to it. In 1994
the Government has introduced a unified, formula-based approach to updating fees and
levies, based on the date each charge was initially established and the cumulative price
increase since that time. Some charges have to be adjusted by as much as 1500 times.

The new approach is not yet fully operational, because it involves modifying literally
thousands of charges and getting many dozens of government units to implement the new
fees and levies. The extent to which the adjustments can raise revenue is rather modest,
however, because the most important fees and levies have already been adjusted and will
not be increased further by the new adjustment formula.

1.66  On balance, non-tax revenue should stabilize in the neighborhood of 1% of GDP.
It may be noted that that figure was more than twice higher through most of the 1980s.
There are two reasdns to set sights lower at this time. First, the largest single source of
non-tax revenue in the 1980s was from SITET penalties levied on foreign exchange
violators. This revenue is no longer available. Second, real incomes have fallen so widely
that fees and levies cannot reasonably be as high in real terms as they were ten years ago.



5. Projections of Revenue and Expenditures through 1997

1 67  Taking into account all of the above considerations, the Government expects
revenue for the period 1995-97 to follow the time path shown in Table V Total revenue
will rise to 20% of GDP. Of this, non-tax revenue will account for 1% of GDP and the
balance will come from taxes. = .

168 Income tax revenue will rise to 8 of GDP, from an estimated 5.1 in 1994
Company tax and P.A.Y E. will each account for 3 of GDP, while mineral company tax
and other income tax will each generate 1 of GDP. The primary reason for the Increase in
revenues will be the buoyancy of the tax base (relative to GDP) as taxable incomes and
company profits recover from their depressed state. Further improvements in tax
administration will add to the revenue gain, due to activities of the ZRA and completion of
the tax computer program.

1.69 Indirect domestic tax revenue will be fairly stable at 6.0 of GDP in 1997,
compared to an estimated 5.9 in 1993 As explained above, the introduction of VAT in
1995 will broaden the tax base, but this will be matched by reductions in tax rates, which
are presently above desired levels.

.70 Taxes on trade are expected to decline to 5 of GDP, from 6_in 1993. This decline

is due to programmed reductions in customs duty rates, including reductions which are
dictated by the PTA/COMESA agreement and the Cross Border Initiative.

1.71  Non-tax revenue will rise back to 1 of GDP, from 0.7 expected in 1994 (to 5 of
total non-grant revenue from 3 6 » respectively). This increase will arise from adjustments
to fees and levies, along with improved dividends from parastatals.

1.72  As already stated, the Government intends to balance the domestic overall budget
(excluding foreign grants on the revenue side and foreign debt service and capital
expenditures) over the period between 1995 and 1997. As a consequence expenditure
targets for the period from 1995 to 1997 are not independent. The total level of
discretionary expenditure will therefore depend solely on the realized level of revenue and
the level of domestic debt service.

1.73  On the basis of the Government's revenue Projections, total domestic expenditure
will rise to 20 of GDP by 1997, 8enerating an additional one or two percentage points of

GDP in available resources. It is anticipated that the amount used to cover domestic debt-
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TABLE Vv
Revenue Trends 1990-93, With Projection To 1997
A AS GD
INCOME TAX INDIRECT TAX TAX ON TOTAL TOTAL
DOMESTIC TRADE
Company Mineral Other TOTAL Domestic TOTAL Customs  Impon Import  Mineral  TOTAL Tax Non-tax  Non-Grant
YEAR PAYE Tax CompTax IncTax IncTx Excisc  SalesTx IndirTx Duty  SalesTx LicLevy ExpTx TradeTx  Revenue Revenue  RecurRey
1990 10 32 31 0.5 78 28 1.9 4.7 29 38 04 0.0 7.1 195 09 205
1991 1.7 28 1.5 05 6.6 36 21 5.7 29 28 0.5 0.0 6.1 184 0.7 191
1992 34 23 1.7 04 7.8 27 22 50 25 28 0.7 00 6.0 188 08 197
1993 25 18 1.0 05 5.7 24 24 48 26 29 0.1 0.0 53 16.0 1.0 17.0
1994 \p 212 8 0.5 0.6 5.1 29 30 59 35 34 0.0 0.0 6.9 17.9 0.7 18.6
1995 \p 24 22 0.8 0.8 6.1 30 30 6.0 30 30 0.0 0.2 62 183 08 19.1
1996 \p 27 25 1.0 10 7.1 30 30 6.0 25 217 0.0 04 56 18.7 09 19.6
1997 30 30 1.0 1.0 8.0 30 30 6.0 20 25 00 05 5.0 19.0 1.0 200
AVG 1990-94 21 24 16 0.5 6.6 29 23 52 28 32 03 00 63 18.1 08 19.0
AVG 1995-97 27 26 09 09 7.1 30 30 6.0 2.5 27 00 04 5.6 187 09 196
B: AS TOTAL NON-GRANT
REVENUE
“  INCOME TAX INDIRECT TAX TAX ON TOTAL TOTAL
DOMESTIC TRADE
Company Mineral Other TOTAL Domestic TOTAL Customs Import  Impont Mineral  TOTAL Tax Non-tax  Non-Grant
YEAR PAYE Tax CompTax IncTax IncTx Excise SalesTx IndirTx Duty SalesTx LicLevy ExpTx TradeTx  Revenue Revenue  RecurRey
1990 47 1553 15.1 26 379 13. 94 230 14.2 18.5 1.9 0.0 345 95.4 4.6 100.0
1991 91 148 80 2.5 344 18. 11.1 298 15.0 14.7 24 0.0 321 96 4 3o 100.0
1992 172 1.7 89 20 39.7 13. 114 253 12,5 14.5 37 0.0 307 958 42 1000
1993 145 108 58 28 336 14. 14.2 28.2 15.0 16.9 04 00 374 94 2 58 1000
1994 \p 118 9s 29 31 273 I5. 16.2 317 18.7 186 00 0.1 374 96.4 36 100.0
1995 p 126 1S 37 42 319 15 15.7 314 157 157 0.0 1.0 325 958 4.2 100.0
1996 \p 138 128 46 5.1 36.2 rs. 153 30.6 128 138 0.0 20 28.6 954 46 100.0
1997 p 150 150 50 5.0 40.0 15 15.0 30.0 10.0 12.5 0.0 25 250 95.0 5.0 100.0

Source: Budget Office
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1.74  The projected level of interest costs is difficult to forecast accurately, and the leve]
of interest costs by 1997 will depend not just on the level of interest rates which may be
safely assumed to decline towards "world" interest rates but also on the funding policy
adopted by government and whether the commitment to stabilize the nominal debt stock
from 1995 onwards can be adhered to.

.75 Asa consequence, it is possible that the target for interest costs of | of GDP,
which is half the level of interest paid in the pre-liberalization period, will not be achieved
so that total discretionary resources will be lower than 19 of GDP. In other words, the
government must accept that as a share of GDP there is little likelihood of any significant
increase in public resources. Unless there is a dramatic increase in real GDP growth or
revenue productivity improves by more than is expected, discretionary Government
expenditure will remain limited for the foreseeable future. This will in turn limit the
Government's scope to significantly shift expenditure priorities within the overall resource
constraint.

1.76 It was noted above that the progress achieved in expenditure reduction since 1990
is unlikely to be maintained. Therefore the scope for effecting significant resource shifts

therefore depends on the capacity of the Government to achieve resource savings through
the public sector reform program and improvements in fiscal management.

F. Conclusions and Recommendations
1 Revenue Mobilization

1.77  Since 1992, Zambia has made a good start in turning around its revenue

ilization performance through increased tax rates and improved tax administration.
Although the tax reform is not yet complete and requires further fine-tuning, it has
introduced a tax system which is relatively fairer, more buoyant, simpler and more
economically efficient. The impact was re-enforced by measures taken to professionalize
tax administration, computerize the tax system and charge market-based penalties for late

started to improve.

1.78  Taking into account the preferred mix between private and public provision of

.

services, the Government's goal is to maintain the share of domestic revenue at 207of
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revenue sources will change: the share of income tax and non-tax revenue are expected to
rise; indirect tax revenue is expected to stabilize, while revenue from foreign trade taxes is
expected to fall.

1.79 It is recommended that MOF (and relevant ministries):

(a)

(b)

(c)

(d)

(e)
®
(8

(h)

implement VAT which is, at least, neutral in jts effect to revenue
mobilization. Preparation has been underway for over a year to ensure a
smooth transition from the existing sales taxes to VAT Outstanding issues
should be revolved as soon as possible to bring VAT on-stream in 1995:

reduce the average level of customs duty, particularly on raw materials and
inputs: There is an understanding to gradually reduce the import duty by
half from the current 40 ,30,and 20 on consumption, intermediate, and
capital goods, respectively. It is important to adhere to the schedule agreed
upon by MOF and the Bank so that the changes will be introduced on time
It would imply reducing import duty by 57, particularly if the VAT is
delayed. This could be supplemented by abolishing the up-lift factor.

remove the anomalies in import duty: Final goods, such as those catering to
the health and education sectors, are subject to lower (zero) duty rates,
while inputs into their domestic production bear higher duty. Statutory
businesses, needs to be reviewed, modified, and strengthened to ensure that
it achieves the purpose. It should also be extended to cover imports from
PTA sources.

increase the excise tax on petrol to a level comparable with neighboring
countries; ;

reform the system of land taxation;

introduce capital gains taxation.

"introduce and increase the rate of user charges and fees, such as those for

hospital services (particularly at UTH); higher education (particularly at the
university), water and sanitation services in urban areas; and road users;

review and strengthen the system of tax administration periodically. The
revenue loss from tax rate reductions are expected to be offset by



2. Expenditure Allocation
I 80  The sectoral and functional allocation of the budget and actual expenditure
continue to favor unproductive sectors, lower priority sub-sectors and spending on less
productive inputs, particularly personal emoluments.

I 81  Despite the sizable contraction, unproductive sectors such as administration,
defense, and foreign affairs take a third to a half of public expenditures. On the other hand,
programs in agriculture and transport fail to be implemented as a result of budgetary
constraints. It is noteworthy that within a limited budget allocation, resources to certain
public services in administration, such as the police force, the judiciary, etc may have to
be maintained at current levels or increased to create the environment and enforce the
regulations for the productive sectors to conduct their business smoothly. But, the overall
allocation, particularly for defense and foreign affairs, should be reviewed in light of recent
changes in the geo-political environment that necessitated a large defense force and wider
foreign representation.

182 The pattern of expenditure continues to be biased towards curative services against
primary health; university against primary education; agricultural marketing and crop
finance against research and extension; high technology water and sanitation services
against low-tech rural services; and main roads against rural. Institutional changes are
being introduced through the sectoral approaches that have been introduced in health or
under consideration in agriculture. But, from the limited experience in the health sector,
the intra-sectoral reallocation does not seem to have been given adequate priority. Each
sector would contribute substantially to Zambia's growth and poverty reduction by
changing the priorities and allocation of resources within the sector.

1.83  Personal emolument make a large claim on sectoral resources and leave insufficient
resources for RDCs and capital expenditures. Despite its size, however, due to the
increasing number of civil servants, the allocation to PEs fails to provide adequate and
comparable remuneration with the private and parastatal sectors. While it is important that
the allocation to RDCs and capital expenditures has to be increased to make it possible
that necessary services are provided, it is unlikely that the size of personal emolument
could be cut significantly to make room for the two other expenditure categories.

1.84 It is recommended that GRZ:

(a)  determine the appropriate size of expenditures for administrative services
and prepare a phased program to reach that level, taking into account the
conclusions of PSRP. This would involve a review of the needs for defense
and foreign representation;




(b)

(c)

(d)

Particularly agriculture and transport, and maintain the socjal sector
allocations at the levels of 1994.

within the sectora] resource envelope, increase the share of expenditure
devoted to primary health; primary education; water and sanitation services

in rural and peri-urban areas; research and éxtension; and feeder roads
construction and roads maintenance;

e
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