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Glossary

Corporate income tax/company tax. This is a tax on profits earned by companies. Some small
companies may not pay this tax and instead pay turnover tax. Corporate income tax has the
advantage of being less likely to deter business activities that have low profitability, since it is
only paid in proportion to profits and thus may be affordable even to businesses with low profits
(if other taxes are not excessive). However, it has the disadvantage of being relatively easy to
avoid or evade because it can be difficult for tax authorities to verify information that businesses
provide about their taxable profits.

Domestic resource mobilization. See section 1.a below.
Illicit financial flows. See section 1.j below.

Personal income tax. This is a tax that individuals pay on their income. In general, it does not
include money made by selling personal assets, which is subject to capital gains tax.

Property tax. This refers to a range of different taxes on the value of real estate owned by a
person or business, or on income earned by renting out the real estate.

Tax avoidance. Although difficult to define precisely, tax avoidance generally refers to
attempts to reduce the amount of tax that entities legally have to pay in ways that were not
intended under the laws of a country.

Tax evasion. Tax evasion refers to a deliberate underpayment of taxes. It refers to situations in
which taxpayers knowingly pay less tax than they are obliged to do, for example, by hiding
income or information from the tax authorities. Unlike tax avoidance, tax evasion usually lacks
a “legal defence” presented to the tax authorities to justify why a tax bill should be lower.

Turnover tax. This is a tax levied on the value of goods or services sold (known as “turnover”)
by a business. It is typically used to tax small-scale businesses that do not pay corporate income
tax, for example, because they do not have the capacity to keep records that would allow them
to calculate their taxable profits and that would enable the authorities to verify the information.
The disadvantage of a turnover tax is that it can make businesses with low profitability
unprofitable after tax.

Value added tax (VAT). This is a tax on the sales of a business. Where businesses purchase
goods and services that include VAT in the price, they can typically reclaim the VAT that they
have paid on these. While it has the advantage of having a relatively high collection rate, it can
have the disadvantage of being less progressive than other tax types. This can be addressed to
some extent by exempting from VAT basic goods and services consumed by those with low
incomes.
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1. Introduction
a.  Country context
Zambia is in a fiscal crisis

Zambia is currently facing a fiscal crisis. The country defaulted on its external debt in
2020,! and the African Development Bank has assessed that it is still unable to pay its debts,
which stand at over 100 per cent of gross domestic product (GDP).? At the same time, the
budget deficit was projected to have been 5.8 per cent in 2023.3 As a result, Zambia has started
implementing an International Monetary Fund (IMF) programme requiring it to improve its
fiscal position in order to rectify the situation.* In this context, the Government needs to
mobilize additional resources to finance its objectives. As part of its 2024-2026 medium-term
budget plan, the Government aims to increase domestic revenue to 22.2 per cent of GDP by
2026. ° This compares with a total revenue (for the central Government) of 21.8 per cent of
GDP in 2023, excluding grants.® These increases appear to be in line with the revenue needed
to meet the objectives of the eighth national development plan. Provisional data for 2023
suggest that annual revenue and grants would need to increase by about 9 per cent to meet the
average annual level required to finance the plan.’

Zambia has long-term spending gaps

The country has set targets related to increasing social spending and investment,
indicating that additional resources for development may be needed for the long term (not just
until the fiscal position stabilizes).®

The funding gaps for the Sustainable Development Goals are likely to be in line with
those for the eighth national development plan, which is aimed at supporting the country’s
achievement of the Goals. There are challenges to making up-to-date estimates of the cost of

! Leigh Thomas et al., ‘Zambia seals $6.3 billion restructuring in breakthrough for indebted nations’, Reuters, sec.
Africa, 23 June 2023, https://www.reuters.com/world/africa/zambia-seals-63-billion-debt-restructuring-deal-
2023-06-22/.

2 African Development Bank, ‘Zambia economic outlook’, accessed 17 January 2024, https://www.afdb.org/
en/countries-southern-africa-zambia/zambia-economic-outlook.

3 Chris Mfula, ‘Zambia sees smaller deficit in 2024, official creditor MoU by year-end’, Nasdaq, 29 September
2023.

4 IMF, “Second review under the arrangement under the Extended Credit Facility, requests for a waiver of non-
observance of a quantitative performance criterion, modifications of the monetary policy consultation clause and
of quantitative performance criteria, and financing assurances review—press release; staff report; and statement
by the Executive Director for Zambia’, IMF Country Report No. 23/439 (Washington, D.C.: IMF, December
2023), https://www.imf.org/-/media/Files/Publications/CR/2023/English/1ZMBEA2023004.ashx.

5 Zambia, Ministry of Finance and National Planning, ‘The 2024-2026 medium-term budget plan and the 2024
budget: green paper’, July 2023, https://www.mofnp.gov.zm/?wpdmpro=2024-2026-medium-term-budget-plan-
green-paper.

6 Ibid., ‘Annual economic report 2023’ (2023), 45.

" Based on an analysis of the monthly economic indicators for July, August, September, October, November and
December 2023 of the Ministry of Finance and National Planning, accessed 12 March 2024; Zambia, Ministry of
Finance and National Planning, ‘Eighth national development plan 2022-2026: socio-economic transformation
for improved livelihoods’ (2022), 85, https://www.sh.gov.zm/wp-content/uploads/2022/09/EIGHTH-NATION
AL-DEVELOPMENT-PLAN-2022-2026-05-07-2022.pdf; Ibid., <2023 mid-year economic report’ (2023), 25.

8 Zambia, Ministry of Finance and National Planning, Budget and Economic Affairs, ‘The 2023-2025 medium-
term budget plan’, https://www.mofnp.gov.zm/wp-content/uploads/2022/08/Presentation-of-the-2023-2025-Medi
um-Term-Budget-Plan.pdf.
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achieving the Goals in Zambia. In the country’s 2023 voluntary national review, it was also
noted that there is a lack of information on the cost of achieving the Goals.’

Box 1
What is domestic resource mobilization?

For the purposes of this manual, domestic resource mobilization is considered to
encompass two things:

a) Where a national or subnational government collects financial resources that may be
used to pay for its spending or investment plans. These are collected from the domestic
economy and do not include international aid provided by other countries;

b) Where the Government encourages the private sector to finance spending or
investment within its territory in line with its priorities. Since innovative financing
techniques are covered in another study by the Economic Commission for Africa, in
the area of private financing, this manual is focused on public-private partnerships and
the development of domestic capital markets.

This policy manual is aimed at supporting the Government of Zambia in achieving its
domestic resource mobilization objectives. In the medium term, these will align with the
2024-2026 medium-term budget plan, which is the country’s most recent medium-term
framework.

Figure I below breaks down the country’s public revenue from different sources of tax,
non-tax revenue and grants.

% Ibid., ‘Zambia’s voluntary national review 2023: accelerating the recovery from the coronavirus disease
(COVID-19) and the full implementation of the 2030 Agenda for Sustainable Development at all levels’ (2023),
16, https://hlpf.un.org/sites/default/files/vnrs/2023/VNR%202023%20Zambia%20Report_0.pdf.
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Figure [
Share of government revenue by source, 2021-2023 average
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Source: Based on data from the Ministry of Finance and National Planning of Zambia, ‘Annual
economic report 2021°, 40; ‘Annual economic report 2022°, 42 and 43; and ‘Annual economic
report 2023°, 45.

Abbreviations: VAT, value added tax; RDA, Road Development Agency; RTSA, Road
Transport and Safety Agency.



Zambia could collect more tax revenue, for example from corporate tax

Available estimates suggest that Zambia could improve its domestic resource
mobilization. As at 2019 (the most recent year for which the strongest estimates are available),
Zambia was mobilizing only about three quarters of its potential tax revenue. However, the
country has generally outperformed the African average, as well as that of lower-middle-
income countries, which is the country’s current income group (see figure II). These estimates
take account of differences in natural resource revenues across countries.

Figure 11
Tax collection relative to tax potential,1994-2019
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Source: Based on data from Kyle McNabb, Michael Danquah and Abrams M.E. Tagem, ‘Tax
effort revisited: new estimates from the Government Revenue Dataset’, United Nations
University, World Institute for Development Economics Research, Working Paper 2021/170
(2021), https://doi.org/10.35188/UNU-WIDER/2021/110-5.

Note: The lower-middle-income countries grouping is based on the World Bank income
classification for fiscal year 2024. Tax effort is based on the average of the estimates from the
true random effects model and the true random effects model with institutional variables. The
true random effects model is a statistical model used to estimate inefficiency in an individuals’
or firms’ performance relative to what is possible (this is known as “stochastic frontier
analysis”). Simple averages are used for the Africa and lower-middle-income country
groupings.

Analysis suggests that Zambia could improve its collection of corporate income tax.
Although Zambia collects more corporate income tax relative to its tax rate than the African
average (in other words, the “revenue productivity” of the tax in Zambia is better than that of
the African average), its performance is below the average for lower-middle-income countries
(see figure III). This suggests that tax compliance in this area could be improved.


https://doi.org/10.35188/UNU-WIDER/2021/110-5

Figure III
Revenue productivity of corporate income tax, 2001-2022
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Source: Based on data from the United States Agency for International Development,

Collecting Taxes Database, accessed 6 June 2024, https://idea.usaid.gov/domestic-revenue-
mobilization.

By contrast, Zambia significantly outperforms both the African average and the average
for lower-middle-income countries in terms of its collection of personal income tax relative to
the tax rate (see figure IV). However, interviews conducted for this study suggest that the
picture may have changed following the coronavirus disease (COVID-19) pandemic.

Figure IV
Revenue productivity of personal income tax, 2006—2019
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Collecting Taxes Database, accessed 6 June 2024, https://idea.usaid.gov/domestic-revenue-
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There is a high level of informality in the economy of Zambia, which could restrain tax
collection from businesses. For example, World Bank researchers estimated that, as at 2020,

the informal sector accounted for about 40—47 per cent of the country’s economic output (see
figure V).

Figure V
Estimated share of the informal sector in the economic output of Zambia, 19942020
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Source: Based on data from Ceyhun Elgin et al., ‘DP16497 understanding informality’, Centre

for Economic Policy Research (CEPR) Discussion Paper No. 16497 (Paris and London: CEPR
Press, 31 August 2021), https://cepr.org/publications/dp16497.

In addition, the vast majority of employment in Zambia is informal (see figure VI). This
may make it more difficult to collect more revenue from personal income tax.

Figure VI
Share of informal employment in Zambia, 2017-2022
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Source: International Labour Organization, ‘Informal employment rate by sex (%) — annual’,

ILOSTAT data explorer, accessed 30 May 2024, https://rshiny.ilo.org/dataexplorer28/?lang=
en&id=EMP_NIFL_SEX RT A.
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Before the COVID-19 pandemic, Zambia performed relatively well in terms of
mobilization of domestic investment, as shown in figure VII below. The country outperformed
the averages for Africa, the world and lower-middle-income countries from 2013 to 2019.

Figure VII

Private investment (gross fixed capital formation) as a share of gross domestic product,
2013-2019
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Source: Based on data from the International Monetary Fund, Investment and Capital Stock
Dataset, last updated on 15 June 2022, accessed 7 June 2024, https://data.imf.org/?sk=
1ce8a55f-cfa7-4bc0-bee2-256ee65ac0ed.

This was partly due to the country’s relative success in attracting public-private
partnerships, as Zambia attracted more finance in such deals as a share of its GDP than the
world average (as well as averages for Africa and lower-middle-income countries). However,
as illustrated in figure VIII, in Zambia, and across the world, public-private partnerships are
only a small fraction of the level of public revenue, and are therefore unlikely to contribute a
large share of finance for public investment projects. The authorities in Zambia should therefore
not count too heavily on public-private partnerships to raise finance for development.
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Figure VIII
Public-private partnership investment as a share of gross domestic product, 2013-2019
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Source: Based on data from the International Monetary Fund, Investment and Capital Stock
Dataset, last updated on 15 June 2022, accessed 7 June 2024, https://data.imf.org/?sk=1ce8a55f
-cfa7-4bc0-bce2-256ee65ac0e4.

b. Implications

One method for Zambia to mobilize the additional resources that it needs is by
collecting additional public revenue (both tax and non-tax revenue, such as social contributions
and fees). In theory, excessive taxation can shrink the economy, which can result in negative
economic effects, including undermining achievement of the Sustainable Development
Goals.'® Tax rates that are too high can even result in lower tax revenue (known as the Laffer
effect). This is supported by some empirical evidence.!! The extent to which a country can raise
additional tax revenue will depend on the specifics of its economy. There appears to be little
research on the potential effects of increasing taxation in Zambia in particular. In one recent
study, it was found that increasing certain taxes could have positive long-term effects on
growth, but negative effects in the short term.!?

10 Cathal Long and Mark Miller, ‘Taxation and the Sustainable Development Goals: do good things come to those
who tax more?’ (Overseas Development Institute, 1 April 2017), http://www.jstor.org/stable/resrepS0128.

1 For recent papers containing a review of the literature in this field in developing countries and worldwide, see
Zulfanetti Yossinomita, ‘The Laffer curve and the growth maximizing tax rate analysis in achieving optimal
economic growth’, International Journal of Entrepreneurship and Business Development, 6, No. 4 (2023): 703—
712; Jan Hajek et al., ‘“The Laffer curve decomposed’, Ekonomicky casopis, 69, No. 3 (2021): 306-326; Carlos
Alba and Stephen McKnight, ‘Laffer curves in emerging market economies: the role of informality’, Journal of
Macroeconomics, 72 (1 June 2022), https://doi.org/10.1016/j.jmacro.2022.103411; Arun Sharma and Jaspal
Singh, ‘The interaction of rate schedule and tax revenue: an evaluation of the Laffer effect’, International Journal
of Business and Globalisation, 35, No. 1-2 (January 2023): 20-31, https://doi.org/10.1504/1JBG.2023.134384.

12 Evans Mubanga, ‘Evaluating the relationship between taxation and economic growth in Zambia’, International
Journal of Economics and Finance, 14, No. 6 (15 May 2022): 1-22, https://doi.org/10.5539/ijef.v14n6p22.
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Although recent research has linked higher levels of tax revenue to higher growth and
the achievement of the Sustainable Development Goals,*® this could be due to the large positive
impacts of increasing tax revenue in countries with the lowest levels of tax collection, rather
than a general relationship that holds for all countries.** For example, IMF and World Bank
researchers have found that countries need tax revenue of at least 13—15 per cent of GDP for
their Governments to function effectively.!® However, Zambia has already achieved this level,
with 16.44 per cent as at 2022. Including non-tax revenue, public revenue stood at over 20 per
cent of GDP in 2022.2° This is above the average level for the IMF grouping of low-income
developing countries (about 13 per cent), but below IMF researchers’ estimate of the “tax
potential” (19.9 per cent) for that group.!” As noted above, recent estimates from the United
Nations University suggest that Zambia was only mobilizing about three quarters of its
potential tax revenue as at 2019.

It is therefore recommended that the authorities in Zambia improve the country’s fiscal
position in a manner that is consistent with growth and development — in other words, to tax
better, and to tax consistent with growth, rather than to aim for more revenue for its own sake.
In addition, where possible, private finance should be encouraged to fund public priorities for
investment, in order to avoid the need for more public resources (and taxation).

13 Md. Abdul Halim and Md. Mominur Rahman, ‘The effect of taxation on Sustainable Development Goals:
evidence from emerging countries’, Heliyon 8, No. 9 (1 September 2022), https://doi.org/10.1016/j.heliyon.
2022.e10512.

14 Md. Mominur Rahman, ‘Impact of taxes on the 2030 Agenda for Sustainable Development: evidence from
Organisation for Economic Co-operation and Development (OECD) countries’, Regional Sustainability, 4, No. 3
(1 September 2023): 235-248, https://doi.org/10.1016/j.regsus.2023.07.001.

15 Raul Felix Junquera-Varela and Bernard Haven, ‘Getting to 15 percent: addressing the largest tax gaps’,
Governance for Development (World Bank blog), 18 December 2018, https://blogs.worldbank.org/governance/
getting-15-percent-addressing-largest-tax-gaps; Vitor Gaspar, Laura Jaramillo and Philippe Wingender, ‘Tax
capacity and growth: is there a tipping point?’, IMF Working Papers 2016, No. 234 (2 December 2016),
https://doi.org/10.5089/9781475558173.001.

16 United Nations University, World Institute for Development Economics Research, Government Revenue
Dataset, accessed 26 February 2024, doi.org/10.35188/UNU-WIDER/GRD-2023.

17 Juan Carlos Benitez et al., ‘Building tax capacity in developing countries’, Staff Discussion Notes 2023, No.
006 (2023), https://doi.org/10.5089/9798400246098.006.
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Box 2
Tax buoyancy

Tax buoyancy refers to the extent to which tax revenue changes in response to a change
in gross domestic product. This is relevant for this study as it influences the degree to which
policymakers could be concerned about the effect of growth on revenue.

Several estimates of tax buoyancy in Zambia are available. The United States Agency
for International Development Collecting Taxes Database indicates a low level of tax
buoyancy as at 2020, at about 0.02, meaning that a 1 per cent increase in gross domestic
product would raise tax revenue by 0.02 per cent. However, the methodology used for
estimating this is quite simple compared with others in the literature. Two other studies
suggest that it is important to include other variables in the statistical analysis for estimating
tax buoyancy, which are omitted in the above estimate.* In one of these studies, on tax
buoyancy in Sub-Saharan Africa, it was found that Zambia has tax buoyancy close to 1,
suggesting that tax revenue changes in proportion to growth in the economy.

a United States Agency for International Development, ‘Collecting Taxes Database technical note’ (27 July
2023), 14-15, https://s3.amazonaws.com/files.devdata.devtechlab.com/Collecting+Taxes+Database/ Collect
ing+Taxest+Database+Technical+Note.pdf; Antoine Cornevin, Juan C. Flores and Juan Pablo Angel, ‘A deep
dive into tax buoyancy: comparing estimation techniques in a large heterogeneous panel’, IMF Working Papers
2023, No. 071 (2023), https://doi.org/10.5089/9798400238376.001; Sanjeev Gupta, Jodo Tovar Jalles and
Jianhong Liu, ‘Tax buoyancy in Sub-Saharan Africa and its determinants’, International Tax and Public
Finance, 29, No. 4 (1 August 2022): 890-921, https://doi.org/10.1007/s10797-021-09694-x.

Given the difficulty of knowing the optimal level of taxation and what will happen to
the tax base, it may be better to focus on efficient policies that could increase tax revenue
without shrinking the tax base or having undesirable economic effects. This could include
making it easier to collect existing taxes, for example by raising taxpayer morale (to boost
voluntary tax payment) and cutting down on tax avoidance and evasion. The efforts wasted on
avoiding and evading taxes could otherwise be channelled towards more productive activities,
thereby growing the tax base. Moreover, the Economic Commission for Africa (ECA) found
that eliminating multinational tax avoidance would boost public revenue by up to 2.7 per cent
of GDP in Africa.'® Other ways to efficiently boost revenue could be to reduce economically
harmful activities (such as pollution and illicit economic activities) that both negatively affect
the welfare of Zambians and undermine tax revenue, to use industrial policies to grow the tax
base, and to revisit the use of tax incentives for specific companies, which appear to sacrifice
revenue without stimulating private investment,®? and possibly limit their use to cases aimed
at addressing market failures.?* A number of studies have included recommendations to focus

18 ECA, ‘Economic report on Africa 2019: fiscal policy for financing sustainable development in Africa’ (Addis
Ababa, 2019), https://www.un-ilibrary.org/content/books/9789210042116.

19 ECA and African Tax Administration Forum, ‘Economic governance report II: a framework for assessing and
reporting tax expenditures in Africa’ (Addis Ababa, 2024), https://repository.uneca.org/bitstream/handle/10855/
50021/b12040423.pdf?sequence=1&isAllowed=y.

2 Alexander Klemm and Stefan Van Parys, ‘Empirical evidence on the effects of tax incentives’, International
Tax and Public Finance, 19, No. 3 (June 2012): 393-423, https://doi.org/10.1007/s10797-011-9194-8.

2L Howell H. Zee, Janet G. Stotsky and Eduardo Ley, ‘Tax incentives for business investment: a primer for policy
makers in developing countries’, World Development, 30, No. 9 (1 September 2002): 14971516, https://doi.org/
10.1016/S0305-750X(02)00050-5.
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on these areas as a way to raise additional revenue, instead of highlighting particular tax rates
to raise.??

Another key priority for Zambia could be to broaden the country’s tax base. In theory,
by extending taxes to those who do not currently pay, this could lead to increased revenue
collection, with lower effects on economic output. It could also enhance civic participation, as
tax collection from citizens tends to improve the quality of governance, suggesting that the act
of taxing someone encourages them to demand better results from their Government, thereby
having a positive effect on governance.? In addition, prioritizing certain forms of taxation, such
as property taxes, could also allow the country to raise more revenue efficiently.

Another solution could be to improve the management of revenue that has already been
mobilized. For instance, improving the efficiency of tax collection could greatly increase the
amount of revenue collected, with one estimate putting the expected additional revenue at 2 per
cent of GDP for the average African country.?* Increasing the efficiency of public spending and
investment, as well as the governance of State-owned enterprises, and reducing corruption risks
are additional options.?

Zambia could also consider incentivizing private finance for development projects
through public-private partnerships and capital market development, which would reduce the
need for the Government to raise more revenue (and lessen potential burdens on the private
sector).

To make the most of public and private sources of finance for development, Zambia can
employ an integrated national financing framework. These frameworks enable a country to
consider all available sources of finance for development and all spending or investment
priorities, and to match financing sources to the investment priorities to which they are best
suited. This approach helps to preserve scarce public funds for investments that do not generate
enough of an income stream to attract private investment (while encouraging the private sector
to fund projects that can generate bigger returns for investors). Similarly, it allows development
banks to keep blended finance for those projects that need it most. As a result, integrated
national financing frameworks can help countries to maximize the value of projects that they
are able to fund.?® In its eighth national development plan, the Government of Zambia
committed to using an integrated national financing framework to implement the plan.?’

ECA, through its Subregional Office for Southern Africa, has commissioned another
study to examine the use of innovative finance for industrialization and private sector
development in Zambia. The present manual is not, therefore, focused on such innovative
sources for private sector development, but is instead focused on examining the funding sources
mentioned above.

22 Anders Jensen, ‘Evidence-based insights to build tax capacity in developing countries: a critical review of the
literature’ (Asian Development Bank), https://www.adb.org/sites/default/files/institutional-document/782851/
ado2022bn-tax-capacity-developing-countries.pdf; Benitez et al., ‘Building tax capacity in developing countries’.
2 Yener Altunbas and John Thornton, ‘Does paying taxes improve the quality of governance? Cross-country
evidence’, Poverty and Public Policy, 3, No. 3 (1 September 2011): 1-17, https://doi.org/10.2202/1944-
2858.1155.

24 ECA, ‘Economic report on Africa 2019°.

% Klemm and Van Parys, ‘Empirical evidence on the effects of tax incentives’.

% Financing for Sustainable Development Report 2019 (United Nations publication, 2019), 14.

27 Zambia, Ministry of Finance and National Planning, ‘Eighth national development plan 2022-2026°, 87.
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c. Methodology

The recommendations contained in this manual were developed on the basis of
information gathered from the following activities: a scoping exercise based on interviews, a
review of the literature and an assessment of existing domestic resource mobilization efforts,
including a comparison of current practices with recommendations from the literature and
interviews.

Scoping

A series of interviews were conducted in Zambia in February 2024. The aim was to
interview various stakeholders on opportunities for and challenges to enhancing domestic
resource mobilization in the country. These stakeholders included:

(a) Government bodies: the Ministry of Finance and National Planning, the Zambia
Revenue Authority, the Zambia Statistics Agency, the Ministry of Commerce, Trade and
Industry, the Financial Intelligence Centre of Zambia, the Ministry of Green Economy and
Environment, the Policy Monitoring and Research Centre, ZCCM Investments Holdings, the
Zambia Extractive Industries Transparency Initiative secretariat and the Zambia Institute for
Policy Analysis and Research;

(b) Private sector associations: the Zambia Chamber of Commerce and Industry;

(¢c) Civil society groups: the Consumer Unity and Trust Society International, the
International Growth Centre, an independent consultant and Tax Justice Network — Africa;

(d) International development partners: IMF, the German Agency for International
Cooperation, the United States Agency for International Development, the United Nations
Development Programme, the Office of Technical Assistance under the Department of the
Treasury of the United States of America, the African Tax Administration Forum and the
Intergovernmental Forum on Mining, Minerals, Metals and Sustainable Development.

The interviews helped to identify the Government’s priorities and the priorities to be
examined in this policy manual, key opportunities for additional domestic resource
mobilization and existing and planned policies.

As part of the scoping exercise, information gathered from the interviews and the
literature was used to assess how the COVID-19 pandemic has changed the domestic resource
mobilization challenges facing Zambia.

Review of literature on good practices

A review of evidence was carried out on how countries have been able to mobilize
additional resources for development in the areas identified through the scoping exercise.
Priority was given to evidence drawn from country groups similar to Zambia, such as African
countries and developing countries, or from Zambia itself. Information was gathered from
various search engines and from relevant sources of research, such as the International Centre
for Tax and Development, the International Growth Centre and the Intergovernmental Forum
on Mining, Minerals, Metals and Sustainable Development.

In addition, the literature on the economic impacts of policies to mobilize additional
resources was also reviewed. As this literature is broad, the focus was limited to the effects of
these policies on economic growth.
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Since different studies can produce different results on the same question, meta-
analyses were prioritized, given their methodological strengths in interpreting multiple
studies;?® if such analyses were not available, priority was given to survey papers that provided
an overview of a wide range of studies. Also prioritized was literature published in peer-
reviewed journals or by well-known institutions with a reputation for credible analysis.

Assessment of domestic resource mobilization in Zambia

On the basis of available online sources and interviews, information was gathered on
the country’s current practices in each of the areas identified during the scoping phase, and
potential areas for improvement were explored. This was supplemented with a review of
quantitative data on domestic resource mobilization in Zambia, including the performance of
the tax system and inputs to the system. The recommendations obtained through the review of
the literature were then compared with current practices in the country, and areas where they
differed were highlighted. Where possible, the potential areas of improvement, uncovered
through the literature review, were discussed with interviewees to see if they had comments on
the appropriateness of these recommendations for Zambia, or if they could identify reasons
why they might or might not work in the context of Zambia.

As an aside, it should be noted that, while it might be possible to assess the optimal
levels of various taxes for Zambia alone, this was deemed not to be a desirable exercise. There
would be a need for a relatively long data series to achieve results that are statistically
significant. Moreover, given that tax revenue data are usually generated annually, such a data
series specific to Zambia would have to extend far into the past. It is doubtful as to whether any
results obtained from econometric estimation of optimal tax levels or tax rates would be useful
for this manual.

2. Impact of the coronavirus disease (COVID-19) pandemic

The pandemic has affected domestic resource mobilization in Zambia. As a result,
authorities in the country may need to revise approaches that had previously been working well.

Public and private investment have both fallen since the pandemic, underlining the
increasing difficulty of the country to finance sustainable development. Overall, investment
totalled 73 billion kwacha (at 2015 prices) in 2019 but dropped to 56 billion kwacha by 2022.
Just over half of this reduction came from a contraction in government capital spending,
meaning that private investment also fell by about 7.5 billion kwacha.?® However, private
investment in infrastructure projects may have increased. For example, over the period 2020—
2023, there was an estimated $340 million of private investment in infrastructure projects in
Zambia; whereas in 20162019, the private sector invested only $80 million. It should be noted,
however, that the Private Participation in Infrastructure Database of the World Bank (which

2 T.D. Stanley, Chris Doucouliagos and Stephen B. Jarrell, ‘Meta-regression analysis as the socio-economics of
economics research’, The Journal of Socio-Economics, 37, No. 1 (1 February 2008): 276292, https://doi.org/10.
1016/j.s0cec.2006.12.030.

29 Based on data from the Statistics Division of the United Nations, ‘GDP by type of expenditure at constant (2015)
prices - national currency’, National Accounts Estimates of Main Aggregates, UNdata, accessed 21 February 2024,
https://data.un.org/Data.aspx?d=SNAAMA &f=gr[D%3a102%3bcurrID%3aNCU%3bpcFlag%3a0%3bitID%3a5

; and IMF, ‘Second review under the arrangement under the Extended Credit Facility’, 23.
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provided the information used to calculate these numbers) may not be comprehensive, and these
figures are estimates.*

The Government has also faced new challenges to mobilizing public revenue since the
pandemic. For example, fewer businesses are voluntarily filing their tax returns and then paying
their taxes. This in turn has increased the tax burden on those that do pay their taxes, reducing
living standards for individuals paying taxes in the formal sector and making it harder for
businesses to operate. A number of stakeholders who were interviewed suggested that it would
be difficult or inadvisable to raise taxes further on those who already file and pay.

Another result of the pandemic has been the increase in the country’s debt burden.®!
The resulting increase in the level of government borrowing appears to be crowding out
domestic credit to the private sector as the Government competes with households and
businesses for a limited amount of domestic lending.®? This, in turn, could undermine economic
growth, meaning that the tax base and therefore also the revenue collected are likely to be
smaller than they would have been otherwise, which is hampering revenue mobilization efforts.

The risk of a further debt repayment crisis, higher spending on external debt repayments
(meaning lower spending on the domestic economy) and a weakening exchange rate as a result
(leading to a higher import bill in local currency terms) can all undermine economic growth
and, therefore, weaken potential growth in revenues collected.®®

The country’s debt situation has made it more important than ever to raise more revenue
to make those debts sustainable.3 This is primarily because unsustainable debts are likely to
make it harder for Zambia to borrow new money to fund development projects in the future. In
addition, as long as the debt remains unsustainable, the uncertainty over the effect on
macroeconomic conditions and government investment in infrastructure is likely to deter
investment in the country’s economy. Moreover, public debt sustainability challenges could
also harm the country’s banking sector. This is because government bonds account for 30 per
cent of the sector’s income, and falls in the value of the bonds (the market price of which
dropped by half following the country’s recent default) could make it difficult for banks to meet
capital requirements, given the important role of these bonds in their balance sheets.*® However,
this is not meant to imply that Zambia should aim to reduce public debt beyond what is

%0 Based on data from the World Bank, Private Participation in Infrastructure Database, accessed March 2024,
https://ppi.worldbank.org/en/ppi.

31 IMF, ‘Zambia: request for an arrangement under the Extended Credit Facility—press release; staff report; staff
supplement; staff statement; and statement by the Executive Director for Zambia’, IMF Country Report No.
22/292 (Washington, D.C.: IMF, September 2022), 4.

32 Zambia, Planning and Budgeting Committee, ‘Report of the Planning and Budgeting Committee on the
consideration of the annual borrowing plan for the financial year 1st January to 31st December, 2024 for the third
session of the Thirteenth National Assembly’ (Lusaka: National Assembly of Zambia, October 2023), 6,
https://www.parliament.gov.zm/sites/default/files/documents/committee_reports/REPORT%200N%20THE%20
ANNUAL%20BORROWING%20PLAN%20-%20FINANCIAL%20YEAR%202024.pdf; Twivwe Siwale and
Boyang Gong, ‘Zambia’s debt crisis is affecting its ability to collect tax’, International Growth Centre (blog), 28
April 2023, https://www.theige.org/blogs/taxing-effectively/zambias-debt-crisis-affecting-its-ability-collect-tax.
3 Siwale and Gong, ‘Zambia’s debt crisis is affecting its ability to collect tax’.

3 IMF, ‘Second review under the arrangement under the Extended Credit Facility’, 10.

% Yunnan Chen et al., ‘Four lessons from Zambia’s emerging debt default’, ODI Global, 15 October 2020,
https://odi.org/en/insights/four-lessons-from-zambias-emerging-debt-default/.
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necessary to achieve debt sustainability. Decisions about bringing the debt level down further
than this may require more consideration.®

The country’s economic growth after the pandemic (from 2021 to 2023) actually
exceeded average levels from 2015 to 2019. The reason for this includes economic reforms
undertaken since 2021, as well as higher copper prices and an allocation of general special
drawing rights in 2021.3” The arguments above suggest that, without the lasting effects of the
pandemic, growth rates could be even higher.® The country’s revenue collection (including
social contributions) as a share of GDP has also increased since the pandemic, with the average
for 2020-2022 registering higher than that for 2019.%°

At the same time, the pandemic may have created new opportunities through the
increased use of digital technology, which can support the digitalization of tax payments and
administration. For example, the use of smartphones for e-commerce, including payments to
the Government, rapidly increased in Zambia after the pandemic.*’ Furthermore, the number
of active mobile phone subscriptions grew from 17.2 million in 2019 to 19.8 million in 2022.%
However, the number of mobile subscribers was only 7.5 million in 2021, presumably because
many people had multiple subscriptions.*? At the same time, the share of people over 15 years
of age who used the Internet increased from 18.7 per cent in 2019 to 31.2 per cent in 2022.%

3. Recommendations on domestic resource mobilization

In 2019, ECA published its Economic Report on Africa 2019: Fiscal Policy for
Financing Sustainable Development in Africa. In the report, ECA sets out its recommendations
on how African countries can use fiscal policy to fund their development. The
recommendations are: to adopt counter-cyclical fiscal policies (raising the tax burden at times
when the economy is booming and lowering it at other times); to broaden the tax base by
covering hard-to-tax sectors, such as the informal sector, agriculture and the digital economy;
to increase the collection of non-tax revenues; to improve the efficiency of tax administration,
including by digitalizing taxpaying; to tackle illicit financial flows; and to achieve a balance
between raising revenue and incentivizing investment.

This policy manual builds on these recommendations, adapting them to Zambia, with
additions in other areas of domestic resource mobilization.

% Jonathan D. Ostry, Atish R. Ghosh and Raphael Espinoza, ‘When should public debt be reduced?’, IMF Staff
Discussion Notes, SDN/15/10 (IMF, June 2015), https://www.imf.org/external/pubs/ft/sdn/2015/sdn1510.pdf;
Angela Okeke, Constantinos Alexiou and Joseph Nellis, ‘Austerity effects on national output and income
inequality: a systematic literature review’, Review of Economics, 72, No. 2 (2021): 97-148, https://doi.org/
10.1515/roe-2021-0012.

3T IMF, ‘Zambia: request for an arrangement under the Extended Credit Facility’, 4.

38 Based on data from the Ministry of Finance and National Planning of Zambia, ‘Quarterly economic review
fourth quarter 2023°, 2, https://www.mofnp.gov.zm/?page id=7501#; and ‘GDP growth (annual %) - Zambia’,
World Bank | Data, accessed 19 March 2024, https://data.worldbank.org/indicator/NY.GDP.MKTP.KD.ZG?
locations=7M.

39 Based on data from the United Nations University, World Institute for Development Economics Research,
Government Revenue Dataset, accessed March 2024.

40 United States Agency for International Development, ‘Digital Ecosystem Country Assessment (DECA)
Zambia’, Digital Ecosystem Country Assessments (July 2022), 11, https:/www.usaid.gov/sites/default/
files/2022-12/USAID_Zambia DECA.pdf.

41 International Telecommunication Union, ITU Datahub, accessed 19 March 2024, https://datahub.itu.int/.

42 United States Agency for International Development, ‘Digital Ecosystem Country Assessment (DECA)
Zambia’, 18.

43 International Telecommunication Union, ITU Datahub, accessed 19 March 2024.
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a. Review tax incentives and revise procedures for issuing new ones

According to the academic literature, tax incentives or expenditures, which reduce tax
rates for particular economic activities under certain conditions, appear to sacrifice public
revenue without stimulating private investment.** Even though they can boost foreign direct
investment,* they appear not to increase overall investment, presumably because the reduction
in revenue from tax incentives means that Governments need to cut investment or raise taxes
as a result, which leads to less investment in the areas where tax incentives are not applied.*®
In a 2024 review of the relevant literature, it was also found that tax expenditures appear to
reduce fiscal revenue and have no positive effect on economic growth.*’ In spite of this, tax
incentives continue to be frequently used, including in Zambia. As at 2022, tax expenditures on
value added tax (VAT) were equivalent to 13.5 per cent of GDP and 68.7 per cent of total
revenue, while corporate income tax expenditures accounted for 1.5 per cent of GDP and 7.8
per cent of total revenue.*® The German Agency for International Cooperation is undertaking a
review of the effectiveness of tax incentives in Zambia.

There can be other justifications for tax incentives, even if they do not raise overall
investment. For example, they can stimulate priority sectors that have positive spillover effects
on the rest of the economy, such as the use of incentives for investment in renewable energy or
for activities that lead to knowledge spillovers.*® Or, in the case of exemptions from VAT for
certain basic products, they can improve the income distribution.

ECA and the African Tax Administration Forum have recommended publishing details
of tax incentives, establishing them in national law, subjecting them to central oversight
(preferably by the Ministry of Finance and National Planning), reviewing their effectiveness,
imposing a time limit on them and preparing tax expenditure budgets (that is, preparing
forecasts of the costs of the various tax incentives being granted). The authorities in Zambia
already plan to publish reports on tax incentives expected to have significant revenue costs.*

In addition to these recommendations, given the urgency of raising additional revenue
in Zambia, and the cost of such incentives to government revenue, it is recommended that
authorities in Zambia consider the following.

First, given that tax expenditures appear to have little or no effect on overall investment,
new tax expenditures should be prevented unless there is a clear justification that the economic
activities benefiting from the incentives create additional benefits beyond any supposed
increase in investment in the sector or subsector eligible for the incentive. This could include

4 ECA and African Tax Administration Forum, ‘Economic governance report II’.

4 Simon Munongo, Olusegun Ayo Akanbi and Zurika Robinson, ‘Do tax incentives matter for investment? A
literature review’, Business and Economic Horizons, 13, No. 2 (2017): 152—-168.

% Hania Kronfol and Victor Steenbergen, ‘Evaluating the costs and benefits of corporate tax incentives:
methodological approaches and policy considerations’, In Focus: Finance, Competitiveness and Innovation —
Investment Climate (World Bank, 2020), 3, https://documentsl.worldbank.org/curated/en/18034158347
6704729/pdf/Evaluating-the-Costs-and-Benefits-of-Corporate-Tax-Incentives-Methodological-Approaches-and-
Policy-Considerations.pdf.

4T ECA and African Tax Administration Forum, ‘Economic governance report II’: 22-23.

4 ECA and African Tax Administration Forum, ‘Economic governance report II°, 60.

49 Zee, Stotsky and Ley, ‘Tax incentives for business investment’.

50 IMF, ‘Second review under the arrangement under the Extended Credit Facility’, 63.
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economic activities that produce positive externalities or that could grow fast over time if given
initial support by the Government, such as manufacturing.>!

Second, any proposals for new tax expenditures should be subject to ex-ante cost-
benefit analysis. Analysis should be conducted for the sector or subsector benefiting from the
incentive, rather than for individual firms. New tax incentives should only be granted if this
analysis suggests that the benefits outweigh the costs. Although quantitative cost-benefit
analysis may not be able to resolve some of the choices around granting tax incentives, such as
the importance of different objectives (economic growth versus improving the income
distribution), it is still recommended to compare the anticipated effects on the different
objectives before granting tax incentives.

Ex-ante evaluations also have the benefit of making it easier to evaluate the impact of
tax incentives after they have been introduced.®? IMF>? and the World Bank®* provide guidance
on how to carry out such ex-ante analyses, while the Intergovernmental Forum on Mining,
Minerals, Metals and Sustainable Development makes recommendations for using financial
modelling to assess the cost of such incentives.*® Tax incentives could also be subject to ex post
monitoring and removal in cases where it is determined that they are not effective.>®

Third, having net benefits should be considered a necessary, but not a sufficient,
condition for granting the incentive. New tax incentives should also be compared against the
potential benefits of using the foregone tax revenue in another way, such as by increasing
spending or cutting taxes elsewhere in the tax system. Tax incentives should ideally be subject
to the budgeting process, as with public expenditure. This is in line with recommendations from
ECA and the African Tax Administration Forum,>’ as well as the Organisation for Economic
Co-operation and Development (OECD) guidelines on tax expenditure, and has been the
practice in several countries.’® Even if it is too difficult to estimate the cost of all existing tax
expenditures,”® some appraisal of the advantages and disadvantages of keeping tax expenditures
in place should be included.

51 Olumuyiwa Olamade and Oluwasola Oni, ‘Manufacturing and economic growth in Africa: a panel test of
Kaldor’s first growth law’, Journal of Economics and Sustainable Development, 7, No. 22 (2016), 126.

52 Sebastian Beer et al., ‘How to evaluate tax expenditures’, IMF How To Notes 2022, No. 005 (2022),
https://doi.org/10.5089/9798400221507.061.

% Ibid.

% Kronfol and Steenbergen, ‘Evaluating the costs and benefits of corporate tax incentives’.

% [ain Steel, ‘Tax incentives in mining: minimising risks to revenue supplementary guidance — how to use financial
modelling to estimate the cost of tax incentives’ (International Institute for Sustainable Development, 2018),
https://doi.org/10.4135/9781412963893.n343.

% Beer et al., ‘How to evaluate tax expenditures’, 4.

5" ECA and African Tax Administration Forum, ‘Economic governance report II’, 7.

%8 Luiz Arruda Villela, Andrea Lemgruber and Michael Jorratt, ‘Tax expenditure budgets: concepts and challenges
for implementation’, Inter-American Development Bank Working Paper Series 131 (Inter-American Development
Bank Institutional Capacity and Finance Sector, April 2010), 14, https://publications.iadb.org/en/publications/
english/viewer/Tax-Expenditure-Budgets-Concepts-and-Challenges-for-Implementation.pdf; Public Governance
and Territorial Development Directorate, Public Governance Committee, Working Party of Senior Budget
Officials, ‘Best practice guidelines: off budget and tax expenditures’ (OECD, 19 May 2004), 13-14,
https://one.oecd.org/document/gov/pgc/sbo(2004)6/en/pdf.

% Jon Craig and William Allan, ‘Fiscal transparency, tax expenditures, and budget processes: an international
perspective’, Proceedings. Annual Conference on Taxation and Minutes of the Annual Meeting of the National
Tax Association, 94 (2001), 261.
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Fourth, tax expenditures should, at the very least, be subject to approval by a team, such
as the budget unit of the Ministry of Finance and National Planning, that has an overview of
the costs and benefits of public expenditure and how much revenue is available to be spent.

The authorities in Zambia have already made a commitment to “refrain from providing
any new tax exemptions, and plan on estimating the cost of tax expenditures and their
effectiveness, with a view to expand the tax base”.%® However, some tax expenditures may still
be used to support selected economic activities. This is a step in the right direction. Even if, in
theory, such exemptions could sometimes be justified, in practice it may be a good idea to focus
on other policy tools (such as those that reduce business costs aside from taxes, as IMF has
recommended to Zambia), given that the case for using tax expenditures is fairly weak.®

In line with the recommendations outlined above, the authorities have also made a
commitment to “mandate the regular external publication of tax expenditure reports on
measures that will yield significant revenue”.%? This is also a step in the right direction.

b. Tax the informal sector better

During the interviews, stakeholders consistently stated that it was essential to raise more
tax revenue from the informal sector (comprising businesses that are not currently registered
with the Zambia Revenue Authority). Interviewees did not provide specific evidence of how
much revenue this would be likely to raise (presumably because the lack of information on
profits submitted by such businesses makes this difficult to estimate). Interviewees were
convinced that the informal sector was not only made up of small businesses and the poor, but
that there were also numerous highly profitable businesses in the informal sector that were not
paying taxes. They also noted that while the number of formal sector taxpayers had fallen since
the pandemic, revenues had risen, meaning that the tax burden on the formal sector was rising;
and they considered that it would not be desirable to increase taxes on the formal sector.

Some stakeholders suggested that the informal mining sector could be a good source of
additional tax revenue. Others suggested that some informal sector businesses received high
amounts of mobile money. Others mentioned transport associations and marketplaces as
economic operators making large amounts of money while paying little tax.

The informal sector in Zambia does pay some taxes, such as VAT on inputs purchased
from the formal sector, as well as a turnover tax and various other taxes. However, analysis by
researchers at the Zambia Institute for Policy Analysis and Research suggested that in 2009—
2010, the average effective tax rate on the informal sector (excluding VAT on inputs) was less
than 1 per cent of the rate of income tax on the formal sector.®® It is therefore clear that the
informal sector paid much lower taxes than the formal sector.

Moreover, estimates from the Zambia Institute for Policy Analysis and Research
suggest that by 2010, the informal sector was about 40 per cent of the size of the formal sector
(in terms of contribution to GDP).%* If the tax-to-GDP ratio observed in the formal sector could

80 IMF, ‘Second review under the arrangement under the Extended Credit Facility’, 48.

®1 Ibid., 11.

62 Ibid., 118.

®3Based on data from Alfred Mwila et al., ‘The taxation system in Zambia’ (Jesuit Centre for Theological
Reflection, January 2011), 78, https://repository.jctr.org.zm/bitstream/handle/20.500.14274/217/TAXATION%
20SYSTEM%20IN%20ZAMBIA.pdf?sequence=1&isAllowed=y; and Mwanda Phiri and Pamela Nakamba-
Kabaso, ‘Taxation of the informal sector in Zambia’ (Zambia Institute for Policy Analysis and Research, 1 January
2012), 15, https://policycommons.net/artifacts/1451136/taxation-of-the-informal-sector-in-zambia/.

64 Phiri and Nakamba-Kabaso, ‘Taxation of the informal sector in Zambia’, 15.
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be extended to the informal sector, this could increase tax revenue by 6 per cent of GDP.®® The
informal sector appears to remain important to the country’s economy in spite of the passage
of time. According to the World Bank, the informal sector’s output as a share of GDP changed
little from 2010 to 2020, either falling from 44 per cent to 40 per cent or remaining relatively
constant at about 47 per cent, depending on the estimate used.®® According to the International
Labour Organization, the share of employment in the informal sector rose from 68.5 per cent
in 2017 to 79.5 per cent in 2022.57

However, it is worth noting that registering more taxpayers alone may not raise much
more revenue, unless larger taxpayers from the informal sector can be targeted. Currently, only
0.3 per cent of registered taxpayers contribute 80 per cent of government revenue in Zambia,
highlighting the small contribution of most taxpayers.% In addition, research on informal sector
taxation in Africa suggests that there is low potential to mobilize additional revenue from the
informal sector, in spite of the importance of the sector in African economies, “in part because
of the difficulty in designing and administering effective informal sector tax regimes”.%® Efforts
to increase tax revenue from the informal sector in Africa have yielded disappointing results.
Even in South Africa, which has one of the highest-capacity revenue administrations in Africa,
a project to register businesses that were registered with the commercial registry but not the tax
authority led to only a small increase in revenue.”® Formalization efforts in Kenya between
2010 and 2018 were also disappointing in terms of the level of revenue raised.”* As at 2022,
the Block Management System in Zambia, which is aimed at ensuring tax compliance among
small- and medium-scale taxpayers and usually targets firms in the formal sector, raised less
than 0.2 per cent of total revenue reported by the Zambia Revenue Authority.”> Moreover, one
interviewee indicated that the Block Management System was very expensive to operate. This
highlights the difficulties of collecting significant revenue from smaller enterprises, even those
in the formal sector.

The fact that informal sector taxpayers are not currently registered with the tax
authorities suggests a low willingness to pay tax, which may be part of the problem in taxing
the sector. This was one reason why firm formalization efforts in South Africa led to little
additional revenue. In a recent project in Malawi, it was also found that informal sector firms
were unwilling to pay taxes.”® Therefore, efforts to mobilize more taxes from the informal

% Ibid., 18.

8 C. Elgin et al., ‘DP16497 understanding informality’, Centre for Economic Policy Research (CEPR) Discussion
Paper No. 16497 (Paris and London: CEPR Press, 31 August 2021), https://cepr.org/publications/dp16497.

87 International Labour Organization, ‘Share of employment outside the formal sector by sex (%) — annual’,
ILOStat data explorer, accessed 22 March 2024, https:/rshiny.ilo.org/dataexplorer27/?lang=en&id=EMP_PIFL
SEX_RT_A.

88 IMF, ‘Second review under the arrangement under the Extended Credit Facility’, 16.

8 Godwin Dube and Daniela Casale, ‘The implementation of informal sector taxation: evidence from selected
African countries’, eJournal of Tax Research, 14, No. 3 (2016), 601; see also Mick Moore, ‘Tax obsessions:
taxpayer registration and the “informal sector” in Sub-Saharan Africa’, Development Policy Review, 41, No. 1 (1
January 2023), https://doi.org/10.1111/dpr.12649.

0 Collen Lediga, Nadine Riedel and Kristina Strohmaier, ‘What you do (and what you don’t) get when expanding
the net: evidence from forced taxpayer registrations in South Africa’, Proceedings. Annual Conference on
Taxation and Minutes of the Annual Meeting of the National Tax Association, 113 (2020): 1-72.

"L ECA, ‘Economic report on Africa 2019°, 63.

"2 Based on data from the Zambia Revenue Authority, ‘Annual report 2022° ( 2023), https://www.zra.org.zm/wp-
content/uploads/2023/05/ZRA-Annual-Report-2022-compressed.pdf.

8 Lediga, Riedel and Strohmaier, ‘What you do (and what you don’t) get when expanding the net’; Francisco
Campos, Markus Goldstein and David Mckenzie, ‘How should the Government bring small firms into the formal
system?’, Policy Research Working Paper 8601 (World Bank, October 2018), https://documents|.worldbank.org/
curated/en/880711538673183990/pdf/WPS8601.pdf.

19


https://cepr.org/publications/dp16497
https://rshiny.ilo.org/dataexplorer27/?lang=en&id=EMP_PIFL_%20SEX_RT_A
https://rshiny.ilo.org/dataexplorer27/?lang=en&id=EMP_PIFL_%20SEX_RT_A
https://doi.org/10.1111/dpr.12649
https://www.zra.org.zm/wp-content/uploads/2023/05/ZRA-Annual-Report-2022-compressed.pdf
https://www.zra.org.zm/wp-content/uploads/2023/05/ZRA-Annual-Report-2022-compressed.pdf
https://documents1.worldbank.org/%20curated/en/880711538673183990/pdf/WPS8601.pdf
https://documents1.worldbank.org/%20curated/en/880711538673183990/pdf/WPS8601.pdf

sector must be focused on either introducing taxes that are hard to avoid and evade or improving
voluntary tax compliance in the sector.

Introducing taxes that are hard to avoid or evade

One example is the Government’s proposal for a mobile money tax.”* Stakeholders
interviewed suggested that profitable informal businesses tended to use mobile money to move
large amounts of money. However, various civil society groups in Zambia have raised concerns
that a tax on mobile money could have a negative effect on the poor, including individuals
living in rural areas who depend on internal remittances.” It could also encourage Zambians to
use cash more often to avoid the levy, which can be linked to illicit financial flows in the
country, according to the Financial Intelligence Centre of Zambia. There is also evidence that
mobile money contributes to reducing poverty.”® As a result, it is recommended that the
authorities in Zambia also consider the following:

(a) Exemptions could be granted for users of small amounts of mobile money.
However, as exemptions for small transactions may open avenues for tax avoidance through
“smurfing” (splitting larger transactions into multiple smaller ones to avoid the levy), the
exemption should ideally not be based on individual transaction size. Rather, it could be more
appropriate to grant an exemption for users whose total usage within a given time period is
below a certain level, if such an exemption can be put into effect. It would be more difficult for
individuals to avoid taxes by splitting them between multiple accounts because official
identification is required to establish a new account;

(b) As an alternative, authorities could use available data on mobile money
transactions to assess potential impacts on the poor, and use some of the revenue raised to
increase cash transfer programmes targeting the poor;

(c) Authorities should also keep any levy on mobile money at a low level, to ensure
that the tax revenue loss resulting from the increased use of cash to avoid the levy does not
outweigh the revenue raised through the levy.

In any case, the mobile money levy may be useful in providing information to the
Zambia Revenue Authority about which businesses are carrying out large volumes of
transactions. The Zambia Revenue Authority can then use this information to target
enforcement actions for other taxes.’’

Some stakeholders mentioned the charging of fees and permits to businesses in the
informal sector (for example, for operating a transport business or a market stall) as an effective
way to raise more revenue from the sector. These levies can also be an effective way of raising
revenue because they are hard to evade.’® Zambia may therefore wish to review the levels of
such levies to ensure that they are appropriate. Setting realistic targets for non-tax revenue can
also help. However, as with the proposed mobile money tax and turnover tax, such levies may

"4 IMF, ‘Second review under the arrangement under the Extended Credit Facility’, 15.

> Hannelore Niesten, ‘Unpacking Zambia’s proposed mobile money levy: lessons and considerations’,
International Centre for Tax and Development (blog), 20 November 2023, https://www.ictd.ac/blog/zambias-
mobile-money-levy-lessons-considerations/.

® Dossé Mawussi Djahini-Afawoubo, Mawuli Kodjovi Couchoro and Fambari Kokou Atchi, ‘Does mobile money
contribute to reducing multidimensional poverty?’, Technological Forecasting and Social Change, 187 (1
February 2023), https://doi.org/10.1016/j.techfore.2022.122194.

" Laura Fras, ‘Taxing effectively: how Zambia can leverage mobile money to increase tax revenue’, Tax for
Growth (blog), 28 May 2024, https://www.theigc.org/blogs/taxing-effectively/how-zambia-can-leverage-mobile-
money-increase-tax-revenue.

8 ECA, ‘Economic report on Africa 2019’: 78-79.
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risk placing an undue burden on the poor. One way to avoid this could be to charge increased
rates for businesses that have a turnover above a certain threshold.”

It is also important to ensure that non-tax revenue is remitted to the national treasury. In
some countries, such as the Sudan, government departments have retained such revenue
without authorization.®

Improving voluntary tax compliance in the informal sector

A survey conducted in 2022 among small and medium-sized enterprises in Zambia
generated a number of suggestions for improving tax compliance, including simplifying the
process of payment (with which many enterprises had difficulty) and improving understanding
of the tlérnover tax formula, as many respondents also had difficulties calculating the level of
tax due.5!

Another method for improving voluntary tax compliance could be to improve
conditions for informal market traders. Research published in 2020 suggested that market
traders in the informal sector were more likely to pay taxes if they had access to services within
those markets, such as toilets, electricity, clean water, drainage and garbage collection.
Earmarking tax revenue collected from these markets could be a relatively effective form of
government spending if, in doing so, it significantly increases tax collection from market
traders.®? This is in line with other research conducted in Africa, in which it was found that
informal sector tax payments increase when tax payments are linked (even informally) to
particular public expenditures, and that market traders tend to pay more taxes if revenue is
earmarked for new market facilities.?

In addition, traders in Zambian markets were discouraged from paying taxes if they
faced “taxation” by party cadres.®* Although the influence of such cadres has declined since the
2021 elections, research suggests that it persists in “bus and market associations, and to some

extent ... councils”.%

Zambia may wish to draw lessons from the vehicle income tax imposed on the informal
transport sector in Ghana, which had a compliance rate as high as 85.5 per cent in 2010. Zambia
already imposes a turnover tax on the transport sector. However, if the compliance rate is

" Ibid., 88.

8 Tbid.: 87-88.

81 Stainly Masafwa, ‘An analysis of factors that influence collection of turnover tax amongst small and medium
enterprises (SME) in Solwezi, Zambia’, International Journal of Research in Engineering and Management, 5,
No. 2 (3 May 2022): 60-78.

82 Danielle Resnick, ‘Taxing informality: compliance and policy preferences in urban Zambia’, The Journal of
Development Studies, 57, No. 7 (3 July 2021): 1063—1085, https://doi.org/10.1080/00220388.2020.1841171.

8 Samuel Jibao and Wilson Prichard, ‘Rebuilding local government finances after conflict: lessons from a property
tax reform programme in post-conflict Sierra Leone’, The Journal of Development Studies, 52, No. 12 (1
December 2016): 1759-1775, https://doi.org/10.1080/00220388.2016.1153073; West Africa Georges Korsun and
Patrick Meagher, ‘Failure by design? Fiscal decentralization in West Africa’, in Devolution and Development,
Mwangi S. Kimenyi, ed.(Routledge, 2004).

8 Resnick, ‘Taxing informality’.

& Nicole Beardsworth, Caesar Cheelo and Marja Hinfelaar, ‘Study on political cadres and the financial
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September 2022), 2.
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inferior to that in Ghana, Zambia could learn from the experience of Ghana in implementing
effective taxation of the informal transport sector.®

In addition, as noted in the context of the mobile money levy above and in line with
ECA recommendations, minimum limits could be applied to exempt businesses owned by the
poor or without the capacity to pay tax.®” The turnover tax for the informal sector is zero-rated
for enterprises with a turnover of 12,000 kwacha or less per year. However, it is unclear how
the threshold of 12,000 kwacha was determined. It is less than the national poverty line for a
family of six as at 2022, in spite of the significant inflation that has occurred since 2022.88 If it
has not already done so, the Government may wish to consider whether the threshold is set at
the right level. Three factors would inform this judgment: the number of individuals who will
be paying the tax in spite of living in poverty; whether the Government can afford to reduce
the tax burden on those who live in poverty while paying the tax; and whether it is more efficient
(in terms of administration costs) to adjust the threshold for the turnover tax and support those
in the informal sector who live in poverty because of the tax through social cash transfers. A
similar assessment could be carried out for thresholds for tax payments by the artisanal and
small-scale mining sector.

In conclusion, efforts to tax the informal sector in Africa have often yielded little
additional revenue while using up tax authority resources. Efforts to tax the sector should
therefore focus on interventions that are relatively easy and cheap to administer and hard to
avoid, such as the proposed mobile money tax. They could also target larger, more profitable
operators in the sector, including by carefully choosing the thresholds above which informal
sector taxation applies. Efforts to register more taxpayers should be combined with efforts to
raise tax compliance, for example, through the smart invoice project mentioned below, to make
it easier to pay turnover tax (and improve understanding in the informal sector of how to do
s0), and to raise tax morale by, for example, better publicizing links between tax payments and
public spending and reducing harassment by party cadres.

However, given the challenges in taxing the informal sector, authorities in Zambia
should not depend on these efforts to raise significant additional revenue, and should pursue
other efforts to raise revenue at the same time.

c.  Improve tax compliance
General tax compliance

Currently, even among registered taxpayers, there appears to be substantial avoidance
or evasion in Zambia. In a 2023 publication by researchers of the Zambia Revenue Authority,
the United Nations University and the VATT Institute of Economic Research in Finland, it was
found that firms registered with the tax authority underpay their taxes by 44-53 per cent (in
other words, there is a tax gap of 4756 per cent of potential tax revenue). By closing this gap,

8 African Tax Administration Forum and German Agency for International Cooperation, ‘Taxation of small and
medium enterprises (SMEs) in Africa: good practices and lessons learned — a case study of the Ghana tax stamp’
(Pretoria: African Tax Administration Forum, September 2014), https://events.ataftax.org/media/documents/
115/documents/ATAF_SME_STUDIES_GHANA_ ENG.pdf.

87 ECA, ‘Economic report on Africa 2019°, 64.

8 Based on data from the Zambia Statistics Agency, ‘Highlights of the 2022 poverty assessment in Zambia’ (2023),
5, https://www.zamstats.gov.zm/wp-content/uploads/2023/09/Highlights-of-the-2022-Poverty-Assessment-in-
Zambia-2023.pdf; and World Bank, ‘Poverty and equity brief: Zambia’ (April 2020), 1, https://databankfiles.
worldbank.org/public/ddpext download/poverty/33EF03BB-9722-4AE2-ABC7-AA2972D68AFE/Global POV

EQ_ZMB.pdf.
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authorities could recoup about 3 per cent of GDP in additional revenue.®® In this section,
improving tax compliance in the informal sector is not discussed, as it is already analysed in
section 1.b above.

The Government’s smart invoice project could improve tax compliance, as it should
allow the authorities to gather more data on the inventories and business activities of
companies, thereby helping them to identify businesses that appear to be evading tax. It would
also encourage businesses to file accurate tax returns, out of fear (whether justified or not) that
the authorities will use the improved data to catch them at evading taxes. It is therefore
recommended that the authorities in Zambia continue the smart invoice project. The project is
being implemented in collaboration with the Rwanda Revenue Authority. Rwanda was able to
triple its VAT revenue after introducing electronic billing machines for the use of fiscal devices,
which suggests that there could be high potential for implementing a similar system in
Zambia.® The smart invoice project in Rwanda appeared to increase VAT receipts by 25 per
cent (see annex for more information). Over the long term, requiring all formal sector
enterprises to issue smart invoices could oblige informal enterprises to formalize, if they needed
to do so in order to contract with the formal sector or public bodies. In addition, authorities in
Zambia will need to ensure that tax officials can easily analyse the data from the smart invoice
system, for example, by automating the analysis and prioritization of discrepancies in data
entered in the system or by incorporating a risk model to automatically highlight firms that are
likely to have evaded tax. It does not appear that the Zambia Revenue Authority has the tools
or staff available to analyse data from the project, and it would be important to address this
issue.

While such a system has been effective in Rwanda for increasing VAT collection, in
Ecuador and the United States, when the tax authorities tried to use a similar system to get firms
to correctly declare their revenue, firms increased their reported costs as a result.®! The
authorities in Zambia may wish to consider how to address this issue while implementing the
smart invoice project, for example, by ensuring that they use the system to cross-check both
revenues and costs declared by firms.

Another way to improve VAT collection can be to reward consumers for requesting
receipts. This kind of programme increased by 21 per cent the revenue reported by a group of
affected firms in Brazil, where consumers can also check reports of company transactions
online. Although firms also reported higher expenses, “tax revenue net of rewards increased by
9.3 per cent”.% Programmes with similar features exist in China (including in Taiwan Province

8 Based on data from Kwabena Adu-Ababio et al., ‘Estimating tax gaps in Zambia: a bottom-up approach based
on audit assessments’, United Nations University, World Institute for Development Economics Research,
Working Paper 2023/25 (February 2023), https://doi.org/10.35188/UNU-WIDER/2023/333-8; and ‘GDP (current
USS$) — Zambia’, World Bank | Data, accessed 22 March 2024, https://data.worldbank.org/indicator/NY.GDP.
MKTP.CD?locations=ZM.

% Belt and Road Initiative Tax Administration Cooperation Mechanism, ‘Digitalizing tax administration: Wuzhen
Action Plan (2019-2021) final report’ (September 2021), https:/www.britacom.org/gkzljxz/Documents/
202109/P020220526569206094670.pdf.

%1 Paul Carrillo, Dina Pomeranz and Monica Singhal, ‘Dodging the taxman: firm misreporting and limits to tax
enforcement’, American Economic Journal: Applied Economics, 9, No. 2 (2017): 144—-164, https://doi.org/10.
1257/app.20140495; Joel Slemrod et al., ‘Does credit-card information reporting improve small-business tax
compliance?’, Journal of Public Economics, 149 (1 May 2017): 1-19, https://doi.org/10.1016/
j.jpubeco.2017.02.010.

92 Joana Naritomi, ‘Consumers as tax auditors’, American Economic Review ,109, No. 9 (2019): 3031-3072,
https://doi.org/10.1257/aer.20160658.
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of China), Malaysia, the Philippines, Portugal, Slovakia and Puerto Rico.*® A pilot programme
in Zambia showed a 93 per cent increase in the total value of invoices collected.®* According
to one interviewee, the Government is planning to introduce such an incentive scheme.

Improving the quality of public services also strengthens tax compliance and leads to
higher tax revenue.® While it is unclear whether the increased revenue will pay for additional
spending that may be needed to improve the quality of public services, improving the provision
of public services is, regardless, an objective of the Government under the eighth national
development plan.®® Evidence from Brazil suggests that enhancing opportunities for citizens to
have their say and vote on and monitor public spending projects at the local level leads to
increased tax collection. Even if the additional revenue does not exceed the costs of these
participation opportunities, enhancing democratic participation would seem to be worthwhile
in itself, and therefore an endeavour that is worth pursuing.”” Enhancing democratic
participation in local-level planning is also an objective under the eighth national development
plan.%®

Research on small and medium-sized enterprises in Lusaka published in 2020 also
suggests that making it simpler to pay taxes could increase tax compliance, as well as carrying
the wider benefit of cutting the costs of tax compliance for businesses (and, as a result,
potentially spurring economic growth).*® In other, more recent surveys conducted among
Zambians, it was also emphasized that making it easier to file and pay taxes would help to boost
tax compliance in the country.’® In another article published in 2020, operators of small and
medium-sized enterprises in Kabompo District also stated that their lack of knowledge of the
tax obligations made it more costly for them to pay their taxes, which reduced their compliance.
They stated that workshops and literature would improve the situation.®® Similarly, for
corporate taxes, in a study conducted in the Kingdom of the Netherlands, it was found that
firms are more likely to comply with tax laws if there is greater transparency and more

% Joel Slemrod, ‘Tax compliance and enforcement’, National Bureau of Economic Research, Working Paper
Series 24799 (2018), https://doi.org/10.3386/w24799.

% Brian Dillon and Twivwe Siwale, ‘A consumer incentive scheme experiment: pilot study’, policy brief
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Siwale%20Policy%20brief%20March%202023.pdf.
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10.1111/gove.12552.

% Zambia, Ministry of Finance and National Planning, ‘Eighth national development plan 2022-2026°, 19.

% Mazwi Thabani and Eng Kasongo Mwale Richard, ‘Factors that affect tax compliance among small and medium
enterprises (SMEs) in Lusaka, Zambia’, Journal of Accounting, 3, No. 1 (24 June 2020): 1-14, https://doi.org/
10.47941/jacc.415.

10 Anna Chileshe Nondo and Lubinda Haabazoka, ‘A study of the factors affecting rental income tax
administration effectiveness in Zambia’, East African Finance Journal, 3, No. 2 (14 April 2024): 188-214,
https://doi.org/10.59413/eafj/v3.i2.5.

101 Ackim Mupimpila, ‘Factors inhibiting tax compliance among the small and medium enterprises (SMEs) in
Kabompo District central business Zambia’, The International Journal of Multi-Disciplinary Research, 2020,
https://www.multiresearch.net/cms/publications/CFP15862020.pdf.

24


https://doi.org/10.3386/w24799
https://www.theigc.org/sites/default/files/2024-01/Dillon%20and%20%20Siwale%20Policy%20brief%20March%202023.pdf
https://www.theigc.org/sites/default/files/2024-01/Dillon%20and%20%20Siwale%20Policy%20brief%20March%202023.pdf
https://doi.org/10.38035/dijefa.v3i2.1247
https://doi.org/10.1080/23311975.2020.1827699
https://doi.org/%2010.1111/gove.12552
https://doi.org/%2010.1111/gove.12552
https://doi.org/%2010.47941/jacc.415
https://doi.org/%2010.47941/jacc.415
https://doi.org/10.59413/eafj/v3.i2.5
https://www.multiresearch.net/cms/publications/CFP15862020.pdf

procedural fairness in their dealings with the tax authority (referred to in the literature as
“cooperative compliance”).1%?

Another method of improving compliance can be by sending letters to prompt taxpayers
to pay their taxes. Significant evidence from around the world suggests that this approach is
effective in improving tax compliance when it is focused on warning taxpayers about
penalties.!®® In a study from Indonesia, it was found that warning taxpayers about their fines or
providing information that made it easier for them to pay their fines was effective (with the
latter approach of providing information having the largest effect). In the study, when
comparing the cost of sending the letters with the benefits of increased tax receipts, it was found
that the benefits outweighed the cost.1% However, according to research carried out in 2018,
appealing to taxpayers to pay taxes for ethical reasons appears to backfire in Zambia and reduce
the likelihood of tax compliance, at least for businesses in the informal sector.'%°

According to interviews with stakeholders, including from the Zambia Institute for
Policy Analysis and Research, Zambia could also improve compliance for rental income and
capital gains taxes. The interviewees suggested that low awareness of these taxes could be part
of the problem. It has also been suggested in the literature that increasing revenue from these
taxes contributes to growth in African countries.'%

Using a “naming and shaming” approach for non-payment can also improve the level
of tax collection. In a research project on Bangladesh, it was found that, in areas with high rates
of compliance, circulating information to firms about the tax payment status of other companies
resulted in a 17 per cent increase in revenue collection.'” Threats to shame were also effective
in Slovenia, while in the United States shaming individuals increased payment probability by
2.1 percentage points but only among individuals with small tax debts.’% Evidence also
suggests that the threat of public shaming constrains tax evasion by self-employed workers in

102 Maarten A. Siglé et al., ‘The cooperative approach to corporate tax compliance: an empirical assessment’,
Journal of International Accounting, Auditing and Taxation, 46 (1 March 2022), https://doi.org/10.1016/
j.intaccaudtax.2022.100447.

103 Armenak Antinyan and Zareh Asatryan, ‘Nudging for tax compliance: a meta-analysis’, CESifo Working Paper,
No. 8500, August 2020, https://www.cesifo.org/en/publications/2020/working-paper/nudging-tax-compliance-
meta-analysis.

104 Eko Arief Yogama, Daniel J. Gray and Matthew D. Rablen, ‘Nudging for prompt tax penalty payment: evidence
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Norway and Pakistan.'% However, public shaming appears to be ineffective against aggressive
tax planning by multinational corporations.'

A simpler tax system, with fewer rates and taxes for which it is easier to assess liability,
tends to lead to increased revenue collection and increased compliance.!'! One way to achieve
this is to reduce the number of different tax rates, in line with the Government’s plans under
the action plan for domestic revenue mobilization for 2022-2025 to move to a harmonized
company tax rate of 25 per cent across the economy (except the telecommunications sector,
which will be taxed at 35 per cent). It is estimated that this will increase revenue by 194.4
million kwacha.'?

Another approach to simplifying the tax system is to introduce turnover taxes across the
economy, given the challenges with assessing corporate income tax. Although there are
concerns about the effect on economic efficiency (since turnover taxes may make some
otherwise-profitable businesses unprofitable), experience suggests that low levels of turnover
taxation (for example, about 1 per cent of turnover) may not harm efficiency. This approach is
being pursued in several countries.''® One example is from Pakistan, which used a “minimum
tax scheme”, whereby firms that made very low profits were required to pay a turnover tax.
Researchers found that the introduction of this tax reduced tax evasion by 60—70 per cent of
corporate income. The model also suggested that a turnover tax (combined with a corporate
income tax) could be introduced without any loss of firm profits (and thus no apparent negative
impact on GDP).14 Research by IMF in 2023 suggests that the optimal level to set such taxes
could be 2.5 per cent of turnover, while the optimal threshold above which firms should pay
profit taxes instead of turnover tax is about $65,000 to $95,000.*® Another possible advantage
to applying turnover taxes instead of profit taxes to a broader range of companies (instead of
the very small companies with revenues of less than 12,000 kwacha that currently pay turnover
tax in Zambia) is that it could cut the cost of tax compliance for these businesses. Research
suggests that the cost of tax compliance can be a heavy burden on small and medium-sized
enterprises in Zambia and that this reduces tax compliance.!® In addition, tax compliance costs
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may hamper the growth of these enterprises. However, from an administrative standpoint,
making turnover taxes work can be challenging.!

Tax compliance among wealthy individuals

Improving tax compliance among wealthy individuals can be an effective way to
mobilize a high level of additional revenue. Tax evasion increases sharply with wealth.!t®
Although it was not possible to locate information on the distribution of wealth in Zambia in
the course of this study, as at 2015 the top 1 per cent of individual earners in the country
accounted for 22 per cent of national income.*'° If this ratio remained constant, it would imply
that this group would have had average per person annual earnings of about 1.1 million kwacha
in 2022.

How could Zambia increase tax compliance among this group? The United Kingdom
of Great Britain and Northern Ireland was able to raise tax revenue from the wealthy by creating
a special unit of the tax authority that employed “relationship managers”, each responsible for
about 160 taxpayers.'?° This is in line with recommendations from OECD for tax authorities to
create units focused on the wealthiest taxpayers (OECD refers to those with more than $1
million in assets). OECD also recommended that tax authorities have regular interaction with
those taxpayers, deepen their understanding of the tax avoidance techniques being used and
exchange information and expertise with tax authorities in different countries.?* Norway'?2
and the United States'?® were also able to increase tax revenue or the extent to which the
wealthy declared their wealth by participating in the automatic exchange of financial account
information between tax authorities. Colombia launched a voluntary disclosure programme for
offshore wealth that offered reduced fines for individuals who voluntarily admitted to having
hidden wealth from the tax authorities offshore. This increased revenue, and the wealthiest
individuals were most likely to disclose this wealth (meaning that the scheme also probably
reduced inequality; see section 1.d below).1?*

In this regard, the decision of Zambia to join the Global Forum on Transparency and
Exchange of Information for Tax Purposes would seem to be timely. However, to make the
most of its membership, for example by participating in the automatic exchange of financial
account information (which could increase tax collection from taxpayers with financial

117 Jan Loeprick, ‘Small business taxation: reform to encourage formality and firm growth’, Investment Climate
in Practice: Business Taxation (World Bank), 2, https://documentsl.worldbank.org/curated/en/538351468
158062534/pdf/483130BRIOSMEt10B0ox338894B01PUBLICI.pdf.

118 Katharina Gangl and Benno Torgler, ‘How to achieve tax compliance by the wealthy: a review of the literature
and agenda for policy’, Social Issues and Policy Review, 14, No. 1 (2020): 108-151, https://doi.org/10.
1111/sipr.12065; Annette Alstadsater, Niels Johannesen and Gabriel Zucman, ‘Tax evasion and inequality’,
American Economic Review, 109, No. 6 (June 2019): 20732103, https://doi.org/10.1257/aer.20172043.

119 “Top 1% national income share, Zambia, 1980-2023°, World Inequality Database, accessed 27 March 2024,
https://wid.world/country/zambia/.

120 Gangl and Torgler, ‘How to achieve tax compliance by the wealthy’.

121 OECD, ‘Engaging with high net worth individuals on tax compliance’ (Paris: OECD, 2009), https://www.oecd-
ilibrary.org/content/publication/9789264068872-en.

122 Annette Alstadsater et al., ‘Tax evasion and tax avoidance’, Journal of Public Economics, 206 (1 February
2022), https://doi.org/10.1016/j.jpubeco.2021.104587.

123 Elisa Casi, Christoph Spengel and Barbara M. B. Stage, ‘Cross-border tax evasion after the Common Reporting
Standard: game over?’, Journal of Public Economics, 190 (1 October 2020), https://doi.org/10.1016/j.jpubeco.
2020.104240.

124 Juliana Londofio-Vélez and Javier Avila-Mahecha, ‘Enforcing wealth taxes in the developing world: quasi-
experimental evidence from Colombia’, American Economic Review: Insights, 3, No. 2 (June 2021): 131-148,
https://doi.org/10.1257/aeri.20200319.

27


https://documents1.worldbank.org/curated/en/538351468%20158062534/pdf/483130BRI0SMEt10Box338894B01PUBLIC1.pdf
https://documents1.worldbank.org/curated/en/538351468%20158062534/pdf/483130BRI0SMEt10Box338894B01PUBLIC1.pdf
https://doi.org/10.%201111/sipr.12065
https://doi.org/10.%201111/sipr.12065
https://doi.org/10.1257/aer.20172043
https://wid.world/country/zambia/
https://www.oecd-ilibrary.org/content/publication/9789264068872-en
https://www.oecd-ilibrary.org/content/publication/9789264068872-en
https://doi.org/10.1016/j.jpubeco.2021.104587
https://doi.org/10.1016/j.jpubeco.%202020.104240
https://doi.org/10.1016/j.jpubeco.%202020.104240
https://doi.org/10.1257/aeri.20200319

accounts held abroad), Zambia will need to implement the Common Reporting Standard to
enable other countries to exchange information with it. South Africa has implemented the
Standard and, as at March 2024, had received information from 99 jurisdictions.*®® As at the
third quarter of 2023, Zambians held about $3 billion in financial institutions abroad. The
jurisdictions in which Zambians held offshore financial accounts are shown in figure IX; it
could be a priority for Zambia to exchange information with those jurisdictions. However, by
the time Zambia is ready to implement the Standard, the situation may have changed, in which
case it might be advisable to check the locational banking statistics of the Bank for International
Settlements to obtain an updated picture. Moreover, even though offshore tax evasion appears
to occur in certain jurisdictions,'?® it may still be advisable for Zambia to set up exchanges of
information with as many jurisdictions as possible so that offshore tax evaders cannot simply
move their financial assets to jurisdictions where information is not exchanged.

Figure IX
Offshore financial holdings by Zambians, by jurisdiction, as at the third quarter of 2023
(Millions of United States dollars)

1 000

900

800

700

600

500

400

300

200

100 I I

0 I I B m = e -
IS P L IL TP LI OF LSS
b'O\ & K\\ S \(b'\ o4 & A\ \’\\ < > N Q% \\‘1‘ 00 & %(Q ‘bQ > X

¥ @go\ & ¥ &S 0@6“ & @ %p v‘é o @\%@é & Qé\\\ & W eF 9

eb \50\ %00 \°’\ S o \)@

Source: Based on data from ‘Banks’ cross-border positions on residents of Zambia’, locational
banking statistics, Bank for International Settlements Data Portal, accessed 4 March 2024,
https://data.bis.org/topics/L.LBS/tables-and-dashboards/BIS.LBS_A6_2.1.0?dimensions=L._CP
_COUNTRY%3AZMé&time period=2023-Q3.

Tax compliance among multinational corporations

The Zambia Revenue Authority could also clarify issues related to potential conflicts
between the country’s double taxation treaties and its anti-avoidance rules, including which has
priority when dealing with cases of suspected tax avoidance. One interviewee recommended
resolving this issue through legislation. Determining the best way to resolve this and doing so
through legislation could provide greater tax certainty to investors (encouraging investment, all
other things being equal) and could help to avoid costly tax disputes, as well as mobilize
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exchange-relationships/.
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10.1111/rego.12380.
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additional revenue. However, it is important to carefully draft such clarification to ensure
consistency with treaty obligations,'? or, where there is conflict, to consider renegotiating or
cancelling treaties if their costs outweigh their benefits.

Zambia has double taxation agreements with a number of countries. In such situations,
there could be an incentive to avoid taxes by using the agreements to shift profits abroad. This
is because, for some of the countries with which Zambia has signed such treaties, the combined
tax rate on the shifted profits (that is, the withholding tax rate plus the partner country’s lowest
available corporate income tax rate) is lower than the Zambian corporate income tax rate of 30
per cent. Countries with which Zambia has established such agreements and where there could
be an incentive to shift profits are Botswana, China, Denmark, Finland, France, Germany, India,
Ireland, Italy, Japan, Morocco, Netherlands (Kingdom of the), Norway, Seychelles, Sweden,
Switzerland, the United Arab Emirates and the United Kingdom. In addition, investors from
Belgium and Luxembourg also benefit from the most favourable treatment accorded under any
of the tax treaties of Zambia because the two countries have a bilateral investment treaty with
Zambia guaranteeing this. Moreover, the combined tax rate on profits shifted to Belgium and
Luxembourg would also be lower than the Zambian corporate income tax rate.'?® All of these
countries had foreign direct investments in Zambia as at the end of 2022, according to data
reported by Zambia or the partner country.*?® The authorities in Zambia may therefore wish to
consider these double taxation agreements as presenting an elevated risk of profit shifting and
consider renegotiating them if conflicts with the country’s anti-avoidance rules cannot be
resolved. The potential lowest tax rates on profits shifted from Zambia are shown for a number
of countries in figure X below.

127 Christophe J. Waerzeggers and Cory Hillier, ‘Introducing a general anti-avoidance rule (GAAR): ensuring that
a GAAR achieves its purpose’, Tax Law Technical Note 2016, No. 001 (2016), https://doi.org/10.5089/978151
3515823.008.

128 Based on data from the United Nations Conference on Trade and Development (UNCTAD), International
Investment Agreements Navigator, accessed 6 June 2024, https:/investmentpolicy.unctad.org/international-
investment—agreements/.

129 Based on data from IMF, Coordinated Direct Investment Survey, IMF Data Portal, accessed 9 January 2024,
https://data.imf.org/?sk=40313609-f037-48c1-84b1-el1flce54d6dS.
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Figure X
Potential lowest tax rates on profits shifted from Zambia
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Sources: Based on data from ‘Corporate income tax rates’, PricewaterhouseCoopers |
Worldwide Tax Summaries, accessed 6 June 2024, https://taxsummaries.pwc.com/quick
charts/corporate-income-tax-cit-rates; and ‘Zambia corporate — withholding taxes’,
PricewaterhouseCoopers | Worldwide Tax Summaries, accessed 17 May 2024, https://taxsum
maries.pwc.com/zambia/corporate/withholding-taxes.

One example of a country that has done this successfully is Senegal. The country’s
authorities found several examples of tax avoidance through tax treaty abuse by investors from
Mauritius, with which Senegal had a double tax treaty.’®® These practices caused losses of
public revenue that Senegal estimated at $257 million over 17 years. As a result, Senegal
terminated its tax treaty with Mauritius in 2020.13

Summary of tax compliance interventions

In summary, even registered taxpayers in Zambia appear to be substantially
underpaying their taxes. The following interventions could help to improve tax compliance in
the country’s formal sector in a cost-effective way: implementing the smart invoice project and
making it compulsory for all businesses; improving the quality of public services; simplifying
the process of paying taxes and improving taxpayers’ understanding of their tax obligations (the
evidence is strongest when applying this to small and medium-sized enterprises); ensuring
transparency and procedural fairness in dealings with the tax authority; writing to taxpayers to
inform them of fines for non-payment (and how to pay them), as well as warning them in
advance; setting up a dedicated unit to mobilize more revenue from wealthy taxpayers;
establishing automatic exchanges of financial account information with other jurisdictions;
improving awareness of such taxes as rental income tax and capital gains tax; using a “naming

130 Senegal, Ministry of Finance and Budget et al., ‘Fighting international tax avoidance and evasion to finance
the emergence of Senegal’ (OECD, 2021), 4, https://www.oecd.org/tax/tax-global/fighting-international-tax-
avoidance-and-evasion-to-finance-the-emergence-of-senegal.pdf.

181 Will Fitzgibbon, ‘Senegal nixes “unbalanced” tax treaty with Mauritius’, International Consortium of
Investigative Journalists, 26 May 2020, https://www.icij.org/investigations/mauritius-leaks/senegal-nixes-
unbalanced-tax-treaty-with-mauritius/.
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and shaming” approach; simplifying the tax system; and clarifying and resolving conflicts
between tax treaties and the country’s general anti-avoidance rules.

It should be noted that recommendations for improving tax compliance specifically
within the mining sector are covered under section 1.i below.

d. Reduce inequality

A 2021 review of relevant research indicates that rising inequality is bad for growth and
other development outcomes.**? IMF researchers have reached similar conclusions, namely that
efforts to use fiscal policy to redistribute wealth are, except in some extreme cases, good for
growth.’®® Although other research has suggested that there is an optimal level of economic
inequality for economic growth, it was not possible to determine estimates of the optimal level
for Zambia in this study. Moreover, estimates of the optimal level can vary widely, with
different studies finding optimal Gini coefficients (a measure of inequality) that varied from
0.24 to0 0.46.13* As at 2015, the Gini coefficient for Zambia was one of the highest in the world,
at 0.56 (ranking fourth out of 167 countries and territories with data, based on the most recent
data for each country).'®

Many data points are needed in such studies in order to achieve statistically significant
results. However, since inequality and growth are generally measured infrequently, this means
either using a long time series or cross-country analysis of many countries to determine the
optimal level of inequality. These methods would risk producing results that are not relevant to
the Zambia of today, either because the data would be out of date owing to changes over time,
or because the data would represent a cross-country average optimum that masks variation
across countries (or because of both factors).

This suggests that, rather than trying to calculate the optimal level of inequality in
Zambia and to determine whether the country is above or below that level, it may be advisable
for Zambia to follow research that indicates that, for most countries, the level of inequality is
too high, and that the country could benefit from reducing it.

In summary, reducing inequality, including through redistributive policies, appears to
be good for growth, which is likely to mobilize additional resources for development. However,
this does not mean that all policies that reduce inequality will be good for resource mobilization.
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Annales. Etyka w Zyciu Gospodarczym, 21, No. 8 (2018): 89-99; Syed Yusuf Saadat, ‘The optimum level of
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1%5 Based on data from ‘Gini index’, World Bank | Data, accessed 27 March 2024, https:/data.world
bank.org/indicator/SI.POV.GINI.
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The question is to determine which policies will promote greater resource mobilization and
other development objectives.

One approach, as discussed in section 1.c above, is to improve tax compliance among
high-income or wealthy individuals. Another way to efficiently reduce inequality is to replace
subsidies with increased cash transfers. In an analysis of the country’s economy based on data
from 2015, it was found that subsidies on agricultural input (provided through the Farmer Input
Support Programme) and electricity did not help to reduce inequality because the poor
benefited little from them. It was concluded that abolishing these subsidies and using the saved
funds to expand the Social Cash Transfer programme would be more effective at reducing
inequality.'®®

It was also suggested that replacing VAT exemptions with a further expansion and
increase in the Social Cash Transfer programme would improve economic efficiency without
harming the poor. However, more recent research suggests that doing this would increase the
poverty rate if the additional revenue raised was spent on both agricultural subsidies and social
cash transfers.'®’

The reform of electricity tariffs in Zambia towards cost-reflective tariffs is also
recommended by IMF and the Policy Monitoring and Research Centre of Zambia.!® In line
with recommendations from the Centre, the Government could keep in place the lifeline tariff
to ensure affordable access to electricity for residential customers and also carefully choose the
timing of any phase-out of electricity subsidies.®® The Energy Regulation Board has already
taken steps in this direction by allowing an increase in electricity tariffs for 2023 to 2027, while
preserving lifeline tariffs.4°

However, further reform of electricity subsidies would need to carefully target the
expansion of the Social Cash Transfer programme so that individuals who depend on these
subsidies are not plunged into poverty as a result of the reform. In addition, the authorities
should try to build political support for the reforms. Another option could be to raise the lifeline
tariff to 225 kWh per month, which is in line with the electricity use of the poorest households
according to the Policy Monitoring and Research Centre.'#!
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United Nations University, World Institute for Development Economic Research, Working Paper 2022/143
(2022), https://doi.org/10.35188/UNU-WIDER/2022/276-8.
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Research Centre, May 2019), https://www.pmrczambia.com/wp-content/uploads/2019/05/The-Case-for-Cost-
Reflective-Tariffs-Implementation-%E2%80%93-Is-Zambia-getting-it-Right.pdf.
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subsidies needs to be done with care’ (Policy Monitoring and Research Centre), https://www.pmrczambia.
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Moreover, the first priority for raising resources to reduce inequality should be
improving tax compliance among the wealthy and high earners to fund such efforts as an
expansion of the Social Cash Transfer programme. This is because these individuals are likely
to have higher incomes than beneficiaries of subsidies and VAT exemptions.

e. Consider reforming property taxes

Interviews conducted in the course of the study revealed support among stakeholders
for broadening the use of property taxes beyond the existing property transfer tax. Zambia
already applies the turnover tax to rental income, but there is low awareness and enforcement
of the tax. It has been suggested that increasing revenue from property taxes contributes to
growth in African countries, and that such taxes can be “progressive, efficient and equitable”,
but that there are “challenges both with technical implementation and popularity”.}4? In
particular, property taxes may need well-organized real estate markets to provide information
on valuation,**® with accurate sales data on property transactions. Developing a database for
this purpose may be necessary.'**

One interviewee for this study noted that the existing property transfer tax in Zambia
was difficult to collect. This is because it is based on a valuation roll system, which is very
expensive to implement and misses a large share of properties because of the time taken to
complete the roll (five years, according to the interviewee). Moreover, satellite images suggest
that Lusaka has outgrown the administrative limits of the city, meaning that some properties
that are part of the city’s urban sprawl may not be captured by its property tax system. To
respond to such challenges, property taxes can be made more effective by using simple methods
to assess property values that rely primarily on observable features of properties; decentralizing
responsibility for property values “away from central valuation offices, in order to facilitate the
hiring and training of adequate valuers”; and simplifying “institutional responsibility for
property tax collection, such that it is concentrated in the hands of authorities with strong
incentives to collect significant revenue”.}*® These approaches might be at first glance less
economically efficient but are likely to raise more revenue and could cut the cost of collection.

There are other administrative reforms that can increase the amount of property tax
revenue collected. Experience from Kitwe in Zambia suggests that using a digital system for
property tax collection provides good value for money.'*® Furthermore, a recent study in the
Democratic Republic of the Congo illustrates a way of improving revenue collection in that
country. The researchers found that revenue collection increased when property tax collectors
were organized in teams according to their job performance, and when high-performing teams
were assigned to households with a higher probability of payment. The intervention carried

142 aura Bolton, ‘Effectiveness of tax reform interventions’, Helpdesk Reports (Institute of Development Studies,
13 March 2017), 2; see also Godson Eze, ‘Impact of non-oil tax revenue on economic growth’.

143 Bolton, ‘Effectiveness of tax reform interventions’, 9.

144 Roy Bahl, Jorge Martinez-Vazquez and Joan Youngman, ‘The property tax in practice’, in Making the Property
Tax Work: Experiences in Developing and Transitional Countries, Roy Bahl, Jorge Martinez-Vazquez and Joan
Youngman, eds. (Hollis, New Hampshire: Puritan Press, Inc., 2008), https://www.lincolninst.edu/publications/
books/making-property-tax-work.

145 Moore and Prichard, ‘How can Governments of low-income countries collect more tax revenue?’ International
Centre for Tax and Development Working Paper No. 70, 17.

146 William McCluskey et al., ‘The role of information communication technology to enhance property tax revenue
in Africa: a tale of four cities in three countries’, International Centre for Tax and Development Working Paper
88 (Institute of Development Studies, November 2018), 14—15, https://opendocs.ids.ac.uk/opendocs/bitstream/
handle/20.500.12413/14153/ICTD_WP88.pdf?sequence=99&isAllowed=y.
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minimal cost to the State and increased revenue by 26 per cent on average for households that
were assigned tax collectors in this way.4

Another way to improve tax compliance is by providing more incentives for tax
collectors. Non-financial incentives (such as offering reassignment to a more desirable
location) appear to have been effective in increasing revenue, at no additional cost to the
Government. This is based on experiences in Pakistan.!*® However, these incentives also
increased the taking of bribes by tax collectors in Pakistan. Moreover, it may be important to
use non-financial incentives instead of financial ones to increase revenues collected, as research
based on the Democratic Republic of the Congo suggests that offering financial incentives for
increased performance would cost more than would be gained in additional revenue.'#°

Property taxes should not be excessive. They place costs on taxpayers beyond the
simple financial costs. Allowing taxpayers to pay property taxes in instalments may be
advisable, especially for those who may not have enough liquid income to cover one year’s
worth of taxes.!*

f. Consider increasing taxes on tobacco and sugar-sweetened beverages

Tobacco is often a potential source of additional tax revenue in developing countries. >

Increasing taxes on tobacco could both improve health and increase government revenue.
According to estimates from the Tobacco Control Data Initiative (with which the Ministry of
Health of Zambia collaborates), if Zambia increased its level of taxation per cigarette by about
90 per cent compared with 2022 levels, this could increase revenue from excise and other taxes
by 863 million kwacha per year, or about 0.2 per cent of GDP.1®? In the 2024 budget, the
Government has already increased excise duties on cigarettes by about 11 per cent.!>® However,
estimates from other research suggest that further increases would result in even more

revenue.®*

Zambia already has a tax on sugar-sweetened beverages. It is unclear whether increasing
the tax would raise more revenue, as estimates indicate that increasing the rate tends to decrease

147 Augustin Bergeron et al., ‘Optimal assignment of bureaucrats: evidence from randomly assigned tax collectors
in the DRC’, National Bureau of Economic Research Working Paper Series No. 30413 (2022), https://doi.org/
10.3386/w30413.

148 Adnan Q. Khan, Asim I. Khwaja and Benjamin A. Olken, ‘Tax farming redux: experimental evidence on
performance pay for tax collectors’, The Quarterly Journal of Economics, 131, No. 1 (1 February 2016): 219—
271, https://doi.org/10.1093/qje/qjv042.

149 Bergeron et al., ‘Optimal assignment of bureaucrats’.

150 Anne Brockmeyer et al., ‘Taxing property in developing countries: theory and evidence from Mexico’, National
Bureau of Economic Research Working Paper Series No. 28637 (2021), https://doi.org/10.3386/w28637.

151 Mick Moore and Wilson Prichard, ‘How can Governments of low-income countries collect more tax revenue?’,
in The Politics of Domestic Resource Mobilization for Social Development, Katja Hujo, ed. (Cham: Springer
International Publishing, 2020), 109—-138, https://doi.org/10.1007/978-3-030-37595-9 4.

152 Based on data from ‘Tobacco taxation in Zambia’, Tobacco Control Data Initiative, accessed 28 March 2024,
https://zambia.tobaccocontroldata.org/en/home/taxation/; and ‘GDP (current LCU) - Zambia’, World Bank | Data,
accessed 29 March 2024, https://data.worldbank.org/indicator/NY.GDP.MKTP.CN?locations=ZM.

153 Based on data from Leya Namonje Tembo et al., ‘2024 national budget analysis: unlocking economic potential’
(Policy Monitoring and Research Centre, October 2023), 13, https:/pmrczambia.com/wp-content/uploads/
2023/10/PMRC-National-Budget-Analysis-2024.pdf.
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surveys’, Tobacco Control, 28, No. Suppl 1 (1 May 2019): s45, https://doi.org/10.1136/tobaccocontrol-2017-
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the size of the tax base (the price elasticity of demand is -1.3).2® The authorities in Zambia
may wish to consider raising the tax, which could have effects on health and economic growth,
aside from any direct effects on revenue.'®® The Government already plans to increase these
taxes in 2025, from 0.30 to 0.35 kwacha per litre, but this would only raise about 1.5 million
kwacha according to estimates from the Ministry of Finance and National Planning.*’

g. Improve the effectiveness of tax administration

As outlined in the ECA report entitled ‘Economic report on Africa 2019: fiscal policy
for financing sustainable development in Africa’, improving the effectiveness of tax
administration can raise significant revenue. Such reforms, if sustained, have been estimated to
bring in an additional 2-3 per cent of GDP in government revenue.’®® While the Zambia
Revenue Authority has already carried out important tax administration reforms, such as
digitalizing the filing of returns, tax administration could be strengthened further, as described
below.

The Government currently plans to establish an office to focus compliance efforts on
the largest taxpayers. Such offices can also improve tax administration across the board, as they
often “pilot new tax and customs procedures before their rollout to the broader population” 1%
There is also evidence that their establishment leads to raising more government revenue.'®

The plan to establish such an office is thus a welcome initiative.

In addition, discussions revealed that there could be an improvement in the
understanding by staff of the Zambia Revenue Authority of the capabilities of the bulk
information data analysis (BIDA) software used by the Authority. For example, a number of
staff appear to be unaware that the software automatically highlights discrepancies in submitted
tax returns, suggesting that further training on the use of the tool could be useful. One
interviewee recommended that the organization recruit more staff with data skills and that such
skills be mainstreamed throughout the organization so that staff can make the best use of
information technology systems, such as the bulk information data analysis software.

Other recommendations from interviewees for making the Zambia Revenue Authority
more effective included ensuring that appointments are made on merit, ensuring that the
Authority has adequate financial resources to implement its mandate and strengthening
technical knowledge of tax administration in the Ministry of Finance and National Planning so
that it can challenge the Authority if necessary over revenue targets and policy suggestions that
the Authority submits for consideration.

Interviewees raised concerns that staff of the Zambia Revenue Authority could be
recruited by international organizations and the private sector, which could lead to loss of
expertise in the organization. This was a particular concern in the area of transfer pricing, given
that the number of staff in the transfer pricing unit is relatively low (about 8) and that transfer

155 Peter Hangoma et al., ‘The potential health and revenue effects of a tax on sugar sweetened beverages in
Zambia’, BMJ Global Health, 5, No. 4 (1 April 2020), https://doi.org/10.1136/bmjgh-2019-001968.

1%6 Ibid.

157 Zambia, Ministry of Finance and National Planning, ‘Action plan on domestic revenue mobilisation for 2022—
2025, 17.

1% Hassan Adan et al., ‘Quantifying the revenue yields from tax administration reforms’, IMF Working Papers
2023, No. 231 (2023), https://doi.org/10.5089/9798400258923.001.

159 Bernardin Akitoby, ‘Raising revenue’, Finance and Development Magazine, March 2018, 20, https:/www.imf.
org/en/Publications/fandd/issues/2018/03/akitoby.
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pricing issues are complex and it can take a long time to train new staff in the area. Furthermore,
staff may be tempted to leave, as the private sector and intergovernmental organizations pay
higher salaries and the organization’s reputation for technical competence means that its staff
will be well placed to secure better-paid roles in the private sector or intergovernmental
organizations. A country that has been able to avoid erosion of expertise in transfer pricing is
Kenya, which has about 30 personnel in the transfer pricing unit of its revenue authority. The
Kenya Revenue Authority has a reputation as one of the most capable revenue authorities in
Africa in matters of transfer pricing. Another way to ensure that capacity in the transfer pricing
unit is sustained in the long term is to send participants to train-the-trainers workshops of the
African Tax Administration Forum and then to train new staff in this area.

Another way in which Zambia could make tax administration more efficient and
improve tax compliance would be to adopt advance pricing agreements in transfer pricing.
These agreements allow multinational companies to agree in advance with the tax authority on
the prices for goods and services traded internationally, for the purpose of calculating the
company’s tax liability. These agreements can help to provide tax certainty, which can
encourage investment, without a cost to the Government.'®* They can also help to encourage
voluntary tax compliance by improving companies’ perception of fairness of the tax system,
and reduce the incidence of costly tax disputes between taxpayers and the tax authorities,
including in developing countries.’®?> South Africa is currently piloting the use of such
agreements. A cost of these agreements is that they can divert scarce human resources away
from other priorities in the tax authority. However, if Zambia increases the size of its transfer
pricing unit, it might have the resources needed to carry out advance pricing agreements in
addition to other work related to transfer pricing.

It should be noted that recommendations specific to improving the administration of
mining sector taxation are covered under section 1.i below.

h.  Support economic growth with low-cost policies

According to interviewees, Zambia is currently pursuing several policies based on best
practices. Nonetheless, some small improvements could be made that would be expected to
boost economic growth and as a result mobilize additional private investment in the economy
and create a larger tax base.!®® The country’s industrial policies appear to be founded on
dialogue with the private sector'® and make use of export promotion agencies and commercial
diplomacy by the country’s missions overseas. However, the impact of these initiatives could
be further enhanced by encouraging firms to participate in trade missions or allowing them to
request participation or propose new countries to which to carry out trade missions, based on
markets to which they would like to expand their exports.

161 Johannes Becker, Ronald B. Davies and Gitte Jakobs, ‘The economics of advance pricing agreements’, Journal
of Economic Behavior and Organization, 134 (1 February 2017): 255-268, https://doi.org/10.1016/j.jebo.
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No. 11 (1 November 2013), https://kluwerlawonline.com/api/Product/CitationPDFURL ?file=Journals\TAXI\
TAXI2013056.pdf.

162 Maria R.U.D. Tambunan, Haula Rosdiana and Edi Slamet Irianto, ‘ Advance pricing agreements: a step forward
in transfer pricing dispute resolution? A story from developing countries’, Journal of Taxation of Investments, 37,
No. 4 (2020).

163 Based on various studies, tax revenue in Zambia tends to increase with economic growth. See box 2, on tax
buoyancy, above.

164 Robert Armstrong and Ethan Wu, ‘Dani Rodrik: doing industrial policy right’, Financial Times, 9 February
2024, https://www.ft.com/content/34872d9a-3587-4b27-a01d-290518e23408.
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In addition, research on Zambia published in 2019 suggests that shifting the focus of
the education system could support economic growth. Currently, students in technical and
vocational education and training are in some cases being trained on technologies that are
obsolete, meaning that what they learn is less useful to employers, which is likely to discourage
investment and reduces productivity. The problem could be addressed by updating curricula in
consultation with employers.'%®

How reforms to the country’s capital markets could support economic growth is
discussed in section 3.1 below.

i. Improve mining sector taxation

The level of investment in the country’s mining sector declined under the previous
Government and has recently recovered following tax changes made under the present
Government, which committed to maintaining a stable mining tax regime.'®® Tax certainty is
very important for mining investors, and Zambia had acquired a reputation for frequent changes
to its tax regime.'®” However, investors now appear to be convinced that the Government will
pursue a more stable approach. It may therefore be inadvisable to make major changes to the
mining tax regime (aside from tackling tax avoidance and evasion), as deterring investment
could lead to lower revenue in the long term owing to a reduction in the tax base. The need to
attract investment is especially important given the country’s ambition to increase copper
production to 3 million tons per year by 2032. In any case, according to government
stakeholders interviewed, the authorities in Zambia do not intend to make significant changes
to the mining fiscal regime.

However, Zambia could still raise additional revenue from the mining sector without
changing its tax regime, by improving the compliance within the sector. Researchers of the
Zambia Revenue Authority estimate that there is substantial underpayment of corporate income
tax in the sector, based on audit data.'6®

In order to raise additional revenue, the main areas that could support greater tax
compliance in the mining sector need to be identified. Based on discussions with stakeholders,
the mining fiscal regime has a number of strengths that support its administration, and the
mining unit of the Zambia Revenue Authority has a high level of technical capacity, especially
regarding the taxation of copper.'® In line with this, staff of the large mines unit of the Authority
consider that they have all the resources necessary to enforce current legislation for large mines,
except with regard to the number of auditing personnel.
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of tax evasion in Zambia’, research brief, No. 2 (2023).
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However, interviewed personnel did note that new technological solutions could also
help to improve compliance. As noted above, increasing knowledge of the ability of the bulk
information data analysis software to automatically identify firms with discrepancies in their
tax returns would be one way to do this, especially since not all personnel in the large mines
unit are aware of this functionality. In addition, the German Agency for International
Cooperation has suggested that the software could be connected to the country’s Mineral Output
Statistical Evaluation System, which tracks production and export data relating to the different
stages of the mineral value chain. This could make it easier to compare information submitted
in the Mineral Output Statistical Evaluation System with overall tax returns to identify where
information in tax returns on production, exports and other areas do not match information
provided on different stages of the mineral value chain.

Findings from the Zambia Extractive Industries Transparency Initiative have led to
further recommendations for strengthening the Mineral Output Statistical Evaluation System.
First, it is recommended that all mining companies be registered in the System (at the time of
writing, not all companies had registered). This will ensure that all the companies’ activities
will be subject to the same checks under the System, which helped to bring in $1 million in
additional revenue just one year after being piloted.}’® As at 2021, 92 per cent of large-scale
mines and less than 1 per cent of artisanal, small and medium-scale mines reported their
production in the System.'”* Given the very low compliance rate for artisanal miners, in the
final report on the Zambia Extractive Industries Transparency Initiative, it is recommended that
the Ministry of Mines and Mineral Development inform artisanal miners about reporting
requirements.!’?

Second, although the granting of export permits is linked to the System, export payments
received are not currently recorded in the System. Zambia could consider requiring export
payments to be recorded to ensure that information provided in the System is accurate, to enable
the authorities to ensure that companies are declaring true amounts recorded for tax purposes.'”

Third, as information entered into the System is not audited,'’* the authorities in Zambia
could consider conducting risk-based audits of this information to ensure that it is accurate, in
particular given that a number of anomalies in the System data were identified by the Zambia
Extractive Industries Transparency Initiative.l”

This is all the more important because authorities in Zambia have estimated that,
between 2012 and 2020, the country experienced an average of about $5 billion per year of

170 UNCTAD, ‘Mineral tracking tool helps Zambia combat illicit financial flows’, 1 October 2020,
https://unctad.org/news/mineral-tracking-tool-helps-zambia-combat-illicit-financial-flows.

111 Zambia Extractive Industries Transparency Initiative, ‘Zambia Extractive Industries Transparency Initiative
(ZEITI) final report’ (December 2023), 37, https://eiti.org/sites/default/files/2024-01/2022%20ZEITI%20 Report.
pdf.

172 Tbid., 89.

173 Ibid., 90; UNCTAD, Automated System for Customs Data programme, ‘Value chain monitoring’, 1,
https://asycuda.org/wp-content/uploads/ASYCUDA-Value-Chain-Monitoring-Case-Study-Zambia.pdf.

174 Zambia Extractive Industries Transparency Initiative and BDO, 2021 ZEITI report’ (May 2023), 92,
https://zambiaeiti.org/wp-content/uploads/2023/05/2021-ZEITI-Report.pdf.

175 Zambia Extractive Industries Transparency Initiative, ‘Zambia Extractive Industries Transparency Initiative
(ZEITI) final report’, 90.
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inward and outward trade-based illicit financial flows, based on its trade with seven leading
trading partners.1’®

Other stakeholders interviewed suggested that the Zambia Revenue Authority could
strengthen knowledge among staff of minerals outside of copper. Although copper is the
country’s primary mineral export and knowledge of this mineral’s value chains is very strong
among staff, other minerals are also significant, and more revenue could potentially be raised
if tax officials knew more about them to support assessments. One example is manganese, for
which the principles of pricing are different from copper. It could therefore be beneficial for
tax officials to significantly increase their knowledge of manganese and to consider whether
the rules related to pricing mineral exports for the determination of sales and corporate income
taxes are adequate to cover the full range of minerals that the country exports (rather than just
copper, on which the rules are based).

According to one interviewee, mining companies based in Zambia are still deducting
treatment and refining charges and marketing fees from the mineral sales prices that they use
to calculate their taxable sales and profits. This is not allowed under Zambian law. It is therefore
recommended that the Zambia Revenue Authority follows through on its plan to issue guidance
in that regard to mining companies operating in the country. Making contact with individual
companies to ensure that they are aware of these issues may also be advisable.

As noted above, it may be inadvisable for Zambia to make its mining tax laws less
favourable to investors, in order to preserve the country’s new, hard-won reputation for stability
in the mining fiscal regime; instead, it might be better for the country to focus on improving
compliance with the existing regime. Nevertheless, if the authorities consider that it is
necessary to change the tax law to attempt to raise more revenue from the sector, they could
consider focusing on increasing the taxation of rents or increasing taxes in situations in which
mining companies are likely to be highly profitable. This is less likely to deter investment, as
less profitable mining projects are unlikely to be affected by these changes, while projects that
promise to be highly profitable are likely to attract investment anyway. Ways in which the
country could do this would be to review the copper royalty and consider an increase of the top
rate to 12 per cent, or to reintroduce a windfall or variable profits tax based on cashflow or
profits, which should be deductible from profit taxes.}”” Of these options, the first may be
preferable, since it may be viewed as a smaller change to the tax regime (as it involves simply
changing the rate of one tax band rather than introducing a new tax).

In addition, the authorities in Zambia could consider issuing new rules to prevent
avoidance of corporate income tax through the exaggeration of costs incurred from related
parties. Although Zambia already has rules on interest expense deductions and head office
expenses, it could potentially introduce rules to regulate tax deductions based on additional
large contributors to the costs of mining operations. The authorities could also consider
measures to increase tax revenue from mineral processing, as it may be challenging to raise

176 ECA and UNCTAD, ‘Counting the cost: defining, estimating and disseminating statistics on illicit financial
flows in Africa’ (17 January 2023), 37, https://unctad.org/system/files/non-official-document/IFFsInAfrica
Report_20230110_Final en.pdf.

177 Olav Lundstel and Jan Isaksen, ‘Zambia’s mining windfall tax’, United Nations University, World Institute for
Development Economic Research, Working Paper 2018/51 (2018), https://doi.org/10.35188/UNU-WIDER/
2018/493-3; Zambia, Parliament of Zambia ,‘Ministerial statement on the status of mining taxation’,
https://www.parliament.gov.zm/sites/default/files/images/publication_docs/Ministerial%20Statement%20Dr.%2
0OMusokotwane.pdf.
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additional revenue from the mines themselves, given that many elements of the mineral fiscal
regime are already in line with best practices.

A full return to the pre-2021 mining tax regime would be inadvisable, as mining
investment had dried up and the average effective tax rates for copper mines exceeded those in
other major copper mining countries.

In conclusion, it is recommended that the authorities in Zambia, in the first instance,
focus on improving compliance with the existing mining tax regime, rather than changing the
rules, including by increasing the number of audit personnel for mining, integrating the Mineral
Output Statistical Evaluation System with the bulk information data analysis software, ensuring
greater coverage of the System and conducting risk-based audits of data entered into it,
improving knowledge of other minerals aside from copper, and providing guidance to firms on
deductions made to mineral prices used to calculate sales revenue. If the authorities decide to
revise the mining tax regime, it would be best to focus on increasing taxes on highly profitable
mines, either by increasing the top rate of the copper royalty, or by reintroducing a variable
profit or windfall tax. The authorities could also clarify rules for cost deductions beyond interest
expenses and those related to head offices.

je Reduce illicit financial flows, including those stemming from international
tax avoidance and evasion

Illicit financial flows relate to international transfers of wealth that are considered illicit
because: (a) the wealth was acquired by illicit or unethical means; (b) the transferred wealth is
used to finance illicit activities; or (c¢) the transfer itself is an illicit act, for instance, it subverts
national regulations or is used to evade or aggressively avoid tax. The United Nations provides
a formal definition of illicit financial flows for statistical purposes.!’®

These are a significant problem in Zambia. As noted above, the country’s preliminary
findings from national estimates indicated that it experienced illicit financial inflows and
outflows of about $5 billion per year on average between 2012 and 2020, only through its trade
with seven major trading partners. These flows are linked to cases in which there are substantial
differences between what companies declare as the value of their goods at export and what they
declare at import.

In addition, $3 billion in potential illicit financial flows were identified through
suspicious transaction reports made to the Financial Intelligence Centre of Zambia in 2022 and
2023. The Zambia Revenue Authority “has in the month of January 2023 alone assessed 1.1
billion kwacha from some of the companies reported”.}’®

Reducing the prevalence of illicit financial flows may lead to additional revenue
because: (a) the motivation for many such flows is international tax avoidance or evasion; and
(b) keeping the funds in the country may result in greater spending on or investment in domestic
goods, growing the tax base (given the country’s positive tax buoyancy).

International trade appears to be a major channel for illicit financial flows, based both
on the estimates cited above and the experience of the Financial Intelligence Centre. Some

178 United Nations Office on Drugs and Crime and UNCTAD, ‘Conceptual framework for the statistical
measurement of illicit financial flows’ (Vienna, October 2020), 12—13, https://unctad.org/system/files/official-
document/IFF_Conceptual Framework EN.pdf.

179 Zambia, Financial Intelligence Centre, ‘Policy manual for domestic resource mobilization for Zambia:
proposed input from the Financial Intelligence Centre’ (16 February 2024), 1-2.
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options to reduce trade-based illicit financial flows could include enhanced risk assessments
for shipments leaving or entering the country. The national estimates of illicit financial flows
could be used to identify specific commodities and trading partners that appear to experience a
high level of false declarations, used to secretly move wealth into or out of the country (or to
launder money). With the support of ECA and the United Nations Conference on Trade and
Development, the Government is already conducting revised estimates of illicit financial flows,
which could provide broader and more up-to-date information to support the authorities in their
efforts to target enforcement action towards the main channels of illicit financial flows.

In addition, software packages are available to facilitate risk assessments, for instance
by identifying anomalous prices. At least one of these packages claims to provide a very high
return on investment. Another option could be to exchange information on trade invoices with
the country’s main trading partners and use this information to follow and investigate
suspicious shipments. Many countries currently exchange customs information in this manner.
For example, the Democratic Republic of the Congo and South Africa have found that a formal
memorandum of understanding has helped officials from the two countries to achieve some
success in curbing trade mis-invoicing.’®® The World Customs Organization report entitled
‘Illicit financial flows via trade mis-invoicing: study report 2018’ provides specific
recommendations on how to exchange information with other customs authorities.

Zambia could also integrate trade invoice reporting into its smart invoice project to
ensure that trade invoices match other data collected about the country’s firms.

There are also training programmes available to support customs officers in identifying
high-risk shipments. For example, the United Nations Office on Drugs and Crime — World
Customs Organization Container Control Programme provides training to customs officers on
conducting risk assessments of container shipments.

A particular area of concern identified by the Financial Intelligence Centre is the under-
invoicing of the country’s mineral exports. A report by the Intergovernmental Forum on
Mining, Minerals, Metals and Sustainable Development and OECD, entitled ‘Determining the
price of minerals: a transfer pricing framework’, provides options for addressing this issue.'®?
According to one interviewee, the country’s border posts lack sufficient scanners to audit the
value of mineral exports leaving the country. In addition, strengthening the use of the Mineral
Output Statistical Evaluation System, which records mineral exports, and integrating it with the
bulk information data analysis software, could also help, as discussed in section 1.1 above. The
Financial Intelligence Centre has also noted that imports of mining equipment, in particular
from Mauritius and South Africa, appear to be re-invoiced (that is, the import value declared at
Zambian customs differs from the value of the goods when imported into Mauritius or South
Africa), which could be used to shift profits out of Zambia.

Illicit financial flows may not occur only through the mis-invoicing of international
trade but also through financial transfers and smuggling of cash or goods. The Financial
Intelligence Centre recommends strengthening the system for controlling cash at the border,
and notes that it only receives reports of cash declarations from the border town of
Kasumbalesa, even though such declarations are required by law for all ports of entry and exit.

180 ECA, ‘Inception meeting for the project on preventing trade mis-invoicing in selected African countries:
meeting report’ (Addis Ababa, May 2019), 9.

181 Available at https://www.wcoomd.org/-/media/wco/public/global/pdf/media/newsroom/reports/2018/wco-
study-report-on-iffs_tm.pdf?la=fr.

182 Available at https://www.iisd.org/system/files/2023-11/determining-the-price-of-minerals-framework.pdf.
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In addition, in response to the ongoing smuggling and tax evasion around imports, the
Government has expressed its intention to introduce a digital tax stamp for excise taxes. This
appears to be a good idea that can improve tax compliance.'8®

Lastly, tax treaties have often led to a reduction in tax collection by facilitating
aggressive tax avoidance by multinational corporations. Zambia could therefore consider
actively reviewing existing tax treaties, while very carefully considering the benefits and risks
before signing new ones.'®*

k.  Make better use of public-private partnerships

Public-private partnerships could help to mobilize additional finance for development,
but further policy development may be needed. Based on discussions with the embedded
adviser to the public-private partnership unit in the Ministry of Finance and National Planning,
Zambia may need to revise its public-private partnership framework to make it more attractive
to investors.

However, there are legitimate concerns as to whether public-private partnerships are
beneficial for countries. Evidence from the academic literature is unclear in this regard.8
Research suggests that the value for money obtained from public-private partnerships is similar
to that obtained from contracts through public procurement, but there are limited empirical
assessments to support that conclusion.'® Therefore, policies on public-private partnerships in
Zambia should not simply be aimed at trying to mobilize as much investment as possible.
Policymakers need to consider whether public-private partnerships are the best way to mobilize
financing and pay careful attention to the details of agreements to ensure that the terms of the
financing arrangement are as favourable as possible to Zambia and that the benefits outweigh
the costs.'®’ In addition, whether public-private partnerships succeed and provide social value
depends on the framework in which they are carried out. To make public-private partnerships
effective, it is important to ensure ‘“‘cooperation, trust, communication, capability, risk
allocation and sharing, competition, and transparency”,'®® in addition to a “ robust policy,
institutional and regulatory framework, including on assessment and management of fiscal risks
and contingent liabilities; ... solid project preparation and structuring capacity (considering
commercial viability and risk allocation, government support and affordability); and ... strong
transaction support and contract management capacity”.!8® Furthermore, it is important to be

183 Silver Namunane, ‘Digital tax stamps and firm behaviour in Uganda’, International Growth Centre (blog), 19
July 2022, https://www.theigc.org/blogs/digital-tax-stamps-and-firm-behaviour-uganda.

184 Moore and Prichard, ‘How can Governments of low-income countries collect more tax revenue?’, International
Centre for Tax and Development Working Paper No. 70, 21-22.

185 ECA, ‘Innovative approaches to financing Agenda 2063 and the Sustainable Development Goals in Africa’
(Addis Ababa, September 2018), https://archive.uneca.org/sites/default/files/PublicationFiles/en innovative
approaches _to_financing_agenda 2063 and the sdgs_in_africa.pdf.

18 QOle Helby Petersen, ‘Evaluating the costs, quality, and value for money of infrastructure public-private
partnerships: a systematic literature review’, Annals of Public and Cooperative Economics, 90, No. 2 (1 June
2019): 227-244, https://doi.org/10.1111/apce.12243.

187 Wei Peng et al., ‘Achieving value for money: an analytic review of studies on public-private partnerships’, 13
May 2014, 1189-1198, https://doi.org/10.1061/9780784413517.122.

18 Wei Xiong et al., ‘Governing public-private partnerships: a systematic review of case study literature’,
Australian Journal of Public Administration, 78, No. 1 (1 March 2019): 95-112, https://doi.org/10.1111/1467-
8500.12343.

189 Nadir Mohammed et al., ‘How can public-private partnerships (PPPs) be successful?’, World Bank, 6 July
2023, https://www.worldbank.org/en/region/mena/brief/how-can-public-private-partnerships-ppps-be-successful.
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aware of the cultural differences between the public and private sectors that can lead to poor
collaboration and to find ways to bridge these gaps.!®

One major problem with public-private partnerships identified in the literature is that
Governments often bear the risks of a project when it is not optimal for them to do so, owing
to expensive risk premiums that companies tend to charge. Governments paying these risk
premiums and benefiting from the private sector’s capacity to manage risk can be one way to
deal with this issue.'®® In addition to concerns about the income stream from the project and
the creditworthiness of the Government, there may also be concerns that infrastructure
companies that undertake public-private partnerships may not be as well placed to bear
investment risk as other investors (for example, they are not as large or diversified as financial
services companies). Moreover, it appears that investors have an overly negative view of
investing in Africa, which can push up the cost of capital.'® This is in spite of the fact that, as
at 2018, rates of return on foreign direct investment in Africa exceeded those in the developed
world and all developing regions except East and South-East Asia,’®® suggesting that it is
prejudice, owing to the lack of experience of investing in Africa, that is one of the factors
deterring investment.

To resolve this problem, interviewees indicated that it would be helpful for international
financial institutions to provide guarantees for investors in public-private partnerships and to
facilitate financing from funders other than the firms involved in the project. Development
finance institutions have so far been the main funders of public-private partnerships in Zambia,
but it might be possible for them to mobilize a greater degree of co-financing from the private
sector, and thus fund more public-private partnerships, if they provided guarantees for the
projects. This could reduce the perceived risk to investors and provide more favourable terms
for the partnerships, with limited cost, to the extent that investors are overestimating the risks
of investing in Zambia and the cost to development finance institutions of providing such
guarantees would be less than the (perceived) benefits to foreign investors. Nevertheless, they
would need to ensure that they were not providing an overly generous deal to investors.1%

In a 2023 study, ECA points to areas in which Zambia can strengthen its governance of
public-private partnerships. In particular, the country “lacks a comprehensive framework that
defines the institutions, processes and methodologies for assessing, measuring, monitoring and
managing project-related fiscal obligations and contingent liabilities”. Moreover, stakeholders
identified “inadequate transparency and disclosure as among the most severe impediments to
implementing” such partnerships successfully. ECA also refers to the Public-Private
Partnership Act No. 14 of 2009, which establishes disclosure processes, supplemented by
public-private partnership evaluation guidelines. According to ECA, these processes and
evaluation guidelines fail to provide adequate transparency and accountability. For example,
the Act lacks clarity on whether the Public-Private Partnership Department of the Ministry of

190 Frank Beckers and Uwe Stegemann, ‘A smarter way to think about public-private partnerships’, Risk and
Resilience, McKinsey & Company, 10 September 2021, https://www.mckinsey.com/capabilities/risk-and-
resilience/our-insights/a-smarter-way-to-think-about-public-private-partnerships.

191 Ibid.

12 Y Emerging Markets Center, ‘EY’s attractiveness survey: Africa 2015’ (Ernst & Young Global Limited, 2015),
21, https://assets.ey.com/content/dam/ey-sites/ey-com/en_za/topics/attractiveness/reports/ey-aar-2015-making-
choices.pdf; ‘Investors are overlooking Africa’s investment opportunities’, Knight Frank, 7 April 2021,
https://www.knightfrank.com/research/article/2021-04-07-investors-are-overlooking-africas-investment-
opportunities.

1% UNCTAD, ‘World investment report 2019: special economic zones’ (2019), 15, https://doi.org/10.18356/
8a8d0519-en.

1% ECA, ‘Zambia infrastructure public-private partnership diagnostic study report’ (February 2023).
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Finance and National Planning or the Auditor General’s Office can audit a public-private
partnership in the public interest. The Department is therefore impeded from facilitating audits
of some partnerships even when legitimate cause to do so exists. In addition, among the powers
of the Auditor General’s Office, there is no mention of a requirement to audit such projects. In
conclusion, ECA notes that “a clear and comprehensive framework must be established” in
order to carry out financial, performance and forensic audits of public-private partnerships.®®

L. Strengthen capital markets

Two ways to strengthen capital markets are discussed in this section: government
borrowing from Zambian investors and improving opportunities for the private sector to raise
funds from domestic capital markets. The use of innovative financing mechanisms to mobilize
private investment in development projects are covered in a separate study prepared by ECA.

Regarding government borrowing from domestic investors, although raising public debt
on domestic markets could be considered as a strategy for domestic resource mobilization, it is
not included in this policy manual owing to the country’s high levels of indebtedness, which
means that raising levels of borrowing may not be the immediate priority. Moreover, it may be
better for the country to focus any new borrowing on concessional international sources, as this
is often cheaper than borrowing from domestic markets.'®® Zambia has also committed not to
undertake any non-concessional borrowing under the terms of its IMF programme, unless IMF
grants an exception.197

Regarding the private sector’s use of domestic capital markets, the country’s capital
markets remain small.!® Only a handful of firms are currently listed on the country’s stock
exchange. Interviewees mentioned that there was a lack of interest from investors in purchasing
Zambian equities. Academic literature suggests that the provision of credit to the private sector
can support inclusive economic growth, in particular for countries with relatively low levels of
financial development, such as Zambia (although speculative trading and equity markets appear
to be less beneficial).!®® In addition to mobilizing resources to support growth (in line with
Sustainable Development Goal 8), by growing the economy, this is likely to grow the tax base
and produce more government revenue, as discussed in section 1.h above.

To develop the country’s capital markets, the Government adopted in 2022 a capital
markets master plan to support the use of capital markets by stakeholders in the public and
private sectors. It is recommended that the authorities in Zambia prioritize the reforms included
in the master plan that market participants have identified as the most important for unlocking
significant amounts of capital.

195 Ibid.

1% Ugo Panizza, ‘Is domestic debt the answer to debt crises?’, in Overcoming Developing Country Debt Crises,
Barry Herman, Jos¢ Antonio Ocampo and Shari Spiegel, eds. (Oxford University Press, 2010), O,
https://doi.org/10.1093/acprof:0s0/9780199578788.003.000; Millicent Mubiana Phiri and Borniface Namushi
Tembo, ‘Analysis of how economic growth in developing countries is influenced by public borrowing: a case
study of Rwanda’, American Journal of Finance and Business Management, 1, No. 1 (4 July 2022): 1-10.

197 IMF, “Second review under the arrangement under the Extended Credit Facility’, 9.

1% Zambia, Ministry of Finance and National Planning, ‘CMMP: capital markets master plan, 2022°, 8,
https://www.seczambia.org.zm/wp-content/uploads/2023/02/Capital-Markets-Master-Plan-Approved-
Document.pdf.

199 IMF, African Department, ‘Macrofinancial linkages and financial stability in Zambia’, IMF Staff Country
Reports 2023, No. 257 (2023), https://doi.org/10.5089/9798400249839.002; ECA, ‘Financial regulation for
inclusive growth in Africa’ (Addis Ababa, March 2019), 51-52, https://archive.uneca.org/sites/default/
files/PublicationFiles/financial_regulation_for_inclusive growth in_africa_en.pdf.
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Current, relatively low levels of interest in the country’s stock exchange and the fact
that capital markets can sometimes fail to develop in smaller economies suggest that the gains
from capital market development in Zambia could be limited.?’® The authorities may therefore
wish to prioritize other areas of financing for development, unless they have evidence of strong
interest from the private sector in investing more in the country’s economy if certain reforms
are undertaken. In Zambia, as in most African countries, banks provide most of the financing,
and Zambia may therefore prioritize supporting the banking sector to provide more credit,?®! in
particular given that many stakeholders interviewed noted that high interest rates in Zambia
were a significant problem for businesses operating in the country. ECA provides
recommendations on financial regulations to support inclusive growth in Africa in a report
published in 2019.20?

4. Conclusion and recommendations

In order to implement its eighth national development plan and fulfil its commitment to
achieve the Sustainable Development Goals, Zambia needs to mobilize additional resources for
development. In terms of public revenue, the country aims to mobilize about a further 1.8 per
cent of GDP by 2026. Estimates suggest that it has the capacity to do this, for example by
significantly increasing tax revenue.

This policy manual provides a number of ways to mobilize additional resources. For
public revenue, key changes include rethinking tax expenditures. The amount of revenue
foregone as a result of these expenditures far exceeds the country’s revenue goals, standing at
16 per cent of GDP. This suggests that a review of these expenditures, and stricter rules for
granting them in the future, could make a substantial contribution to raising more revenue.

Shortfalls in tax compliance among firms in the formal sector cost the country an
estimated 3 per cent of GDP in government revenue. There are several measures that the
authorities can take to address this, notably by completing the Government’s smart invoice
project, improving tax morale, simplifying the tax system and focusing efforts to improve
compliance among wealthy individuals. Property and cigarette taxes could also bring in more
revenue, while tax administrators could leverage the potential of the Government’s existing
information technology solutions.

The mining sector is key to the Zambian economy, providing 23 per cent of public
revenue (excluding grants) as at 2022.2 Although it may be inadvisable to change the mining
tax regime given the damage that such changes may cause to its hard-won and recently acquired
reputation for having predictable mining taxes, the country could still improve its enforcement
of the existing regime. Tackling trade-based illicit financial flows, which are estimated to have
accounted for about one sixth of the country’s current GDP, could also raise significant revenue.
This could be done, for example, through better information-sharing with major trading
partners and using state-of-the-art software tools at customs.

200 Augusto de la Torre and Sergio L. Schmukler, ‘Emerging capital markets and globalization: the Latin American
experience’, World Bank Publications, No. 7187 (World Bank, 2007), https:/ideas.repec.org/b/wbk/
wbpubs/7187.html.

201 ECA, ‘Economic report on Africa 2020: innovative finance for private sector development in Africa’, (2021),
154, https://www.un-ilibrary.org/content/books/9789210051248; IMF, African Department, ‘Macrofinancial
linkages and financial stability in Zambia’.

202 ECA, ‘Financial regulation for inclusive growth in Africa’.

208 United Nations University, World Institute for Development Economics Research, Government Revenue
Dataset, accessed March 2024.

45


https://ideas.repec.org/b/wbk/%20wbpubs/7187.html
https://ideas.repec.org/b/wbk/%20wbpubs/7187.html
https://www.un-ilibrary.org/content/books/9789210051248

The Government can also support economic growth, for example, by reducing the
country’s very high levels of inequality (such as by improving tax compliance among high
earners and targeting subsidies in a more effective manner). Zambia could also allow the private
sector to suggest new export promotion efforts, and private firms could be consulted on the
development of school curricula (to ensure that students acquire the skills needed in the labour
market).

The Government could also mobilize more resources through public-private
partnerships, although it needs to ensure that it is benefiting more from such partnerships that
it would from other options available to it.

To mobilize additional resources for the private sector, reforms to regulations of the
financial services industry could help to mobilize additional investment in the country’s private
sector and spur economic growth.

While the Government could consider measures to increase taxes on the informal sector
and to strengthen domestic capital markets, the analysis in this manual suggests that it may be
challenging to mobilize significant additional resources in this way. It is therefore
recommended that the Government prioritize other measures listed herein.
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Annex
Case study on smart invoicing in Kenya and Rwanda'’

Kenya

In Kenya, digital invoice recording is a pivotal aspect of business digitalization. The
Kenya Revenue Authority has been piloting live invoice registration and checking terminals
with the Tax Invoice Management System since 2019. Since August 2021, the Kenya Revenue
Authority has operationalized e-invoicing cash registers, requiring taxpayers to maintain a tax
register capable of transmitting tax invoice data to the Kenya Revenue Authority system. As of
1 June 2023, all businesses subject to valued added tax (VAT) must report e-invoices through
the Tax Invoice Management System.

The new system is aimed at enhancing compliance by improving accuracy and record
management and minimizing VAT reconciliation challenges. It benefits businesses in various
ways: minimizing tax leakage, improving efficiency, facilitating easier sales auditing, reducing
fraud and lowering filing costs. Kenya has seen significant VAT revenue collection through
electronic tax invoicing, exceeding $1.9 billion. The Kenya Revenue Authority has consistently
surpassed revenue targets, recording a 6.7 per cent increase in the 2022/23 financial year.

However, there are limitations and challenges to this new system. The success of tax
reforms based on information technology depends on meeting essential preconditions. Ensuring
accessibility and limiting taxpayer costs are crucial policy priorities when mandating e-
payment. Practical challenges, such as device accessibility and language barriers, can lead to
errors, misuse of personal data and bribery. Less technologically savvy taxpayers may face
challenges. Therefore, e-payment solutions should be aimed at simplifying compliance rather
than complicating it.

In summary, the adoption of digital tax invoicing in Kenya is aimed at modernizing
administrative processes, enhancing revenue collection and improving compliance. While
significant progress has been made, addressing challenges related to accessibility and taxpayer
costs is essential to ensure the effectiveness and inclusivity of the system.

Rwanda

The Electronic Invoicing System was introduced in August 2013, requiring VAT-
registered businesses to provide certified VAT receipts using third-generation electronic billing
machines. Within 18 months, over 3,900 taxpayer entities adopted the Electronic Invoicing
System, covering 78 per cent of all VAT-registered entities. The use of electronic billing
machines increased average VAT payments by 6.5 per cent and reached over three quarters of
taxpaying firms.

The Rwanda Revenue Authority expanded the Electronic Invoicing System to non-VAT
registered taxpayers to modernize service delivery, broaden the taxpayer base and reduce non-
compliance rates, with a view to increasing tax revenue. Effective from 1 January 2021, all

! Nada Eissa and Andrew Zeitlin, ‘Incidence and impact of electronic billing machines for VAT in Rwanda’ (Sales
Data Controller, November 2014), https://www.salesdatacontroller.com/wp-content/uploads/2015/09/ Eissa-
Incidence-and-Impact-Rwanda-VAT.pdf; Paul Frobisher Mugambwa and Olivier Habineza, ‘Rwanda moves to
make Electronic Invoicing System (EIS) invoices mandatory for all businesses!’, Tax Alert
(PricewaterhouseCoopers, March 2021), https://www.pwc.com/rw/en/assets/pdf/tax-alert-electronic-invoicing-
system.pdf; Taxation course on electronic billing machines (unit 6), Rwanda Basic Education Board, accessed 8
April 2024, https://elearning.reb.rw/course/view.php?id=1398&section=6.
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taxpayers are required to use the invoices and receipts generated by the Electronic Invoicing
System as evidence for tax deductions. However, challenges remain, including subjective tax
reporting and clarity issues for certain taxpayer groups, such as non-governmental
organizations. The Rwanda Revenue Authority is updating corporate income tax declarations
to include expenses and purchases from the Electronic Invoicing System, but taxpayers may
face adaptation challenges owing to incomplete Electronic Invoicing System software.
Flexibility in accepting alternative supporting documents may be necessary while reinforcing
the importance of Electronic Invoicing System invoices without amending the income tax law.

The use of the Electronic Invoicing System and electronic billing machines provides
many benefits, both to compliant taxpayers and to the tax administration, as follows:

(a) Sales data can be copied and pasted into the “Sales” tab when completing the VAT
annexes, making it quicker and easier for taxpayers to declare and pay VAT;

(b) The use of the Electronic Invoicing System and electronic billing machines to
record the exact items being sold and their prices can help to improve bookkeeping and
stocktaking;

2

(c) It simplifies the audit process, reducing the time of and interruptions to taxpayers
daily operations;

(d) Itreduces the potential for tax evasion, ensuring that taxpayers can compete fairly
and increasing tax revenue for public spending.

Conclusion

Increased revenue collection. Both Kenya and Rwanda have seen significant increases
in VAT revenue collection after implementing digital tax invoicing systems. This could lead to
improved fiscal sustainability and increased funding for public services and infrastructure
development in Zambia.

Improved compliance. Digital tax invoicing systems have led to better compliance
among taxpayers, as they make it easier for tax authorities to track transactions and detect tax
evasion.

Efficiency and transparency. Electronic invoicing systems promote efficiency and
transparency in tax administration by automating processes, reducing paperwork and providing
real-time data.

However, implementing digital tax invoicing systems can be complex and challenging,
requiring significant investments in technology infrastructure, capacity-building and regulatory
reforms. While digital tax invoicing systems can improve compliance, they may also impose
additional costs and burdens on businesses, in particular small and medium-sized enterprises.
Lastly, electronic invoicing systems involve the collection and transmission of sensitive
financial data, raising concerns about data privacy and security.
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