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Executive summary

This paper builds on the ILO report Zambia: Socpbtection expenditure and
performance review and social budget (2008) whigteased Zambia’'s social protection
system. Among other findings, the report conclutthed the social protection programmes
currently in place in Zambia falil to alleviate poyebecause they are underfunded and do
not target those most in need. As a way forwardh& provision of nationwide social
protection coverage the report suggested the inttozh of a social protection package
(hereafter the SP package) consisting of threecootributory elements: a universal old-
age pension for all individuals over the age of®8pcial cash transfer targeting the 10 per
cent more destitute or incapacitated households$;aachild benefit targeting households
with children below a certain age. For the latsme different specifications of child
benefits were analysed.

Social protection programmes are increasingly seeran important pillar for growth
together with other public investment projects r@structure, health, education).
Expenditure in social protection can have a pasiiimpact on growth; some authors
(Bonilla Garcia and Gruat, 2003) have even defisedial protection policies as
productive investments (that is, yielding economattirns).

Social protection investments have great poterial alleviating poverty, reducing
vulnerability and protecting the welfare of the pddut in sub-Saharan countries only 5—
10 per cent (Xaba et al., 2002) of the labour fones access to contributory social
protection, while the vast majority of the popudativorks in the informal sector and lacks
formal coverage. In sub-Saharan countries charaeteby high informality of economic
activities and high levels of subsistence agrigaltunon-contributory programmes must
therefore play a crucial part in alleviating anéyamting vulnerable people from falling
into poverty.

The design of effective social protection policiesquires careful reflection. The

programme design must compare the positive effatisocial and economic development
with the costs it will address to society. A catefunalysis should also consider the
opportunities available for the financing of sogwbtection programmes, identifying the
advantages and disadvantages of the differentaesurc

In this context, we introduce the concept of creptfiscal space to finance social
protection. Although there is no agreement amomgpe@mists and policy-makers as to the
exact meaning of the term “fiscal space”, how & baen used in the development context
is clear. Fiscal space has to do with the finandingh government revenues of policies
conducive to the development of a country. The teray be seen both in its narrower
definition as a redefinition of the fiscal rules wtich sensible fiscal policy has always
been subject, or in broader terms as a full-blogtro$ policy actions for development.

Disagreement on the definition of the term notwdhsling, the policies that have been put
forward to create or secure fiscal space for arel@gproject are very similar across the
literature. The four main strategies are: incregsifficial development assistance (ODA);
enhancing the mobilization of domestic revenuereasing borrowing; and reprioritizing
current expenditure to make it more efficient.

This paper analyses the implementation of the SRaue in Zambia, one of the poorest
countries in the world. Roughly half its populatioinl2 million is made up of children and
young people aged 0-14 years. In 2006 the Govermnaiefambia estimated that 64 per
cent of the population was poor, with 51 per cangxtreme poverty. The majority of the
population (70 per cent of those employed) workagriculture: The labour market is
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characterized by a high degree of informality, vatiout 82 per cent of employed persons
working in the informal economy.

Since the year 2000 Zambia's economy has expandad average annual rate of 5 per
cent and is expected to grow at a similar raténéitmmediate future. After the decades of
economic decline that began in the mid-1970s atah-@year-long period of liberalization,
privatization and stabilization policies, the caynhas at last begun to experience
economic growth. Average growth rates went fromamarage of 1.5 per cent between
1995 and 1999 to 4.5 per cent between 2000 and, 20@4to the recent record level of 6
per cent between 2004 and 2008.

These recent high growth rates have been possiaitks to a buoyant market for copper,
Zambia’s main export (copper accounts for aroungé&iOcent of total exports), as well as
a robust flow of capital investments that havelagethe domestic economy. Moreover, in
2005 Zambia benefited from extensive debt reliefret after many years of being one of
the most indebted countries in the world in terfhdabt stock as a share of GDP, its debt
sustainability now looks healthy. Notwithstandirfigese economic successes, economic
growth in Zambia has not been accompanied by sinmiiprovements in the overall living
conditions of the population; these have remaia@tyfstagnant over the last decade.

Despite the world economic crisis Zambia’'s economiospects look favourable: the

country is attracting foreign investments bothha mining sector and in other key sectors
such as electricity generation, tourism, agricelffurommunications and oil extraction.
However, the Government has yet to demonstrateittigiable to turn economic growth

into better living conditions for its citizens; theext few years will be crucial in this

respect.

Before 2005 social protection was not an integeat pf the country’s poverty reduction
strategy. It was then that the Zambian Governmewiewed its social protection
programme and developed a Social Protection Sy¢&S) that was eventually included
in its Fifth National Development Plan 2006—201N[#). Among other interventions,
the Government identified social cash transfersTE§Gs key non-contributory social
protection programmes to alleviate poverty. Yetpitesits original stated interest in and
commitment to scaling up social protection, the &ament has not increased its budget
allocation to social protection programmes and tasy of the objectives set out in the
SPS and FNDP remain unmet. For SCTs only some silémes have been implemented,
financed by external donors with government admialive support, and their coverage
remains very low, being limited to only five distis out of a total of seventy-three. This
paper analyses the cost of the nationwide impleatiemt of similar SCTs and proposes a
financing plan.

We estimate the cost of implementing the SP packageo main variants, depending on
which child benefit specification is chosen: one vimich the child benefit targets

households with at least one child under the agb, aind one where the child benefit
targets households whose eldest child is undeagkeof 7 (although during the first phase
all households with a child below 7 will receiveethenefit). Of the three elements of the
SP package the child benefit is the most expengspecially during the early stages.
Introducing the package with full nationwide cowggan 2009 would cost between 2.8

and 3.7 per cent of GDP during the first year, idegy to 1-1.5 per cent of GDP in the

! As this paper focuses on fiscal analysis for tim@lémentation of the SP scheme, the social
protection expenditure results are based on therrefambia: Social protection expenditure and
performance review and social budget (ILO, 2008hile/the year of implementation for the
introduction of the package and the gross figuray ohange, the relative figures provide an order
of magnitude for analysis of the fiscal space dmaditnplementation of the SP package

Xii
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long run (2025). For an idea of the scale of res®unobilization needed, consider that
government social expenditure amounts to aboutr&@et of GDP including health and
education, with non-contributory social assistaaceounting for only 0.1 per cent of
GDP; to give another term of comparison, Zambiataltgrant receipts amount to 4.4 per
cent of GDP.

The Government has also made no plans to incrgasbuidget allocation to social
protection: in the latest Medium Term Expenditurarfework 2010-2012 (MTEF), the
share of resources allocated to social protectiemsins flat at today’s levels. Hence we
argue that if the Government is serious about agirg social protection it will have first
to commit to a revenue mobilization plan to sedheefinancing for such expenditure. In
our analysis we propose a financing plan in whise Government, starting in 2010,
commits itself to raise each year additional resesireventually amounting to 4.5 per cent
of GDP per year by 2015; of these resources a thildhave to be assigned to social
protection spending. Under this plan the additieraburces mobilized by the Government
to finance social protection would amount to th#ofeing values (as a percentage of
GDP): 0.3 per cent in 2010, 0.7 per cent in 201gericent in 2012, 1.2 per cent in 2013,
1.4 per cent in 2014, and 1.5 per cent from 201%ands.

These projections are to a certain extent optimistir we believe that the Government
could do better than its projections accordinggdMedium Term Expenditure Framework
for 2010-2012. Still, our projections are also ewwmative. For instance, Weeks and
McKinley (2006) propose a much bolder financingnpby which the Government is able
to direct an additional 17 per cent of GDP towala tfinancing of Millennium

Development Goals (MDG) expenditure (of which 8eé8gentage points are made up of
higher domestically financed expenditure). Moreower assume that only a third of the
extra revenue generated goes to the financingaéased social protection expenditure.
We make this assumption because it is understamdhbt if the Government is able to
generate extra resources some will also be usefinamce capital expenditure and
expenditures in health and education — the thrieeifgrsectors in the MTEF 2010-2012.

We show that given the cost of the full package @nedcurrent and projected medium-
term fiscal framework it would be extremely difflcdor the Government to be able to
finance an immediate full scaling up in social paotion expenditure. The programme
could be financed by donors during the first yehtd,given the scale of resources needed
this would imply an increase in donors’ current fpeidallocation to Zambia by more than
60 per cent, and this seems unlikely to happehearshort term.

We therefore propose to phase in the programme ayariod of five years. We assume
that the three benefits of the SP package arednted simultaneously in 2009, but that in
the first year only 20 per cent of those entitledeive the benefits. Then each year a
further 20 per cent of the entitled populationtstéw receive benefits so that eventually, by
2013, all those entitled to the benefits are caliefggure 1 shows the projected cost of the
gradual scaling up of social protection expenditi@® a percentage of GDP) for the two
variants of the SP package. The part in positigarés shows the cost of the three benefits
(from top to bottom: child benefit; targeted SCTd-age pension). The negative figures
show the proposed financing split between governr{tep) and donors (bottom). From
this figure we can already see that even in thémago, despite the gradual introduction of
benefits, the Government will not be able to cotlex whole cost of the scaling up,
although the external resources required are meahiced.
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Figure 1.  Costs and financing of the SP package if introduced gradually over five years (percentage of
GDP)
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Source: Author’s calculations.

The chart on the left presents the case in whielcthld benefit targets households with a
child below the age of 5. Here we see that unlless@overnment is able to raise further
additional revenue, donors’ contributions will beeded to finance the delivery of the
package of social protection. In the short termttial donor commitment would amount

to an average annual amount of 0.78 per cent of @DEhe first seven years (from 2009

to 2015). This on average would amount to half theources needed to finance the
immediate scaling up. In Euros, in this scenariaaie would be required to allocate 30
million Euros to cover the costs of the first seyears, an average of 4.2 million Euros
per year. This would represent, on average, 5.4ceet of the annual European Union

(EV) budget allocated to Zambia. However, donorpsupis projected to continue also

beyond the first seven years, although declininzeto in the long term.

The chart on the right presents the case in wiietchild benefit targets households with
the eldest child aged less than 7 years. In thég tlae average financing required from
donors during the first seven years amounts to fefcent of GDP per year, that is, less
than half the resources needed to finance the inateedcaling up for the same scenario.
In Euro terms the total commitment would amoun2&omillion Euros (3.7 million Euros
per year) which, on average, represents 4.7 pdrafghe annual EC budget allocated to
Zambia. If the Government proves to be successfuhising its share of financing, no
further donor commitment would be needed after 2015

The economic outlook for Zambia looks favorablecsithe country seems to be able to
attract a sizeable amount of foreign direct investi(FDI) that will enable it to develop
further and diversify its economy. The economy aivibia is indeed projected to keep
growing steadily at relatively high rates during thext years.

In this paper we argue that the introduction of $ifepackage is potentially affordable for
Zambia. However, the Government needs to comnailf ite a clear resource mobilization
strategy if it is to implement this policy. Hendgis in the hands of the Government to turn
the projected economic growth into improved stadslaf living for all its citizens.

2 The European Union (EU) has committed 475 milliuros to Zambia over the six-year period
2008-2013 (EC, 2007). In our calculations we asstivaeit commits a similar amount also for the
following years, that is, about 80 million Eurog pear.

Xiv
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1. Introduction

In 2005 the Government of Zambia reviewed its dopiatection programme and

developed a Social Protection Strategy (SPS) tlzt @wentually included in Zambia’'s
Fifth National Development Plan 2006-2011 (FNDPj)nc& then, as distinct from

previous National Development Plans, social pratadhas become an integral part of the
country-wide poverty reduction strategy.

Among other interventions, the Government iderdifs@cial cash transfers (SCTs) as key
non-contributory social protection programmes tewadite poverty. Yet despite its original
stated interest in and commitment to scaling ugas@ecotection, the Government has not
increased its budget allocation to social proteciiwogrammes and thus many of the
objectives set out in the SPS and FNDP remain urfroetSCTs only some pilot schemes
have been implemented, financed by external domgtls government administrative
support, and their coverage remains very low, bémied to only five districts out of a
total of seventy-three.

This paper builds on an ILO report (2008) assesZiagbia’s social protection system.
Among other findings, the report concluded that Hwxial protection programmes
currently in place fail to alleviate poverty becaukey are underfunded and do not target
those most in need. As a way forward to the prowisaf nationwide social protection
coverage the report suggested the introductionsafcaal protection package consisting of
three non-contributory elements: a universal old-pgnsion for all individuals over the
age of 60; a social cash transfer targeting th@elrOcent more destitute or incapacitated
households; and a child benefit targeting househwith children below a certain age. For
the latter, some different specifications of chikhefits were analysed.

The aim of this paper is twofold: first, to estimdhe short-term and long-term financial
costs of implementing this social protection paekagpcond, to provide an analysis of the
Government’s capability to finance the adoptiorilef package. In relation to the former,
the estimates suggest that the introduction of ghire package with full nationwide
coverage in 2009 would cost between 2.8 and 3.%@etr of GDP during the first year,
declining to 1-1.5 per cent of GDP in the long (@025). For an idea of the scale of
resource mobilization needed, consider that govemnsocial expenditure amounts to
about 6 per cent of GDP including health and edocatwith non-contributory social
assistance accounting for only 0.1 per cent of GDP.

In relation to the financing of social protectiom wtroduce the concept of fiscal space in
Chapter 2. This chapter includes a review of therdiure on social protection in low-
income countries, introducing the concept of fisspace, discussing its meaning and
outlining the strategies to create it that haveni@eposed in the literature.

The case study in Chapter 3 critically assessel efhthese strategies in the Zambian
context. It estimates the cost of the proposedatqmiotection package analyses the
financing options available and draws up a poliepppsal on how to finance the
implementation of the package. This chapter dematest that within the current projected
medium-term fiscal framework and without any imprment in revenue performance, the
Government of Zambia would not by itself be ableittroduce the package unless
substantial cuts in expenditure in other sectorseevie be made and the resources saved
diverted to social protection. Avoiding such cwt® provide clear medium-term resource
mobilization targets for the Government, showingt ifiit is able to adhere to this plan the
implementation of the social protection packagdabe affordable with a relatively small
commitment from external donors if phased in ovéme period of five years, while with
a higher financial commitment from donors the ptanld be phased in earlier.

The concept of fiscal space and its applicability to the development of social protection policy in Zambia 1



2.

2.1.

Literature review

Social protection (social securityefers to policies that aim to ensure affordaloieeas to
health care and to provide certain minimum incomeudty and other support in case of
old age, sickness, disability, death and mater&ibgcial protection also aims at preventing
poverty and alleviating existing poverty and exmwuas(ILO, 2008, p. 11). Together with
investments in education and infrastructure, sqmialection programmes are increasingly
recognized as having great potential for fostegrmvth and reducing poverty. As Roy et
al. (2009) put it, the policy debate in the past baen shaped by a false dichotomy that
considered infrastructure investment as growth-eaing and sustainable, whereas social
expenditure would only alleviate poverty withoubyiding the same economic returns,
thus being unsustainable. Lately this dichotomy lbesn overcome as new reseaiths
highlighted the beneficial influence that investihseim one area have on the achievement
of other development goals, thus suggesting theoitapce of a scaling up of multi-
sectoral public expenditure programmes. Notwithditag this renewed focus on social
protection, governments still need to be able narfce such programmes without putting
the sustainability of their budgets at risk. Insthbntext we may see the emergence of the
fiscal space debate as the quest for resourcesn&mck sustainable social public
expenditure.

The following section reviews the arguments putvend in the literature in support of
social protection investment in low-income courdtri&§ubsequent sections review the
current debate on fiscal space and discuss thedimg opportunities available to increase
social protection expenditure in these countries.

Social protection in low-income countries

Social protection is a concept in continuous evoiytso that its meaning and scope
depend on the socio-economic characteristics olstimgety to which we apply it. What
people meant by social protection at the dawn efitldustrial Revolution differs from the
set of policies recommended today in developed @ois. At the same time, the social
protection policies currently advocated for loweénwe countries, although they share the
same objectives as those pursued in developedrasjrhave to be framed consistently
according to the characteristics of the local labmarket and to the local level of socio-
economic development.

Following Bonilla Garcia and Gruat's (2003) defioit, in broad terms social protection
refers to those policies that target three maireatbjes: first, guaranteeing to all people
access to essential goods and services as a [wptegainst life contingencies; second,
adopting proactive measures to lower and proteainagrisks; and third, promoting the
individual and social potential to reduce povenyg doster sustained development.

In this paper we focus on a narrower definition soicial protection, restricting our
attention to two social protection instruments: 4oontributory and contributory
programmes.As non-contributory we identify those programmi@sanced either by the

% The ILO makes no distinction between the termsifigrotection” and “social security”.
* Especially research carried out in the contexthefMillennium Development Goals.
® Although social protection policies in low-inconmuntries also comprise investments in

education and health, in this paper we will notedily consider these two categories, chiefly
because they have both received wide attentiohdrpblicy debate, and because their contribution
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government or other private institutions, that sfan resources (cash or in-kind transfers)
to those deemed in need because of their vulnéyabil poverty status. Examples of non-
contributory programmes include child benefits, iabgensions, food transfers and
conditional cash transfers; the list is not exhaastContributory schemes, in contrast, are
those measures that are financed out of contribsitipaid by scheme members; they
promise a payment of benefits if some change icunistances takes place. Examples of
contributory schemes are contributory old-age messi unemployment benefits and
invalidity pensions; again, the list is not exharestSince the latter schemes are based on
contributions they necessitate the availability eofdeveloped and formal employment
sector (together with an administration capableadiecting the contributions) and for this
reason their coverage is usually limited to empésy@ the formal sector.

In sub-Saharan countries, which are characterizechigh informality of economic
activities and high levels of subsistence agricaltuinon-contributory programmes have a
crucial role in alleviating and preventing vulndelpeople from falling into poverty.
Nonetheless, special contributory programmes caidd play an important role even in
the absence of an extended formal sector, as newsfof contribution collection and
schemes (for instance microinsurance progranthees) be designed to cater to employees
of the informal sector.

2.1.1 Advantages and disadvantages of investment in
social protection

Social protection programmes are increasingly seeran important pillar for growth
together with other public investment projects r@structure, health, education).
Expenditure in social protection can have a pasiiimpact on growth; some authors
(Bonilla Garcia and Gruat, 2003) have even defimedial protection policies as
productive investments (that is, yielding economattirns).

The implementation of social protection policiesuidohelp low-income countries in the
achievement of the Millennium Development Goalghbdirectly and indirectly. Indeed,
social protection programmes have the potentiabtdribute productively to the economy,
complementing a wide set of investments in otheasir(health, education, economic
policies) and fostering the creation of human @p#ocial capital and economic growth.

Social protection is a viable instrument for allginng extreme poverty and reducing the
share of people living below the poverty threshéidd instance through targeting the most
vulnerable groups such as the elderly, childred, ggrsons with disabilities, and through
providing support for those who have temporarilfefainto hardship owing to job loss or
ill-health. By providing income security in momera$ hardship, social protection can
prevent the sale of a household’s productive asseth as livestock, and help to maintain
a basic level of nutrition. It can maintain or eviecrease access to health care and to
education that would otherwise have to be relirfipdisin times of hardship. In addition,
cash transfers to households can stimulate the tigr@iv local markets because they
increase local demand. At the same time, the diliyfaof minimum income security can
insure households from certain risks, protectingntifrom the shocks of everyday life
such as the death of a household member, losyexttick, crop failure, or commodity
price volatility. In turn, this can encourage hduslds and individuals to take more

to the accumulation of human capital is widely ggdeed. Moreover, because of their importance
education and health investments deserve sepaeatenent beyond the scope of this paper.

® Microinsurance programmes were originally devetbpg providers of microcredit as a kind of
insurance policy for the lender in case the borrofseed certain contingencies such as death or
crop failure.
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(calculated) risks in their economic activitiescreasing productivity. In low-income
countries social protection expenditure can alsosben as an investment in social
cohesion, redistributing resources, reducing inktigg and strengthening the social
contract between the State and its citizens. RFinallsub-Saharan countries, establishing a
well-designed system of social protection that les support in case of income loss can
also ease the adoption of much-needed structuiaime that will inevitably, in the short
term, bring financial loss to many people.

Having taken into consideration all the benefitst th social protection system can bring to
the economic and human development of a societyneresl to assess the costs of these
policies. Although contributory and non-contribygtachemes involve different types of
cost, differing as they do in their financing sture, the main forces in place are broadly
the same, so that both schemes can be analysetthéng8ocial protection entails two
kinds of cost. The first is the financial cost, negenting the financial resources needed to
pay the transfers, whether in cash or in kind. €hassts have both short- and long-term
implications, and several sources of financing rbayavailable (contributions, general
taxation, external grant, borrowing and so on). Beeond — related to the first and
especially to the source or mix of sources of faiag chosen — are the opportunity costs.
In general social protection expenditures will hawdée financed from internal resources
in order to be sustainable in the long run, thising taxes. Higher taxes in turn may be a
disincentive for taxpayers, in deciding to work@icomply with the tax system. They may
also have a negative effect on national savingaxpayers have a higher propensity to
save than beneficiaries do. Lower savings could thegply lower investments and a lower
rate of growth.

Opportunity costs also arise with respect to thelesof benefits. Transfers that are too
generous can act as a disincentive to work, withebe recipients weighing up the
likelihood of losing the transfers against the jubty of taking a job. Effective social
protection will therefore have to include incensivéor beneficiaries to leave the
programme when their conditions improve. In subggah countries non-contributory
social protection mostly targets extreme poverty aransfers are unlikely to be too
generous, so that we might think the above corgiiers do not apply. However, they still
need to be taken into account, since specific Gimgndecisions or scheme design can have
indirect effects on the economic activity of th&etient actors involved.

Social protection investments have a great potefitia alleviating poverty, reducing

vulnerability and protecting the welfare of the poblowever, the design of effective
social protection policies requires careful reflect The programme design will have to
weigh the positive effects on social and econongigcetbpment against the costs it will
address to society. Although in sub-Saharan Afkeaic social protection programmes
seem to be inexpensive in financial terms (DFID)&his alone cannot be a justification
for financing and implementing them. Social pratattinterventions need to be country-
and context-specific. A careful analysis should radd and identify the groups to be
targeted and the likely short-term and long-terrfectiveness of benefits. It should
consider the opportunities available for the firiagcof social protection programmes,
identifying the advantages and disadvantages ofditierent sources. Social protection
financing will have to be incorporated coherentlipithe national fiscal framework.

The following section considers these issues dyrefdcusing on the financing of non-
contributory social protection programmes and agiatythe concept of fiscal space in this
context.
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2.2. The concept of fiscal space

The notion of fiscal space has recently emergedhin discussions and debates of
international organizations (especially in the eahtof achieving the MDGs). In the
opinion of some authors (Perotti, 2007) fiscal spak simply a restatement of two
concepts: intertemporal government budget consteaid sustainability of public finance.
Perotti argues that it has already been establisiestdin order to increase government
expenditure in one sector there is the need t@xpénditure in other sectors, or increase
current or future taxes, or inflate away the gowent debt (for instance by printing
money). Also, he argues that favouring investmevite higher rates of social marginal
value, given the same cost, is an old concepththsitinformed public policy for a number
of years.

In his critique Perotti refers mainly to the contepfiscal space outlined by Heller (2005),
which is the definition that has received wide miten from policy-makers, international
organizations and practitioners during recent yededler (2005, p. 3)) defines fiscal space
as: “the availability of budgetary room that alloavgovernment to provide resources for a
desired purpose without any prejudice to the soghality of a government’s financial
position”. Both Perotti and Heller agree that tlation of fiscal space emerged from the
pressures on governments to relax the budgetaeg sd as to leave room for productive
investments that would generate future paybacksallg, such investments focused on
the accumulation of physical capital (infrastruetprojects), but as time went on new calls
were raised to apply the same rationale to invastimehuman capital (mainly education
and health) since, it was argued, these investnteats/ould pay for themselves over the
long term.

Recently other authors (Roy and Heuty, 2009, ppd’ 38) have redefined the concept of
fiscal space, arguing that the debate needs toabeetl in a different way: it should take
account of all possible interdependencies betwkerdifferent funding opportunities and
the development process of a country. They defsoalf space as “concrete policy actions
for enhancing domestic resource mobilization arel teforms necessary to secure the
enabling governance, institutional and economidrenment for these policy actions to be
effective”. In this definition they clearly emphasion the one hand the importance of
mobilizing domestic resources; though they are against official development aid
(ODA) they claim that it can only be effective ifdontributes to an increase in domestic
resource mobilization — otherwise countries wilveefree themselves from dependency
on foreign aid. On the other hand, their definitiorderlines the importance of the role of
the context in which reforms have to be implemenpanting out that the sustainability
and effectiveness of policy actions depend on tmalitions of the political economy in a
country.

Although there is no agreement among economists polity-makers on the exact
meaning of the term fiscal space, how the ternblegsn used in the development context is
nevertheless clear. Fiscal space has to do wittiinhacing of policies conducive to the
development of a country. The term may be seenibdth narrow sense, as a redefinition
of the fiscal rules to which sensible fiscal policgs always been subject, or in broader
terms as a full-blown set of policy actions for depment.

Notwithstanding the disagreement on the definibbthe term, the policies that have been
put forward in the literature to create or secused space for a desired project are very
similar.

In order to outline the socio-economic context of analysis, the next section provides a
brief description of the main characteristics ahdlienges of the African economy, while
in the following section we review the main finamgiopportunities for the creation of
fiscal space and discuss their implications forSabaran countries.
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2.3.

The African economy

7

Africa is the poorest continent in the world andthivi this continent sub-Saharan
countrie§ are among the poorest countries in the world. l@6¢ 47 countries, 30 are
classified by the World Bank as low-income (ou#é8flow-income countries in the world)
and 17 as middle-income (10 lower-middle-incomes Anpper-middle-income$).

The sub-Saharan region has a population of 80@omillL2 per cent of world population.
With an average per capita gross national incomdl)(6f US$952 in 2008 the region as a
whole would fall below the low-income country thinetd set by the World Bank,
contributing only 1.45 per cent of total world G{dir 2.3 per cent using PPP GNI). Sub-
Saharan Africa is also the region that has exhdhite highest population growth during
recent years, an average of 2.5 per cent comparadavbrld average of 1.2 per cent. Such
a high growth rate is reflected in its populatige &omposition, where children and young
people (aged 0-14 years) account for 43 per cewtafpopulation.

The region has experienced relatively high ratescoinomic growth during the last eight
years with gross domestic product (GDP) growth agieig 5 per cent per year. This puts
sub-Saharan Africa ahead of Latin America and thalbean, as well as of the Middle
East and North Africa, in terms of economic growttowever, given the high population
growth rate, in per capita terms the sub-Sahargiomefared much worse compared to
other developing regions, showing the slowest gnaate in GDP per capita in the world.

Sub-Saharan countries are usually regarded as bemygdifferent from other developing
countries, with widespread corruption, a high degoé social factionalism and frequent
civil wars as distinctive characteristics (Fiasc008). Moreover, it is believed that the
colonial legacy contributed to weaken and retarm fibrmation of social and political
institutions. Other distinctive characteristicsloése countries appear to be low investment
rates, low human capital levels and a relative daope in natural resources (ibid.). Sub-
Saharan economies are based chiefly on the extnacfinatural resources (for resource-
rich countries) and agriculture, and to a much logent on manufacturing, especially of
traditional goods and objects. Only recently haweemging sectors such as financial
services and communications become more important.

The ILO estimates that in 2006 about 65 per centhef workforce in sub-Saharan
countries was employed in agriculture as compaoedst per cent in 1996 (ILO, KILM,
2009). The industry sector employed about 10 pet oé the workforce (7 per cent in
1996) and the service sector employed the remabnger cent (18 per cent in 1996). But
although the service sector expanded the mostandbcade, more people continued to
work in agriculture than in any other region of therld: in other regions the share of
employment in agriculture was never larger tharp&0cent, with a world average of 36
per cent.

" The analysis in this section and in the followirgfers mainly to sub-Saharan Africa, thus
excluding the North Africa region. All data is frothe World Bank’'s World Development Report
2009 unless otherwise indicated.

8 Sub-Saharan countries are those countries pgrtiafully located below the Sahara desert. Of the
54 countries in the African continent only sevea aot part of sub-Saharan Africa; they are usually
referred to as North Africa and grouped with MidBiastern countries.

°® The World Bank classification “Gross national inm (GNI) per capita”, calculated using the
World Bank Atlas method, is used to determine tifing income classifications for 2008: low-

income, US$975 or less; lower-middle-income, US$$B855; upper-middle -income, US$3,856—
$11,905; high income, US$11,906 or over (World Bbstkof economies, July 2009).
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By international standards sub-Saharan Africa hadagively low inactivity rate with only
about 25 per cent of the workforce neither emploged unemployed, and this share has
remained quite constant during the last decade.edewy an extremely high number of
employed persons in the region are in the categiomorking poor. ILO estimates (KILM)
point out that 87 per cent of workers have an ireahless than US$2 a day, and this
share remained constant throughout the last dewdile other regions in the world —
notably South-East Asia — saw an improvement dweisame period.

In 2007 agriculture, despite being the sector thaploys almost two-thirds of the
workforce, contributed only 15 per cent, on averaffeéGDP for sub-Saharan Africa. The
sector that contributed the most was services, avishiare of 54 per cent, while the share
for the industry sector was 32 per cent. In thétligf the employment data, this GDP
composition confirms that agriculture in sub-Sahafdrica is mostly labour-intensive
with very low productivity rates, and in many casesply subsistence agriculture.

Resource-rich countries in Africa are usually enddwith oif® or mineral$' (gold,
diamond, copper). The economies of these courdrie$ieavily reliant on exports of these
natural resources, representing the major sharetheir exports. Yet despite the
contribution of this relatively capital-intensivecdor to income generation, these activities
generate little employment compared to agricultore manufacturing. Moreover, an
abundance of natural resources has often turnedintirse for poor countries, as conflicts
over resource rent and bad administration havedadderinvestment and inefficient use
of the resources. A wave of privatization over i two decades has brought in foreign
capital and foreign ownership and this has beeleatefd in higher productivity but has
caused other concerns as governments have lostocaver an important source of
revenue for their economies.

One predominant characteristic of sub-Saharan ec®sois their high degree of
informality. Although there is no established difom of the “informal economy”, it can
be defined from an enterprise-based approach a thctivities carried out in firms or
establishments which are not registered (unregidterms, working in the household or in
the streets), or from an employment-based appraadhe conditions of being employed
and theoretically protected by labour laws butriactice unable to claim these rights (ILO,
2008, p. 64).

Schneider (2002) calculates that in Africa the tinfal economy accounted for an average
of 42 per cent of a country’s GDP in 1999/2000.hivitthe sample there was considerable
variation: while in some countries (Nigeria, UnitRépublic of Tanzania, Zimbabwe) the
informal economy represented almost 60 per ce@IP, in others (Botswana, Cameroon,
South Africa) it accounted for only around 30 pentc Africa as a whole is one of regions
in the world where the informal economy was mostvptent, together with South
America (41 per cent) and the Eastern Europeasitiam economies (38 per cent), while
in more developed economies the informal sectoowtted for less than 20 per cent of
GDP.

It seems, too, that the degree of informality isréasing among sub-Saharan African
countries. As Xaba et al. (2002) report, in 1990/ @1 per cent of the labour force was
employed in the informal economy but in 1998 40480 cent of the urban labour force
was informal. This evidence is supported by thelifig that during the 1990s almost 90

10 Angola, Cameroon, Chad, Democratic Republic of g@o(DRC), Equatorial Guinea, Gabon,
Nigeria (IMF Regional Outlook, 2009).

1 Botswana, Cote d'lvoire, Guinea, Namibia, Sad To®ierra Leone, Zambia (IMF Regional
Outlook, 2009).
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per cent of the new jobs created were informal. dimdors identify one of the drivers of
this increase in the rise of women’s participationthe informal economy during that
decade. Another factor is the wave of privatizafioeconomic activity that took place in
many countries. While in many countries the goveannhused to be, and still is, the largest
formal-sector employer, once nationalized firms eveold to private investors the new
owners began to resort to informal employment ahid increased the degree of
informality in the economy.

One of the main consequences of this high degregmimality is that a very small share
of workers has access to social protection. Istsrated that only 5-10 per cent (Xaba et
al., 2002) of the labour force has statutory sopiatection coverage. This is because
many workers and employers cannot afford, or areilling to pay, social security
contributions, being pressed to satisfy more urgeetds. Other factors that might explain
this lack of coverage include lack of trust in thevernment or in social protection
administration, or a lack of knowledge about theiagrotection entitlements in place, so
that informal workers may prefer to resort to ottygres of coveragéor may even decide
not to be covered at all.

In this context it is therefore of great importartoeconsider the introduction of forms of
universal non-contributory social protection thatrtbt discriminate between worker types
(formal vs non-formal). However, non-contributoryogrammes have to be financed
directly from government budgets. The next sectimestigates a set of possible options
for the creation of fiscal space to finance theodtiction of non-contributory social
protection policies in low-income countries.

2.4. The creation of fiscal space: Policy options

In theory, there are several opportunities to erefiscal space to finance public
expenditure, but in practice, not all these profsoase feasible or desirable for a given
country. In order to proceed from a theoreticallygsia to a practical proposal we have to
consider both the desired public programme andeenue opportunities available within
the political and socio-economic context and futgrewth perspective of the specific
country. Also, it is easy to understand that thailakility of fiscal space depends on the
type of programme that the government wishes tdampnt; programmes differ in their

long-term effects on the growth and developmena afountry. Further, securing fiscal
space involves considerations of the short, medamd long term, as the public
programmes for which resources are sought areylikcebe long-term projects that will

necessitate fiscal space over several years, hptrothe year of implementation.

In 2006 the Development Committee of the World Banl the IMF identified four broad
categories of fiscal instruments through which goreents can create fiscal space:

m  official development assistance (ODA)
m  domestic revenue mobilization
m  deficit financing

m  reprioritization and efficiency of expenditures.

12 Groups or categories of informal workers may gead hoc schemes to cover particular risks and
offer mutual support, but these schemes appeae tsubcessful only if there is a trusted category
association capable of administering the contringiand payouts.
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2.4.1. Official development assistance (ODA)

External grants to finance public expenditure ameappealing source of finance for
developing countries, and in the context of the MDiBey are increasingly available
(Heller, 2005). In the recent wave of debt reldth the Heavily Indebted Poor Countries
(HIPC) Initiative and the Multilateral Debt Religditiative (MDRI) were able to provide
some sources of fiscal space to countries eligdsldebt relief.

However, external grants cannot be relied on amng-lerm sustainable source of fiscal
space. First of all, grants are not always preblietand stable, while expenditure targets
have to be met every year. Thus only a clear comerit to provide a constant stream of
payments is able to generate fiscal space, atiledis¢ medium term if not in the long run
(Heller, 2005). Second, as Diaw et al (2009) paint, ODA carries a cost for the
beneficiary country: it absorbs management ressur@nd it often comes with
conditionalities attached either about the prograsimo be financed or about the reforms
to be carried out. Third, an excessive reliancaidrcan lead to what the literature defines
as “aid dependency” with all the institutional cegeences that this brings. Fourth,
increasing ODA flows can cause an appreciatiohéndomestic currency, giving rise to
what has been called “Dutch disease” thus worsethiagcompetitiveness of the country.
This is not a peculiarity of ODA but of any kind efternal financial resource coming into
the country. Although it is not a given that inged inflows of external resources will
necessarily cause the currency to appreciate isslthmately depends on the expenditure
financed by such resources (domestic vs foreigremditure), it is likely that social
protection programmes will mostly increase demaad lbcal (domestic) goods, thus
potenlt;ally causing appreciation. However, thi®alepends on the amount of resources at
stake:

ODA is thus an attractive source of financing bisioabrings with it some costs to be
considered. Still, for low-income countries witmited scope for access to other resources
in the short term, ODA can represent an importanirce of financing for public
expenditure. In any case, careful planning is megluifor the financing needed in the
medium term when domestic resources will have bstiute external grants.

2.4.2. Domestic revenue mobilization

Mobilizing domestic resources can be very attracfin low-income countries because it
does not entail the negative side effects of ealemmsources such as appreciation of the
domestic currency or Dutch disease, the possibiftyonstraints on borrowing, or the
imposition of external conditionalities on spendiBgit raising domestic resources entails
social, political and economic costs, and the psaan be very demanding in terms of
both administrative capacity and technical capédsli in addition, extensive reforms
usually require several years for implementation.

Despite this, there is wide consensus that everpémr countries the mobilization of
domestic resources will have to be one of the nmygortant sources of public expenditure
financing for the achievement of sustained devekmn{Heller, 2005; Roy and Heuty,
2009; Brautigam et al, 2008; Gupta and Tareq, 200Bjs is reflected in the fact that
donor countries are increasingly conditioning theiternal grants on the achievement of
revenue mobilization targets in the receiving caest

13 However, if external grants are used to finaneephrchase of imported goods the effect on the
appreciation of the currency may be insignificant.
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There are several reasons why revenue mobiliza@snproved ineffective in sub-Saharan
Africa during the past decades. One of the majataubes to revenue collection is the
small size of the formal sector and the importathe¢ the informal sector and subsistence
agriculture still play in these economies. Thesdues are in turn reflected in a very thin
potential tax base combined with a system, as HElI®97) points out, of high marginal
tax rates and numerous exemptions (usually negdtiaith the central government).

However, the failure of African States to raise @stic revenue is a far more complex
issue, as the tax systems prevailing today areptioeluct of a peculiar process of
development, and the revenue performance of a poustinevitably related to the
governance of the State and the relationship anttaxt in place between the State and its
citizens.

The role of taxation

Brautigam et al (2008, p.1) define taxation as ‘tlegv frontier for those concerned with

state building in developing countries”, affirminigat taxes are central to the life and
development of a State and that their role goesbfyrond the simple financing of

government goals. That a State should collect vis cevenue is essential to provide
security, to guarantee basic needs and sustaiopavent, but the authors go beyond this,
claiming that taxation is also central in buildittge power of the State and shaping its
contract with society. However, they allow thatatan in general (for instance, increasing
tax pressure) is not a priori meritorious and Sgaleancing in its own right: taxation can
also generate unrest and social conflict.

They also argue that in practical terms the retatiip between raising revenue and
governance has been overly neglected by the aidnocmnity, with most efforts having
been concentrated on reducing expenditure andngaistvenue. One example is the
attention received in past years by the “Washing@omsensus” doctrine that shaped the
debate on reforming taxation systems, arguing fopmbination of low tax rates and a
broad tax base administered by an independent wevanthority (Heller, 1997, 2005;
Gupta and Tareq, 2008). The improvements brougtthege reforms to the tax systems
and tax administrations of low-income countrieswititstanding, two other authors
(Moore and Fjeldstad, in Brautigam et al, 2008)ncl#éhat these tax reforms failed to
contribute to State-building, where State-buildimglefined as: “increasing the capacity of
government to interact with societal interestspltain support and resources from those
interests, and to pursue consistent lines of att{pn 242). They call for a different
approach to tax reform, affirming that governmenézd to strike a balance between
coercive taxation and engaging taxpayer. This, theggest, can be done by including as
many citizens as possible and by providing a traresgt, predictable and consensual
taxation system.

Taxation and the African State

It is thus apparent that a prerequisite to a dsonsabout reforming the tax system is an
understanding of the evolution of taxation in thd-Saharan African States. Although a
comprehensive analysis is beyond the scope of ghjget* we think it important to
highlight some peculiarities and characteristics.

1 For a review of taxation and African States seer \Bpest (2008) as well as Fjeldstad and
Therkildsen, in Brautigam et al (2008).
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Von Soest (2008) analyses taxation in Africa takirig consideration three characteristics
of the taxation system: enforcement, the provisibpublic goods, and tax administration.
Enforcement (and especially, in the past, coercang the provision of public goods are
defined as the two different “forces” that provisheentives to citizens to pay taxes. In
addition, citizens have to deal with the tax adstnaition in order to pay their taxes and in
this context the characteristics of that adminii&ira subject to threats both internal (such
as tax officials not carrying out their duties) aexternal (such as political influence)
shapes this latter relationship and together with two “forces” determines the tax
collection activity in a country.

Following Von Soest (2008) and Fjeldstad and Theskin (in Brautigam et al, 2008),
African States passed from a pre-colonial statetesslition to a colonial period that saw
the creation of new institutions bringing dominatiand rule. Colonial powers transferred
administrative capacity, but this was mostly liditeo the capital cities of the overseas
territories. For the indigenous population thetfesperiences of taxation were in the form
of poll taxes or head taxes, usually collected tgal intermediaries on behalf of the
colonial power. Tax collection was also used aseanrto enforce salaried labour, that is,
through coercion indigenous communities were forced the market economy. Direct
taxation was mostly absent as it would have imphiggh administrative efforts and social
resistance. Poll taxes and income taxes differdgtantially, so that while the former
involved a high number of taxpayers the latter weael by only a few. For instance, in
Uganda in 1961 only 10,000 people paid income téewl.4 million paid poll tax
(Fjeldstad and Therkildsen, in Brautigam et al, 00 he other main source of financing
consisted of trade taxes and the exploitation airahresources.

Beginning in the 1960s, once most African countriesched independence the newly
formed States continued to enforce the coloniaiesyf tax collection. It is only recently,
owing to increased political competition, that tsecond force (the provision of public
goods) has begun to play a major role, as tax pbls become part of the political debate
and political programmes, and politicians havetsthto bargain over taxation with their
electorate. However, as Guyer (1992, cited in Bgam et al, 2008, p. 134) points out,
there is the risk that such bargaining will giveerito the peculiar outcome of political
representation but with a preference for no taratiNevertheless, it seems there is
evidence supporting the provision of public gocelspecially at the local level. Hoffman
and Gibson (2005, cited in Brautigam et al, 200&89) report evidence from the United
Republic of Tanzania to the effect that local goweents that derive most of their budget
from local taxes are more likely to budget highesaurces for public services than local
governments that derive most of their funding fribia central government or donors; the
latter budget fewer resources for local servicdmisTthere seems to be a role for taxation
in increasing accountability of the political systeand enforcing a social contract, at least
at the local level.

The next section presents some methods that aioketuify the potential for increasing
domestic revenue mobilization.

Identifying the unexploited potential for revenue
mobilization

Gupta and Tareq (2008) suggest that in low-incomenties there is potential for a tax
increase of between 1 and 4 percentage pointsfascantage of GDP) during the next 10
years. Heller (2005) suggests that, as a minimimn,priority has to be for low-income
countries to increase the revenue share of GDR keaat 15 per cent. But any sensible
assessment of the possibility of increasing domestvenue will have to be highly
country-specific. Moreover, as can be seen in thAbkib-Saharan countries have a tax-to-
GDP ratio of around 20 per cent on average andliis has been quite stable during the

The concept of fiscal space and its applicability to the development of social protection policy in Zambia 11



Table 1.

past thirty years. But although the overall ratiashremained quite constant, the
composition of tax revenue has changed signifiganilhe share of revenues from
international trade decreased by an average ofetdeptage points, reflecting the fall in
tariffs that has followed the recent waves of glta@ion. To compensate for this fall in
international trade revenues, both direct and eufitax revenues have had to increase;
however, while the latter have increased by 15@wege points the former have increased
by only 5 percentage points.

Overall taxation and contributions by category in sub-Saharan Africa: Changes over time

Category 1980-1984 1985-1989 1990-1994 1995-1999 2000-2003
Overall taxation’ 20.8 (43) 20.6 (44) 19.8 (45) 19.7 (45) 20.1 (46)

International trade? 33.6(41) 334 (43) 30.3 (43) 26.8 (42) 22.8 (45)
Indirect tax2 21.8 (40) 23.3 (42) 38.8 (43) 35.9 (45) 36.7 (45)
Direct tax? 19.8 (40) 20.7 (42) 24.1 (45) 22.3 (46) 24.9 (46)
Percentage of GDP

2 Percentage of overall taxation; number of countries in parenthesis, percentages do not add up to 100.

Source: Brun et al, 2006.

On average, the tax-to-GDP ratio for sub-Saharamtcies remains below the average
found in more developed economies (for OECD coastrior example, the average in
2000 was 36.1 per ceént suggesting that there is scope for increasingréaenues as
countries move along their development path. Indéede plot government revenues as a
percentage of GDP against the per capita natiorwaie (as in figure 2) we can see that
there is a linear relationship between these twtdies) although a significant variation
around the linear regression can be observed. &iiiience suggests that revenue levels
could be increased in low-income countries as tloesmtries move from low-income to
higher-income levels; still, the optimal level @venue-to-GDP will be highly country-
specific.

There are indeed several factors that affect tienpial and optimal levels of taxation for a
country. As Brun et al. (2006) point out, the antoohrevenue a government is able to
collect depends on both structural factors andriffof tax collection. They suggest a
methodology through which is possible to separagetivo, and argue that by looking at
the level of tax effort and its variation over tinta@s possible to identify over- or under-

taxation in a specific country. In their analysibe structural factors identify the tax
potential, which is the rate of taxation one woulmfmally expect in that country. The
difference between the observed tax rate and thedgential is the tax effort. A positive

tax effort signifies an over-exploitation of ther@nt resources available in the country,
while a negative tax effort signifies an under-exgaltion of the country’s potential.

Tax effort is highly dependent on tax policy, whidm be changed in the short term, while
tax potential depends on structural factors thatardy be changed in the long run. Thus,
measuring tax effort potentially identifies thecfis space that can be created in the short
term given the resources available in the courfagr. sub-Saharan Africa Brun et al
estimate a positive tax effort for the 1990s antegative tax effort (-1 per cent) for the
years between 2000 and 2003, suggesting a reggmta®f under-taxation.

15 See http://www.oecd.org/dataoecd/48/27/41498733.pd
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Figure 2.

Revenue as a percentage of GDP: An international comparison
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Strategies to increase revenue mobilization

Domestic revenues can come from both taxation #mer @ources (privatization revenues,
fines, fees, rents, and so on). In turn, taxatian be divided into three main categories:
direct taxes (generally income tax and corporatg tadirect taxes (of which value added
tax (VAT) is the most important, but also excised aale taxes), and trade taxes (tariffs on
imported and exported goods). In the internatiomidl community there seems to be
consensus on the type of instruments availabledioilire internal resources (Heller, 1997,
2005; Gupta and Tareq, 2008; Brun et al, 260@)deed, although the specific mix of
instruments will depend on the current tax perfarogaof each single State most of the
strategies proposed apply to a vast majority ohtaes.

Starting with trade taxes, we have already sede(th) that low-income countries have
experienced a drastic reduction in this sourcenabime during the last thirty years
following the recent waves of trade liberalizatiéor the coming years further reductions
in this source of revenue can be foreseen. LowArgoountries need to strengthen their
capability to tax international trade. This willgtably entail a reorganization of customs
administration and a rationalization of customscpdure so as to have a cost-effective and
efficient system in place. Also, since the tardfe is due to decrease further there is a need
to extend the tax base as far as possible so &kle smuggling and loopholes in the
system. And the tariff level is not the only dimemsthrough which a country can become
attractive for international trade. There are salvethers, for instance speeding up customs
procedures and increasing transparency while lgattie tariff structure untouched: this
would attract business and potentially raise tatatnues.

Following the fall in trade taxes, it was indireetxes that mostly filled the gap in

government revenues. Among the indirect taxes VA3 been successfully introduced in
many low-income countries during recent years. @hsrgeneral consensus that further
improvements could be made by broadening the VASebas much as possible and

1 The strategies to increase revenue mobilizati@pgsed within this section are drawn mainly
from these authors unless specifically stated.
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reducing the exemptions available. In additionsitaplify the system so as to have only
one single rate would help in streamlining theadrinistration.

Excises can also contribute to the mobilizatiorinérnal resources but they should be
limited to those goods for which there are consimnptoncerns, either because excessive
consumption is harmful to users (e.g. tobacco, haloor there is the need to limit
excessive consumption from a societal point of iew. petrol).

The strategies suggested for income tax and cdgpdex move in the direction of:
simplifying the overall system, as a simpler takqyoentails less administrative resources
both for the revenue authority and the taxpayasatdening the tax base as far as possible;
and minimizing the number of exemptions grantedisTtter point is of particular
importance as it contributes to the first two — gwplification of the system and the
broadening of the tax base — and it would also aedthe custom of lobbying for
exemptions, thus also reducing the waste of adtrétiige resources.

Moore and Fjeldstad (2008, in Brautigam et al) gsgjgevising urban property taxation —
indeed they claim that property income and propestglth are both under-taxed in most
African countries. By strengthening property tazatand decentralizing its administration
the central government could provide local autiesitwith a reliable instrument of

financing. As an obstacle to property taxation tlntify the high start-up cost of setting
up a database of properties, although with todély’sechnology the investment should
become profitable.

Another strategy that could be considered is tomatize the use of tax incentives and tax
holidays to attract investment. Gupta and Tare®@&2@ffirm that despite the efforts of
many sub-Saharan countries to attract foreign prisers by offering advantageous deals,
there has been only a limited increase in foreigactl investment once the mining and
other natural resource sectors are excluded. Indieeg suggest that poor countries should
improve the business climate and provide other skioflincentive, rather than taxation
being the only instrument, as this produces a pseveffect on the wider economy. For
instance, granting tax holidays to foreign firms tor some sectors can also increase
pressure to grant exemptions and tax holidays teedtic firms or to other sectors.

Another measure that has received wide attentitimei€reation of an autonomous revenue
authority (ARA) to which the government delegates tollection of revenues. ARAS are
not part of the public administration; they are eparate entity from the Ministry of
Finance. The rationale for creating ARAs is to remeoevenue collection from political
influence and to free revenue authorities fromrérictions of the civil service system.
ARAs also usually enjoy much freedom in the hirin§ staff and in wage-setting
(competitive with the advanced private sector)stoaattract talented people.

The greatest challenge that most low-income coemtniill face during the years to come
is the taxation of the informal sector. As outlinedove, the great importance of the
informal sector in low-income countries is one loé tauses of poor performance in the
collection of revenues. Despite this, little attentseems to be devoted to this issue,
especially in the guidelines expressed by the Wiashin Consensus,apart from the
intention to include small businesses in the VASteyn.

Several explanations are put forward as to whyttaxaf the informal sector has received
so little attention. Joshi and Ayee (2008, in Bigauh et al) suggest that tax practitioners
have usually been sceptical about investing heanilg sector in which there is such a
small potential short-term return. Another majostalsle has been the fact that there is

" Heller (1997) outlines some practical examplesméll business taxation.
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little knowledge available about the sector. Ande tinformal sector is highly
heterogeneous, including all kinds of situationsnfrvery small businesses with an
extremely low turnover to relatively medium-sizedsimesses whose turnovers would
justify tax compliance but that simply evade taxes.

In the literature two main suggestions are fountteoning taxation of the informal sector:
associational taxation and forfeit tax. The firstogosal, associational taxation, is
advocated by Joshi and Ayee (2008) who argue iaouiaef a taxation system that is the
outcome of negotiations between the governmentt@musiness associations (bargaining
on behalf of their members). They identify two citioths for the successful
implementation of associational taxation. On the dland the government needs to be
under great pressure to raise additional revenDesthe other hand there has to be a
counterpart (recognized by its members) represgntim informal-sector business
category. They cite, as evidence of successfulédmphtation, the agreement by which
income tax was introduced to the informal transpedtor in Ghana in 1987.

The second proposal is advocated by Heller (199%h suggests the introduction of a
“forfeit” system for small businesses. In such ateyn businesses would pay taxes in
relation to some observable entity, for instaneertént they pay, their turnover, or the size
of the business premise. He also suggests thedimtion of a withholding tax on
payments made to professionals or contractors avithholding tax levied on imports for
small business.

It seems clear that a better knowledge of the m&brsector would provide valuable
insights into the feasible possibilities of intrethg taxes in this sector. Collins et al
(2009), for instance, describe in their recent btiwr extensive study conducted into the
financial lives of poor people. They provide insneg findings, especially about the
intense financial activities carried on by the pamd the lack of appropriate financial
instruments to manage their needs. From their aisahas emerged the finding that there
could be scope for the State to engage thesergtizensensually in the taxation system by
providing appropriate financial tools, for instansecial insurance schemes based on
flexible accounts.

Finally, another measure to increase the mobitmatf domestic revenue could be the
provision of financial incentives that are dependen revenue mobilization efforts.
Fjeldstad and Therkildsen (in Brautigam et al, 20@®ort the case of the United Republic
of Tanzania where donors, as an incentive to reveranllection by local authorities,
introduced a matching scheme in which additionaladls’ funds were made available only
following local revenue mobilization. Although this an indirect way to address the
problem it could prove successful.

2.4.3. Deficit financing

Borrowing both externally and internally is anotlney of creating fiscal space. However,
loans need to be repaid, so that sooner or latente mobilization will have to take place
to pay back the funds borrowed. Another restraactify many countries is that they have
already accumulated vast amounts of debt, so tiakasing borrowing levels might

become unsustainable. As Heller (2005) points lmot,owing for a specific project is one

thing, but if borrowing takes place to finance asgmment fiscal deficit then in order to

assess the sustainability of the loan the oveetit ghosition of the country needs to be
considered, together with the implications for aurstbility.

External borrowing can also expose the domesticengy to an appreciation leading to a
loss in competitiveness, as with the receipt okl grants discussed earlier. On the
other hand, resorting to the domestic market fordéucould push up interest rates,
especially in those countries with a low level cdmatization. Such upward pressure on
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interest rates could crowd out resources for theaf sector, with potentially negative
effects on the prospective for growth in the countr

Generally, most sub-Saharan countries have a hisfobeing highly indebted; it is only
recently that after the wave of debt forgivenesthamearly 2000s most of these countries
have improved their debt position. Potentially treuld now increase their borrowing
both domestically and externally. However, manyrgeaf poor debt management and
excessive debt accumulation have left scars, arsb8oborrowers and lenders will have
to learn from the errors of the past and carefplgn and assess any new borrowing
prospects.

2.4.4. Reprioritization and efficiency of expenditures

In the quest for fiscal space, reprioritizing andreasing the efficiency of expenditure has
to be high on the agenda. This will call for anesmgive and comprehensive analysis of all
items of expenditure so as to identify areas when@rovements can be made.

Unproductive programmes should be cut, and whessible savings made by joining

divisions or tasks. A sensible area in most lowsine countries is the wage bill of the

civil service, a significant part of government gats. Valuations on the distribution of the
wage bill across government departments and tdgkdd be made so as to privilege the
most productive sectors.

In order to increase expenditure efficiencies Guptad Tareq (2008) suggest the
introduction of expenditure-tracking. They reponidence that the introduction of

expenditure-tracking surveys showed that only 16 qant of the non-wage budgetary
resources allocated to education actually reachedsthools in Uganda. Other studies
identify leakages of about 60 per cent of the budgeducation spending in Zambia and
the United Republic of Tanzania. Thus they argumwuour of the introduction of systems
to track spending across all government sectoescthation of internal control systems
and the development of effective audit procedures.

This chapter has discussed the importance of imeaggtin social protection programmes
and in particular, in the context of sub-Saharamnttes, the importance of non-
contributory social protection programmes. The ephof fiscal space was then presented,
and the main strategies put forward in the liteatio create fiscal space outlined. In the
next chapter we conduct the case study analysizdiabia.
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3.

Case study: Zambia

The adoption in 2005 by the Zambian Government $beial Protection Strategy (SPS) to
be implemented in the Fifth National DevelopmeranP2006—2010 (FNDP) gave strong
indications of a move towards a national systersoafal protection.

The SPS has two central aims: to ensure that people are able to meet their basic
needs; and to reduce the exposure of householdski® and shocks. As distinct from
previous poverty reduction plans drafted by the @oment (such as the First Poverty
Reduction Strategy Paper), social protection has lmecome an integral part of a country-
wide poverty reduction strategy. As Holmes ande8l&2008) report, the vision of the SPS
is not limited to the provision of assistance bigws social protection as a means to
actively engage poor and vulnerable citizens iret@nomy and to encourage growth.

The SPS identifies three categories among the wuds¢rable groups in Zambia:

m  Low-capacity households. This category compridessd households with very
marginal livelihoods. Highly exposed to risks (imrficular environmental risks),
these households have little capacity to deal watential shocks. They are usually
active in low-input and low-output agriculture, leafew active adults, and lack the
skills or capacity to engage in alternative ecomomnitivities. This category also
includes widows, people with disabilities and thdedy. These households could
graduate from their current situation in the slwortnedium term if provided with the
assistance to deal with risks.

m Incapacitated households. This category compris@sseholds with almost no
economically active adults or with such high demsmy ratios as to make it
impossible to maintain the household. It includesideholds with many elderly
people or/and children and households in which tacheémbers are affected by
HIV/AIDS. The situation of these households will bmproved only when the
children become economically active.

m  Child-headed households and street children.

Following these definitions a set of social assista(non-contributory) programmes was
identified targeting each relevant group (see IRAD8, section 4.2, p. 98).

Recently some preliminary reviews (ILO, 2008; Hotmad Slater, 2008; Mboozi, 2008)
have begun to assess how the current programme$aidng against their proposed
objectives. The main conclusions are that currecia$ protection programmes fail to
alleviate poverty because they are underfundeddandot target those most in need. As
Holmes and Slater (2008) point out, given the curkridget the coverage is too limited
and inconsistent, so that it seems highly unlikbBt households can graduate from their
present conditions. Mboozi (2008) states that tlogepts under way so far are proving to
be effective, but that their funding is insufficieand inconsistent, pointing out that in
budget considerations priority is given to infrasture projects and to projects that are
seen as growth-enhancing rather than social proteckhese concerns reveal that there is
a need to increase awareness of the benefits @l sagsistance programmes and that
current projects need to be better coordinatedstredgthened.
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The ILO (2008) assessment of current non-contrifyuteocial protection (or social
assistance) programmes finds that existing programmes acctornonly 1.5 per cent of
all social protection expenditure. This figure eg@nts only 0.2 per cent of GDP, and
given current policy there are no prospects of rameiase in expenditure in the coming
years.

Most of the Zambian population is classified asrpmad these social assistance projects
should target poverty, helping the poor to riserfritieir condition. It is thus apparent that

the current budget allocation is insufficient ahdtta scaling up of funding is necessary to
ensure nationwide coverage and effective intereenti

3.1. Social cash transfers in Zambia

The Social Protection Strategy and the Fifth Natidbevelopment Plan identified social
cash transfers (SCTs) as key non-contributory prognes to alleviate poverty in Zambia.
However, the Government has not yet autonomougbyemented any SCT schemes. It is
currently running four main non-contributory progmaes: the Public Welfare Assistance
Scheme (PWAS), the Food Security Pack, the Scheetlirg Programme (funded by the
World Food Programme) and the Project Urban SelpHerogramme. Under these
schemes the Government provides a range of benefithe form of food, health
assistance, education, agricultural inputs andt¢bon jobs.

It is only recently that, under the PWAS and spoedoby international donors, the
Government has become involved in small-scale S@I6t schemes. These are
administered by the Zambia Ministry of Communityv@mpment and Social Services and
are financed by the UK Department for Internatiopalvelopment (DFID). In 2009 five
pilot schemes running in the districts of Kalomope, Kazungula, Chipata and Katete
(see table 2).

Table 2. Social cash transfer pilot schemes in Zambia
Districts Inception Beneficiaries Type of targeting Type of benefit Monthly benefit
(ZMK)
Kalomo Nov. 2004 3 300 households Unconditional 50 000 (with children)
40 000 (no children)
Chipata Jul. 2006 1400 households Unconditional 40 000 plus
10 000 per primary
. . school child
10% more destitute or 20 000 x secondary
incapacitated households school child
Monze Jan. 2007 2 548 households Soft conditionalities 50 000 (with children)
40 000 (no children)
Kazungula Aug. 2005 627 households Unconditional 70 000 (with children)
50 000 (no children)
Katete Aug.2007 4706 individuals Social pension 60+ Unconditional 60 000
As shown in table 2, four of the five schemes tatge 10 per cent more destitute or
incapacitated households while only the Katetet githheme targets the elderly, providing
an unconditional pension to all individuals ovee tige of 60. All the benefits (excluding
18 This excludes health and education programmes.
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the Katete pilot) include some form of child bethefiouseholds with children receiving
more.

These pilot schemes have undergone several ewaluamalyses assessing both the
implementation and administration of the schemssyell as the impact they have had on
the beneficiary households or individuals. The Itesand implications of these will be of
essential importance once the schemes are scalednagpional level. A description of the
lessons learned from these evaluations is beyanddbpe of this paper, but so far as their
impact on beneficiaries is concerned it is cleat the pilot schemes have had a significant
effect (for a review see ILO, 2008, p. 103; Tembd &reeland, 2008; and Devereux and
Wood, 2008). Cash transfer recipients improvedrtbensumption levels (both food and
non-food), and invested in micro-enterprises ordhbuproductive assets (i.e. livestock).
The scheme with soft conditionalities saw an improent in school attendance, while
health indicators also improved in most of the sobe

3.2. The SP package

As a way forward to the provision of nationwide isbgrotection coverage, the ILO
(2008) report suggests the introduction of a sqmiatection package that consists of three
main elements:

m  Social cash transfers (SCT) targeting vulnerablesbholds and covering 10 per cent
of all households. The benefit per household asduimequivalent to the average
amount of benefit paid within the current cash gfan pilot schemes, adjusted
annually for inflation. The 2009 figure for the lafit is estimated at ZMK47,500 per
household per month.

m  Universal old-age pension for all persons ageda6@ over. The monthly benefit
amounts to ZMK60,000 in 2009 and is to be adjuatatually for inflation.

m A child benefit, paid at the household level, vilthee possible variants:
o0  Option 1: For the first child under the age oENK60,000 per month;
0 Option 2: For the first child under the age of Z81K60,000 per month;

o Option 3: Paid to every household with a chiltbhethe age of 5, ZMK60,000
per month.

All three child benefit options assume that thedbiéms adjusted annually for inflation. For
the first two options there will be a transitionripd in which the benefit is paid to all
households with at least one child below the reievage threshold; subsequently the
benefit will be paid only for the first chifd.

Table 3 presents cost estimates for the abovebBwefits. These estimates assume that the
policies cover 100 per cent of the entitled popoalafrom the first year of implementation
(in this case 2009). This scenario is unlikelygsiit will take time to scale up the policies
to the national level, so that these estimatesesgmt an upper bound of the costs entailed
by the adoption of the policy.

' The transition period has been envisaged to afiowiscrimination against those households with
younger children below the age threshold but amerotthild above the threshold. This is to assure
that all households with children receive the biergfeast for one child.
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The old-age pension would cost ZMK418 billion (ZMES billion including
administrative and delivery cost8)The targeted social cash transfer would cost ZMK14
billion in 2009 (ZMK182 billion taking into accouradministrative and delivery costs).
The costs of the three child benefits range fromK8WY7 billion for Option 3 to
ZMK1,433 billion for Option 2. Overall, child berief appear to be the most expensive
policies to implement and this reflects the curr@opulation composition in which
children aged 0-14 account for almost half (45qeett) of total population. Overall these
estimates suggest that were the Government tawublbll three policies this would cost
between ZMK1,721 billion and ZMK2,496 billion in @9. As a percentage of GDP the
cumulative cost in the first year would be betw2e8¥ per cent and 4.14 per cent.

Table 3. The SP package: Estimated costs of benefits for 2009

Pension 60+ SCT 10% of HH Child <5 Child eldest<7 Child eldest<15
Number of beneficiaries 581,032 245,131 1,134,937 1,714,543 1,990,014
Monthly benefit amount (ZMK) 60,000 47500 60,000 60,000 60,000
Admin. cost (% of total benefits) 259 30% 259, 259, 259
Cost excl. admin. (ZMK billion) 418 140 817 1234 1433
Cost incl. admin. (ZMK billion) 523 182 1021 1543 1791
Cost excl. admin. as % of GDP 0.69% 0.23% 1.36% 2.05% 2.38%
Cost incl. admin. as % of GDP 0.87% 0.30% 1.70% 2.56% 2.97%
Source: Author’s calculations.
Although more expensive at its introduction, thestcof the overall package (as a
percentage of GDP) is projected to decline oveetifigure 8 shows a projectidhof the
cost estimates for the period between 2009 and.262%e long run the cost is projected
to decline to 1.59 per cent of GDP if the child é&knof Option 3 is chosen (left chart) or
to 1.09 per cent of GDP if the child benefit of ©@pt1 is chosen (right chart). Benefits are
indexed by inflation as measured by the Consumiee Ridex?®
20 Administrative and delivery costs are inferredhfrprevious pilots, and from the present author’s
calculations. In general, administrative costs assumed to be higher during the first year of
implementation due to capital investment and figest. Moreover, means-tested benefits (SCT) are
assumed to be more expensive to administer andtononi
% To keep the analysis simple the child benefit pfi@h 2 is not analysed in detail in conjunction
with the other benefits; however, the shape ofdist is similar to Option 1, only scaled up for the
higher share of entitled beneficiaries.
% The projections take the population projectiongyi@en. We do not model the effects that the
introduction of the policy might have in improvifiging conditions.
% Average inflation over the period is assumed tati8eper cent, average growth of real GDP 4.8
per cent and average growth of nominal GDP 10 pat.These assumptions are taken from IMF
and Ministry of Finance and National Planning pctifns.
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Figure 3.

Estimated costs of the SP package as a percentage of GDP, 2009-2025
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However, it is unlikely that the Government will béle, or willing, to cover the total
entitled beneficiary population in the first yedr introduction. Given the scale of the
package it is more likely that the Government wiltroduce the proposed policies
gradually, beginning with a few districts and ewstity covering the entire nation. Figure
4 presents cost estimates assuming that the flilyppackage is gradually implemented
over a period of five years, starting with 20 pentcof entitled beneficiaries in 2009 and
covering an additional 20 per cent each year. B{32the policy would be effective
nationwide. In this case the cost of the packagelavbe limited to between only 0.57 per
cent and 0.75 per cent of GDP in the year of intotidn. The costs would then increase
with the share of covered beneficiaries.

Also, if real GDP growth and the inflation rate iom our projections (see table 18 in the
Appendix) the cost of the total package as a péagenof GDP would look more

affordable in the medium and long term, reachingaximum of 2-2.5 per cent of GDP
around 2013 to then decline in the long run at1L@-per cent of GDP.

Figure 4.  Estimated costs of the SP package if introduced gradually over five years, as a percentage of
GDP, 2009-2025
4.0 4.0
35 35
3.0 3.0
25 2.5
20 + 2.0
15 + 15 -+
1.0 ~ 1.0
05 N 05 |
0.0 0.0

2009 2011 2013 2015 2017 2019 2021 2023 2025

2009 2011 2013 2015 2017 2019 2021 2023 2025

‘ [ Pension 60+ W SCT 10% of HH [ Child <5 ‘ ‘ [ Pension 60+ W SCT 10% of HH [ Child eldest<7

Source: Author’s calculations.

The specifications of these social protection pgekaand the outlined introduction
strategies are merely a preliminary policy propdiat will have to be agreed with all the
relevant stakeholders (the Government, MinistryLabour and cooperating partners).
However, this analysis is a point of departure émening a serious debate on the
possibilities that Zambia has to scale up its $qmiatection programme. The estimates
suggest that the costs of providing a basic pack&gecial security in Zambia are in line
with, if not cheaper than, similar packages thatehbeen introduced in other low- and
middle-income countries. Lesotho and South Afrifta, example, provide an old-age
social pension that costs approximately 1.4 pet akthese nations’ GDP, while Namibia
administers a social pension that costs approxijn&& per cent of GDP (HelpAge

International, 2009).

The concept of fiscal space and its applicability to the development of social protection policy in Zambia 21



3.3.

Country characteristics

Despite these seemingly favourable internationahparisons, government current total
expenditure for social protection in Zambia acceuftr 0.6 per cent of GDP, while

current expenditure in social assistance progranmésl5 per cent of GDP (and partly
financed by donors). This comparison indicates skale of the challenge that the
Government of Zambia would face if it were to impknt the policy: current social

protection expenditure would be quadrupled. Bus tbes not mean that the whole
package is unaffordable for Zambia; current expgenelin social protection is not a good
indicator of the true potential expenditure levettthe Government could sustain.

In order to assess the affordability of the propopackage a more careful and detailed
analysis is needed. Hence, in the following sestiore investigate the possibility of

creating fiscal space to finance the scaling ugdaial protection expenditure. The next
two sections provide an overview of the socio-deraphic characteristics of Zambia and
a description of the country’'s economy. Followinlgede, section 3.5 explores the
possibility of creating fiscal space in Zambia ight of the strategies outlined in Chapter
2, section 2.4. Finally, section 3.6 outlines aigyoproposal to finance the scaling up of
social protection expenditure.

24

Zambia is a landlocked country covering an are@5#,610 square kilometres — roughly
the same size as Austria, Germany and Italy condbi@even per cent of the land is arable
while 57 per cent is occupied by forests. Its nealhing countries are Angola, Botswana,
the Democratic Republic of Congo, Malawi, Mozaml@g®amibia, the United Republic
of Tanzania, and Zimbabwe.

Zambia has a population of 12 million. The popwlatis young and growing fast, with 46

per cent aged under 14; it has grown at an aveedgef 2 per cent per year during the last
eight years, but this growth is projected to slowwd in the near future. The share of
population aged over 60 years accounts for onlgrscgnt of the total, reflecting both the

high population growth rate experienced in the tkestades and the short life expectancy.
Life expectancy stands at 41 for men and 42 for mmnmostly due to the widespread

prevalence of the HIV/AIDS epidemic: the countnglzan adult HIV prevalence rate of 16

per cent. Child mortality rates are also high elwgmegional standards (170 per 1,000, for
children under the age of 5).

Zambia has been a republic since gaining its indd@ece from the United Kingdom in
1964. Initially, political power was effectively ithe hands of the President rather than
Parliament, and from 1972 the country experiendetbst two decades of single-party
democracy. In 1991 Zambia underwent one of the meateful transitions from single
partitism to multipartitism, and since then the demacy has proved quite stable.
According to the World Governance Indicafdr&ambia has achieved a high rate for
political stability, greatly outperforming the regial average. It does less well under the
indicators for government effectiveness and corafaorruption; while it still outperforms
the average for sub-Saharan Africa it is by a loweargin. Despite the many
improvements made during recent decades therdllipaential for the Government to
increase its effectiveness and delivery of policies

24 All data in this section come from the World BamkVorld Development Report 2009 unless
otherwise indicated.

% World Governance Indicators, http://info.worldbast/governance/wgi/index.asp.
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With a per capita GNI of US$800 ($1,220 using PRA)&@ambia is one of the poorest
countries in the world. Only 35 per cent of its piapion lives in urban areas, with the
majority living in the rural areas. Within the cdagnthere are wide disparities among
regions: while the Lusaka region is the richest pathe country with a poverty incidence
of 52 per cent, in the Western region the poveartydence reaches 89 per cent.

Zambig® has a relatively high participation rate with 66r ent of the population
economically active and an unemployment rate of gt cent. The predominant
characteristic of the Zambian labour market iigh degree of informality. According to
the 2006 Living Conditions Monitoring Survey (LCM82 per cent of employed persons
aged 12 and above worked in the informal sector g6 cent male and 90 per cent
female). The Government employs a relatively srefre: only 6 per cent of employed
persons work for central or local Government or farastatal enterprises (although this
share increases to 12 per cent for urban employment

The LCMS 2006 also reveals that the majority ofgbean Zambia — 70 per cent of all

those employed — work in the agriculture, fishemd &orestry sectors. There is also wide
variation here: in the rural areas this share riee30 per cent, whereas it is only 16 per
cent in urban areas. In these areas the sectorsthet highest employment rates are
manufacturing (10 per cent), community, social aedsonal services (22 per cent) and
wholesale and retail trade (27 per cent). The mjirdactor employs only 2 per cent of
employed people (5 per cent in urban areas), vanilg 1 per cent of employees work for

the electricity and gas sector, with a similar paetage in the construction sector. The low
employment rates of these latter sectors reflegit ttapital-intensive nature and indicate
that the high growth rates in these sectors halg @marginal impact on employment

growth and thus on the improvement of overall kivoconditions.

The average household monthly income is ZMK510,Q00K276,000 in rural areas and
ZMK950,000 in urban areas) and, with an averageséiooid size of roughly five
members, this means that average per capita ine®mmighly ZMK100,000 per month
(or around US$20). The level of income inequalgyhigh and there are no discernible
trends of improvement. Income inequality fell fofeav years from 2000 but the latest
LCMS (2006) reveals that it is now rising: in 200@ lower 50 per cent of the population
had only 7.8 per cent of total income (compareshtres of 20 per cent in 2004 and 15 per
cent in 2002) while the top 10 per cent of the pajion enjoys 52 per cent of total income
(compared to shares of 27 per cent in 2004 anced¢gnt in 2002).

3.4. The Zambian economy

Since the year 2000 Zambia's economy has expandad average annual rate of 5 per
cent and is expected to grow at a similar ratdénimmmediate future. After the decades of
economic decline that began in the mid-1970s ateh-@ear-long period of liberalization,
privatization and stabilization policies, the caynhas at last begun to experience
economic growth. As shown in figure 5, average ghorates went from an average of 1.5
per cent between 1995 and 1999 to 4.5 per centee@t®000 and 2004, and to the recent
record level of 6 per cent between 2004 and 2008.

% |nformation on the labour market comes from th@&Qiving Conditions Monitoring Survey
(LCMS), CSO, Zambia.
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Figure 5.

Figure 6.

Real GDP annual growth, 2000-2011 (percentages)
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Historically, the economy has relied heavily on mepproduction and the fortunes of the
country are still heavily dependent on the dynaricthe copper market. The high copper
prices of the last few years came at the right rminfier Zambia as the privatization of
mines, together with the capital investments madege increased both mining efficiency
and production. The latest price rises have cauib to a considerable new inflow of
capital into the country (figure 6) that will fugh strengthen the production capacity of
Zambia’'s copper mines. Overall it is estimated tiadf of all FDI directed to Zambia has
been invested in the mining industry (UNCTAD, 2Q0Bhere can be no doubt that the
surge in copper prices has contributed to the draftnational product in recent years,
although mining is not the only sector that hagigslieconomic growth.

Copper production and prices, and FDI inflow, 1995-2012
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Figure 7 presents the contributions to the coust®@DP by various sectors. The first
startling fact is the dramatic change in the contion of the mining industry during the
period under analysis. Whereas in 1994 the mingogos accounted for 17 per cent of total
GDP, in 1999 it accounted for only 4 per cent dmd share has remained invariant over
the last ten years. This contrasts with the faat,tAs shown in figure 6, both copper
production and price remained fairly constant betw&995 and 2003, increasing sharply
after 2004. The decline in the importance of copjperthe domestic economy can be
linked to the sharp and continual depreciationhef Zambian Kwacha between 1996 and
2003 (figure 8). Since almost all the copper exéddn Zambia is exported, earnings are
highly influenced by international factors suchtlas price of copper and exchange rate
fluctuations.
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Figure 7.

Contribution to GDP, selected sectors, 1994-2008 (percentages)

20.0

18.0

16.0

14.0

12.0

10.0

8.0

6.0

4.0

2.0

0.0

4 —
=

— 8 & 8 o e T A ety ¢

1994

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008

—<— Forestry —E— Agriculture = = = Mining and quarrying Manufacturing

—o— Electricity, gas and water —2—— Construction f Wholesale and retail trade

Source: Central Statistical Office (CSO), Zambia.

These external factors only partly explain the oida in the mining share of GDP. The
currency depreciated by a factor of four betweefi618nd the early 2000s, and this is
reflected in a similar four-fold reduction in dortiesproduct contribution. But it is
surprising that copper’s contribution to GDP by 2kems unaffected by the surge in
production, the high copper price and even a redadppreciation of the currency (2005—
2008). A share of GDP of only 4 per cent seemsd@ailow for a country such as Zambia.
This evidence suggests a possible failure to caphe real impact of copper production;
the collection of information on copper productiand earnings may well be inaccurate.
Strengthening the quality of information is of Vikaportance, not only in itself but also in
order to contribute to a serious and fair debatthertaxation of the mining sector.

A completely opposite story can be told about twleeo sectors, forestry and construction,
both of which have seen sustained growth and ane among the three most important
sectors (by share of GDP). In 1994 these sectaauated for only 4 per cent of GDP, but
today they each contribute 16 per cent. The sdbfr seems to contribute most to the
national product is the wholesale and retail see@lthough since this sector is dominated
by informal operators the estimates may not berateu

It is disappointing to see that the importancehef agricultural sector has declined over
time, contributing only 3 per cent of GDP despite telatively large share of investments
from abroad and from within the country that thexter has attracted during the last
decade (UNCTAD, 2006). The contribution of othectees such as manufacturing and
electricity generation has been fairly constant divee; these two sectors accounted for 10
per cent and 3 per cent of GDP respectively.
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Figure 8.

Exchange rate dynamics, 1996-2008
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The sectors that have grown the most from 200008 2re:

m  Mining, with an average real growth of 8 per gaet year, accounting for 12 per cent
of real GDP growth;

m  Construction, with an average real growth of 17 qant per year, accounting for 24
per cent of real GDP growth;

m  Tourism; and transport, storage and communicatibese sectors saw average
constant price growth rates of 10 per cent per,y@arounting for 5 per cent and 15
per cent of real GDP growth respectively.

Other emerging sectors that have made significantributions to economic growth are
financial services, and community, social and peskeervices.

The Government of Zambia has recently devoted tsftor developing the growth of non-
traditional exports so as to free the country frexnessive dependence on copper exports.
The performance of these has been mixed; tablewsstheir evolution. Overall, between
2003 and 2008 the non-traditional exports sectewgat an average rate of 18 per cent per
year, but after these five years of sustained dr@akmnost all exports declined in 2008. The
sectors that experienced the highest growth wessethinked to copper manufacturing
(copper wire and electrical cables). Exports ofecangar and burley tobacco also grew at
an average rate of 22 and 39 per cent respectivellythe period analysed. But some other
sectors performed poorly: cotton yarn and elegyriexperienced negative growth rates,
fresh fruits never expanded, and fresh flowers drgwnly 4 per cent.

On the demand side the growth was mainly drivernigstment in capital formation, of
which the majority is private foreign-financed dapiexpenditure. Mining, energy and
manufacturing were the three most important sedtarsrder of importance) in terms of
capital investments.
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Table 4. Non-traditional exports, 2003-2008 (US$ million)
2003 2004 2005 2006 2007 2008 Average yearly growth rate
(percentages)
Copper wire 292 60.1 102.7 175 195.4 163.5 48%
Cane sugar 30.6 334 68 54.3 74.4 60.7 22%
Burley tobacco 19 39.4 69.9 705 63.2 74.6 39%
Cotton lint 28.6 51.4 66.8 62.3 371 354 12%
Electrical cables 16.2 327 46.2 103.7 1505 545 50%
Fresh flowers 224 255 31 34.7 383 237 4%
Cotion yarn 221 239 234 18.9 124 75 7%
Fresh fruits & veg. 26.9 23.2 21 25.3 246 27 1%
Gemstones 234 16.2 19.6 18.1 28.6 324 1%
Gas oillpetroleum oils 16.6 243 10.3 10.3 209 259 23%
Electricity 8.4 44 48 7 73 33 -9%
Total 2434 3345 463.7 580.1 652.7 508.5 18%

Source: Bank of Zambia

During the past decade the Government has establish reputation for creating a
business-friendly environment. Such efforts aréeotéd in the good rankings that Zambia
has received in surveys that look at the investreemironment. For instance, the Ease of
Doing Business survey (World Bank, 2009) ranks Zangeventh among all African
countries. Also, Zambia belongs to two main regidreade networks, the Common Market
for Eastern and Southern Africa (COMESA) and thaitBern African Development
Community (SADC), this in addition to World Tradedanization (WTO) membership
and several bilateral agreements.

The inflow of foreign direct investment (FDI) to @aia has usually been linked to the
performance of the copper sector, as shown indiguAlthough FDI has been high during

the last decade, if the inflow is scaled to thes st the economy it becomes clear that
Zambia performed just below the average of the SAD@nhtries (even when South Africa

is excluded).

After mining, the sector that received a high shafréDI is services, especially banking,
communication and tourism. These investments hedéd the establishment of a modern
banking sector with the participation of sever&tinational players, to the development of
mobile communication and to the development ofdayliresorts and game parks around
the Victoria Falls. Agriculture has also attracteldl mainly for the production of fruit,
flowers, cotton, maize, tobacco and sugar, bothttferdomestic market and for exports.
The inflow of FDI in agriculture also contributed the transfer of know-how and
technical skills through the establishment of pelasponsored colleges training workers
in the agricultural sector. The investments in nfacturing have been mostly linked to the
production of goods for the domestic or regionatkats. This saw the establishment of
firms manufacturing finished copper products (coppére, cables, rods) and in the
production of food and beverages.
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Figure 9.

Despite this relatively high level of inflow, FDhiZambia has failed to promote a
continuous transfer of knowledge and skills, whk exception of the agricultural sector.
The investment “spillovers” have also been limitesince most of the FDI was
concentrated in the relatively capital-intensived axport-oriented mining sector, thus
generating little employment (in fact, employmemtvdls in the mining sector are
recovering only now after years of employment raization) and little interaction with
domestic firms.

Two other sectors in which Zambia has great paibraire agriculture and electricity

generation, but the performance of these has bemppmbinting in recent years. The
agriculture sector employs the majority of employextkers in Zambia and, as mentioned
above, is one of the sectors in which there wast raasfer of knowledge. Thus any
development and expansion in this sector is paiytipro-poor growth-enhancing.

However, during the last eight years there has l@most no growth in this sector’s

contribution to domestic product. Agriculture igllsheavily dependent on weather
conditions and recently has also suffered from higices of inputs such as oil and
fertilizer, as well as from inadequate domestidqies — for example, trade restrictions on
maize do not allow investors to take advantageigif mternational maize prices, leading
to inefficient underproduction (AEO, 2008).

Electricity supply in 2008 was characterized byerpd load shedding caused by deficits
in production. Overall, the electricity network hasffered extensively from years of
under-investment resulting from the combinatioroné of the lowest electricity tariffs in
Africa and an inefficient state operator, ZESCOtHa short term energy-saving measures
are thought to be the only way to increase thabéiiy of the service, but in the long term
investments are needed to increase power genetmio extend network coverage and
reliability. In both 2008 and 2009 tariff increasesre agreed and these should provide the
base for both a more efficient use of energy bysoarers and a scaling up in investments,
since these increases have made investment ecallymwiable (AEO, 2008).

A prerequisite for the development of a vibrantvate sector is the availability of

resources to finance entrepreneurial activitiesmBstic firms have benefited from the
inflow of foreign capital, mostly in the form of ijg-venture capital. However, the

availability of domestic credit offers the ability gain access to financial markets without
having to rely on the sentiments of foreign investoften influenced by external

conditions. Figure 9 shows the evolution of dongestiedit to the private sector as a
percentage of GDP: stagnant and slightly fallingrMeen 1996 and 2005, then increasing
sharply from 2006 and almost doubling as a pergentd GDP. For 2009, however, it is

expected to decline following the global finan@ald economic crisis.

Growth of domestic credit to the private sector, 1996-2008 (percentage of GDP)
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Another financing option for private firms is tcstliat the Lusaka Stock Exchange. The
stock market performed well at the beginning of @t declined thereafter. Market

capitalization increased from US$4,827 millionta £nd of 2007 to US$6,532 million in

September 2008, but had declined to US$4,106 miltip the end of that year. In June
2009 market capitalization was at US$3,902 milliacgounting for 37 per cent of GDP.

There are currently 21 firms listed on the stockket

Although the world economic crisis has not left Zaan unaffected, the economic
prospects for the country look highly favourableghe medium term. The Government is
developing two multi-facility economic zones, twaisiness parks that are attracting
several foreign businesses with a focus on marwiact high-tech products for the
African market. Investors are interested, espactalbse from China and India who have
already pledged important investments, specifidallgas and oil exploration in the north-
western and western regions, as well other invegnan the mining and electricity
industries’’

The economic development of future years will becial for the overall development of
the country. The Government needs to prove thhad the ability to attract and retain
foreign investors, and also the ability to creap@artunities for the development of the
domestic market. The past ten years have showretoaiomic growth is not automatically
followed by improvements in living conditions. Ime next few years, therefore, the
Government must demonstrate that it is able to thenfavourable economic conditions
into an overall improvement of the nation’s corutiti

In the context of this need to deliver and fosterpoor economic growth, the next section
considers in detail the options available to thev&@opment in financing an increase in
social protection expenditure.

3.5. Creating fiscal space in Zambia

In Chapter 2, section 2.4 we presented four stiedelg increase fiscal space. This section
considers each of these strategies in turn andseseéheir potential in contributing to the
creation of fiscal space in Zambia. Detailed arialg$ the timescale is limited, in general,
to the medium term, for reliable fiscal and macorexmic projections are mostly limited
to this period. However, possible long-term impiicas and strategies are considered
where possible.

3.5.1. Official development assistance (ODA)

This section briefly reviews the flow of officiakeslelopment assistance to Zambia in the
past, the current situation of ODA already commditbyy donor countries and the likely
evolution of ODA resources in the near future.

Since 1960, Zambia has received the equivalent$$33 billion (in 2007 US$) in the
form of ODA (OECD, ODA database). To make an indional comparison, this figure
amounts to around one-third of the Marshall PfaBambia has received almost US$700
million a year on average in ODA, or roughly $60 person per year.

27 As reported in the Lusaka Times, 17 March 20093h&eptember 2008

8 Cost of Marshall Plan: US$12.7 billion, inflati@ajusted: US$115.3 billion.
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Despite this huge influx of aid, the socio-econord&velopment of Zambia has been
disappointing. As figure 10 shows, in the 1960s Eiamvas outperforming the average for
sub-Saharan countries even including South AfiBza.from the second half of the 1970s
Zambia’'s per capita GNI began to decline, while arerage the other sub-Saharan
countries had improved their position. During tH#80s and 1990s Zambia's GNI per
capita remained markedly below the sub-Sahararageerincreasing sharply only after
2000.

Figure 10.  GNI per capita, Zambia and other low-income countries, 1962-2007 (current US$)
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Source: World Bank database.
From figure 11 we can see that most of the ODAamiéia has been in the form of grants,
although loans have also played an important reih total loans amounting to roughly
60 per cent of total grants received. However,regil also shows that loan repayments
have always represented a small share of total afbia eventually failed to pay back
most of its ODA loans and has benefited from caestsdebt forgiveness (during the years
between 1990 and 2007) amounting to 75 per celtiedfotal amount borrowed.
Figure 11.  Types of ODA, 1960-2005 (2007 US$ millions)
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Source: OECD, ODA database.
At present several donor countries are activelyagad with the Government in support of
the Fifth National Development Plan (FNDP). Thisncoonality of intent is reflected in
the Joint Assistance Strategy for Zambia 2006-30RA(%Z), a framework developed by
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12 bilateral donors to harmonize their efforts atal manage donor/government
cooperation in support of the FNDP. The JASZ regdiaihie Country Assistance Strategies
of the individual Cooperating Partners. Its keyeatiyes are to establish a shared vision
for the Cooperating Partners in support of the FNBRd to define and to align
Cooperating Partners’ priorities with those of Gevernment. In an effort to increase the
effectiveness of ODA effectiveness the JASZ alsosaio simplify aid management and
transaction costs.

The signatories to the JASZ document are CanadamBsk, Finland, Germany, Ireland,
Italy, Japan, the Netherlands, Norway, Sweden, ddniKingdom, United States, the
African Development Bank, the European Commissaod, the United Nations.

The JASZ adopted a planning framework of five ye@rsharmonize with the FNDP
horizon (2006-2010). Within the FNDP it emergedtthi@e budget needed by the
Government would amount to ZMK62.6 trillion (US$Q4billion) of which ZMK48.4
trillion (US$11.5 billion) would be financed dirégtby the Government and ZMK11.2
trillion (US$2.7 billion) through external finanan This left ZMK3 trillion (US$710
million) of the budget uncovered.

Table 5 shows the 2006 commitment of the CoopeyaRartners during the period
covered by the FNDP. These figures are probablyrate only for the year 2006, as for
all the subsequent years and especially 2009 ah@d 2y relied on strong assumptions.
Nonetheless, there seemed to be consensus amo@pdperating Partners that Zambia
would receive grants or loans of US$700—750 milli@n year over the time frame of the
FNDP. This was considered sufficient to cover tap.g

At the same time, the Cooperating Partners dreentin to the fact that they were
concerned by the performance of domestic revenubilizetion, especially by the
generation of tax revenue. Thus they would clogegnitor developments in this area,
because failure to meet the FNDP financing targedsild put the execution of the
proposed projects at risk. There were also concavost the ability of the Government to
execute the budget, suggesting a low absorptioacitgpof the public administration to
deliver the projects planned. Finally, the CoopegaPartners were also concerned about
the lack of government efforts to produce efficiesavings.
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Table 5. The Joint Assistance Strategy for Zambia (JASZ): Cooperating Partner financing
commitments, 2006-2010 (US$ millions)

2006 2007 2008 2009 2010

Modalities us$ us$ us$ us$ us$
General budget support 145.2 176.3 1751 210.5 2114
Sector-wide approaches (SWAp) 94.4 116.5 106.4 111.8 110.8
Education 55.3 73 69.3 70.4 69.4
Health 39.1 43.5 41.7 41.4 41.4
Project/programme grants 548.8 361.6 361.6 328.5 263.2
Total grants 788.3 696 643.1 650.8 585.4
Project loans 147.4 166.7 118.5 46.6 39
Programme loans 0 40 0 0 0
Total loans 147.4 206.7 118.5 46.6 39
GRAND TOTAL 935.6 902.6 761.6 697.5 624.4

Source: JASZ 2007-2010.

Since both the FNDP and the JASZ time frames withe to an end in 2010, it is difficult
to have a clear picture of the ODA resources thihbe available for Zambia for the years
after that date. The Government is drafting thetSN\ational Development Plan to be
implemented from 2011, and within this framewor& thooperating Partners will probably
commit to specific targets, as they have doneHerRNDP. The best estimates to date of
ODA resources that will probably be available drese included in the Medium Term
Expenditure Framework 2010-2012 (MTEF) of the Miisof Finance and National
Planning, and some anecdotal evidence drawn frorfk ([009b) and AEO (2008)
publications. Table 6 reports the levels of graetived by Zambia between 2005 and
2008 and presents the projections available foytlags between 2009 and 2012.

Table 6. ODA grants received, 2005-2008, and projections, 2009-2012 (ZMK billions)

IMF projections MTEF projections
2005 2006 2007 2008 est. 2009 proj. 2010 proj. 2009 proj. 2010 proj.2011 pro;. 2012 proj.

(ZMK billions)

Grants excl. debt 1825 1797 2104 2073 3032 3019 1550 2871 2102 1867
Budgetsupport 543 423 582 643 832 920 561 771 703 681
Project grants 1282 1374 1522 1430 2200 2100 989 2100 1399 1186

Financing of deficit 8¢ 36 0 113 209 167 495 574 418 140

Grants excl. debt 56 46 46 39 5.0 44 25 44 25 20
Budget support 17 11 13 12 14 13 0.9 1.1 0.8 07
Project grants 39 35 33 27 37 3.1 16 3.0 17 12

Financing of deficit 0.3 0.1 00 02 03 0.2 0.8 0.8 05 0.1

Sources: IMF, 2009b; MTEF 2010-2012; AEO, 2008.
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Between 2005 and 2008 Zambia received an average8gier cent of GDP in grants or
loans from multilateral or bilateral cooperatingtpars. Of this almost all was in form of
grants; 0.15 per cent of GDP took the form of higldncessional budget support loans.

For the years 2009 and onwards we rely on both &vd MFNP projections. These differ
substantially for 2009, where the MFNP reports tgdor only 2.5 per cent of GDP (half
the value projected by the IMF, see below), andgetidupport of 0.8 per cent of GDP. For
the following years it is projected that grantshicline sharply to account for only 2 per
cent of GDP by 2012.

The grant projections contained in the MTEF seerbdaquite conservative, contrasting
with the IMF projections which show grants and leasfightly increasing to over 5 per
cent of GDP in the medium term (IMF, 2009b). A doemt in African Economic Outlook

(AEO, 2008) also supports the IMF projection, réjpgrthat donors will not reduce their
flow of ODA in the near future.

3.5.2. Domestic revenue mobilization

This section analyses the sources of governmenesgitienrevenue, focusing on how its
composition has changed during the recent yeadnggbfeconomic growth. It also attempts
to identify untapped potential and possibilities focreasing revenue and to provide a
discussion of the challenges involved.

The main pillar of domestic revenue mobilizatiom flle modern State is an effective tax
system that comprises both a rational tax policg am efficient and capable tax
administration.

Tax policy®

Zambian tax policy has its roots in the tax sysiatroduced by the British during the
colonial period. Since independence it has provitedhe collection of direct taxes on
income for individuals, and on profits for companias well as trade taxes levied on
import and export.

In the early history of the tax system the highmsirginal rate on personal income tax
reached 60 per cent, and even 90 per cent soantladte€opper price crisis. The rate was
later brought down to 50 per cent in the 1980sh3ugh tax rates were not incentives for
tax compliance. Moreover, the policy implied thaarieus exemptions and special
regulations were made following complaints by bassiand individual taxpayers. The tax
system was described as “inequitable, unstablepbicated, distortionary and increasingly
ineffective in mobilizing revenue®

Only in 1992 with the advent of the Third Repubkias the tax system rationalized and
made simpler to understand and administer. Howekieryarious governments in power
during subsequent years have repeatedly faileddioce the number of tax exemptions; on
the contrary, tax incentives continue to be negmdian bilateral agreements with the
Ministry of Finance and National Planning. One egbaris the favourable deal (for the
investors) with which Zambia privatized its coppedustry. Investors in mining in the

1990s were able to negotiate both a relatively loyalty rate on mineral extraction and a
favourable exemption regime that assured a verytdovtake (Fraser and Lungu, 2007).

2 This section is mainly drawn from Von Soest, 2008.

% Tax PolicyTask Force (TPTF, 1992), cited in VoreSip2008.
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The tax policy has been amended recently to proiadéaxation of some informal-sector
operators (especially mini-taxis), small-scale éragdand small businesses.

Indirect taxation in Zambia also dates back alnm$dependence: it was in 1973 that the
Government introduced a sales tax as a first forindirect taxation. However, it seems

that the administration of and compliance with saéx was unsatisfactory, and this led to
the introduction of value added tax (VAT), at aeraf 20 per cent in 1995 (later reduced to
17.5 per cent). The VAT policy also included mamgrmaptions and even zero rating in

some case¥.

The last category of taxes is the trade tax whishin many other African countries, has
contributed to a large part of revenue generafidre trade taxes were characterized by
high tariffs intended to protect domestic productim 1975 a quarter of all traded goods
had tariff rates at over 500 per cent. During thiloWing years, especially after the 1990s,
a wave of trade liberalization brought lower tardfes, so that present maximum rates are
at about 40 per cent.

Tax administration

The history of tax administration in Zambia candidded into two separate phases. The
first runs from independence (1964) to 1994 whernat@ministration was part of the state
public administration structure (Department of Taged Custom and Excise). The second
phase started in 1994 following the setting uphef Zambian Revenue Authority (ZRA), a
semi-autonomous institution that is charged with tesponsibility of collecting revenue
for the Government.

The Department of Taxes and Custom and Excise waally understaffed, subject to
political pressure and badly equipped to perfosmopperations. The ZRA was created in
1994 with the support of the UK Department for fntgional Development (DFID) and
the backing of several multilateral and bilaterahadrs that came to view domestic revenue
mobilization as a priority for Zambia. The ratiomdbr the creation of the Authority was to
increase revenue collection performance (bringinmm@e managerial approach to tax
collection) and to preserve the tax administratrom political influence. The ZRA is now
responsible for the collection of direct tax, irdit tax and trade tax (thus replacing the
Custom and Excise). Its relationship with the Gowegnt is based mainly on revenue
collection targets that the Authority is requiredieet.

However, as Von Soest (2008) emphasizes, the ZRAbhalways been able to act free
from political influence. First, the Commissioneer@ral of the ZRA is appointed directly
by the President and there is some evidence thtteirpast political pressure has been
exerted on ZRA officials. Following the 2001 elects, however, when President
Mwanawasa came to power, the climate has improlightly, although there have still
been some episodes in which tax controls and abadits been used as a means of political
control.

Until January 2002 the ZRA was headed by a for&gmmissioner and this seems to
have helped in counter-weighting the political prges. Thus the complete transfer of the
Authority into Zambian hands has put its indepedeat greater risk, especially when it
has to bargain its financing and autonomy with Rhiaistry of Finance and National
Planning.

These problems of autonomy notwithstanding, by ndesinitions the ZRA is a modern
revenue Authority with a high potential for deliireg an efficient tax collection system. Its

31 Notably farming, where VAT was used as a subsiupuarchases of goods and equipment.
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creation marked the start of a new era in tax agnation in Zambia. DFID invested
extensively in information and communication tedogy, so that the ZRA is now
equipped with a modern technology infrastructurd armodern software base to collect
information. Moreover, in 2006 the ZRA embarkedsomew modernization programme.

The level of professionalism and merit within thRA ranks quite high, in contrast with

some other administration departments. It is ableattract bright professionals, even
competing with the private sector in offering attrae wage conditions as well as a highly
competitive environment in which merit is rewardgdthe form of renewal of contracts or
of promotion)*

Accountability has also increased. There is in @lan Internal Affairs Unit that is
mandated to investigate cases of corruption omtimis of the Code of Conduct such as
theft, bribery and so ofi.Revenue collection, though, remains a risky astiyprone to
employee misbehaviour, especially within the Cussmd Excise division.

So far as the relation of the ZRA with taxpayersascerned, some enterprises have
complained about the enforcement and audit practwehe effect that enforcement tends
to be aggressive, and audit uncoordinated. Itsis believed that the Authority is tough on
the “easy targets” — enterprises that are regidtared visible — while being softer on
informal and unregistered businesses. This magagethe ZRA business model, which
provides incentives for the maximization of revemtmlection from the few visible
taxpayers while not pursuing the many small tradetke informal sector.

The ZRA seems committed to engaging fairly with il stakeholders (government,

business and citizens) in increasing awarenesst dagucompliance and improving its

standards of service delivery. The Authority iséad engaged with the Government, to
which it provides tax policy advice and submits faalicy proposals to improve the

administration of the tax system in light of itspexience in the field. The ZRA is also

actively engaged with the taxpayer community, nigtéfrough educational and advisory
campaigns about the tax system and tax compliance.

Performance of the tax system

At the time of writing* Zambia tax policy comprises different types ofesuthat can be
broadly classified as direct taxes, indirect taxa®] customs and excise. Table 19 (in the
Appendix) shows the various types of taxes and gmecifications. While at first glance
the system seems quite simple and easy to intetpsepolicy provides for numerous ad-
hoc exemptions that add complications, as mentiabede.

Figure 12 provides indicators of revenue collecpenformance for the years 2000 to 2010
(projections). It can be seen that as a share d? @&benue collection has been somewhat
disappointing during recent years, and even mosapgiointing in consideration of
Zambia’s sustained growth (5 per cent average gravGDP) over the period analysed.

32 Employment contracts in the ZRA have a term oé fixears. The establishment of a good track
record is a pre-condition to be considered for weaie

% In 2008, 24 investigations into employees toolkcglasix of which were dismissed. In 2007 three
employees were convicted or given a custodial seete

3 As in all other countries, the tax system in Zaaribiin continuous evolution, so that detailed tax
policy specifications are subject to frequent cleang
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Figure 12.

Revenue collection, 2000-2010 (percentage of GDP)
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From the figure it can be seen that tax revenulea@n has decreased over time as a
share of GDP. When mining tax (the part of revetha is more volatile and subject to
external shocks) is excluded it is clear that tsenue has decreased by roughly 1 per cent
of GDP between 2002 and 2009. Between 2007 and th@08 was an increase in revenue
driven by the extra tax generated from the coppetos which enjoyed years of boom
prices. 3%ince copper prices have now returned tmalothis extra revenue is expected to
decline”

Turning attention to the composition of tax revemwgecan see (figure 13) that income tax
paid by individuals makes up the highest shareot revenue, contributing over 30 per
cent of government revenue. Just below income taxes value added tax (VAT),

contributing 30 per cent of revenue. The sharpidedh VAT between 2007 and 2008,
when this source contributed less than 25 per oénevenue, is cause for concern.
Apparently this was caused by administrative chagis (according to the Bank of
Zambia, 2008) and the IMF (2009b) reports thatGoeernment will tackle the issues and
seek IMF assistance to improve VAT performance.

Company tax has historically contributed veryadittb revenue generation (less than 10 per
cent) although recently the figure has climbed %op&r cent, probably driven by higher
taxation in the copper industry. Mining tax wenborfr contributing almost nothing to
revenue generation to almost 15 per cent of revam2808. The last two largest sources
of revenue, excise and international trade taxesyiged roughly constant (although
slightly declining) shares of revenue over the gairirom 15 to 10 per cent.

% The Government has already abolished the wintHalintroduced in 2008 in the copper industry
and has introduced a 100 per cent capital dedufdiothe mining sector (Budget speech highlights,
ZRA, 2009).
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Figure 13.  Composition of domestic revenue, percentages of total revenue, 2001-2008
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The Ministry of Finance and National Planning hasently released the Medium Term

Expenditure Framework (MTEF) 2010-2012 that canused to revise the revenue

projections for this period of time and assessitfgact of the global financial crisis on

projected government revenue generation. The MTEfecasts a slight recovery: tax

revenue is expected to increase by 2 percentagéspafi GDP from 15.9 per cent to 17.9

per cent between 2009 and 2012. Of this increagepédrcentage points are due to an
increase in VAT revenue and the remaining 0.4 peagge points are due to higher

Custom and Excise duties. Non-tax revenue is alpeated to increase by 0.1 percentage
point of GDP over the same time span, bringing tiital increase in revenue to 2.1

percentage points of GDP.

Figure 14 presents the composition of the tax reggurojections included in the MTEF.
Income tax is expected to decrease slightly, adaayim 2012 for 30 per cent of domestic
revenue. VAT is expected to recover from the 2008pdand become the highest
contributor to revenue generation, slightly abowveome tax at 30 per cent of domestic
revenue. Company tax is expected to decreaselglighm 12 to 10 per cent of domestic
revenue. Excise tax and international trade taxshomwn as stable over the period, each
contributing 12 per cent of total revenue. Finaltyning tax is also expected to be stable
at 5 per cent of domestic revenue.

% The Medium Term Expenditure Framework (MTEF) 20A@E2 presents several tables reporting
projections for the year 2009 onwards that arecnasistent among themselves or with the text. For
instance, table 5 for 2009 projects grants at ZMNs&Q,billion, while tables 2 and 3 project grants at
ZMK2,769 billion. Since this is the case for seVarher items in both tables and text, it is diffiic

to make good use of these projections. Moreovezsehfigures are not consistent with IMF
estimates; thus no direct comparison of the IMR aéth the MTEF projections can be made.
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Figure 14.

Table 7.

Estimated composition of domestic revenue, percentages of total revenue, 2009-2012
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Source: MTEF 2010-2012, Ministry of Finance and National Planning, Zambia.

Related to revenue performance, another disappgimdicator is the accumulation of tax
arrears’ Table 7 reports the levels of tax arrears ackndgéde by the Zambia Revenue
Authority. Between 2007 and 2008 tax arrears irggdaby 21 per cent to ZMK4,191
billion. Almost half these arrears are unpaid conypiax amounting to ZMK2,020 billion.
A comparison of these arrear levels with revenutection shows that the extra arrears
accumulated in 2008 alone made up 7.63 per ce20@8 total revenue collection, or 1.38
per cent of GDP. In addition, if all the arrearsl leeen collected in 2008, revenue would
have been 43 per cent higher, or to put it anotlasr, the Government would have had an
extra 7.8 per cent of GDP in revenue.

Tax arrears, 2007 and 2008

2007 2008 Difference 2008-2007

Tax arrears (ZMK billion) 3452.00 4191.00 739.00

Percentage of GDP 7.56 7.80 1.38
Percentage of revenue 42.95 43.28 7.63

Source: ZRA Annual Report, 2008.

Because copper accounts for almost 70 per cenaibia’'s exports, the copper industry
has historically played a large role in Zambianrexoic history. Taxation of the copper
sector has always been controversial; debates esuhject attract wide attention from
government, corporations and civil society. Onehef major criticisms is that the private
corporations which hold extraction licences for thimes are not paying enough taxes. As
shown above in figure 12, the contribution of mgiax to revenue generation was indeed
minimal during the first years of the decade. Tablleoks at the taxation of the mining
sector in more detail. Almost all the copper thatektracted in Zambia is sold abroad
(roughly 95 per cent) and this makes the miningaseextremely vulnerable to external
shocks, as domestic earnings on copper sales sendoy the interplay of the world

3" Tax arrears are tax liabilities that have beeesms=d but not yet paid to the tax authority.
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Table 8.

market price for copper and the Kwacha exchange’¥&oth the price of copper and the
Kwacha exchange rate have varied significanthharecent past (copper price hit a record
high close to US$9,000 a tonne in 2008) making eopgvenues highly unpredictable.

The Government responded to the record copperspc2008 by introducing a windfall
tax that would apply only when the copper price alagve two times its historical average
(this tax was abolished in 2009). It also introdilice variable tax on profits with the
intention of taxing “supernormal profits” (profiebove 8 per cent) for mining firms at a 45
per cent rate instead of the normal 30 per ceet tataddition, some other exemptions
were withdrawn. The effects of both higher pricesl éhe higher taxation regime were
reflected in the boom mining sector revenues rembid 2007 and 2008 (7.6 per cent of
revenue and 1.4 per cent of GDP). However, as we s@en, the projections for 2009 and
2010 foresee a reduction by half in mining tax.sTisi a reflection of both the withdrawal
of the special taxation regime introduced in 2088 kbwer copper prices relative to the
2008 record level. Nevertheless, copper produciemems to be buoyant in Zambia with
production is expected to reach 750 thousand topeeg/ear in 2012 — an increase in
production of more than 60 per cent from 2005.

Revenue generation from mining, 2005-2010

2005 2006 2007 2008 est 2009 proj 2010 proj

US$ per metric tonne' 3676.5 6173 7 055 6393 4189 4300
Avg. exchange rate ZMK per US$! 4404 3601 4002 3754 4900
Mining tax as % of revenue 222 3.31 7.63 7.59 3.07 2.98
Copper as % of total exports? 66.55 77.09 75.54 74.32 66.36 67.72
Copper production (metric tonnes) 461748 515618 533435 604735 664000 697200
Metal mining as % of GDP? 322 5.18 4.18 4.39 4.03

Sources: "MFNP; 2IMF, 2009b;3CSO.

Since copper production alone contributes roughlped cent of GDP, and the sector
outlook seems prosperous for the near future, mitine efficient mines opening and the

less efficient closing down, and copper demandoisgling, Zambia could probably hope

for a slightly higher contribution from the coppiedustry to revenue generation. It is

probably true that the tax regime introduced in&@@s punitive for mining investors; a

complete rationalization of the mining sector tagime is needed to make sure that this
sector too contributes to Zambia’'s development.

In its attempt to broaden the tax base the Govemnhimas introduced four types of taxes
directed at the informal sector which plays suclarge part in the Zambian economy.
Taxation of the informal sector has received witkerdion during recent years; many
developing countries are introducing measures itmgylthis part of the economy into the
tax system. However, to bring a numerous groupotémiial taxpayers, each with limited
taxable resources, into the system is indeed alediyg@ for governments and tax
authorities, requiring strenuous and coordinatefdrst Indeed, the data on income

% Since copper is Zambia’s largest export, foreigrency transactions related to purchases of
Zambian copper are inevitably reflected in the Km@mexchange rate.
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Table 9.

distribution in Zambia imply that there should besmall group of wealthy taxpayers
contributing the majority of revenue and a largeugr of taxpayers either contributing very
little each or not even qualifying to pay tax dt @hese considerations notwithstanding, it
is also the case that many businesses and aciwtiech are “hidden” in informal sector
should be paying tax. Devising methods (apart fpaume coercion) to engage these entities
and bring them into the tax system has to be aifyrifor developing countries, especially
in a medium- and long-term perspective.

The four taxes introduced in Zambia are descrilmethé Appendix, table 19, under the
heading “Informal sector taxes”. Turnover tax isuged at 3 per cent (the tax is applied to
gross turnover, not income) for businesses withuahturnover of less than ZMK200
million. For turnover levels higher than this tHrekl businesses should pay company tax
at the standard rates. The presumptive tax is eéppb taxis and mini-buses and is not
directly related to turnover or income, while thase tax applies to market traders and
again is not based on income or turnover but isxedfamount payable each year
(ZMK150,000). Finally, advance income tax appliesutregistered businesses and taxes
business imports at a rate of 3 per cent (soond@ase to 6 per cent). Table 9 reports the
performance of the four informal-sector taxes i@ 2@nd 2008.

Informal sector tax revenues, 2007 and 2008 (ZMK billion)

Tax type 2007 2008
Turnover tax 18.75 23.12
Presumptive tax on taxis and mini-buses 1.82 229
Base tax 0.04 0.03
Advance income tax 12.33 60.8
Total informal sector 32.94 86.24
Total revenue 8036.66 9682.70
Share of total revenue 0.41 0.89
Source: ZRA.

For all but one tax there was a marked increagevanue collection between 2007 and
2008; the only tax that saw a decrease in reveallection is base tax. However, as might
be expected, the total contribution of informalteedaxes to revenue generation is very
low, 0.9 per cent of total revenue in 2008. Stitle impact of these taxes should be
guantified not only in monetary terms, but alsaténeffect in contributing to the creation

of awareness about tax compliance and enforcingcdméract between the State and its
citizens.

Investment incentives

In the context of domestic revenue mobilizationsitimportant to discuss some of the
policies that the Government of Zambia is puttimgplace to attract entrepreneurial
activities and investments. Through its Zambia Dgwaent Agency the country is trying
its best to be seen internationally as investmeaidly; examples include the creation of
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Figure 15.

the Multi-Facility Economic Zones (MFEZ)and the granting of special exemptions to
new investors. Although such investment promotioficies are much needed to attract
business and create opportunities for growth, Zanmaeds to balance the cost of the
incentives it provides with the benefits it cana@g from such policy actions.

There is a risk that by offering incentives maiblysed on tax holidays and exemptions
such policies, instead of contributing to the gtowdf the country, undermine its
development by eroding the tax base and thus swrees available. In its latest Medium
Term Expenditure Framework (MTEF) 2010-2012, theistry of Finance and National
Planning (MFNP) acknowledges as much: revenues @er@ntage of GDP were 3 per
cent lower in 2009 than in 2000. Another factornicfeed by the MFNP is the trade
liberalization implied by Zambia’s membership irotvegional free trade groufs.

Total tax rates, all African countries, 2008

300

250

200

150

== Othertaxes (%)

100

Taxes (percentage of commercial profits)

Labor tax and contributions (%)
W Profit tax (%)

= Median Totaltax rate

50

Zambia
Botswana

Lesotho

NS OCOCOOCOCVVOCCTUOESTVSsCOTNVOT S CTCO=O0COCMOCSCEOCOOFOL20Q
33030rCca3T0RCcT8520t 0 acE MO0 >w8 VR g e 9e=0cce g
RS0 eCo 0S5 A0 80T0 020505 REEE 550555584
Sog 0w co N =X 2 NC S5 e C 5
3§<_cgzggtgmng>m_‘_g.o@_,ﬁ_—m:m o Z32 0 L<u‘-J:Q.E_|.EE
S=Cie a £2 voQ'e ® >oEon £ ] a %0 o2
= © SocEL S = EOLED
= 5 £ [TRIES I T ¢ © s
3 TE 88 NI wvgs o T 0 S S g
@ &= 2 g Sa g © 8 »0g
N} > © = [V
on =] Y= c
€ i) o << o]
S 2 = o
o =]
UAT c
(%] [J]
o

Source: Doing Business Database, 2008. World Bank, available at http://www.doingbusiness.org/MethodologySurveys/PayingTaxes.aspx

Figure 15 shows the total tax rates for all Africasuntries as computed by the World
Bank Doing Business DatabaSdt emerges that for a hypothetical business thatainly

% For instance, an MFEZ is currently being develojpepartnership with Chinese investors in the

area of Chambishi on the Copperbelt. This is exquetd accommodate 60 firms and create over
6,000 jobs. The MFEZ will focus on the Informatiand Communication Technology (ICT) sector,

both hardware and software. Another area identifieth Lusaka South where Gold Reserve Inc.
(GRZ), in partnership with Malaysian and Japanasestors, will develop a second MFEZ.

40 Zambia is part of the Common Market for Easterd &outhern Africa (COMESA) and the
Southern African Development Community (SADC).

*1 Doing Business, a project of the World Bank, resathe taxes and mandatory contributions that
a medium-size company must pay or withhold in @giyear, as well as the administrative burden
in paying taxes and contributions. Taxes and doutions measured include the profit or corporate
income tax, social contributions and labour taxagl by the employer, property taxes, property
transfer taxes, dividend tax, capital gains tamaficial transactions tax, waste collection taxas an
vehicle and road taxes (http://www.doingbusineggMethodologySurveys/PayingTaxes.aspx).
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concerned with low taxation levels Zambia lookseayvattractive location with the lowest
total tax rate (16 per cent of profits), closeNldwed by Botswana. Zambia ranks eighth
in the world by lowest total tax rate. However, tate is not the only parameter that
affects business location decisions, and Zambis do¢ fare equally well in the overall
ranking of the Database under Ease of Doing Busjmeisere it appears as 100 (out of 183
countries, with Singapore ranked first), althoughoag African countries Zambia is still
the seventh best ranked.

There is a risk that tax competition between neigiing countries may erode the
domestic tax base. By offering advantageous deafereign investors the Government
will inevitably be put under pressure from dome#tims to lower the tax burden for them
too. This suggests that tax incentives should lg®l wgith extreme care, in particular as
there are also other instruments that can be lgedrtb attract investors: access to credit, a
predictable and fair taxation system, enforcemémqtrivate contracts, a skilled workforce
and a fair and reliable judiciary system.

Decentralization of revenue collection, and tax sharing with the
local community

Zambia could take some steps forward by engaginth wocal communities and
decentralizing the collection of some taxes. A bdiadi Decentralization Policy is in place,
but does not state clearly the amount of resoutcewhich each local community is
entitled. Indeed, in the MTEF the Government pregot introduce a formula-based
allocation of grants, based on population adjustegoverty and deprivation factors. It
could take also a different road, making local camities responsible for the collection of
some taxes with a regulation on tax sharing th&trdénes the amount of revenue the
local community can retafff.Such a policy could potentially be applied to tufiection

of taxes from the informal sector. Indeed, in orfdgrcollection from the informal sector
to be cost-effective and well targeted the taxemtir needs to be present in the local
community and to know local businesses in depthssw target potential taxpayers, create
awareness and tax education, and negotiate thegemgat of local businesses into the
taxation system.

3.5.3. Deficit financing

This section reviews the possibilities the Govemireas to access international financial
markets and borrow funds to finance its projectamBia has a history of high
indebtedness; in the past it has relied mostly xdereal financing, with little domestic
financing. However, following debt forgiveness hetlast decade Zambia’s debt position
has changed dramatically so that now, as the debk $00ks sustainable, Zambia could
enjoy improved opportunities of financing. Crugyalihis will depend on how Zambia acts
now: it needs to build a good reputation for debhagement as soon as possible.

External debt

Like other African countries, Zambia began to accolate a large amount of external debt
in the 1970s. The roots of its dependence on foregpital are to be found in the copper
crisis of 1974 that hit Zambia’'s copper-based meooromy heavily. In addition, during

those years the whole world was also facing trst fisil shock” that fuelled inflation and

worsened the terms of trade for non-oil-exportiogrdries. At the same time, because of
the high oil prices oil-rich countries had excessources to invest, leading to a period of
low interest rates and easy access to credit. dhmbination of these factors, together with

“2 For further information see Nkombo, Habasonda.Mwndinga, 2008.
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a new attention of the developed world toward cledimg aid to poor countries, meant
that large amounts reached African countries irfdh@ of grants or loans.

During the 1970s Zambia entered into three negotigf with the IMF and saw its stock
of external debt increase from US$0.8 billion to$3 billion in just one decade. In
relation to the size of the domestic economy, #ité rof total debt stock to GDP went
from just below 50 per cent to almost 100 per cémting that decade (figure 16).
Following the copper and oil crises the Zambian &@nment failed to take appropriate
economic measures, so that Zambia remained exegssigpendent on its main natural
resource and consequently highly vulnerable to reate shocks. Moreover, the
Government believed that external circumstancesldviooprove rapidly and so did not
scale back its expenditure levels; it used theddarpay for current expenditure.

Figure 16.  External debt stock and ODA flow, Zambia, 1970-2006 (percentage of GDP)
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Source: World Bank, World Development Indicators.

The debt accumulated during that decade has stzgatia’s debt history until recently;
Zambia, like many other African countries, becanfelebt overhand® country. Several
explanations of the debt crisis have been put fadwaut there is general agreement that
three f?sctors contributed to it: poor domestic @gliexternal shocks, and reckless
lending.

Economic conditions did not improve during the 19&Wit Zambia continued to borrow
until 1987, when it stopped complying with an IMFRatslization programme and
eventually defaulted on the repayment of debt esréa the World Bank in 1991. The
1991 election brought to power a new coalition (fevement for Multiparty Democracy,
under President Frederick Chiluba) with an amb&iplan of economic reform following
the Washington Consensus that consisted in a sdibefalization, stabilization and

43 Zambia external debt statistics, African Developtigank.

*4 Debt overhang is the situation in which the debtls of a country is larger than its expected
capacity to repay it. Such a situation implies tatn productive investments (investments with a
positive NPV) may not be financed because intesesexisting debt is higher than the expected
return on the new productive investments.

> For a discussion of this three factors see Pi{2669).
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privatization policies. Despite this ambitious pramgme economic performance remained
poor, Zambia’'s debt position did not improve angl tiatio of debt to GDP stabilized at 200
per cent for the decade.

Only after 2000, as the economy started to growfaster rate, did Zambia’s ratio of debt
to GDP and its solvency status improve. The coubéyan a process of debt relief, first
under the Highly Indebted Poor Country relief (H)R®d later with the Multilateral Debt
Relief Initiative (MDRY).

In 1999 the IMF in its preliminary document on thBPC debt relief (IMF, 2000)
estimated that Zambia had nominal outstanding defitsS$6.3 billion (or US$5.1 billion
in present value terms). The NPV of external dedd @quivalent to approximately 500 per
cent of exports and 900 per cent of central governtmevenues. Twenty-four per cent of
government revenue went to servicing the defhe situation looked so difficult that the
report concluded that even after full debt religfmbia’s remaining external debt stock
levels would still be unsustainable.

Before debt relief the largest part of Zambia’'seemal debt (over 90 per cent) was held by
the Government (table 10), with the rest held bygte and parastatal entities. More than
60 per cent of government debt was contracted mithilateral creditors, mainly the IMF
and World Bank, and the rest with bilateral cradit@lust before the debt relief Zambia
had no outstanding debt with commercial banks,oalgh it had to enter into litigation
with a “vulture fund” (Donegal) to which Romaniachsold (for US$3.3 million) its credit
of US$15 million originating in 1979Y.

“  For further information on HIPC debt relief and ig#ility criteria see

http://www.imf.org/external/np/exr/facts/hipc.htm.

" “vulture fund” is the name given to a company thays distressed debt (usually at a discount
price) and then tries to make a profit by settiéindeal with the debtor or often by taking the debto
to court. For further information on Donegal vs Zaasee IMF (2007).
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Table 10.  Zambia’s external debt stock, 20032008 (US$ millions)

2003 2004 2005 2006 2007 2008
preliminar
Creditor US$mn %  US$mn %  US$mn %  US$mn %  US$mn %  US$mn %
Total government 5948 91.2 6,620 93.5 4,651 92,0 999 52.6 1,107 53.1 1,200 56.8
debt
Bilateral 2245 352 2748 388 1014 201 277 146 287 138 295 14.0
Paris Club 2000 312 2483 351 807 160 204 107 213 102 221 105
Non-Paris Club 245 38 265 37 207 41 73 39 74 36 75 35
Multilateral 3,703 56.0 3872 547 3541 700 588 30.9 709 340 763 36.1
IME 1,065 14.6 890 12.6 591 117 41 2.2 87 42 96 4.5
World Bank Group 2,294 36.0 2359 333 2336 46.2 261 137 317 152 436  20.7
Others 344 54 623 88 614 121 286 151 305 146 231109
Suppliers/ Bank % 19 133 70 111 53 142 67
Private/Parastatal 547 88 460 65 405 80 902 474 981 469 910 432
debt
Total external debt 6,495 100 7,080 100 5,056 100 1,901 100 2,088 100 2,109 100

Source: Bank of Zambia

During the early 2000s Zambia, assisted by the INfplemented several economic
reforms under HIPC relief, eventually reaching ctatipn in April 2005. The whole HIPC
debt relief process resulted in the cancellatiotu88$3.9 billion of external debt, and the
following year MDRI added another US$2.7 billiona—total of US$6.6 billion in debt
relief between 2000 and 2006 (IMF, 2007). The Gornent and the parastatal and private
sectors now hold roughly the same shares of exteletat. The largest creditors of the
Government of Zambia are again the multilateralspnvath the World Bank again the
largest.

Table 11 shows that the debt relief had a draniaiact on the servicing of external debt
(interest and principal repayments). Looking at tago of debt service to revenue, and
debt service to exports, it is clear that the situehas improved for Zambia. In 2003 and
2004 debt service represented 25 and 37 per cembwiestic revenues respectively
(excluding grants) whereas after debt relief thisorwent down to less than 4 per cent for
2006.
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Table 11.

External debt service, Government of Zambia, 2003-2008 (US$ millions)

Creditor 2003 2004 2005 2006 2007 2008
Bilateral 722 58.4 715 383 35.9 357

Paris Club 47 425 50.3 21.1 3.5 9.2

Others 252 15.9 23.3 17.2 324 26.5
Multilateral 121.6 3125 85 329 24.8 28
Suppliers/Bank 0 0.7 0.8 0.3
Total 193.8 370.9 156.5 71.9 61.5 64
Debt service/revenue (%) 25% 37% 12% 4% 3% 2%
Debt service/exports (%) 15% 18% 6% 2% 1% 1%

Sources: Bank of Zambia, IMF.

During recent years Zambia has continued to borfimmn abroad, contracting highly

concessional loans. In 2006 and 2007 Zambia negdtimans for US$80 million and

US$140 million respectively. The major lenders wehe International Development

Association (World Bank) and the African Developmétund (African Development

Bank), although China is starting to play a langde (30 per cent of total 2007 loans). The
projects financed under these loans are mainly rwatgply and sanitation and

road/railways projects.

The medium-term external financing outlook for thext three years set out by the
Government in the 2010-2012 MTEF anticipates that Government will continue to
seek highly concessional loans from both multitand bilateral cooperating partners for
an amount of ZMK2,341.4 billion, about US$161 noiflia yearf? It aims to invest these
funds into development projects that yield highremuic and social returns, such as roads,
water and sanitation facilities, and health and catlan centres. Moreover, the
Government intends to frame any newly contractadraal debt within a clearly defined
debt sustainability framework.

Domestic debt

Total domestic government debt is comprised of tvan categories, public domestic debt
and public liabilities. The first category includegvernment securities and funds
borrowed from the banking system. The second cagegomprises domestic arrears,
parastatal debt, pension arrears and determined/etrm-be-determined litigation cases
against the Government and its agencies.

Before debt relief in 2005 domestic debt was lbas 20 per cent of total public debt (see
table 12); afterwards, however, it became the igkkare. Moreover, it is clear from the
interest charged on the two types of debt that domelebt has been always more
expensive than external debt, reflecting the caioral nature of the latter. In analysing
debt sustainability for Zambia it is therefore resagy to include the sustainability of
domestic debt. Also, domestic borrowing needs tmbraged carefully so as not to crowd

8 Using an exchange rate of ZMK4,834 per US$1.
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Table 12.

out domestic credit by either pushing up interes¢s or rationing credit for the private
sector.

In June 2006 following the HIPC and MDRI debt rkl& report prepared for the Ministry
of Finance and National Planning reported that diimelebt levels were unsustainable
(the Government had failed to meet some obliga}jofiading that after the 2003
Domestic Debt Policy and Reduction Strategy doroedgbt was still off track and further
measures had to be taken to reduce the burdemwdd debt on public finances.

In contrast, an IMF study in 2005 found that theation had improved in Zambia because
consecutive years of fiscal discipline had redutiesl borrowing needs of the central
Government and thus helped lower the domestic asterate (IMF, 2005). Some
government policies such as limiting domestic bemg to 0.5 per cent of GDP seem to
have had a positive effect on the economy: prigatder credit has expanded during
recent years, doubling as a percentage of GDP kat2@02 and 2007 (IMF, 2008c).

Total public debt, 2005-2011

2005 2006 2007 2008 2009 proj. 2010 proj. 2011 proj.

Percentage of public debt

External 82% 32% 33% 34% 45% 49% 51%
Domestic 18% 68% 67% 66% 55% 51% 49%
ZMK billion
External 27,947 3,452 3,836 3,652 5,963 6,996 7,959
Interest 133 60 54 70 90 93 116
Domestic 6,218 7,270 7,719 6,948 7,434 7,385 7,685
Interest 731 689 721 880 979 1042 1004
Percentage of GDP
External 86.1% 8.8% 8.4% 6.8% 9.9% 10.2% 10.4%
Interest 0.4% 0.2% 0.1% 0.1% 0.1% 0.1% 0.2%
Domestic 19.2% 18.5% 16.9% 12.9% 12.3% 10.8% 10.0%
Interest 2.3% 1.8% 1.6% 1.6% 1.6% 1.5% 1.3%
Total public debt 105.3% 27.3% 25.3% 19.7% 22.2% 21.0% 20.4%
Total interest 2.7% 1.9% 1.7% 1.8% 1.8% 1.7% 1.5%

Source: IMF, 2009b.

Debt sustainability

The IMF and the World Bank, within the context bétMonterrey Consensus to meet the
Millennium Development Goals (MDGs), have set oaime practical guidelines and

benchmarks to guide both debtor countries and patemvestors in assessing the
country’s capacity to repay its current and futdebt obligations. This framework is

known as the Debt Sustainability Framework (DSF) was introduced in April 2005.
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Table 13.

DSF countries were divided into three distinct gr®wr categories, depending on the
guality of their policies and institutions (it islieved that the quality of policies and
institutions has an impact on the country’s abilityfulfil its debt obligation). Thus, for the
same economic fundamentals different quality leirafsly different capacity to repay.

For each category the World Bank and IMF definesbtaof five Debt Burden Thresholds
(DBT). The first three look at the Net Present \éa(lNPV) of debt as a percentage of,
respectively, exports, GDP and revenue, while therotwo look at the debt service as a
percentage of exports and revenue. Values of thetses in excess of the DSF Debt
Burden Threshold are thus indicators of a debtrafist situation: the country should
borrow extra funds with caution and investors stidad wary in lending, given the country
situation.

Zambia is classified as a Medium Policy countryamithe World Bank’s Country Policy
and Institutional Assessment (CPIA) index. Tableat8ordingly shows its Debt Burden
Thresholds under the Medium Policy line.

Debt Burden Thresholds (DBT) under the Debt Sustainability Framework (DSF)

NPV of debt as a percentage of Debt service as a percentage of
Exports GDP  Revenue Exports Revenue
Weak Policy 100 30 200 15 25
Medium Policy 150 40 250 20 30
Strong Policy 200 50 300 25 35

Source: IMF.

The IMF periodically conducts country studies (kmoas Debt Sustainability Analysis) to
assess the debt sustainability of low-income caoemtin Zambia the last study of this sort
was conducted in 2007, with the following one sehed for October 2009. From the 2007
report (IMF, 2008c) it emerges that the debt soatality of Zambia has greatly improved
after debt relief. This is reflected in debt rattbat are, and are expected to remain, well
below the Debt Burden Threshold. Moreover, the repovisages the possibility that
Zambia can take up external loans even on non-ssiw®l terms for the financing of
productive investment such as electricity genemnatio

The debt ratios indicate that external debt for Hiams sustainable. The NPV to GDP
ratio in the IMF simulation is expected to riserfr® to 7 per cent in the medium term and
eventually decline to 4 per cent (DBT is 40 pertgerfhe NPV to export ratio is expected
to rise from 14 to 23 per cent in the medium temd ¢hen remain constant in the long
term (DBT is 150 per cent). The debt service tooeixpatio is expected to rise from 1 to 2
per cent (DBT is 20 per cent). However, the IMFni®iout that to further reduce its
vulnerability to external shocks, Zambia shouldedsify its exports, still very dependent
on copper and hence subject to external fluctuationprice and demand for this single
commodity.

Zambia also scored well in the IMF analysis regagdine sustainability of public debt.
The NPV of domestic debt as a share of GDP is e¢&gdo fall from 18.6 per cent in 2006
to 10.4 per cent in 2027. At the same time the NR®\public debt (both external and
domestic) as a share of GDP is expected to fathf2@ per cent in 2006 to 16 per cent in
2027. On the other hand, the sustainability of gutebt looks more problematic. The
ratio of NPV of public debt to revenue in 2006 w50 per cent. In the IMF baseline
scenario such a ratio would be expected to impfogereduce) in the medium and long
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term, but it is very vulnerable to economic perfanoe so that a lower than expected GDP
growth might worsen this ratio and bring it worrgin close to the Debt Burden
Thresholds.

Public debt levels therefore seem sustainablepuadiih the Government cannot relax on
revenue collection and economic performance: orctimerary, it must strengthen them so
as to avoid putting its capacity to service itstdatigations at risk, and so as to assure
continuous access to the financial markets.

Debt projections

Table 14.

In the MTEF 2010-2012 the Ministry of Finance aratibinal Planning provides its latest
projections of probable financing needs over theodeof time considered. As shown in
table 14, the MFNP forecasts that for 2009 and 2B&G@leficit will be respectively around
2.5 and 3 per cent of GDP. For 2011 and 2012 tfieitdis forecast to be reduced by half
to 1.5 and 1.15 per cent of GDP. On average, 7@@et of the financing needs will be
covered by accessing the domestic financial mavidetle the remainder will be covered
by concessional loans from the multilateral andtbiial Cooperating Partners. The deficit
is thus projected to remain at a very low levelrabe period, reflecting the continuation
of fiscal discipline. Indeed, as revenues arerfglthe Government seems to be committed
to cutting its expenditure rather than increasiagdwing.

Financing projections, 2009-2012

MTEF projections as % of GDP 2009 2010 2011 2012
Fiscal balance 247 -2.93 -1.50 -1.15
Financing 247 2.93 1.50 1.15
Domestic financing 1.69 212 1.00 1.00
Net external financing 078 0.81 0.50 0.15

Source: Ministry of Finance and National Planning, MTEF 2010-2012

Given the GDP growth projections averaging at ntbem 5 per cent between 2009 and
2012, it seems that the Government could poteyntiah larger deficits. Indeed, in light of
the debt sustainability analysis the Governmentlccdee in a position to increase
borrowing to finance projects with a high returor(instance investment in electricity
production) or could borrow to finance its own d¢apiinvestment. This would free up
resources that could be used to finance other g@moja social protection, education and
health. However, so long as the Government is @n@blurn economic growth into higher
revenue collection this prospect looks far off, disgal discipline is undoubtedly still
needed.

Sovereign debt rating

Sovereign risk ratings are increasingly used bgrirdtional investors and aid agencies to
make their investment and financing decisions. 8oga debt rating is useful not only for
the debt issuer but would also benefit the wholenty, as it offers a benchmark for
private-sector creditworthiness. In sub-SahararicAfonly 21 countries have received a
rating from one or more rating agencies. Zambia been scheduled to receive its first
sovereign debt rating from one of the major agente a couple of years now, but this
has not materialized to date. Ratha et al. (20@fimate that Zambia could have a
sovereign debt rating of BB— to BB which would puin the same ranking as countries
such as Brazil and Turkey. Receiving a debt ratingld offer a benchmark to the country
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which would greatly ease the evaluation of Zambagbt performance and increase the
transparency of public finances. It would also hel@ttract investors. It is therefore to be

recommended that Zambia try to get this ratingoms @1s possible and take steps towards
improving it.

In conclusion of this section it can be assertet #Fambia’s external debt government
public debt positions have greatly improved dunmagent years. External debt benefited
extensively from debt relief and better managemetiile domestic debt was put on a
sustainable track thanks to better policies thiadukto reduce the cost of borrowing and
limit the need for domestic finance.

It is generally agreed that Zambia today is po#digtunder-borrowing; this is probably a

reflection of the fact that it has only recentlyremout of the process of debt relief. There
is thus potential to increase borrowing in the slbemm even on non-concessional terms,
but only on condition that the projects to be ficeah are highly productive and vyield

economic returns. In this context the IMF (2008a} Ipointed out that within Zambia’s

debt management strategy there is a need to imctbascapacity to evaluate, correctly
assess and carry out investment projects.

3.5.4. Reprioritization and efficiency of expenditures

Reprioritization of expenditure, together with da@tie revenue mobilization, need to be
key priorities if the Zambian Government is to ¢eeadditional fiscal space in the near
future to invest in social protection. Indeed, as have seen above, both ODA and
borrowing seem to offer only limited scope for alswy up of expenditure. Attention
therefore needs to be focused on increasing thestitresources available.

The previous sections have looked at increasingeenue collected by the Government.
This section analyses the government use of tlessrirces (i.e. government expenditure).
Government can find additional resources to finasaal protection in two ways: on the
one hand it can divert resources from other sectorsncrease social protection
expenditure; on the other hand it can review anidnalize the entire expenditure side
(perhaps targeting only some sectors where effigieavings are easily identified) with
the aim of achieving efficiency savings which céert be employed to financing the
desired activities. The first strategy boils dowrpblicy choice (for instance scaling down
fertilizer programmes and using the savings torfa@gasocial protection), but is subject to
pressure from the various interest groups. Therskstrategy, however, is free from such
pressure$’ since potentially everybody can benefit from efficy savings. But this
requires a much higher effort from the Governmentdentifying those areas in which
savings can be made.

A prerequisite for reprioritization of expendituig that the government “expenditure
envelope” is large. Reprioritization and efficierggvings can also be made when smaller
expenditure envelopes are available, but with lasgeenditure levels the scope to generate
extra resources is correspondingly larger. TablsHdws that government expenditure in
Zambia amounts to roughly 25 per cent of GDP, figgbelow the African average of 28
per cenf’ Yet within total government expenditure it is pbs to distinguish between
discretionary and non-discretionary expendituree Tatter refers to those expenditure
items over which the Government has no short-terseretion, meaning that some

49 Although one interest group opposing efficiencyisgs could be the public administration itself,
if it is administered by corrupt public officials.

%0 African Development Bank indicators, 2004.
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expenses such as interest, wages, election expangdesrears need to be honoured by the
Government in the short term. Although in the leagn the Government can take policy
actions to limit these expenses, for instance bgugimg the size of the public
administration or by contracting lower debts, thersterm discretion over these items is
limited. For the short term, therefore, it is neszgg to focus on the Government's
discretionary expenditure in order to produce aticator of the expenditure envelope
available.

According to table 15, discretionary expenditureréased from 9.5 per cent of GDP in
2005 to 12.7 per cent in 2007. Further, accordimghese IMF figures the share of
discretionary expenditure is projected to remairyfaonstant at this level, except for a
small dip in 2008, until 2010. The increase in pob¢d discretionary expenditure is mainly
due to a more than doubling projected level of tehmixpenditure and to an increase in
expenditure for goods and services. In contrasp-discretionary expenditure was
projected to decline over the same period. If fymdinanced capital expenditure is also
included in discretionary expenditure, total disiomary expenditure remains fairly
constant over the period. Hence from this firstlgsia it looks as though the amount of
domestically-financed expenditure over which thev€&oment has policy discretion has
increased recently and thus there is higher peatefati revenue reprioritization. However,
it is also apparent that a priority for Zambia bagn to invest in infrastructure as foreign-
financed capital expenditure has declined, ande&ed to further decline, over time.
Thus the reprioritization of the expenditure thais taken place has mostly benefited
domestically-financed capital expenditure. Suchiariy might indeed limit the financing
of other programmes as it suggests that freed-ajade resources are mostly channelled
toward capital investment.

Table 15.  Government expenditure as a percentage of GDP, 2005-2010, IMF projections

2005 2006' 2007 2008 est. 2009 proj. 2010 proj.

Revenue and grants 23.0 215 23.3 22.9 22.7 22.3
Expenditures 25.7 231 245 244 25.3 24.0
Current expenditures 18.0 18.4 19.8 19.6 19.8 18.8
Wages and salaries 7.6 7.2 7.7 8.3 8.5 8.1
Interest payments 27 19 17 18 18 17
Domestic arrears payments 0.8 06 0.7 1.1 06 0.0
Total non-discretionary 11.0 9.8 10.1 11.2 10.8 9.7
Goods and services 38 45 6.1 52 5.8 52
Other 3.9 4.7 4.3 4.3 3.8 3.9
Capital expenditure, domestically financed 1.7 15 24 24 3.0 3.6
Total discretionary 9.5 10.8 12.7 11.9 12.6 12.7
Capital expenditure, foreign financed! 52 26 1.7 1.3 1.9 15
Total capital expenditure 7.0 4.1 4.0 37 4.9 5.2
Total discretionary including 14.7 13.3 14.4 13.2 14.5 14.2
Discrepancy overfinancing 0 -1 1 0 0 0
Overall balance 2.6 2.9 0.2 1.7 -2.6 -1.7

" Does not include debt relief grants.
Source: IMF, 2009b

The data presented in table 15 for the years 20092810 are projections made at the
beginning of 2009, and given the latest eventshhaé shocked the world economy and to
which Zambia was not immune, it seems that moghe$e projections will have to be
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revised (most likely downwards). The recent Medidimrm Expenditure Framework
(MTEF) 2010-2012 from Zambia’s Ministry of Finanaed National Planning can used to
revise the expenditure projections for the yearsr&009 and assess the likely impact of
the world financial crisis on government expenditufable 16 presents the expenditure
projections included in the MTEE.

The MTEF states that, due to lower revenue, experedbn non-priority sectors will be
constrained and resources allocated to key sectach as food production, the
development of infrastructure for agriculture, watend sanitation, energy, roads,
education, health and public safety. At the same the Government aims to increase and
improve service delivery so as to reduce wastedpénditure.

Overall, the MTEF projections foresee a sensibtucgon over the medium term for
government expenditure, decreasing from the cu2bnper cent of GDP to 22 per cent.
Most of this reduction will take place in curremxipenditure: from 18 per cent of GDP to
15 per cent.

The wage bill is expected to decrease to less 8haer cent of GDP by 2011. To achieve
this objective wage increases will have to be kaitvithin the CPI level and recruitment
will have to fall. The only two sectors for whiclktrrecruitment is expected to increase are
education and health.

Interest payments are expected to decrease mdygineflecting better management of
domestic debt and low levels of external (mainipaassional) debt. Domestic arrears are
also expected to decrease, with the Government dbeahto settle most of them (for
instance to pay pension arrears in full) in 2008nMiscretionary expenditure is expected
to decrease in the medium term by 1 per cent of GidRfirming the trend of previous
years.

51 But see footnote 36.
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Table 16.  Government expenditure as a percentage of GDP, 2009-2012, MTEF projections

2009 2010 2011 2012

Expenditures (1) 23.4 24.9 22.3 22.0
Current expenditures (2) 18.1 19.3 16.5 15.2
Wages and salaries (4) 8.4 8.3 8.0 8.0
Interest payments (6) 18 18 1.6 14
Domestic arrears payments (8) 0.6 05 0.2 0.2
Total non-discretionary (10) 10.7 10.5 938 9.6
Goods and services (5) 58 52 4.0 4.0
Other (7) 2.1 4.1 29 18
Capital expenditure’ (3) 4.8 4.5 5.1 6.2
Total discretionary (11) 127 13.8 12.0 12.0
Discrepancies (9) 0.0 0.6 0.5 0.4

*In the METF no distinction is made between domestically and foreign-financed capital expenditure.
(1) (2) (3) (4) (5) Percentages derived directly from METF;

(6) Domestic debt interest METF, external debt interest IMF; (8) Actual value given in METF;

(7) Computed as difference; (9) difference = (1)-(10)-(11).

Source: Ministry of Finance and National Planning, MTEF 2010-2012.

Of all expenditure items, the only one that is etpé to grow is capital expenditure,
which is projected to rise to 6.2 per cent of GBP2012 from a level of 4.8 per cent in
2009. Goods and services expenditure is expectatbt¢oease by 1.8 per cent of GDP
between 2009 and 2012. From these items we cancdddat expenditure on other
programmes will be limited to roughly 2 per cent @DP — down from the previous
historical level of roughly 4 per cent.

Also, the expenditure projected for the period 221012 will have to consider resources
for the national census of housing and populatimg the preparation of the 2011
elections.

Overall, these projections predict an overall caction in fiscal policy, with the
Government tightening public expenditure other tbapital investments. Allowing for the
fact that capital expenditure is a priority aredarsfestment, it seems that the Government
will face challenges in providing the resourcedit@ance its various sectors. It is even
more difficult to see how it would be possible itwahce additional expenditure within this
expenditure framework.

Conscious of the challenge, the Government propésefocus on programmes that
improve service delivery and contribute to econogriowth and poverty reduction while
reducing “any observed wasteful expenditures”l,3idth the IMF (2009b) and the AEO
(2008) find that success so far in achieving theffieiency targets has been mixed. So
long as revenue collection does not reverse itsne@sd trend, it seems that Zambia has
little choice but to scale back its spending plans.
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3.6.

A policy proposal

In section 3.2 we presented a minimum package @ékprotection benefits and provided
an estimate of the short- and medium- to long-teasts that the introduction of such a
package would entail. An analysis of the Governradigcal operations followed, looking
both at recent years and at projected future dpwsdmts (IMF and MFNP projections).
The aim of this analysis was to assess to whahe#tte Government is able to finance the
proposed increase in social protection expendifine. four main strategies investigated
are, according to the literature (see section 2atsecure a higher ODA flow, enhance
domestic revenue mobilization, increase borrowargl reprioritize the expenditure.

This section builds upon these findings to propaseoncrete strategy to finance the
adoption of the minimum package of social protetbenefits (the SP package).

In recent years government expenditure on non-tantry and contributory social
protection (excluding education and health) hasnbgenerally low in Zambia, with
average allocations of 2.5 per cent. This figureoaats for less than 1 per cent of GDP.
Within this expenditure envelope, however, areudel both State pension contributions
and social assistance expenditure. Once Stategmensntributions and pension outlays
are excluded, the amount the Government allocaiesotial assistance programmes
accounts for less than 0.1 per cent of GDP. Althotlge Government considers social
protection a priority sector within its developmeatan (as outlined in the Fifth National
Development Plan) there is no concrete plan toifsigntly scale up social protection
expenditure. Indeed, in the Medium Term Expendittramework 2010-2012 social
protection expenditure remains relatively constantpday’s levels.

The fact that the Government has not allocatedghehi budget share of expenditure to
social protection expenditure reflects the findimgjssection 3.5.4. There we saw that
government expenditure is indeed expected to deoleer the medium term (2010-2012),
as a percentage of GDP. Moreover, within the emigenditure envelope the item that
will receive priority (after paying wages, intereates and arrears) is capital expenditure
followed closely by investment in education andlthecare.

In section 3.2 we saw that the implementation ih fiy 2009, of one of the two versions
of the minimum package of social protection (thekages differing on the design of the
child benefit) would cost on average 2.8-3.7 pat o GDP (table 3). Between 2010 and
2012 total government expenditure is expected wirde by around the same amount.
Also, what was defined as discretionary expendifureluding foreign-financed capital

expenditure) is expected to decrease slightly betw2008 and 2009 and then remain
fairly constant. Hence, given the Government'’s fities and the reduction in projected
expenditure it seems unlikely that it will be alle finance higher levels of social

protection expenditure.

However, this does not mean that Zambia cannotdtffiee adoption of a minimum SP
package. As we have seen in the above analysi® toeld be many ways by which the
Government of Zambia could raise (non-aid) finagciar worthwhile projects. Indeed,
government projections for the medium term appedetfairly conservative, probably due
to strict fiscal rigour — a consequence of the mgeagrs of fiscal mismanagement and of
weak administrative and project management capasili

During the last decade the effectiveness of goventnand public administration has
improved substantially; this has contributed todlReeptional growth rate that Zambia has
experienced in the last eight years. Neverthelaghe short term it is inadvisable for the
Government of Zambia to relax its fiscal rigour watt further improving its
administrative and project management capabilitssstrengthening these is needed to
avoid falling into the growth traps of the past.
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3.6.1. Creating fiscal space: Concrete strategies

In section 3.5 we considered in detail four broadtegies by which the Government of
Zambia could raise financing for an increase iniagoprotection expenditure. In this

section we suggest a set of possible concreteegieat in light of the analysis conducted
above. Although there are potentially many actitwas the Government could take to raise
financing, not all are equally viable or sustairaipl the long term. Here we try to identify

some interventions that are viable, relatively distertionary and simple to implement.

Although it is difficult to quantify the magnitudsf the different interventions we suggest
some targets that should be within reach.

Box 1 shows a set of key strategies through whimizia could increase its fiscal space in
the medium term. The first and most important cédis an increase in tax revenues.
Enhancing the performance of the tax system has @ priority for Zambia. Although the
Government expects to steadily increase the amolutdx revenue it collects between
2009 and 2012, the tax collection projected for284 a percentage of GDP is lower than
the amounts collected in 2008, 2000 and 2001. T™vergment projections account only
for a recovery in VAT revenue (which collapsed i602). We have argued that the
Government could and should do more in this respgctharp increase in tax rates is
inadvisable as this would bring distortions inte #ttonomy but, as we have seen, there is
scope to slightly increase company tax and alséngitax rates (which are still relatively
low) and to keep broadening the tax base, reduitingad-hoc exemptions. In addition,
after the recent introduction of a set of taxed thaget the informal sector we would
expect informal-sector tax revenue to steadily éase during the first years of
introduction and then stabilize after the new tagime reaches equilibrium. The
Government and the Zambia Revenue Authority shaldd take steps to slow the pace of
accumulation of tax arrears. Overall, governmergeis should be to generate additional
revenue of 0.4 per cent of GDP in 2010, rising feeR cent of GDP in additional revenue
by 2015.

The second strategy refers to improving the managémf the public debt. As we have
seen, public debt is in much better shape tharad lefore the debt relief of 2006, but
non-concessional (domestic and external) debtaigiqpd an increasingly important role in
financing government needs. Thus it is the cosleditt, rather than the stock of debt, that is
receiving wider attention now. The Government hakelat management strategy in place
which has been relatively successful in lowering tost of borrowing during the last
decade. However, there are suggestions that ther@ment could further improve the
current situation (IMF, 2009b). The target shoutdtd create additional savings of 0.5 per
cent of GDP within the next five years.

The third strategy calls for a rationalization apenditure and a reallocation of resources
among the different expenditure items. Assistedth®y IMF and the World Bank, the
Government is putting in place measures to impitheepublic payment system and the
management of government funds. It should alscevevhe effectiveness, delivery and
design of some of its programmes, allocating resesito those that are more effective and
better target the priorities set out in the Fifthtidnal Development Plan (for instance, a
revision of the Fertilizer Support Programme thaivsts budget allocation more than
double in 2008, is under way). Overall, the targetthis category should be to provide
savings of 0.2 per cent of GDP in the first yealofved by savings of 1 per cent of GDP
within the next five years.

The last action envisages an increase in both ssmw®al and non-concessional
borrowing. We have seen that the outlook for pub&bt sustainability is favourable and
that by many standards the Government is potentiatider-borrowing. Despite the
extreme care with which any additional borrowing lta be agreed, there is probably
scope to increase borrowing to finance project$ ¢jumrantee a high economic return.
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These projects mainly concern investments in etgstrgeneration, and transport and
communication infrastructure. If the Governmentalde to demonstrate that it has the
ability to effectively plan, deliver and create walfor money with these infrastructure
projects, it will then be able to attract financifmgpth from concessional and non-
concessional lenders. The Government has planshaoplg increase the amount of
domestically-financed capital expenditure, and withincrease in resources this would be
to the detriment of spending in other sectorshdf Government could increase borrowing
it could potentially plan higher capital expendgwhile keeping expenditure constant in
the other sectors. In the medium term the targetldvbe for the Government to increase
borrowing by 0.5 per cent of GDP in 2010 and thed Iper cent in the following years.

Box 1. Increasing fiscal space: Key actions

1. Enhance revenue mobilization 2. Improve public debt management
a. VAT 3. Rationalize expenditure
b.  Mining tax a. Improvement in fiscal management
Corporate tax b. Reallocation of resources
d. Informal sector tax 4.  Increase concessional and non-concessional

borrowin
e. TaxArrears g

Table 17 presents the targets outlined aboveelfZbvernment were able to adhere to this
plan this would generate a fiscal space amounting per cent of GDP in 2010 (of which
0.8 percentage points are additional expendifiréhe fiscal space would then gradually
increase to 4.5 per cent of GDP by 2015 (of whicheBcentage points are additional
expenditure).

Table 17.  Sources of additional fiscal space, 2010-2016 (percentage of GDP)
Source 2010 2011 2012 2013 2014 2015 2016
onwards
1) Tax revenue 0.4 0.8 12 16 2.0 20 2.0
2) Debt management 0.1 0.2 0.3 0.4 0.5 0.5 0.5
3) Expenditure revision 0.1 0.2 0.4 0.6 0.8 10 10
4) Borrowing 0.4 0.8 1.0 1.0 1.0 1.0 1.0
Total additional resources 10 20 29 3.6 43 45 45
Social protection financing 0.3 0.7 10 12 14 15 15
In claiming that the Government could do betterntlits Medium Term Expenditure
Framework for 2010-2012, these projections arederain extent optimistic. But they are
still conservative compared to Weeks and McKinl290g), for instance, who propose a
much bolder financing plan under which the Govemim&ould be able to direct an
additional 17 per cent of GDP toward the financofgMillenium Development Goals
expenditure (of which 8.8 percentage points areemgulof higher domestically-financed
%2 Both the savings due to better debt managementeffiwiency gains in expenditure imply a
“recycling” of expenditure that does not increas@ltexpenditure level.
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expenditure). Moreover, in our projection we assuim& only one-third of the extra

revenue generated goes to the financing of incdeaseial protection expenditure. We
make this assumption because it is understandable it the Government is able to

generate extra resources some will be used todaaapital expenditure and expenditure
in health and education (the three priority secémsording to the MTEF 2010-2012).

Among the various actions that would allow the tioraof fiscal space, the revenue
generated by informal sector tax could play a mpgot. In 2007 these revenues amounted
to ZMK32.94 billion (0.07 per cent of GDP) and Q0B to ZMK86.24 billion (0.16 per
cent of GDP). If this trend is confirmed as inciegsiumbers of informal workers become
engaged in the taxation system, this source offmaveould become an important pillar of
social protection financing. Moreover, in commigtimformal tax revenue as a financing
mechanism for social protection the Government di@tilengthen the social contract that
it has established with its citizens. Following thyument that tax revenue is used to
provide public goods in exchange, the Governmentlevtax the informal sector in order
to provide a basic old-age pension (to which infalrmorkers would not otherwise have
access), a child benefit, and income security seaaf hardship. Such a policy could in
turn have a positive effect on revenue collecti@s, (informal) taxpayers might
“voluntarily” pay taxes as a way of committing theslves to the social contract. In
Zambia, where 90 per cent of employed persons wotke informal sector, the logic of
this argument might well strengthen the collectibtax revenues.

This section, intentionally, has not included manalysis any additional resources that the
Government could raise from donor countries. Thibécause we wanted to quantify and
set clear targets that the Government itself shairad to achieve. The resort to ODA
should only come after a clear and credible govemtncommitment to meet the short-
term (to the extent possible) and long-term lidilesi implied by the scaling up of social
protection expenditure. Donors may well assistGlagernment during the transition phase
from pilots to national scaled-up intervention, Baance commitments by donors should
be limited to the short term.

3.6.2. Scaling up social protection expenditure

This section provides models of two alternativeeiscales for the adoption of the social
protection package described in section 3.2: first,adoption in full of the three benefits

starting from 2009, and second, a gradual adomidhe full package in which each year

an additional 20 per cent of the entitled populastarts receiving the benefits. Both these
models assume that the government resources tacértie scaling up are limited to those
identified in table 17.

Immediate scaling up

In this model it is assumed that the adoption ef éntire SP package takes place all at
once, that is, the whole entitled population reesithe benefits, starting from 2009.
Figure 17 shows the projected cost of this immedsataling up. The positive part of the
charts shows the cost of the three benefits (fromto bottom: child benefit, targeted
social cash transfer, old-age pension). The nega@wt shows the proposed financing split
between government (top) and donors (bottom). Haet®n the left refers to the package
in which the child benefit of option 3 is includéce. child benefit paid to all households
with at least one child below the age of 5), whie chart on the right refers to the
package in which the child benefit of option 1 meluded (i.e. child benefit is paid to

%3 The benefits consist in monthly benefits; we asstinat if the package is adopted in late 2009 it
is with retroactive effect so that all the 2009 iy benefits are paid in full.
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households where the eldest child is below thechde although at the beginning it is paid
to all households with at least one child below @ge

Figure 17.  Costs and financing of the SP package if introduced fully with immediate effect (percentage
of GDP)
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Source: Author’s calculations.

From the chart we can see that during the firstsyfae Government will not be able to
contribute much to the financing of the packagehmfirst year in particular, donors will
need to finance the entire cost, with the Governirgesdually taking over the financing in
the following years. In table 23 (Appendix) an &l is provided of the projected
expenditure and financing sources (split betweewe@onent and donors). Given the
available resources the Government would not be &btover all the financing needs of
the package that includes the child benefit ofap® (households with a child under 5
years old). But in the version that includes thiédcbenefit of option 1 (households where
the eldest child is under 7 years old) the Goventmgould be able to take over
completely by 2015. In this latter version totahdos’ commitment would amount to an
average of 1.7 per cent of GDP over a period oésegrears (from 3.7 per cent in 2009 to
0.07 per cent in 2015). Further, in this scenahe Government would even save
resources, as in the long run the cost of the gpckaould decline to approximately 1 per
cent of GDP. The total cost to donors would amaar®4 million Eurod' in current prices
or an average of 7.7 million Euros per year. Giveat for the period 2008-2013 the
European Union has committed an average of 80amiliurog® per year to Zambia, the
cost of the scaling up would amount to an averd@8oper cent of the Union budget.

In the scenario in which the child benefit of opti8 is adopted, donors’ commitment
would amount to an average of 1.55 per cent of @Ding the first seven years (from
2.87 per cent in 2009 to 0.56 per cent in 2015).tke following years (2016—2025) either
the Government is able to provide other resourcesover the entire cost or the donors
would have to keep contributing a small share efttital cost (from 0.5 per cent of GDP
in 2016 to 0.1 per cent of GDP in 2025). In Eurome the financial commitment for
donors would amount to a total of 52 million Eugrsd on average, on an annual basis,
would account for roughly 9.5 per cent of the ahritld budget allocated to Zambia. In
this scenario donor support is projected to comtinelyond the first seven years.

* The exchange rate used is: 1 Euro = ZMK6,290. $ame exchange rate is used for all
conversion into Euros.

5 The European Union has committed 475 million Eucogambia over the six-year-period 2008—
2013 (EC, 2007). In our calculations we assume ithabmmits a similar amount also for the
following years, that is, about 80 million Eurog pear.
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Gradual scaling up

This model assumes that the adoption of the packakgs place gradually. The three
benefits are introduced simultaneously in 200%efsre, but in the first year only 20 per
cent of the entitled population receives the bésiefihen each year a further 20 per cent of
the entitled population starts to receive the hiensb that eventually by 2013 the entire
entitled population is covered. Table 24 showspitogected cost of this gradual scaling up.
The positive part of the charts shows the coshefthree benefits (from top to bottom:
child benefit, targeted SCT, old-age pension). Tlegative part shows the proposed
financing split between government (top) and dorfbostom). The chart on the left refers
to the package in which the child benefit of opt®is included (i.e. child benefit paid to
all households with at least one child below the aig5), while the chart on the right refers
to the package in which the child benefit of optiois included (i.e. child benefit is paid to
households where the eldest child is below thecdde although at the beginning it is paid
to all households with at least one child below &ge

From the charts we can see that even in this madgsbite the gradual introduction, the
Government will not be able to cover the whole cobtthe scaling up. Since the

government resources are identical in the two nxmdehat has changed in this model is
the amount of resources needed to cover the sh®itifa. donor funding). For the years

after 2013 the considerations made above still ,haidthe costing projections do not
change after the entire entitled population is cede

Figure 18.  Costs and financing of the SP package if introduced gradually over five years (percentage of
GDP)
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Source: Author’s calculations.

In table 24 (Appendix) an outline is provided oftleost projections (split between

Government and donors). For the scenario in whiehchild benefit of option 3 is chosen
(households with a child under 5 years old) we eae that, as before, unless the
Government is able to raise additional revenue dammtributions will be needed to

finance the delivery of the SP package. In the tstom the total donor commitment

would amount to an average annual amount of 0.7&@et of GDP for the first seven

years (from 2009 to 2015). This on average wouldwhto half the resources needed to
finance the immediate scaling up, as seen in theigus section. In Euro terms, in this
scenario donors would be required to allocate 3DomiEuros to cover the cost of the first

seven years (on average 4.2 million Euros per y&an) an annual base, this would
represent 5.4 per cent of the annual EU budgetatka to Zambia. However, as before
under this scenario, donor support is projectedatatinue beyond the first seven years,
although declining to zero in the long run.

In the other scenario, in which the child benefibption 1 is chosen (households where
the eldest child is under 7 years old) the avefmgacing required from donors during the
first seven years amounts to 0.75 per cent of GBPypar. This is less than half the
resources needed to finance the immediate scafinnlEuro terms the total commitment
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would amount to 26 million Euros, or an average 3of million Euros per year,
representing 4.7 per cent of the annual EU budtpetaded to Zambia.

In light of the above analyses it is clear that @@vernment is not on its own able to
afford the scaling up in social protection expemditin either of the two models
presented® If it is to implement the social protection packag full, donor support will be
needed. In this case the second scenario — a drechlang up — is most likely and indeed
most favourable: it is both more practical to inmpént and affordable to finance. In the
immediate scaling up scenario donors would be reduio increase their current grant
commitments by more than 60 per cent during thet fiears of implementation until the
Government could begin to cover the higher sharéhefcost. In contrast, the gradual
scaling up of social protection through the intrctittn of all three social security benefits
(with child benefit of either option 1 or 3) overmpariod of five years could be affordable
for both the Government and the donors.

%% |f the gradual scaling up takes seven years (2D085) the Government might be able to cover

the entire cost without donor intervention. Howewsaven years might be too long a period for the

phasing in of such a policy; it could create sotéalsions and conflicts between those covered and
those not covered.

60

The concept of fiscal space and its applicability to the development of social protection policy in Zambia



4.

Conclusions

This paper has analysed the possibilities of angdiscal space in Zambia and using it to
finance a minimum package of social protection heneThe first part of the paper
reviewed some of the arguments put forward in itieealture in favour of social protection
investments in developing countries and specificall sub-Saharan African countries.
Such investments have received wide attention a@adexognized as playing a growth-
enabling role in health, education and infrastrrectdVithin this development context the
concept of fiscal space was introduced and the foam strategies proposed in the
literature to create it were reviewed. These diiege as defined by the Development
Committee (2006), are: increasing official develemin aid (ODA), raising internal
resources, borrowing, and reprioritizing currerpenditure.

We then turned specifically to Zambia. In the paigtht years Zambia has experienced
sustained economic growth that has not been matohedmparable improvements in the
living conditions of its citizens. Nor has the Gowaent been able to turn the years of
economic growth into higher revenues; as a shafe® revenues has actually decreased
and expenditure has been reduced accordingly. Zaislsitill one of the poorest countries
in the world and is characterized by a highly infaf economy in which current social
protection programmes fail to target those mosigied or to alleviate poverty.

Following the ILO report (ILO, 2008) advocating timroduction and implementation of a
package of social protection benefits (old-age jpendargeted social assistance and child
benefit), the present paper has argued that thedunttion of such a package is potentially
affordable for Zambia, but that the Government seedcommit itself to a clear resource
mobilization strategy. Our estimatésuggest that if the Government were to introdhee t
full package gradually over five years it would £t®s/ per cent of GDP in the first year,
1.31 per cent of GDP in the second year, and pe&kld per cent of GDP once all the
beneficiaries were covered. If real GDP continuesincrease faster than population
growth, the cost of the SP package would gradutdlyrease to only 1.09 per cent of GDP
by 2025.

Our analysis proposes that the Government comsetfito a financing plan, starting in
2010, that would raise additional resources eaah, yyentually amounting to 4.5 per cent
of GDP per year (by 2015). One-third of these aoidi#tl resources would be assigned to
social protection spending. According to this pldre, Government would mobilize 0.3 per
cent of GDP in additional resources in 2010 andp@i7cent of GDP in 2011, so that by
2015 social protection would be financed by 1.5qet of GDP in additional resources. If
the Government is able to commit to this plan thwth some help from external donors it
would be able to introduce the package from 20a$hdd support would be required only
during the first seven years of implementation @&D15); an average donor commitment
amounting to 0.75 per cent of GDP per year woulghathe Government to phase in the
reform. In Euro terms, donors’ commitment would amto 26 million Euros over the
seven years, or an average of 3.7 million Eurog/gar. This on average represents 4.7 per
cent of the annual European Community budget akact Zambia.

The estimates provided in this paper are to a icegigtent conservative. Indeed, if the
Government were able to mobilize higher levels edources it could potentially offer
more generous benefits. This paper has shown thett &igher levels of resource
mobilization are not beyond the bounds of possjbili

" Here we refer to the costing of the package wirichudes the child benefit of option 1, which is
the package that entails the lowest cost in thg fon.
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The economic outlook for Zambia looks favourablg, tl@e country seems to be able to
attract a sizeable amount of FDI that will enaltleoi develop further and diversify its

economy. The Zambian economy is indeed projectedotdinue its steady growth at

relatively high rates during future years. Moregvervestment in social protection

contributes to enabling pro-poor growth. Turning throwth into improved standards of
living for all its citizens is now within reach tie Government.
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Appendix

Table 18.  Macroeconomics assumptions

IMF 2009 projections Assumptions
2009 2010 2011
2008 proj proj  proj 2012 2013 2014 2015 2016
Nominal GDP (ZMK billions) (3) 53,706 60,232 68,593 76,525 85,092 94,618 105211 116,989 128,366
Real GDP growth (1) 60 40 45 50 59 59 59 59 5.0
GDP deflator (1994 = 100) 1422 1533 1670 1,773 1,862 1,955 2,053 2,156 2,253
GDP deflator growth (2) 10.9 7.8 89 62 5.0 5.0 5.0 5.0 45
Real GDP (1994 prices) 3776 3928 4108 4315 4570 4839 5125 5427 5699
Growth in nominal GDP implied by (3) 176 122 139 116 112 12 112 112 97
Growth in nominal GDP implied by (1)
and (2) 176 121 138 115 12 112 112 12 9.7
Difference 0.0 0.0 01 01 0.0 0.0 0.0 0.0 0.0
CPIend of period 166  10.0 70 50 5.0 5.0 5.0 5.0 45
Assumptions
2017 2018 2019 2020 2021 2022 2023 2024 2025
Nominal GDP (ZMK billions) (3) 140,850 154,547 169,577 183,414 198,381 214,569 232,078 251,015 271,498
Real GDP growth (1) 50 50 5.0 4.0 40 40 4.0 4.0 4.0
GDP deflator (1994 = 100) 2354 2460 2571 2673 2780 2892 3007 3128 3253
GDP deflator growth (2) 45 45 45 40 40 40 40 40 40
Real GDP (1994 prices) 5984 6283 6597 681 7,135 7421 7717 8026 8347
Growth in nominal GDP implied by (3) 97 9.7 9.7 8.2 82 8.2 8.2 8.2 8.2
Growth in nominal GDP implied by (1)
and (2) 97 97 9.7 8.2 8.2 8.2 8.2 8.2 8.2
Difference 00 00 0.0 0.0 0.0 0.0 0.0 0.0 0.0
CPIend of period 45 45 45 4.0 4.0 4.0 4.0 4.0 4.0

Sources: IMF, 2008d, 2009b; and author’s assumptions
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Table 19.  Structure of the Zambian tax system (ZMK)

Direct taxes Company tax Normal rate Turnover >K200million 35%
Farming 15%
Large mining 30%
Charitable organizations 15%
Non-traditional export sector 15%
Fertilizer 15%
Banks 0-250 000 000 annual 35%
Above 250 000 000 annual 40%
Income taxes Sole traders and 0-700 000 per month 0%
Pay as You Earn Income from 700 000-1 335 000 per month 25%
1 335 000-4 100 000 per month 30%
Above 4 100 000 per month 35%
Informal sector taxes |[Turnover tax Gross Below 200 000 000 annual 3%
Base tax Tax for marketeers Per annum ZMK 150 000
Presumptive tax Minibus and taxis ZMK 600 000-
Per annum ZMK 7 200 000
Advance income tax All commercial imports by 3% of value for
unregistered traders duty purpose
Property transfer tax This is tax charged when property is transferred
from one person to another, and it is levied on the
realizable value of the property 3%
Withholding tax Rental Income, consultancy fees, management fees,

commissions, royalties, dividends, contractors, public
entertainment, interest earned on a savings account and

income for non-resident contractors 15%

Mineral royalty tax Paid for extraction of minerals ~ Base metals (gross value) 3%

Gemstones or precious (norm value) 5%

Other minerals (gross value) 2%

Indirect taxes Value Added Standard 16%

Exports, medical supplies, school exercise books, energy-
saving appliances and
raw materials for manufacturing nets

0%
Funeral services, health supply services, educational services,
gold in bullion form, water supply services, conveyance of
domestic property, domestic kerosene, transportation of
persons by road, air, rail and boat, financial services,
insurance services and ancillary services Exempted
Statutory registration Turnover > 200,000,000 annual
Voluntary registration Turnover < 200,000,000 annual
Custom and excise Customs duty This is a tax levied on all goods imported into the country 0%, 5%, 15%
exported out of the country. It is based on the CIF (cost, and 25%
insurance and freight) value depending on
the nature
of goods.
Excise duty Electricity 3%
Mineral/aerated waters 10% 10%
Domestic kerosene 15% 15%
Industrial kerosene 30% 30%
Other light oils 15% 15%
Diesel 30% 30%
Petrol 60% 60%
Other hydro-carbon oil products 30% 30%
Opaque beer ZMK145 /Lt
Clear beer 60%
Ethyl alcohol (spirits) 125%
Wine 125%
Tobacco 145% or K90, 000/Mille
Cosmetics 20%
Saloon cars/Station wagons (less than 1 500cc) 20%
(1 500cc & above) 30%
Buses 25%
Pick ups/Light trucks 10%
Import VAT Charged on all imported goods ~ Same rate as domestic VAT 0%, 16%

Source: ZRA.
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Table 20.  Fiscal framework in Zambian Kwachas (ZMK)

IMF IMF projections MTEF projections

2005 2006 20072008 est 2009 2010 2009 2010 2011 2012

GDP 32,456 39223 45669 53706 60,232 68593 63259 70,821 83,735 95248
Total revenue and grants 7467 8415 10,626 12293 13,681 15264 13414 15121 17,004 19,465
Total revenue 5642 6618 8522 10221 10,649 12245 10,646 12251 14,902 17,598
Tax 5512 6317 8184 9653 10,195 11,794 10,192 11,820 14,403 17,031
Non-tax 130 301 338 567 454 450 454 431 499 567
Grants 1825 1,797 2104 2,073 3032 3,019 2769 2870 2102 1,867
Total expenditure 8350 9,051 11,209 13101 15248 16437 14,979 17,197 18259 20,557
Expenses 5828 7203 9,045 10541 11,943 12888 11,565 13695 13,803 14,434
Assets 2267 1601 1842 1967 2953 3549 3062 3168 4271 5927
Liabilities 254 247 322 593 352 0 352 334 185 196
Discrepancy (-overfinancing) 25 483 474 102 0 0 1 0 0 0
Fiscal balance -858 -1119  -109 -910 1567 -1173  -1564 -2,076 -1255 -1,092
Net domestic financing 617 -1,066  -36 653 1170 833 1069 1502 87 952
Net external financing 241 53 145 257 397 340 495 574 418 140

Sources: IMF, 2008d, 2009b; MTEF 2010-2012.
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Table 21.  Fiscal framework as a percentage of GDP
IMF IMF MTEF projections
projections

2005 2006 2007 2008 2009 2010 2009 2010 2011 2012

est.
Total revenue and grants 230 215 233 229 27 223 212 214 203 204
Total revenue 174 169 187 190 17.7 179 168 173 178 185
Tax revenues 170 161 179 180 16.9 172 161 167 172 179
Non-tax 04 08 07 141 08 07 07 06 06 06
Grants 56 46 46 39 50 44 44 41 25 20
Total expenditure 257 231 245 244 253 240 237 243 218 216
Expenses 180 184 198 196 198 1838 183 193 165 152
Assets 70 41 40 37 49 52 48 45 51 62
Liabilities 08 06 07 11 06 00 06 05 02 02
Discrepancy (-overfinancing) 01 12 10 -02 00 00 00 00 00 00
Fiscal balance 26 29 02 -7 26 17 25 29 15 11
Net domestic financing 19 27 -01 12 19 12 1.7 21 10 10
07 -01 03 05 07 05 08 08 05 01

Net external financing

Sources: IMF, 2008d, 2009b; MTEF 2010-2012.
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Table 22.  Macroeconomic framework: MTEF compared to IMF data and projections
2006 2007 2008 2009 2010 2011 2012
actual actual final proj. proj. proj. proj.
MTEF
Real GDP growth (1) 6.2 6.2 57 43 5.0 55 6.0
GDP deflator growth (2) 133 132 126 81 90 79 69
Nominal GDP (ZMK billions) (3) 38,561 46,357 55,211 63,259 70,821 83,735 95,248
Nominal GDP growth implied by (3) 202 191 146 120 182 137
Nominal GDP growth implied by (1) and (2) 202 190 127 145 138 133
Difference 0.0 0.1 1.8 -2.5 44 0.4
CPI end of period 9.0 8.9 16.6 12.0 9.5 9.0 8.0
IMF
Real GDP growth (1) 6.2 6.3 6.0 4.0 45 5.0
GDP deflator growth (2) 138 96 109 78 89 62
Nominal GDP (ZMK billions) (3) 39,223 45,669 53,706 60,232 68,593 76,525
Nominal GDP growth implied by (3) 20.8 16.4 17.6 12.2 13.9 11.6
Nominal GDP growth implied by (1) and (2) 209 165 176 121 138 115
Difference 00 -01 00 00 01 01
CPI end of period 8.2 89 166 100 7.0 5.0
Sources: IMF, 2008d, 2009b; MTEF 2010-2012.
Table 23.  Financing plan: Immediate full implementation
Immediate scaling
Full package (child < 5) 2009 201 2011 2012 2013 2014 2015 201 2017 2018 2019 2020
Covered beneficiaries 100 100 100 100 100 10 100 100 100 100 100 100
Admin. cost (as % of total 26 23 20 18 1 1 13 13 13 13 1 13
Cost incl. admin.(_ZMK billions ) 17260 18495 1 20409 21411 2253.1 24073 2563.2 27280 2 3086.3 3268.9
LCost excl. admin. as % of GDP 2.28 2.19 2.11 2.03 1.9 1.89 1.82 1.76 1.71 1.66 1.61 1.57
Cost incl. admin. as % of 2.87 2.70 2.54 2.40 2.2 2.14 2.06 2.00 1.94 1.88 1.82 1.78
Government share 0 12 26 40 5 6 73 75 77 80 8 84
Government cost (ZMK 0.0 822.6 11354 15080 17548 19255 21127 2 25437 27512
IDonors’ cost (ZMK 17260 16208 1 12184 10057 7451 615.3 584.0 542.6 517.7
Government cost as % of 0.67 0.97 1.20 1.43 1.50 1.50 1.50 1.50 1.50 1.50
Donors’ cost as % of 2.87 1.87 1.43 1.06 0.71 0.56 0.50 0.44 0.38 0.32 0.28
Full package (child eldest <
Covered beneficiaries 100 100 100 100 100 10 100 100 100 100 100 100
Admin. cost (as % of total 25 23 20 18 1 1 13 13 13 13 1 13
Cost incl. admin. (ZMK 22477 22431 2 21142 20255 1926.1 18341 17118 18272 1 20789 2209.1
Cost excl. admin. as % of 2.98 2.66 2.37 2.1 1.85 1.61 1.38 1.18 1.14 111 1.08 1.06
Cost incl. admin .as % of 3.73 3.27 2.86 2.4 2.14 1.83 1.57 1.33 1.30 1.26 1.23 1.20
Government share 0 10 23 3 5 78 96 100 100 100 100 10
Government cost (ZMK 0.0 510.2 8226 11354 15080 17548 17118 1 19494 20789 2209.1
Donors’ cost (ZMK 224717 2 1 1291.7 890.1 0.0 0.0 0.0 0.0
Government cost as % of 0.00 0.33 0.67 0.97 1.20 1.43 1.50 1.33 1.30 1.26 1.23 1.20
Donors’ cost as % of 2.94 2.19 1.52 0.94 0.40 0.07 0.00 0.00 0.00 0.00
Source: Author’s calculations.
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Table 24.  Financing plan: Gradual implementation

Gradual scaling up

Full package (child < 5) 2009 201 2011 2012 2013 2014 2015 2016 201 2018 2019 202
Covered beneficiaries (%) 20 40 60 80 10 100 100 100 100 100 100 10
Admin. cost (as % of total benefifs) 26 23 20 18 16 14 13 13 13 13 13 13
Cost incl. admin. (ZMK__billions) 345.2 739.8  1166.1 1 21411 22531 24073 25632 27280 29022 3 3268.9
Cost excl. admin. as % of GDP 0.46 0.88 1.27 1.63 1.96 1.89 1.8 1.76 1.71 1.66 1.61 1.57
Cost incl. admin. as % of GDP. 0.57 1.08 1.52 1.92 2.26 2.14 2.0 2.00 1.94 1.88 1.82 1.78
Government share (%) 0 31 44 50% 53 67 73 75 77 80 82 84
Government cost (ZMK billions) 0.0 228.6 510.2 8226 11354 15080 17548 19255 21127 23182 2 2751.2
Donors’ cost (ZMK billions) 345.2 511.2 655.9 810.2 1005.7 745.1 652.5 637.7 615.3 542.6 517.7
Government cost as % of GDP 0.00 0.33 0.67 0.97 1.20 1.43 1.50 1.50 1.50 1.50 1.50 1.50
Donors’ cost as % of GDP 0.57 0.75 0.86 0.95 1.06 0.71 0.56 0.50 0.44 0.38 0.32 0.28
Full package (child eldest < 7)

Covered beneficiaries (%) 20 40 60 80 10 100 100 100 100 100 100 10
Admin. cost (as % of total benefifs) 25 23 20 18 16 14 13 13 13 13 13 13
Cost incl. admin. (ZMK billions) 449.5 897.2 13115 1 20255 19261 18341 17118 18272 19494 2 2209.1
Cost excl. admin. as % of GDP 0.60 1.07 142 1.69 1.85 1.61 1.38 1.18 1.14 111 1.08 1.06
Cost incl. admin. as % of GDP. 0.75 1.31 1.71 1.99 2.14 1.83 1.57 1.33 1.30 1.26 1.23 1.20
Government share (%) 0 25 39 49 56 78 96 100 100 100 100 100
Government cost (ZMK billions) 0.0 228.6 510.2 8226 11354 15080 17548 17118 18272 19494 20789 2209.1
Donors’ cost (ZMK billions) 449.5 668.6 801.4 868.8 890.1 418.1 79.3 0.0 0.0 0.0 0.0 0.0
Government cost as % of GDP 0.00 0.33 0.67 0.97 1.20 1.43 1.50 1.33 1.30 1.26 1.23 1.20
Donors’ cost as % of GDP 0.75 0.97 1.05 1.02 0.94 0.40 0.07 0.00 0.00 0.00 0.00 0.00

Source: Author’s calculations.
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