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CHAPTER 2
 HISTORY AND ADMINISTRATION OF TAX – II
 After studying this chapter you should be able to understand the following:
 The Meaning of Tax Policy Properties of a Sound National Tax Policy Taxpayers’ Rights The Tax Policy Unit – Within the Ministry of Finance and National Planning National Tax Objectives The Laffer Curve – Optimal Taxation The Costs of Taxation International Tax Competition The Link between Taxation and Foreign Direct Investment National Tax Design – Selecting an appropriate Tax system
 2.1 - BASIC ASPECTS OF TAX POLICY FORMULATION
 Why do we have taxes? The simple answer is that, until someone comes up with a better idea, taxation will remain the only practical means of raising the revenue to finance government spending on the goods and services that most of us demand. Setting up an efficient and fair tax system is, however, far from simple, particularly for developing Countries that want to become integrated in the international economy. Thus an ideal tax system in Zambia should be able to raise revenue for the GRZ without over stepping on people’s feet. This is more the reason why the GRZ and the Zambia Revenue Authority ought to pursue sound tax policies.
 Taxation can reduce poverty and inequality in two ways: by increasing the fairness of the tax system and improving its efficiency in raising revenue for financing redistribution. Some trade-offs between the two objectives may require careful review. However, it is widely argued that the revenue-gathering role of the tax system deserves more attention, as it supports the restructuring of spending which will most likely be the more important instrument for effecting redistribution. An important constraint to both objectives is the need to minimize any negative effect on allocative efficiency or investment. In the long run, growth of the tax base is the key to sustainable financing.
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Why it is difficult to design an Efficient Tax system in Zambia.
 Most workers in Zambia are typically employed in agriculture or in small, informal enterprises. As they are seldom paid a regular, fixed wage, their earnings fluctuate, and many are paid in cash, "off the books." The base for an income tax is therefore hard to calculate. Nor do workers spend their earnings in large stores that keep accurate records of sales and inventories. As a result, modern means of raising revenue, such as income taxes and consumer taxes, play a diminished role in enhancing Tax revenues.
 It is difficult to create an efficient tax administration without a well-educated and well-trained staff and when money is lacking to pay good wages to tax Inspectors and to fully computerize the operations of the Zambia Revenue Authority. Taxpayers have limited ability to keep accounts. As a result, GRZ often takes the path of least resistance, developing tax systems that allow them to exploit whatever options are available rather than establishing a rational, modern, and efficient tax system.
 Because of the informal structure of the economy in Zambia and because of financial limitations, statistical and tax offices have difficulty in generating reliable statistics. This lack of data prevents policymakers from assessing the potential impact of major changes to the tax system. As a result, marginal changes are often preferred over major structural changes, even when the latter are clearly preferable. This perpetuates inefficient tax structures.
 Income tends to be unevenly distributed. Although raising high tax revenues in this situation ideally calls for the rich to be taxed more heavily than the poor, the economic and political power of rich taxpayers often allows them to prevent fiscal reforms that would increase their tax burdens. This explains in part why many developing countries have not fully exploited personal income and property taxes and why their tax systems rarely achieve satisfactory progressivity - where the rich pay proportionately more taxes.
 2.2- THE MEANING OF TAX POLICY
 FISCAL POLICY
 Our study of Tax policy should begin by first understanding the broad discipline of Fiscal policy because Tax policy is a sub-set of Fiscal Policy. Fiscal Policy is the use of the government budget to affect an economy. When the government decides on the taxes that it collects, the transfer payments it gives out, or the goods and services that it purchases, it is engaging in fiscal policy. The primary economic impact of any change in the government budget is felt by particular groups—a tax cut for families with children, for example, raises the disposable income of such families. Discussions of fiscal policy, however, usually focus on the effect of changes in the government budget on the overall economy—on such macroeconomic variables as Gross National Product and unemployment and inflation.
 T5 – TaxationAmendment Act 2006/07
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The state of fiscal policy is usually summarized by looking at the difference between what the government pays out and what it takes in—that is, the government deficit. Fiscal policy is said to be tight or contractionary when revenue is higher than spending (the government budget is in surplus) and loose or expansionary when spending is higher than revenue (the budget is in deficit). Often the focus is not on the level of the deficit, but on the change in the deficit. Thus, a reduction of the deficit from K200 billion to K100 billion may be said to be contractionary fiscal policy, even though the budget is still in deficit.
 The most immediate impact of fiscal policy is to change the aggregate demand for goods and services. A fiscal expansion, for example, raises aggregate demand through one of two channels. First, if the government increases purchases but keeps taxes the same, it increases demand directly. Second, if the government cuts taxes or increases transfer payments, people's disposable income rises, and they will spend more on consumption. This rise in consumption will, in turn, raise aggregate demand.
 Fiscal policy also changes the composition of aggregate demand. When the government runs a deficit, it meets some of its expenses by issuing bonds. In doing so, it competes with private borrowers for money lent by savers, raising interest rates and "crowding out" some private investment. Thus, expansionary fiscal policy reduces the fraction of output that is used for private investment.
 In an open economy, fiscal policy also affects the exchange rate and the trade balance. In the case of a fiscal expansion, the rise in interest rates due to government borrowing attracts foreign capital. Foreigners bid up the price of the Kwacha in order to get more of them to invest, causing an exchange rate appreciation. This appreciation makes imported goods cheaper in the Republic and exports more expensive abroad, leading to a decline of the trade balance. Foreigners sell more to the Country than they buy from it, and in return acquire ownership of assets in the Country.
 Fiscal policy is an important tool for managing the economy because of its ability to affect the total amount of output produced—that is, gross domestic product. The first impact of a fiscal expansion is to raise the demand for goods and services. This greater demand leads to increases in both output and prices. The degree to which higher demand increases output and prices depends, in turn, on the state of the business cycle. If the economy is in recession, with unused productive capacity and unemployed workers, then increases in demand will lead mostly to more output without changing the price level. If the economy is at full employment, by contrast, a fiscal expansion will have more effect on prices and less impact on total output.
 This ability of fiscal policy to affect output by affecting aggregate demand makes it a potential tool for economic stabilization. In a recession the government can run an expansionary fiscal policy, thus helping to restore output to its normal level and to put unemployed workers back to work. During a boom, when inflation is perceived to be a greater problem than unemployment, the government can run a budget surplus, helping to slow down the economy. Such a countercyclical policy would lead to a budget that was balanced on average.
 T5 – TaxationAmendment Act 2006/07
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One form of countercyclical fiscal policy is known as automatic stabilizers. These are programs that automatically expand fiscal policy during recessions and contract it during booms. Unemployment insurance, on which the government spends more during recessions (when the unemployment rate is high), is an example of an automatic stabilizer. Unemployment insurance serves this function even if the Central government does not extend the duration of benefits. Similarly, because taxes are roughly proportional to wages and profits, the amount of taxes collected is higher during a boom than during a recession. Thus, the tax system also acts as an automatic stabilizer.
 Whether for good or for ill, fiscal policy's ability to affect the level of output via aggregate demand wears off over time. Higher aggregate demand due to a fiscal stimulus, for example, eventually shows up only in higher prices and does not increase output at all. That is because over the long run the level of output is determined not by demand, but by the supply of factors of production (capital, labour, and technology). These factors of production determine a "natural rate" of output, around which business cycles and macroeconomic policies can cause only temporary fluctuations. An attempt to keep output above its natural rate by means of aggregate demand policies will lead only to ever-accelerating inflation.
 The fact that output returns to its natural rate in the long run is not the end of the story, however. In addition to moving output in the short run, fiscal policy can change the natural rate, and ironically, the long-run effects of fiscal policy tend to be the opposite of the short-run effects. Expansionary fiscal policy will lead to higher output today but will lower the natural rate of output below what it would have been in the future. Similarly, contractionary fiscal policy, though dampening the level of output in the short run, will lead to higher output in the future.
 Fiscal policy also changes the burden of future taxes. When the government runs an expansionary fiscal policy, it adds to its stock of debt. Because the government will have to pay interest on this debt (or repay it) in future years, expansionary fiscal policy today imposes an additional burden on future taxpayers. Just as taxes can be used to redistribute income between different classes, the government can run surpluses or deficits in order to redistribute income between different generations.
 Some economists have argued that this effect of fiscal policy on future taxes will lead consumers to change their saving. Recognizing that a tax cut today means higher taxes in the future, the argument goes:
 ‘People will simply save the value of the tax cut they receive now in order to pay those future taxes.’
 The extreme of this argument, known as Ricardian Equivalence, holds that tax cuts will have no effect on national saving, since changes in private saving will offset changes in government saving. But if consumers decide to spend some of the extra disposable income they receive from a tax cut (because they are myopic about future tax payments, for example), then Ricardian Equivalence will not hold; a tax cut will lower national saving and raise aggregate demand.
 T5 – TaxationAmendment Act 2006/07
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TAX POLICY
 Tax policy may be defined as a government program for setting taxes. In other words it is the way a Country chooses to allocate tax burdens among its people. Tax policy touches on the most fundamental public policy issues that we face in Zambia. Who should pay for government? How does the government want to affect economic production, private sector behaviour, and wealth distribution in the Country? These are some of the questions answered through Tax policy.
 Taxation is one of three main things that governments do. They take resources ("taxation"), use resources ("spending"), and tell people how to use resources ("regulation"). These three forms of government activity are conceptually, and often practically, interchangeable. Tax policy is therefore an integral part, not just of fiscal policy, but of government policy more generally. It requires drawing on three academic disciplines: economics, to illuminate policies' likely effects; political science, because tax law is made by elected officials and their designates; and philosophy, to provide a normative basis for deciding what rules are best. This collision of disciplines takes place in a complex legal and administrative setting where wide-ranging rules must be devised and then will be interpreted in the field, often unreviewably, by millions of Zambian Citizens.
 2.3 – PROPERTIES OF A SOUND NATIONAL TAX POLICY
 Tax policy is not just about economics. Tax policy also reflects political factors, including concerns about fairness. In many Countries, increased economic growth has increased the disparity between the rich and the poor. Taxes influence the before-tax distribution of income by changing economic incentives. They also influence the after-tax distribution of income through, for example, progressive income taxation.
 Regardless of what Zambia may want to do with its tax system, or what it should do with respect to taxation from one perspective or another, it is always constrained by what it can do. Tax policy choices are influenced by a country’s economic structure and its administrative capacity. These factors reduce the tax policy options available to tax administrators.
 Therefore, the soundness of our National Tax policy may be analyzed by focusing on three aspects:
 Equity — Progressiveness of the tax system, as influenced by the tax structure, rate structure, and tax exemptions, is the main issue. Particular attention must be paid to the effects of exemption from tax of income from already-high wealth concentrations. The close link between conglomerates and financial houses is relevant in this regard because it promotes opportunities for tax evasion. Also important is an assessment of the
 T5 – TaxationAmendment Act 2006/07
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double-tax relief on certain categories of income and a review of various tax treaties governing double-tax relief for nonresident business.
 Revenue efficiency — Research into the possibility of widening the tax net and raising tax yield through improved compliance forms the core for required research. Main concerns should be reduction of incentives for evasion, compressing the range of exemptions, and a search for possible new taxes. With respect to tax evasion, a main issue is the link between high tax rates and conversion of current income into non taxable wealth instruments. Two possible new taxes may be introduced in Zambia. These are: capital gains tax and minimum corporate tax. A capital gains tax will increase yield from income tax as it reduces evasion; minimum corporate tax will not only improve compliance but also penalize inefficient firms. A careful assessment of revenue potential and collection costs must be made.
 Allocative efficiency — Trade-offs between revenue objectives and allocative efficiency effects of trade taxes must constitute a prime area for tax policy research in Zambia. They assume particular importance in light of proposals for trade policy reform, including tariff reforms, aimed at increasing the outward orientation of the industrial sector. Whatalternative non redistributive taxes exist and what is their potential for filling the revenue gaps? Sectoral neutrality of the tax system is another issue that may be raised in relation to minimizing distortions in allocative efficiency. Perhaps the most important concern raised by a lot of Zambia tax experts is that taxation should not discourage investment by overburdening sources of investible funds. The effects of tax rates and exemptions on the level and structure of investment should be investigated.
 It is vital to note that no single tax structure can possibly meet the requirements of every Country. The best system for any country should be determined taking into account its economic structure, its capacity to administer taxes, its public service needs, and many other factors. Nonetheless, one way to get an idea of what matters in tax policy is to look at what taxes exist around the world.
 In summary a Country’s Tax Policy is sound if it:
 Is understandable Is predictable Treats all those in similar circumstances in a similar way; and Is relatively cheap and easy to administer.
 A National Tax policy which falls short of this is far from being adequate and needs to be followed up by a sequence of Tax Reforms. It is understandably clear that most Developing country governments face significant challenges when deciding the appropriate tax policy. Where governments lack reliable statistics on the structure of the economy, it is hard for them to estimate the size or value of their potential revenue base. Similarly, it is difficult for them to predict the impact of major changes to the tax system. In such Countries ‘Tax Policy is
 T5 – TaxationAmendment Act 2006/07
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the art of the possible rather than the pursuit of the optimal’ since governments tend to exploit whatever options are available rather than establishing rational, modern and efficient tax systems.
 2.4 – TAX PAYERS’ RIGHTS
 In coming up with a Sound Tax Policy which stands a chance to be accepted by the Zambian Citizens, it is important that the policy drivers give thought to the Rights of Taxpayers. After all taxpayers are the very fulcrum of all tax policy!! Regulation of the relationship between the state as an active tax player, on one side, and taxpayers, as passive players, on the other side, results in the establishment of a special public and legal relationship of a fiscal nature.
 As in other spheres of life where obligations are conditioned by certain rights, tax payment as a public duty is conditioned by the rights of taxpayers. In that way, not only economic relations are defined, but also the position of taxpayers in the legal system, in other words, their fiscal and legal position. In appropriate legal procedure, the general principle of tax payment is individualized through the determination of legal basis and size of tax debt, enabling the exercise of tax rights and payment of tax obligation, the failure or delay of which would entail suitable penalties.
 The necessity of regulation of rights of taxpayers is not only conditioned by the required comparability of our tax system with the systems of Countries with market economies, but also by the fact that successful functioning of a tax system implies necessary agreement and sense of fairness on the part of taxpayers with respect to the settlement of their tax obligations. That is why a question raises which are the basic rights of taxpayers in our tax system, from the aspects of their protection, the obligation of the ZRA towards the taxpayers, the manner of lodging complaints and their comparison with the rights of taxpayers in the countries of developed market economies.
 Although the powers of tax authorities and the recognized rights of taxpayers are conditioned by the main character and method of functioning of the tax system in individual countries, there are some fundamental, common rights for all taxpayers
 These are: Right to information, Right of consistent application of legal provisions, Rights to security of taxpayers, Right to fair and equal position of taxpayers, Right of appeal and Right of data confidentiality and privacy.
 The legislation governing tax procedures in our country basically contains all of these rights, but the issue of their explicit definition requires appropriate
 T5 – TaxationAmendment Act 2006/07
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amendments in the taxing regulations, as well as greater consistency in their application.
 1. Right to Information
 The observance of tax laws implies the information of taxpayers on the functioning of tax system, manner of determination of tax obligations as well as the time and place of their payment. In that, the tax administration has an obligation to make the taxpayers aware of their rights and provide appropriate technical assistance in the process of taxation. This right is realized through information manuals, verbal and telephone explanations and giving appropriate opinions and information. The right of taxpayers to be informed enables them to be timely and conveniently informed about the current changes regarding tax obligations or the use of their rights. In addition, this implies the right of a taxpayer to be listened to and given needed assistance from relevant tax authorities.
 2. Right of Consistent Application of Legal Provisions
 Legal provisions governing this right in practice for a taxpayer provide that the taxpayer need not pay a tax amount higher than prescribed by the law. This right includes the assistance offered by the ZRA in the fulfillment of tax obligation and in approving legally identified tax reliefs, deductions and repayment of surplus payments. In our legal practice, taxpayers enjoy these rights.
 3. Right to Security of Taxpayers
 The right to security of taxpayers relates to changes in laws and their interpretation that cannot have a retroactive character. This is also regulated by the Constitution of the Republic.
 4. Right to Fair and Equal Position of Taxpayers
 The meaning of this right is that taxpayers must be equally treated in equal circumstances. In relation to the accomplishment of this right in the countries with developed economies, our tax legislation, and primarily the practice, shows the biggest divergence. First of all, it is the result of the penalty policy, but also of some incorporated elements with respect to the position of various taxpayers. The manner of penalty imposition in Zambia raises certain dilemmas. For Instance, the different treatment of taxpayers for the same kind of violation is an acceptable. You will note in Chapter 4 that the penalty for late submission of a Tax Return is 1,000 Penalty Units valued at K180, 000 for individuals and 2,000 Penalty Units valued at K360, 000 for Companies on a monthly basis. This type of penalty structure ensures that two different taxpayers are treated differently for the same offense.
 T5 – TaxationAmendment Act 2006/07
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5. Right of Appeal
 The protection of taxpayers includes their right to appeal against the resolutions of tax authorities and then also the resolutions of the Revenue Appeals Tribunal and High Court.
 6. Right of Data Confidentiality and Privacy
 The right to data confidentiality and privacy for a taxpayer represents the protection from possible abuses by tax administration. Basically, it means that no information that is important for a taxpayer may be used in other purposes than for taxing. However, in most countries, these data can be used, under certain safeguards and for the purposes of social character or can be forwarded to foreign tax authorities on the basis of covenants foreseeing such exchange. Also, the data related to the banking operations of taxpayers that are also protected by law and are kept confidential, are in most Countries available to tax authorities that are legally authorized to use them. This actually means that, on one side, the confidentiality of taxing data is protected from individual abuse, which entails rigorous penalties, but are at the same time accessible to the state authorities for their needs. The right to privacy implies the application of strict rules in connection with unauthorized access of taxing authorities in the taxpayer's office. There are significant differences in individual countries with respect to this right, ranging from the prescribed fee access with the consent of the taxpayer only or with a warrant if there is a doubt for tax evasion. Considering the importance of the relationship between the tax administration and taxpayers, increasingly more attention is devoted to its improvement, which results in increased tax revenues and reduced number of tax offences. However, although it is true that there is no system or policy that cannot be even better, it is difficult to find such solutions that would reconcile the interests of the state and the interests of taxpayer, i.e. the same system and same measures shall always be interpreted in a different manner by active and passive tax subjects.
 2.5 – THE TAX POLICY UNIT
 This a Unit at the Ministry of Finance and National Planning charged with the responsibility to handle Tax Affairs.
 The main functions of the Taxation Policy Unit are to:
 Develop and propose taxation policy for the Country. Advise the Minister of Finance and National Planning on tax policy issues
 and taxation legislation. Recommend parameters (policy framework) within which applications for
 incentives, concessions, relief and exemptions under the relevant tax laws will be considered in respect of Investors into the Zambian Economy.
 Design, organize and direct a wide range of studies on taxation issues in order to provide the data required for the formulation of taxation policy;
 T5 – TaxationAmendment Act 2006/07
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Analyse the revenue effects, economic impacts and distributional consequences of changes in tax policy;
 Develop and maintain Economic Tax Models such as Individual tax Model, Indirect tax Model and Company tax Model;
 Represent the Ministry of Finance and the Government of Zambia at negotiations of Trade Treaties and Agreements to ensure that the revenue is safeguarded and agreements reached do not conflict with national tax policies;
 Assist in the formulation of both direct and indirect taxation policies required to honour obligations under various Treaties and Agreements such as WTO Agreements.
 Monitor developments in international trade relationships to ensure that taxation policy is consistent with the obligations of the Republic of Zambia.
 Participate in the development of national policies intended to facilitate investment and trade.
 The Tax Policy Unit is complemented by The Economics and Policy Section of the Research and Business Development Unit at the Zambia Revenue Authority Head Office which is charged with the responsibility of undertaking research, preparing revenue analysis and providing policy advice to the ZRA Management. The main objective of the Unit is to undertake high quality research and analysis that will provide a basis for the Executive Management to make informed policy decisions for reviewing and strengthening strategies for enhancing efficiency and maximizing revenue collection. The key responsibilities of the Unit are to:
 Participate in initiation and execution in a diverse portfolio of research projects/papers relating to tax policy based on economic parameters.
 Undertake trend analysis of the revenue collection based on fiscal and economic parameters. The revenue analysis report forms part of the financial report.
 Consolidate the Zambia Revenue Authority Annual Report and Action Plans on behalf of divisions/departments.
 Prepare Working papers and reports on specific areas of interest commissioned by divisions/departments.
 Keep and provide a timely statistical data bank of the revenue statistics and macroeconomic indicators.
 T5 – TaxationAmendment Act 2006/07
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2.6 – NATIONAL TAX OBJECTIVES
 Consistent with the function of revenue-raising, three major objectives guide the development of the business taxation system:
 Optimizing economic growth Promoting equity; and Promoting simplification and certainty.
 The three national taxation objectives are interdependent and must be pursued jointly. Proposed changes to tax law, or to taxation administration, should take account of all three. Any decision to trade off one objective against another should be taken explicitly, after consideration of the anticipated advantages and disadvantages of the various options. In such instances the course which, on balance, delivers the best social outcome should be adopted.
 Optimizing economic growth
 In raising revenue for the government, the business tax system should interfere to the least possible extent with, and indeed should promote, the best use of existing national resources, efficient allocation of risk, and long-term economic growth. Ideally, the business tax system should be neutral in its impacts and thus not be a consideration in business decision making. Poorly designed tax systems can inhibit economic growth by distorting business decisions. In cases where existing market forces and institutional structures do not produce an optimal outcome, the tax system may sometimes be the best instrument to correct the deficiency. In all such cases it must be established that changes to the tax system will be likely to increase economic growth.
 Promoting equity
 Equity, or fairness, is a basic criterion for community acceptance of the tax system. The concept of equitable taxation is usually directed at the way in which individuals are taxed but this also has implications for the business tax system. There is widespread community support for the idea that individuals in similar circumstances should be taxed in similar ways (referred to as horizontal equity). It is also accepted that taxation should be based on ability to pay and that those with a greater capacity to pay should pay relatively more tax (referred to as vertical equity). Transitional and administrative arrangements under the law must also be equitable.
 The concept of equity in the business tax system relates principally to horizontal equity. This concept implies that business income earned in similar circumstances should be taxed in similar ways. This means that, in principle, all entities carrying on business activities should be taxed in a similar manner. The concept of vertical equity is relevant to the business tax system in two ways.
 T5 – TaxationAmendment Act 2006/07
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First, the taxation of distributions by entities in the hands of individuals and the way in which this interacts with taxation applied at the entity level. Secondly, the direct taxation of income from investments by individuals. Thus, where business is carried on by a sole proprietor or a partnership, the income of the sole proprietor or the partners is received directly by individuals and is subject to considerations of both horizontal and vertical equity.
 What is fair?
 What is considered equitable or fair by one person may differ from the conceptions held by others. Traditionally, tax scholars have defined fairness in terms of horizontal and vertical equity. As explained above, Horizontal equity requires those in similar circumstances to pay the same amount of taxes. For apportioning tax liability, horizontal equity often embraces some notion of ability or capacity to pay. Vertical equity requires “appropriate” differences among taxpayers in different economic circumstances. On the surface, both concepts have great intuitive appeal. Those who have the same ability to pay should bear the same tax liability. Similarly, it makes good sense for there to be appropriate differences for taxpayers in different situations. Unfortunately, both concepts may have limited usefulness in tax policy debates.
 The concept of horizontal equity has been challenged as being incomplete, not helpful, and derivative. For example, an income tax can completely satisfy horizontal equity requirements only if we assume individuals have identical tastes and a single type of ability or income. Once we allow preferences to vary and provide for different types of ability or income, then only a tax based on an individual’s ability to earn income, rather than actual earnings, can effectively provide for equal taxation for those in equal positions. In addition, the concept of horizontal equity may be incomplete to the extent it focuses only on a short time period, such as one year, or fails to consider the impact of all taxes or ignores the provision of government services or other benefits. The concept of horizontal equity also may not be useful unless we can determine which differences are important and why these differences justify different tax treatment. Similarly, much disagreement exists about the usefulness of the concept of vertical equity and about what constitutes appropriate differences in treatment. Consider several possible conceptions of fairness. To some, fairness could require that all individuals pay the same amount of tax. Thus, one could design a tax system that imposes a head tax on each individual over the age of 18 years old. Fairness could also require all taxpayers to pay the same rate of tax on their income. In some countries, the “flat tax” or “single rate tax” rhetoric enjoys great popularity. While most flat rate proposals provide for a high threshold (zero rate bracket) before the imposition of the flat rate, the notion of one tax rate that fits all strikes many as an equitable manner of determining tax liability.
 To others, however, fairness requires those taxpayers with higher income to pay a higher percentage of their income in tax. Although the progressive rate structure may rest on a shaky theoretical foundation, it has been the most common income tax rate structure. Many find a basic attraction to assessing tax on the basis of “ability to pay” with the result that the rich are better able to contribute to the financing of government operations.
 T5 – TaxationAmendment Act 2006/07
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Questions may also be raised about the relative fairness of consumption taxes versus income taxes. Consumption tax proponents question whether any income tax system can be fair. There are several, somewhat related, strands to their positions. One approach takes a societal view. Income is what individuals contribute to society; consumption is what they take away from the pot. Therefore, if we want a society that will continue to grow and prosper, we are better off taxing consumption rather than income. A second approach considers consumption as a better measure of a household’s ability to pay. Because of the greater variations in income over a person’s or household’s lifetime, it may be better to use consumption as the base for taxation rather than income.
 Promoting simplification and certainty
 Complexity is one consequence of continually building the business tax system upon a foundation deficient in policy design principle. Complexity has a technical dimension but is more than a matter of statutory volume or opaque language. Its structural dimension is reflected in unintended or inconsistent statutory interactions, as well as excessively specialized provisions which lack general application and adaptability. Such structural complexity fuels a dynamic process of exploitation and anti-avoidance response that generates escalating complexity. Complexity also has a compliance dimension for taxpayers, tax administrators, the judiciary, policymakers and other stakeholders.
 A separate issue, although one related to the complexity of tax law, is that of administrative complexity. Complexities in administrative arrangements add to business (and government) costs, and do little to promote voluntary compliance.
 Because of the inherent complexity in many business transactions, the business tax system will always contain complex provisions. The objective of simplification should be applied in two ways.
 The business tax system should be designed in as simple a manner as possible recognizing economic substance in preference to legal form.
 Where the tax treatment of particular transactions is likely to be complex, such additional complexity in the tax law should be justified by the improvement in equity or economic growth that may be achieved.
 Complexity should be kept to a minimum by the adoption of a principles-based approach to policy development and its legislative expression and administration. Simplification of business tax law and its administration will be an ongoing task, one which will require a sustained commitment from government, business, key agencies and the ZRA Board of Directors.
 The collection of business tax revenue relies fundamentally on the principle of voluntary taxpayer compliance. Such compliance should be fostered by making the business tax system as simple, inexpensive and certain in its application as possible.
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Tax laws should be designed from the perspective of those who must comply with and administer them. Taxation laws should be as clear and concise, and provide as much certainty, as possible. They should be framed in plain English and based upon a consistent set of stated design principles. Their structure should be able to accommodate continuing change.
 2.7 – THE LAFFER CURVE – OPTIMAL TAXATION
 We know that Governments around the world need tax revenues for their survival. This is the same as saying that the government of any particular Country would want to maximize their Tax Revenues by collecting as much as they can. But is there an optimal Tax level? Or can government continue to raise tax rates without the taxpayers reacting in a negative way? This is explained by the Laffer Curve. Optimal tax theory addresses such questions as: Should the government use income or commodity taxes? Within commodity taxes, how should tax rates vary across commodities? How progressive should the tax system be?
 Professor Arthur Laffer’s seminal discussion of the relation between tax revenues and “the” tax rate was an analytical cornerstone of the supply-side economics revolution during the early 1980s. The conjecture that if tax rates were reduced tax revenues would increase has become a powerful, suggestive policy stand. The surprising policy implication was that public funds could be increased without burdening the private sector by adverse incentive effects or redistributive measures.  
 THE SIMPLE LAFFER CURVE
  A familiar theorem from elementary calculus is Rolle’s Theorem which can be stated simply as follows: if a curve crosses the abscissa twice then there must be a point between the crossings where the tangent to the curve is parallel to the axis. Of course, the function describing the curve between the points must be continuous and the first derivative must exist. The Diagram below describes a special case which could easily be interpreted as a Laffer curve if the variable on the abscissa denotes the tax rate and the variable on the ordinate the tax revenues. The latter variable is clearly zero if the tax rate as a multiplying factor is zero. If the tax rate is equal to one, one might expect that the return from supplying labour services is zero. The consequence will be that economic agents withdraw from market activities and possibly concentrate on shadow activities. Thus, the two crossings along the abscissa are intuitively substantiated. For the moment, we should ignore the explicit scale along the ordinate of the diagram. 
 The Laffer Curve.
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 Tax revenues are the product of the tax rate, t, and the tax base, x, written as a function of the tax rate (see diagram). If we assume that the tax base is a decreasing function of the tax rate, the simple Laffer curve seems to be established.
 The Laffer curve may be further simplified as follows:
 The curve suggests that, as taxes increase from low levels, tax revenue collected by the government also increases. It also shows that tax rates increasing after a certain point (T*) would cause people not to work as hard or not at all, thereby reducing tax revenue. Eventually, if tax rates reached 100% (the far right of the
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curve), then all people would choose not to work because everything they earned would go to the government.
 Quite naturally Governments would like to be at point T*, because it is the point at which the government collects maximum amount of tax revenue while people continue to work hard.
 For us to gain a rudimentary understanding of the ideas incorporated into the Laffer Curve, we must understand a tiny bit about economics. Economics is really just basic human psychology as applied to money and business affairs. We assume that people will react to the realities of the world of money and business more or less like they react to any other set of stimuli. They tend to act in their own and their family and friends' best interests, as they see them. The Laffer Curve results from our assumptions about how people will react to varying rates of income taxation.
 Now we must put our understanding of human nature to work. We must ask ourselves two questions, the answer to the first being obvious, and the answer to the second being not so obvious, but just as certain. The first question is, "If the income tax rate is zero %, how much income tax revenue will be raised?" The answer is, of course, "None."
 Now, here is where it gets a bit tougher. The second question is, "If the income tax rate is 100%, how much income tax revenue will be raised?" To answer this question, we must place ourselves in the position of an income earner who faces a tax rate of 100% on every extra dollar he earns. Will he have any reason whatsoever to earn any more money? The answer is, "No, he won't." He will refrain from any activities likely to result in taxable income. So the income tax revenue from a 100% income tax will be zero, or nearly zero. There will always be a few suckers who go ahead and earn some money, only to have it taxed away. But the number of people willing to do so must be exceedingly small. For all practical purposes, the number is zero.
 Okay, now we get to the nub of the "infamous" Laffer Curve. We must take the ideas discussed above and reach some conclusions. The reasoning goes like this: If a zero % income tax rate brings in zero revenue, and if a 100% income tax rate brings in zero revenue, the tax rate which will bring in the most revenue must be somewhere between zero percent and 100%. It necessarily follows that in a given economy, there is some optimal income tax rate which will bring in the most revenue possible. In that economy, a lower than optimal rate will bring less revenue, and a higher than optimal rate also will bring in less revenue. Are we all still together here? Did you get that? If not, go back and do it again. Keep doing it until you get it.
 Okay, that is all the Laffer Curve claims. Let's all say this together, "In any given economy, it is possible that the income tax rates are already too high, and if the authorities wish to bring in more income tax revenue, they must lower the tax rates."
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The Laffer Curve does not claim that lowering income tax rates will always bring in more revenue. It only claims that a lower income tax rate may bring in more revenue. If the tax rates are already very low, lowering the rates may not bring in more revenue. But if the rates are too high, lowering the rates will bring in more revenue.
 The problem people tend to have regarding the Laffer Curve is that they confuse economics with their political considerations. Many people have political reasons to desire high income tax rates on the earnings of the rich. They wish to prevent the rich from earning more money, even if the resulting tax revenue is smaller than it would otherwise be, and the economy less productive than it would otherwise be. These people do not believe that the income tax on the rich can ever be "too high." They are willing to deprive the government of revenue and deprive the economy of the productivity of the rich, all for the sake of their politics. The Laffer Curve does not address questions of envy and redistributionist politics. It only addresses the question of how to have the healthiest economy producing the highest income tax revenue.
 The Laffer Curve does not claim to know exactly what tax rate is the "right" tax rate. In fact, the only way to know if the current tax rates are too high is to lower them, and see whether revenues increase or not. If the revenues increase, the rates were too high. If the revenues decrease, the rates were too low. Of course, it would be equally valid to run the experiment the other way around: raise the tax rates and observe the results. The choice is the politicians' to make, based upon whether the current rates "seem" to be high or low.
 2.8 – THE COSTS OF TAXATION
 First, taxes cost something to collect. Depending on the types of tax, the actual cost of collecting taxes in developed countries is roughly 1% of tax revenues. In developing countries, the costs of tax collection may be substantially higher.
 Another economic cost is the “compliance costs” that taxpayers incur in meeting their tax obligations, over and above the actual payment of tax. Tax administration and tax compliance interact in many ways. Often, administration costs are reduced when compliance costs are increased, e.g., when taxpayers are required to provide more information thus increasing compliance costs, but making tax administration easier and less costly. A tradeoff between administration and compliance costs does not always exist, however. Both compliance costs and administration costs may increase when, for instance, a more sophisticated tax administration requires more information from taxpayers, undertakes more audits, and so forth. Third parties also incur compliance costs. For example, employers may withhold income taxes from employees, and banks may provide taxing authorities information or may collect and remit taxes to government. Compliance costs include the financial and time costs of complying with the tax law, such as acquiring the knowledge and information needed to do so, setting up required accounting systems, obtaining and transmitting the
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required data, and payments to professional advisors. Although the measurement of such costs is still in its infancy, there are a few studies that estimate compliance costs in developed countries. These studies conclude that compliance costs are perhaps four to five times larger than the direct administrative costs incurred by governments. A recent careful study of compliance costs with respect to the personal income tax in India suggests that compliance costs may be as much or more than ten times higher than in developed countries. Compliance costs are generally quite regressively distributed, and are typically much higher with respect to taxes collected from smaller firms. Finally, taxes may give rise to what economists call “deadweight” or “distortion” costs. Almost every tax may alter decisions made by businesses and individuals as the relative prices they confront are changed. The resulting changes in behaviour are likely to reduce the efficiency with which resources are used and hence lower the output and potential well being of the country. No matter how well the government uses the resources acquired through taxation, governments need to limit the negative consequences of tax-induced changes in behaviour.
 Good tax policy requires minimizing unnecessary costs of taxation. To minimize costs, experience suggests three general rules: First, tax bases should be as broad as possible. A broad-based consumption tax, for example, will still discourage work effort, but such a tax will minimize distortions in the consumption of goods if all or most goods and services are subject to tax. Alcohol, may be taxed at a relatively higher rate, either because of regulatory reasons or because the demand for these products is relatively unresponsive to taxation.
 The tax base for income tax should also be as broad as possible, treating all incomes, no matter from what source, as uniformly as possible. Second, tax rates should be set as low as possible, given revenue needs to finance government operations. The reason is simply because the efficiency cost of taxes arises from their effect on relative prices, and the size of this effect is directly related to the tax rate. The distortionary effect of taxes generally increases proportionally to the square of the tax rate, so that doubling the rate of a tax implies a fourfold increase in its efficiency costs. From an efficiency perspective, it is better to raise revenue by imposing a single rate on a broad base rather than dividing that base into segments and imposing differential rates on each segment. In practice, the cost of differential treatment must be balanced against the equity argument for imposing graduated rate schedules.
 Third, from an efficiency perspective, it is especially important that careful attention be given to taxes on production. Taxes on production affect the location of businesses, alter the ways in which production takes place, change the forms in which business is conducted, and so forth. Developing and transitional countries generally need to impose taxes on production for several reasons. First, countries with limited administrative capacity find it easier and less expensive to collect excise and sales taxes at the point of manufacture. Second, to the extent that taxes represent the costs of public services provided to businesses, the businesses should bear the cost, via taxation, for those services. Finally, countries need to tax corporate income to prevent tax avoidance by
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individuals who would avoid shareholder level taxes by retaining earnings within a corporation and to collect taxes from foreign-owned firms.
 2.9 – INTERNATIONAL TAX COMPETITION
 It is unquestionable that the age of globalization is now upon us. Countries no longer have the luxury to design their tax systems in isolation. We use the term “globalization” to mean anything from an increase in mobility of business inputs, and primarily capital, across regions, to changes in consumption and production patterns so that national borders have reduced significance. The result is a loss of tax sovereignty by individual Countries.
 With the dramatic reduction in trade barriers over the last decade, taxes have become a more important factor in Business location decisions. There is increased tax competition for portfolio investment, qualified labour, financial services, business headquarters, and, most importantly for developing Countries, foreign direct investment. This means that taxes do matter, and a Country with a tax system that differs substantially from other Countries, particularly its neighbouring Countries, may suffer or indeed even benefit. In addition, with increased financial innovation, labels are losing their meanings. Lawyers and investment bankers can with relative ease convert equity to debt, business profits to royalties, leases to sales, and ordinary income to capital gains or the other way around. Much of the traditional tax regime for taxing cross-border transactions rests on a stylized set of facts:
 Small flows of cross border investments Relatively small numbers of companies engaged in international
 operations Heavy reliance on fixed assets for production Relatively small amounts of cross-border portfolio investments by
 individuals and Minor concerns with international mobility of tax bases and
 international tax evasions.
 But all this has changed in recent years. What do these changes mean for the Zambian tax system? First, there is increased pressure to reduce trade taxes. WTO membership requires significant reductions in import and export taxes. This has different consequences in different parts of the world. Trade taxes in OECD countries account for about 2-3% of total tax revenue. In contrast, trade taxes in African countries often account for 25-30% of tax revenue. In addition, African Countries have less capacity to make up lost revenue by increasing other taxes. This is particularly true for Zambia who’s Tax Base has not been expanding for quite some time. The opportunity cost for Zambia’s membership of the World Trade Organization and other regional bodies like SADC and COMESA is the revenue forgone through reduced tax rates imposed by such bodies.
 Second, there will be increased pressure on corporate income tax revenues. Corporate tax revenues are a larger portion of tax revenues for developing
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countries as compared to developed countries. In the last 10 years there has been a major change in business operations with the disaggregation of production resulting in different operations in different countries. There has also been an increase in value-added due to services and intangibles which makes it harder to locate the source of corporate income and thus harder for Countries to tax corporate income. Also, increased intra-company trade makes it easier to avoid or even evade taxes. Third, there will be increased pressure on individual tax revenues. Increased mobility of capital makes it harder to tax income, especially as it becomes easier for individuals to earn income outside of their country of residence. It may also be harder to tax labour income, as labour becomes more mobile, as traditional employer-employee relationships evolve into independent contractor status, and as owner-managers convert labour income into capital income.
 There will also be pressure on VAT revenues. Much has been said about the challenges posed by electronic commerce on both the income tax and VAT base. Improvements in technology allow increased sales without the seller having a physical presence in a Country, as well as increased use of digitized products that make collecting taxes on such products more difficult. In these and other ways, the eternal problems of designing and implementing a good tax system continue to be complicated by the changing world within which such decisions must be made.
 Globalization and the resulting increase in capital mobility have created opportunities for potentially harmful tax competition among countries eager to attract investment. Simply by relocating mobile capital, large multinational firms can reduce their tax burden. While this practice by itself might not necessarily be harmful, the difficulty for national fiscal authorities in taxing the capital of these multinationals can result in distortions in the patterns of trade and investment. It can also result in a redistribution of the tax burden from mobile capital onto less mobile factors—in particular, labour—or from large multinationals to small national firms. Thus, the ability of large multinationals to minimize their tax liability or escape it altogether has considerable implications for countries' fiscal structure, possibly entailing more regressive tax systems, larger budget deficits, or a cut in public services.
 Recent trends
 Tax competition for foreign direct investment (FDI) can have adverse effects on corporate tax revenue. In fact, these effects may have already become evident in the sharp decline in corporate tax revenue in some member countries of the Organization for Economic Cooperation and Development (OECD). It is interesting that the countries experiencing revenue declines also offer the least attractive corporate tax regimes within the OECD. Although part of the decline can be attributed to business-cycle variations or changes in tax codes, its extent and persistence suggest that additional factors may be at work, including the direction and size of FDI flows.
 Although the share of FDI flows to non-OECD countries has been gradually increasing (up from about 20 percent of total flows in the 1980s to 30 percent, on
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average, in the 1990s), most FDI flows are within OECD countries. Since the mid-1980s, OECD Countries have been harmonizing their corporate tax regimes, as evidenced by a reduction and convergence in both statutory and effective corporate tax rates. Between 1988 and 1997, the OECD average statutory corporate tax rate declined from 44 percent to 36 percent. More important, countries have converged to this rate as the dispersion around the average, measured by the standard deviation, also declined, from 8 percent to 5 percent. The same trend is observed for the effective tax rate, which shows that countries did not broaden their tax bases in conjunction with a rate reduction. The reduction in statutory rates with a concurrent reduction in the standard deviation in itself suggests that tax competition is important, and that governments may have redesigned their tax policies to counter the threat of FDI outflows and to attract FDI inflows.
 2.10 – LINK BETWEEN TAXES AND FOREIGN DIRECT INVESTMENT
 Company tax policies pursued by one country can affect other countries in different ways. If a country's domestic tax burden is high relative to other Countries, the tax base may shift to Countries with a less burdensome tax regime, implying outward flows of FDI. Zambia as a Country can compete to attract inward investment flows as well. Taxes may also play a major role in firms' decisions about where to declare profits. In fact, subjective evidence suggests that multinationals spend considerable resources on transfer pricing and other tax-planning techniques involving cross-border transactions to minimize tax liabilities.
 It is possible that the level of tax rates is correlated with other unobserved characteristics that make a Country more or less attractive as a recipient of FDI. These may include a more business-friendly legal environment or lower overall taxes, including taxes on labour. If such correlations were indeed present (for example, if a low (high) Company tax rate indicated a generally low (high) tax burden and a more (less) business-friendly environment), the tax effects would be overstated.
 How FDI affects corporate tax revenue
 FDI affects Company tax revenue mostly through transfer pricing. For example, consider a multinational in a high-tax Country producing a good with inputs from a branch in a low-tax Country. For inter – Company trade, the multinational has an incentive to overstate the price of inputs, because this increases the profits in the low-tax Country and reduces the profits in the high-tax country, thus minimizing worldwide tax liabilities. Even though most COMESA and SADC countries have adopted transfer-pricing rules, which aim at making Companies charge arm's-length prices for intra – Company trade (that is, prices at which a willing buyer and a willing, unrelated seller would freely agree to transact), transfer pricing is part of corporate reality, as evidenced by the number of thriving consultancies in this area.
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Policy implications
 In Zambia and elsewhere, policymakers are facing numerous challenges from globalization—specifically, the increasing cross-border mobility of capital. The lively debate within Africa on tax competition versus harmonization attests to the timeliness of this issue and the importance of resolving it. At this stage, it is unclear whether letting tax competition run its course would result in inefficiently low corporate tax rates (and inefficiently high rates on labour) or whether there would be some convergence toward a "reasonable" rate. However, if governments are largely unable to tax capital, the tax burden will ultimately fall on labour—even though labour is more mobile than it was just a decade ago.
 Clearly, the level of tax rates is only one of the many determinants of capital flows. Others, including infrastructure, the skill and productivity of the labour force, and structural rigidities, also play a role. The challenge for policymakers in Zambia will be to balance what are, in many ways, contradictory demands and to find a package that appeals to international investors and firms while keeping an eye on the sustainability of the fiscal position.
 2.11 – SELECTING AN APPROPRIATE TAX SYSTEM
 In developing countries such as the Republic of Zambia, where market forces are increasingly important in allocating resources, the design of the tax system should be as neutral as possible so as to minimize interference in the allocation process. The Taxation system should also have simple and transparent administrative procedures so that it is clear if the system is not being enforced as designed. There are five viewpoints for establishment of a desirable tax system namely:
 Taxation should not distort free economic activities in the Republic Tax treatments that cause distortion and a sense of inequity in the
 taxation system should be rationalized by the Ministry of Finance and National Planning as well as the Zambia Revenue Authority.
 The Taxation system should be simple and easily understandable for taxpayers of all types and class.
 The Taxation system should provide a stable revenue structure for the Zambian Economy
 The Local taxation structures should meet the needs of enhanced local autonomy currently being enjoyed by Zambians in respect of the Financial and Economic Decisions.
 T5 – TaxationAmendment Act 2006/07
 51

Page 23
                        

Best Strategies
 The best strategy for sustained investment promotion is to provide a stable and transparent legal and regulatory framework and to put in place a tax system in line with international norms. Tax policy should be guided by the general principles of neutrality, equity, simplicity and efficiency. Options in this respect may include the following:
 The optimal tax level should be fixed in relation to optimal government expenditure.
 Tax administration must be strengthened to accompany the needed policy changes. The system should have simple and transparent administrative procedures so that it is clear if the system is not being enforced as designed
 Effective rate progressivity could be improved by reducing the number of rate brackets and reducing exemptions and deductions. The top personal income marginal tax rate should not be set too high and should not differ materially from the corporate income tax rate.
 Tax incentives are not generally cost-effective. Revenue from personal income tax should be increased and reliance on
 foreign trade taxes reduced without creating economic disincentives.
 Personal Income Tax
 The IMF has observed that any discussion of personal income tax in developing countries must start with the observation that this tax has yielded relatively little revenue in most of these countries and that the number of individuals subject to this tax (especially at the highest marginal rate) is small. The rate structure of the personal income tax is the most visible policy instrument available to most governments in developing countries to underscore their commitment to social justice and hence to gain political support for their policies. Countries frequently attach great importance to maintaining some degree of nominal progressivity in this tax by applying many rate brackets, and they are reluctant to adopt reforms that will reduce the number of these brackets.
 More often than not, however, the effectiveness of rate progressivity is severely undercut by high personal exemptions and the plethora of other exemptions and deductions that benefit those with high incomes (for example, the exemption of capital gains from tax, generous deductions for medical and educational expenses, the low taxation of financial income). Tax relief through deductions is particularly egregious because these deductions typically increase in the higher tax brackets. Experience compellingly suggests that effective rate progressivity could be improved by reducing the degree of nominal rate progressivity and the number of brackets and reducing exemptions and deductions. Indeed, any reasonable equity objective would require no more than a few nominal rate brackets in the personal income tax structure. If political constraints prevent a meaningful restructuring of rates, a substantial improvement in equity could still be achieved by replacing deductions with tax credits, which could deliver the same benefits to taxpayers in all tax brackets. The Zambian Government has
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however done away with Tax Credits. The only Tax Credit that has survived is the one granted to Persons with disabilities.
 The tax treatment of financial income is problematic in Zambia and many developing Countries. Two issues dealing with the taxation of interest and dividends in developing countries are relevant:
 In many developing countries, interest income, if taxed at all, is taxed as a final withholding tax at a rate substantially below both the top marginal personal and corporate income tax rate. For taxpayers with mainly wage income, this is an acceptable compromise between theoretical correctness and practical feasibility. For those with business income, however, the low tax rate on interest income coupled with full deductibility of interest expenditure implies that significant tax savings could be realized through fairly straightforward arbitrage transactions. Hence it is important to target carefully the application of final withholding on interest income: final withholding should not be applied if the taxpayer has business income.
 The tax treatment of dividends raises the well-known double taxation issue. For administrative simplicity, most developing countries would be well advised either to exempt dividends from the personal income tax altogether, or to tax them at a relatively low rate, perhaps through a final withholding tax at the same rate as that imposed on interest income. In Zambia, Dividend Income is subject to Withholding Tax which is also a Final Tax.
 Corporate Income Tax
 Tax policy issues relating to corporate income tax are numerous and complex, but particularly relevant for the Republic of Zambia are the issues of multiple rates based on sectoral differentiation and the incoherent design of the depreciation system. Zambia operates multiple rates along sectoral lines including the complete exemption from tax of certain sectors, especially the parastatal sector possibly as a legacy of past economic regimes that emphasized the state's role in resource allocation under Kenneth Kaunda’s Socialist ideologies. Such practices, however, are clearly detrimental to the proper functioning of market forces (that is, the sectoral allocation of resources is distorted by differences in tax rates). They are indefensible if a government's commitment to a market economy is real. Unifying multiple Company income tax rates should thus be a priority.
 Allowable depreciation of physical assets for tax purposes is an important structural element in determining the cost of capital and the profitability of investment. The most common shortcomings found in the Capital allowance system in Zambia and other developing countries include too many asset categories and Capital Allowance rates, low depreciation rates, and a structure of depreciation rates that is not in accordance with the relative obsolescence rates of different asset categories. Rectifying these shortcomings should also receive a high priority in tax policy deliberations in our Country.
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In restructuring the Capital Allowances system, Zambia could well benefit from certain guidelines:
 Classifying assets into three or four categories should be more than sufficient—for example, grouping assets that last a long time, such as buildings, at one end, and fast-depreciating assets, such as computers, at the other with one or two categories of machinery and equipment in between.
 Only one depreciation rate should be assigned to each category. Depreciation rates should generally be set higher than the actual physical
 lives of the underlying assets to compensate for the lack of a comprehensive inflation-compensating mechanism in our taxation system.
 On administrative grounds, the declining-balance method should be preferred to the straight-line method. The declining-balance method allows the pooling of all assets in the same asset category and automatically accounts for capital gains and losses from asset disposals, thus substantially simplifying bookkeeping requirements. Although this is a feasible action point, the advantage fostered is eclipsed by the non existence of Capital Gains Tax in Zambia.
 Value-Added Tax, Excises, and Import Tariffs
 While VAT has been adopted in Zambia since 1995, it frequently suffers from being incomplete in one aspect or another. Many important sectors, most notably services and the wholesale and retail sector, have been left out of the VAT net, or the credit mechanism is excessively restrictive (that is, there are denials or delays in providing proper credits for VAT on inputs), especially when it comes to capital goods. As these features allow a substantial degree of increasing the tax burden for the final user, they reduce the benefits from introducing the VAT in the first place. Rectifying such limitations in the VAT design and administration should be given priority.
 Many developing countries (like many OECD countries) have adopted two or more VAT rates. In Zambia we have two VAT Rates: 0% and 17.5%. Multiple rates of this kind are politically attractive because they ostensibly—though not necessarily effectively—serve an equity objective, but the administrative price for addressing equity concerns through multiple VAT rates may be higher.
 The most notable shortcoming of the Excise systems found in many developing countries is their inappropriately broad coverage of products - often for revenue reasons. As is well known, the economic rationale for imposing excises is very different from that for imposing a general consumption tax. While the latter should be broadly based to maximize revenue with minimum distortion, the former should be highly selective, narrowly targeting a few goods mainly on the grounds that their consumption entails negative externalities on society (in other words, society at large pays a price for their use by individuals). The goods typically deemed to be excisable (tobacco, alcohol, petroleum products, and motor vehicles, for example) are few and usually inelastic in demand. A good excise system is invariably one that generates revenue (as a by-product) from a narrow base and with relatively low administrative costs.
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Reducing Import Tariffs as part of an overall program of trade liberalization is a major policy challenge currently facing many developing countries, Zambia included. Two concerns should be carefully addressed. First, tariff reduction should not lead to unintended changes in the relative rates of effective protection across sectors. One simple way of ensuring that unintended consequences do not occur would be to reduce all nominal tariff rates by the same proportion whenever such rates need to be changed. Second, nominal tariff reductions are likely to entail short-term revenue loss. This loss can be avoided through a clear-cut strategy in which separate compensatory measures are considered in sequence: first reducing the scope of tariff exemptions in the existing system, then compensating for the tariff reductions on excisable imports by a commensurate increase in their excise rates, and finally adjusting the rate of the general consumption tax (such as the VAT) to meet remaining revenue needs.
 Tax Incentives
 While granting tax incentives to promote investment is common in countries around the world, evidence suggests that their effectiveness in attracting incremental investments—above and beyond the level that would have been reached had no incentives been granted—is often questionable. As tax incentives can be abused by existing enterprises disguised as new ones through nominal reorganization, as we have often times seen in Zambia, their revenue costs can be high. Moreover, foreign investors, the primary target of most tax incentives, base their decision to enter a country on a whole host of factors (such as natural resources, political stability, transparent regulatory systems, infrastructure, a skilled workforce), of which tax incentives are frequently far from being the most important one. Tax incentives could also be of questionable value to a foreign investor because the true beneficiary of the incentives may not be the investor, but rather the treasury of his home country. This can come about when any income spared from taxation in the host country is taxed by the investor's home country.
 Tax incentives can be justified if they address some form of market failure, most notably those involving externalities (economic consequences beyond the specific beneficiary of the tax incentive). For example, incentives targeted to promote high-technology industries that promise to confer significant positive externalities on the rest of the economy are usually legitimate. By far the most compelling case for granting targeted incentives is for meeting regional development needs of the Country. Nevertheless, not all incentives are equally suited for achieving such objectives and some are less cost-effective than others. Unfortunately, the most prevalent forms of incentives found in Zambia tend to be the least meritorious.
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Accelerated Capital Allowances
 Providing tax incentives in the form of accelerated Capital Allowances has the least of the shortcomings associated with tax holidays and all of the virtues of tax credits and investment allowances—and overcomes the latter's weakness to boot. Since merely accelerating the Capital Allowance of an asset does not increase the depreciation of the asset beyond its original cost, little distortion in favour of short-term assets is generated. Moreover, accelerated Capital Allowances has two additional merits. First, it is generally least costly, as the forgone revenue (relative to no acceleration) in the early years is at least partially recovered in subsequent years of the asset's life. Second, if the acceleration is made available only temporarily, it could induce a significant short-run surge in investment. Currently, accelerated Capital Allowances apply to farming Businesses, Manufacturing and Tourism Sectors.
 Investment Subsidies
 While investment subsidies (providing public funds for private investments) have the advantage of easy targeting, they are generally quite problematic. They involve out-of-pocket expenditure by the government up front and they benefit nonviable investments as much as profitable ones. Hence, the use of investment subsidies is seldom advisable for a Country like Zambia where political corruption has taken centre stage.
 Indirect Tax Incentives
 Indirect tax incentives, such as exempting raw materials and capital goods from the VAT, are prone to abuse and are of doubtful utility. Exempting from import tariffs raw materials and capital goods used to produce exports is somewhat more justifiable. The difficulty with this exemption lies, of course, in ensuring that the exempted purchases will in fact be used as intended by the incentive. Establishing export production zones whose perimeters are secured by customs controls is a useful, though not entirely foolproof, remedy for this abuse. This system is firmly in progress through the Duty Draw Back Scheme which you will learn about in Paper 3.4 – Advanced Taxation.
 Triggering Mechanisms
 The mechanism by which tax incentives can be triggered can be either automatic or discretionary. An automatic triggering mechanism allows the investment to receive the incentives automatically once it satisfies clearly specified objective qualifying criteria, such as a minimum amount of investment in certain sectors of the economy. The relevant authorities have merely to ensure that the qualifying criteria are met. A discretionary triggering mechanism involves approving or denying an application for incentives on the basis of subjective value judgment by the incentive-granting authorities, without formally stated qualifying criteria. A discretionary triggering mechanism may be seen by the authorities as preferable to an automatic one because it provides them with more flexibility. This advantage is likely to be outweighed, however, by a variety of problems
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associated with discretion, most notably a lack of transparency in the decision-making process, which could in turn encourage corruption and rent-seeking activities. If the concern about having an automatic triggering mechanism is the loss of discretion in handling exceptional cases, the preferred safeguard would be to formulate the qualifying criteria in as narrow and specific a fashion as possible, so that incentives are granted only to investments meeting the highest objective and quantifiable standard of merit. On balance, it is advisable to minimize the discretionary element in the incentive-granting process.
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TUTORIAL QUESTIONS
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Question IExplain why it is difficult to design an efficient Tax system in Zambia.(Check paragraph 2.1)
 Question IIExplain the three qualities of a sound National Tax Policy.(Check paragraph 2.3)
 Question IIIIn designing an efficient Tax Policy for the Country, it is important to give thought to the Taxpayers’ Rights. List six rights that taxpayers ought to enjoy.(Check paragraph 2.4)
 Question IVList some of the Functions of the Tax Policy Unit within the Ministry of Finance and National Planning.(Check paragraph 2.5)
 Question VExplain the principle behind the Laffer Curve and Optimal Taxation.(Check paragraph 2.7).
 ********************************************************************************************
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CHAPTER 3
 HISTORY AND ADMINISTRATION OF TAX - III
 Knowing the Zambia Revenue Authority Tax administration Problems encountered by the Zambian tax system Types of Assessment Offenses and Penalties Objections and appeals Tax Reforms
 3.1 – KNOWING THE ZAMBIA REVENUE AUTHORITY
 Economic development in Zambia continues to face two principle challenges: the HIV/AIDS epidemic and over-reliance on copper mining. Persistent high inflation and poor infrastructure also depress growth. Despite these problems, Zambia experienced positive GDP growth for the fifth consecutive year in 2004, with 4.6% GDP growth. Inflation dropped from 27% in 2002 to 17% in 2003, partly as a result of falling prices for the staple of the Zambian diet, maize. Despite rising oil prices, fiscal and monetary discipline allowed Zambia to maintain an inflation rate of less than 18% in 2004. It is within this economic environment that the Zambia Revenue Authority is expected to deliver in terms of meeting Revenue collection targets set by the Ministry of Finance and national Planning. And to this effect, the ZRA has met the challenge twofold!! We will look at the revenue collection statistics shortly.
 The Zambia Revenue Authority was established under The Zambia Revenue Authority Act and came into effect on 1st April 1994. Under the Act, the Authority is charged with the responsibility of collecting revenue on behalf of the Government of the Republic of Zambia. The Authority was created to redress the serious shortfall in revenues available to the Government and the increasing dependency on donor funding to support basic necessities demanded of the Government.
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Since the inception of the Authority, revenue collections have increased significantly. Revenue collections under the former Department of Taxes and Customs and Excise only totalled K227 billion in 1993. In the first year of its operation, the Authority achieved a revenue increase of 85% over the previous year. GRZ revenue targets have always been exceeded and a steady average annual increase of 32% has been maintained from 1994 to date; despite the reduction of Direct Tax rates in 1995, Customs tariffs in 1996 and VAT rates in 1997. In fact by the end of 1997, ZRA revenue collections had substantially increased to K954 billion.
 Revenue Statistics:      
 billion) 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004
 Total Tax Revenue
 550.0 725.2 954.4 1,090.3 1,289.6 1,739.5 2,448.4 2,848.8 3,549.5 4,554.3
 GRZ Target 506.0 676.0 935.0 1,090.0 1,267.0 1,600.0 2,325.4 2,818.0 3,522.0 4,536.6
 Variance 44.5 49.2 19.4 0.3 22.6 139.5 123.0 30.8 27.5  17.7
 % increase
 over the  previous year
 30.8% 31.7% 31.6% 14.2% 18.3% 34.9% 40.8% 16.4% 24.6% 28.3%
 The Authority is a corporate autonomous body funded through the National Budget. Its structure comprises of three operational Divisions - Customs and Excise, Direct Taxes and Value Added Tax. The Treasury functions are incorporated in the Finance Division. There are several support divisions and directorates namely, Research and Business Development, Investigations, Administration, Human Resources, Legal, Information Technology, Internal Audit and the Internal Affairs.   The ZRA administers the following taxes: Value Added Tax Customs and Excise Duties and Surtax Income Tax Property Transfer Tax Mineral Royalty Tax
 The Authority is governed by a Board which consists of the following:
 Permanent Secretary in the Ministry of Finance Permanent Secretary in the Ministry of Legal Affairs Governor of the Bank of Zambia A Representative of the Law Association of Zambia Three persons, each Representing the Zambia Confederation of Commerce and
 Industry, the Zambia Institute of Chartered Accountants and the Bankers’ Association of Zambia
 Two other Members appointed by the Minister of Finance and National Planning.
 TAX ADMINISTRATION
 T5 – TaxationAmendment Act 2006/07
 61

Page 33
                        

The main functions of the ZRA, in dealing with taxpayers, aside from actual tax collection or sanctioning non-compliance, largely involves gathering or processing information. The first information related function is Identification of taxpayers followed by their Registration as taxpayers and, for most major taxes, the assignment of taxpayer identification numbers. Other information functions include, at the preliminary stage collection of information from third party sources including, importantly, tax withholders, accessing asset ownership information (such as cadastral records), engaging in taxpayer education and providing taxpayer services to keep their compliance burden low. Verification of the correctness of tax payments starts with return Filing control followed by Assessment of tax liability of the taxpayer. Among the major types of assessment activities are Valuation and Tax Audit the latter activity typically being the most important function of tax administration from the perspective of resource use. To establish tax evasion or to facilitate identification of non-filers, Investigation and inspection are also necessary. If prima facie non-compliance is established, then Penalties and prosecution of tax offenders may be required. Actual Tax collection is divided into two functions, mechanical collection of taxes from those who pay voluntarily on time and collection of delinquent taxes.
 The basic task of the ZRA is therefore to levy taxes and charges from taxpayers and to deposit the revenues into the accounts of the tax recipients. The taxation decisions of the ZRA must give equal consideration to both the recipient and the taxpayer.
 Regardless of the subject or type of taxation, the process comprises the following steps:
 Gathering and managing client data Verifying the client’s taxation status Making taxation decisions Paying or refunding tax Collecting overdue tax Transferring taxes and charges to tax recipients
 The Zambia Revenue Authority (ZRA) can be described as an administration with high standards in the field of interpretation and administration of tax laws. The workflow has been computerized to a large degree and VAT has been implemented successfully. In addition to this, the ZRA have taken remarkable steps in the field of customer orientation based upon a Taxpayer Charter of a very high standard, even in an international context. However, there are a number of areas where the ZRA have been less successful. One is audit. The number of Tax audits and the audit competence is very limited and there is no sufficient experience in the field of computerized audits. At the same time there is a lack of progressive Human Resources Management, partly due to the restrictions regarding the payment of competitive remuneration in order to attract and keep qualified personnel. In addition to this, there is insufficient use of modern operational management instruments, e.g. planning and follow-up, performance measurement and risk measurement.
  The present shortcomings in the field of Tax audits can to some extent be explained by the absence of operational management instruments. However, a more obvious explanation is the lack of human resources management, primarily the inability to pay
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competitive remuneration in order to attract skilled employees. Therefore, the Ministry of Finance and national Planning should fund the necessary investments in both skilled expertise and equipment (primarily computers). Against this background it is evident that the majority of future auditors may need to be recruited from the present personnel within the ZRA.
 The effectiveness and the efficiency of an organization cannot be achieved solely by improvements in management skills and through the acquisition of a few highly competent auditors. The operational result will primarily be dependent on the way employees are treated, i.e. trained, expected to participate in planning and follow-up, offered different careers and remunerated. The point is that a modern administration must rely on a number of HRM instruments, not only remuneration in order to be effective and efficient. Thus the ZRA must strive to establish an HRM-policy that enables the ZRA to use and develop the entire capacity of present employees. Employees must feel that they actually represent the most valuable asset of the organization and that top management is prepared to invest in their future, provided they are willing and capable of undergoing further training in order to meet new qualification demands.
 ADMINISTRATIVE STRUCTURES
 ParliamentThe Honourable Minister of Finance presents the annual income tax bill containing tax proposals for the forthcoming year to parliament in his budget speech. The bill like any other bill presented to the House then goes through the various stages of parliamentary debates after which it goes for presidential assent before it becomes binding legislation.
 Minister of FinanceIs the link between Parliament and the Ministry of Finance. As already indicated above he is the one who actually presents the budget to the House.
 Ministry of FinanceThis is also referred to as the treasury and is responsible for the control of government expenditure and income. Its responsibilities in controlling the assessment and collection of Personal Income Tax, Company Tax, Value added Tax and Customs & Excise Duties are discharged through the Board of the Zambia Revenue Authority.
 ZRA BoardThe ZRA Board is in control of the tax inspectors and collectors of tax who have contact with individual taxpayers.
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Diagrammatic presentation of Tax Administration
 Notifies collectors of the Tax due
 Return of Income
 Issues demands & collects Tax Raises assessments
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 ZRA Governing Board
 Collector of Taxes
 Inspector of Taxes
 Tax Payer
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COLLECTION OF TAX
 Tax is collected either directly from the taxpayers or through what are known as Tax Paying Agents.
 There are four methods available for the Collection of Taxes due to the ZRA. These methods are:
 Appointment of Tax Paying Agents Levying of withholding Taxes (WHT) Issuance of Tax Clearance Certificates Payment of Provisional or Base Tax for small traders
 TAX PAYING AGENTSThese are appointed to collect Tax on behalf of the ZRA. The following are identified as Tax Paying Agents:
 Directors and Company Secretaries Persons remitting Income to a Foreign Person Executor/ administrator of a deceased’s Estate Trustee of a bankrupt Company Trustee, guardian of an incapacitated person Local authority – for the collection of Base Tax
 TAX CLEARANCE CERTIFICATEThis is a certificate issued by the commissioner general stating that the person / partnership to whom it is issued fulfilled all obligations imposed on him.
 PROVISIONAL TAXThis is payable by Companies and Individuals based on Estimated Income and payable in quarterly installments as follows:
 1st Installment due on 30th June, but not later than 14th July. 2nd Installment due on 30th September, but not later than 14th October. 3rd Installment due on 31st December, but not later than 14th January. 4th Installment due on 31st March, but not later than 14th April.
 PENATIES:Penalties may arise if at the end of the charge year the provisional taxes so far paid, do not amount to at least 2/3 of the total tax payable. Companies and Individuals who are required to pay provisional taxes are therefore required to make substantial payments towards their overall estimated tax liability.
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BASE TAXThis tax is mainly designed for small –scale companies:
 This applies where the Commissioner General lacks sufficient information to make as assessment. A base Tax of K50, 000 per annum is chargeable and payable on the date shown on the notice of assessment.
 Base Tax may not be raised after six years from the end of that charge year. This time limit falls away in case of fraud.
 WITHHOLDING TAXWHT is deducted at source from certain investment or other income, especially for the self-employed, in order to:
 Reduce Tax evasion Minimize final tax due after the assessment.
 WHT is deducted from the following investment Income: Interest Dividends Treasury Bills Government Bonds Employment Income Rents Commissions Management fees and Consultancy fees.
 We shall revisit the topic of withholding taxes in Unit 8 when we look at Other Types of Taxes. If you would like to do this topic once and for all you can now turn to Unit 8 and continue with the study of withholding Taxes.
 TAX RECOVERY FROM DEFAULTING TAX PAYERSTax due from defaulting taxpayers is collected using one or more of the following:
 Firstly, an immediate demand letter is issued
 Secondly, if payment is not forthcoming, the following orders may be raised, one after the other:
 The Garnish Order – this is a recovery of tax through an agent. It is an order from the ZRA directing a third party, especially the tax payer’s bankers, to withhold all or any part of the money / property belonging to the tax payer and to pay such money directly to the ZRA.
 I. Garnishment has so far proved to be the most controversial method II. Where bank accounts of many tax payers have been sequestrated
 III. By the ZRA thus provoking uproar among the victims.
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Warrant of Distress – is where goods and/or chattels are removed immediately or later on and then disposed off by public auction. The proceeds are used to pay off the outstanding tax and the costs of the levy.
 Does not apply to goods / chattels of the state and statutory bodies like the Bank of Zambia and the Zambia Railways, who’s enabling Act contains a protective Clause.
 Charge on Land – this means lodging a caveat/ charge on the land owned by the Tax Payer so that land cannot be sold or transferred without ZRA’s consent.
 REMISSION OF TAXThe Commissioner General may abate Tax if he is satisfied that it is irrecoverable and after obtaining approval from the Minister of Finance and National Planning.
 The commissioner general may write off tax debts, which have proved to be uncollectible. But no appeal can arise from an action of remission.
 THE ZRA AUTONOMY
 As we noted above, the ZRA is an Autonomous body funded by the National Budget. Autonomy in Revenue Collecting Agencies is a welcome philosophy not only in Zambia. And the Results are there to tell. 
 Advantages of establishing an autonomous revenue agency
 The establishment of an autonomous agency is justified on the basis of the following apparent benefits:
 Perceived increased effectiveness, efficiency and equity of a new agency by taxpayers - In the first few years of its existence, the ZRA benefited from a perception amongst taxpayers that it was more competent than its predecessor, resulting in an increase in compliance and tax revenues.
 Greater flexibility in human resource management: - More competitive salaries to attract and retain staff; Greater flexibility over pay structures, particularly for management and scarce skills; Greater freedom to hire and fire, in response to staff performance and skills needs; Ability to recruit from outside the civil service and Open recruitment of top managers.
 Opportunity to integrate tax operations and restructure - The establishment of the ZRA provided an opportunity to restructure and integrate revenue functions within the organization. Within Sub-Saharan Africa, the establishment of autonomous agencies has acted as a catalyst to restructure organizations so as to take advantage of economies of scale and information, and to eliminate duplication of functions. Significant savings and efficiency gains can be realized by integrating the customs and tax departments and
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support functions, such as human resource management, accounting and auditing, IT, legal services, taxpayer identification and records.
 Independence to take legal action directly against taxpayers - In many Sub-Saharan countries, the legal system is a serious impediment to the tax administration taking action against delinquent taxpayers and, often an incentive for taxpayer non-compliance. In Zambia, the ability of the ZRA to take timely legal action, without having to depend on an over-burdened national court system, has been cited as a strong advantage of autonomy. It should be noted that as with other cited benefits of autonomous revenue agencies, legal independence does not require establishment of a new agency, but it may be easier to realize in the face of broader changes, especially where there is resistance from the legal authorities.
 Understandably, the ZRA operates in a complex environment. An array of external actors, forces and circumstances constantly impinge on its operations. Very often, any form of weakness of the ZRA can be traced to the constraints imposed on it by the environment. But other times they stem from the inability of the Authority to effectively deal with environmental challenges.
 The ZRA Environmental Matrix
 The Matrix Explained
 T5 – TaxationAmendment Act 2006/07
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The Economy:
 The performance, complexity, resource requirements and strategy of the ZRA depend, to a considerable extent, on the national economy. The amount of revenue collected varies according to changes in GDP, interest rates, exchange rates, consumer confidence and business cycles in the nation.
 In recent years we have seen an influx of foreign companies into the Country all in the name of exploiting the opportunities of a liberalized economy. But such a high degree of openness of the economy raises knotty issues of international taxation, such as transfer pricing, tax arbitrage and the completion of taxable transactions in foreign jurisdictions.
 High levels of inflation increase the propensity of taxpayers to delay their tax payments
 Fiscal Policy:
 Fiscal policy defines the agenda for the ZRA. The level of budgeted government spending, debt financing and fiscal deficit determine the amount of taxes the ZRA is expected to raise. Expansionary fiscal policies, high levels of national debt and debt servicing requirements, or fiscal crises create strong pressures on the ZRA to collect more taxes. They also, likely for the ZRA, create opportunities for mobilizing political support for efforts to modernize the ZRA.
 The Legal environment:
 The ZRA owes its existence to the taxing powers granted to the state by the constitution. It is also bound by any constitutional limitations put on such powers. The provisions of the constitution define what the ZRA cannot and can do in achieving its mandate. Its strategies and operational activities must therefore always be in line with the constitution, other wise it runs the risk of having these nullified by the courts.
 The Executive:
 Although the ZRA is a quasi – governmental organization, it is effectively an integral part of the executive branch of the government and is therefore affected by the strength of the government of the day. A strong government, with adequate legislative majority, is more likely to support effective actions against tax evasion than a weaker one.
 The ideology of the Party in power has important implications for the ZRA. The party in power’s views on the role of the state, tolerable fiscal deficits, acceptable aggregate tax burden and the optimal level of the ZRA proactivity in enforcing tax liabilities can either create opportunities or constraints for the ZRA. For instance from 1964 to 1991 the Party in power, the United National Independence Party, believed in socialistic principles which emphasised humanitarian objectives more than anything
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else. In view of this, taxes, which were considered to be regressive rather than progressive such as the Value Added Tax, were not allowed in the Country. And then came the liberal MMD!
 The Legislature:
 The legislature is very vital for the ZRA as it is the source of the tax laws that the ZRA is expected to implement. Also, any improvements in the administrative and enforcement provisions of the tax laws require legislative approval.
 The Judiciary:
 The judiciary influences the working of the ZRA in a very significant way. Most cases were serious tax evasion is detected by the ZRA end up in appeals before the Revenue Appeals Tribunal and eventually the High and Supreme courts. The collection of additional taxes assessed in such court cases is, often, stayed till all court remedies have been exhausted – a process that might take years. When the process ends, the ZRA can collect only as much revenue as the tribunal or courts determine to be the taxpayer’s liability.
 Public Sector:
 The ZRA operates within the context of the larger public sector. The norms, systems, procedures and attitudes that characterize the rest of government departments find a strong echo in the ZRA. Thus, general government practices relating to policy formulation, planning, budgeting, goal setting, accountability, financial management etc are also likely to be followed by the ZRA.
 Public Agencies:
 The ZRA is usually dependent on a number of public agencies such as the Zambia Police Service and the Anti – Corruption Commission for executing some of its acclaimed functions. The quality and timeliness of help provided by these agencies has a major impact on the performance of the ZRA.
 Zambia Revenue Authority Workers’ Union (ZRAWU):
 ZRAWU is an important external player that influences both the day-to-day human resource management in the ZRA as well as the implementation of longer-term strategies, such as computerization.
 Banks:
 Increasingly, commercial banks are being used for the collection of taxes. This provides a convenient way for taxpayers to pay taxes, while reducing the administrative burden of the ZRA. The taxes that are usually collected through the commercial banks are withholding taxes on interest and now the new medical levy proposed the 2003 National Budget. However, the usefulness of this arrangement depends on a number of factors, including geographical coverage of the banking network.
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Taxpayers:
 Taxpayers are among the most important environmental players that the ZRA have to deal with. The attitude of taxpayers towards compliance determines the relative ease with which the ZRA can perform its functions. The level of sophistication of taxpayers also impact on the ZRA because the more sophisticated the taxpayers are, the more complex is the modus oparandi used to avoid and evade taxes and the smatter the ZRA needs to be to ensure a reasonable level of compliance.
 Stakeholders:
 The stakeholders in the operations of The Zambia Revenue Authority include: The Zambian people Parliament The mass media NGO’s and other Interest groups ZRA staff The donor community and multilateral agencies such as the IMF, World
 Bank and DFID. Tourists, travellers and traders Crossing into Zambia Taxpayers Banks and other Financial Institutions The Zambian Business community and those groups which represent their
 interests Members of COMESA, SADC, WTO and other countries transacting
 business with Zambia, or transiting goods through Zambia.
 Other environmental factors:
 In addition to the factors considered above, there may be a number of other environmental influences that have an important impact on the ZRA. Zambia as a Country may have a long, rugged international boarder that is difficult to monitor for customs purposes; some boarders may be terminals for international drug trade; or the ZRA being under pressure to quickly meet regional standards as part of the Country’s quest for membership of a regional arrangement such as COMESA.
 Responsibilities of the ZRA
 The main responsibilities of the ZRA are: To Properly assess and collect taxes and duties at the right time To ensure that all monies collected are properly accounted for and
 banked. To Properly enforce all relevant statutory provisions To provide information on revenue to the Government To give advice to Ministries on aspects of Tax Policy To Facilitate International trade
 Tax payer Charter
 The taxpayer is entitled to impartial and equitable treatment by the ZRA in all dealings with it, including:
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Supply of forms Information Fairness Courtesy Efficient service Privacy and confidentiality
 Powers of the Zambia Revenue Authority
 The ZRA has been given Certain Powers under the ACT such as: The power to search and seize (S.104) The power to assess (S.630) The power to charge tax (S.14) The power to collect tax dues and make recoveries (S.11) The power to examine financial statements (S.57) The power to charge interest on over due payments (S.78A) The power to charge penalties (S.100 & S.102)
 Functions of the Governing Board
 The functions of the governing board are as follows: To assess, charge, levy and collect revenue due to the Government under
 such Laws as the Minister of Finance may, by Statutory Instrument, specify;
 To ensure that all Revenue collected is, as soon as reasonably practicable, credited to the Treasury.
 Subject only to the Laws specified under Paragraph (a) above, that is, Statutory Instrument, to perform any other functions as the Minister of Finance may determine.
 Comprehensive illustration------------------------------------------------------------------------------------------------------------------ It is evident that in many cases tax legislation is difficult to understand and in some cases, almost incomprehensible. State and explain the rules that have evolved over the years in the courts of law to try to consistently interpret tax legislation in respect of the following:
 I. Words and phrases of the taxing acts.II. Where a statutory provision is capable of being interpreted in more
 than one way.III. Equity considerations in taxation.
 ------------------------------------------------------------------------------------------------------------------
 Answer:
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(i) Words and phrases of the taxing act. The words and phrases of the taxing acts must be given their natural
 meaning. The taxpayer, when interpreting the taxing act is allowed to assume a literal construction of provision in the act even in those cases where the result is reasonably unusual.
 In the case of Rennell vs. IRC (1962) Lord justice Donovan stated thus; “ Never the less in the end, one simply has to look at the words of the
 statute and construe them fairly and reasonably, and, if such a construction yields anomalous results in particular cases, it is a common place that they must be accepted……….”
 (ii) Where a statutory provision is reasonably capable of two different meanings. Where the court has established that there is doubt as to the meaning of a
 statutory provision or taxing Act, the taxpayer must be given the benefit of the doubt.
 This principle intends to advantage the weaker party thus where there is doubt as to the meaning of a statutory provision, the taxpayer must be given the benefit of the doubt, and i.e. the taxpayer must be the one to benefit from it.
 In the case of IRC V Ross and coulter (1948), Lord Thunderstone observed as follows:
 “.. If the provision is reasonably capable of two alternative meanings then the courts will prefer the meaning more favorable to the subject.”
 (iii) Equity considerations in taxation There is no equity in taxation. Lord Cairns LC in Partington versus Attorney General (1869) said:
 “…. Because, as I understand the principal of all fiscal legislation, it is this; if the person sought to be taxed comes within the Letter of the laws he must be taxed, however great the hardship may appear to be .”
 3.2 – PROBLEMS ENCOUNTERED BY THE ZAMBIAN TAX SYSTEM
 In most Countries of the world, central governments attempt as much as they can to come up with tax systems that are efficient, effective and difficult to dodge. The Zambian government is by far not an exception. However, the reality of the matter is that this dream of an efficient, effective and difficult to dodge tax system is not easy to achieve. And the Zambian tax system has a fair share of its own problems some of which are highlighted below:
 Narrowness of the tax base Weakness in the operational performance of the Zambia Revenue Authority Low voluntary compliance
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The natural aversion of taxpayers to paying tax Lack of taxpayer education High tax rates that lead to tax evasion Failure by the ZRA to fully exploit the opportunities for tax revenue maximisation
 through effective use of and cooperation with its environment. Poor funding of the ZRA also contributes to the non-availability of current and up-
 to-date technologies that might help to enhance revenue collection. Lack of effective harmonisation of the Taxing Acts and the Investment Act. The
 investment Act gives tax incentives, which are in some cases not good for the Country in terms of revenue lost when investors decide to pull out at the expiry of their investment incentives.
 INFORMAL ECONOMY:
 One of the principal challenges of the Zambia Revenue authority is to enlarge the taxation base. Major inroad could be made if currently informal enterprises could be encouraged to join the formal economy. Unlike in Rich Countries where informality is largely a result of the tax burden, the informal econmy in Zambia and many other developing Counties is largely a result of high fixed costs of entry into the formal economy.
 Some of the earliest primary reasons to particapte in the under ground economy are: To Evade taxes To circumvert regulations and licensing requirements A reaction by both firms and individual workers to the labour Unions And the impact of international competion
 Developing economies are characterized by the notion of a “dual” economy: a small modern industrialised sector and a large informal sector, in general including agriculture, technology and low marginal productivity of labour. It is difficult to get an accurate estimate of the size of the informal sector in developing countries. Nevertheless, we know that it is large. For instance, Enste and Schneider (2000) estimated in a panel of 76 countries that the average size of the shadow economy is 39% for developing countries. In comparison it is 12% of GDP for Developed countries. The employment level provides another indicator of informal sector size. The International Labour Organisation (ILO 1999) estimated that urban informal employment absorbs 61% of the urban labour force in Africa, and it absorbed between 40% and 50% in pre-crisis Asia. Finally it seems that the informal sector increases rapidly; 80% of new jobs created between 1990 and 1994 in Latin America were in the informal sector. In Africa, it was more than 90%.
 The informal sector being effectively immune from taxation, governments of developing countries such as the Republic of Zambia have fewer tax instruments than rich countries. By imposing taxes on some branches of the economy and not on others, they create high economic distortions. In an optimized tax system the marginal cost of public funds (MCF) is equal across all commodities. In contrast, in developing countries MCFs show a wide range.
 In the context of enlarging the direct taxation base it is crucial to understand the determinants of formal and informal sector formation. The increase of the shadow
 T5 – TaxationAmendment Act 2006/07
 75

Page 47
                        

economy in Developed countries is best explained by an increasing burden of direct taxation and social security contributions, combined with rising state regulatory activities. If these factors play a role in developing countries, they cannot explain per se the size of their shadow economies. The excess burden of taxation is proportional to the tax revenue, and tax revenues are lower in developing countries. Similar arguments apply for social security contributions. There is rarely a formal system of social security in developing countries; tax revenue is raised to finance essential public goods rather than for redistribution purposes. If excessive tax burden and social security contributions were the main reason why the shadow economy existed in developing countries it should be smaller than in developed countries. We cannot directly transpose results obtained for developed countries to developing countries.
 In developing countries taxes, especially direct ones such as taxes on profits are only the tip of the iceberg. A recent cross-country study of 75 nations by Djankov et al. (2000) indicates that the official cost of setting up a firm entails fees worth at best 1.4% of GDP per capita in Canada and at worst 260% of GDP per capita in Bolivia. The average cost for the panel is 34% of GDP per capita. On the top of this official monetary expense the authors show that registering a business can be very complicated and time consuming. In the best case establishing a new firm requires 2 steps and 2 days in Canada, and in the worst case it requires 20 procedures and 82 business days in Bolivia. For the panel on average it involves 10.17 steps and 63.05 business days. The study by Djankov et al. (2000) concludes that firm entry barriers are higher in countries with lower GDP per capita. Thus the main reason why many micro-enterprises stay informal in developing countries is because becoming formal involves large fixed costs, most of them sunk. Official registration is simply beyond the reach of poor entrepreneurs.
 In the eighties, the causes, effects and problems generated by increasing shadow economic activities were extensively and controversially discussed in countries belonging to the Organization for Economic Cooperation and Development (OECD). Now, once again, attention is being drawn to the shadow economy because of dramatically rising unemployment (e.g. in the European Union) and the problems of financing public expenditure, as well as the rising anxiety and disappointment about economic and social policies. Public discussion of illicit work, tax evasion and all the other activities in the shadow economy has grown increasingly pointed. Broad initiatives on behalf of the EU Commission and EU Parliament, as well as at state-level, show that politicians have finally felt the need to act as well.
 In the popular scientific media and daily newspapers, this discussion naturally does not go into detail. Here, judgment on the nature of the shadow economy fluctuates between two extremes: either the shadow economy is blamed for many problems of economic policy such as unemployment, high public debt, or the recession or it is regarded as a legitimate free space in an economic system that is characterized by high taxes and too much regulation. New data on the size of the shadow economy are often used by certain pressure and interest groups who focus on only a few unilateral issues concerning illicit work. In social sciences, articles and papers dealing with the shadow economy often focus on one single aspect only, mostly on the difficulties and challenges involved in measuring its size. In addition, the basis of the analysis of the causes and consequences of the increasing shadow economy is often
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quite narrow and does not take the results and insights of other social sciences into account.
 The main focus of interest in the shadow economy is concentrated on the following areas:
 In economic and social politics, the driving force for dealing with illicit work is the fact that these illegal and semi legal activities are undesirable for official institutions. A growing shadow economy can be seen as the reaction of individuals who feel overburdened by the state and who choose the ‘exit option’ rather than the ‘voice option.’ If the growth of the shadow economy is caused by a rise in the overall tax, together with institutional sclerosis (Olson 1985), then the ‘consecutive flight’ into the underground may erode the tax bases. The result can be a vicious circle of further increase in the budget deficit or tax rates, additional growth of the shadow economy, and gradual weakening of the economic and social foundation of collective arrangements. In addition, the effects of the shadow economy on the official economy must be considered because illicit work can be a source of allocation distortions, since resources and production factors are not used in the most efficient way. On one hand, a growing shadow economy may attract (domestic and foreign) workers away from the official labour market and create competition for official firms. On the other hand, at least two-thirds of the income earned in the shadow economy is spent in the official economy, thereby having a positive and stimulating effect on the official economy.
 Furthermore, a prospering shadow economy may cause severe difficulties for politicians because official indicators, e.g. on unemployment, labour force, income, GDP and consumption, are distorted. Policy based on erroneous indicators is likely to be ineffective, or worse. Therefore, the reciprocal effects between the shadow and the official economy have to be considered when planning measures of economic policy, especially fiscal policy. If underground activities occur in an economy, the tax revenue might reach the negatively sloped part of the Laffer- Curve, where higher tax rates result in a lower tax yield.
 In social sciences, the shadow economy is first and foremost a challenge for economic theory and economic policy. In economic and social science, answers have to be found for questions like: Why are people working illicitly? Why are transactions made in the shadow economy? What are the effects resulting from this behaviour? Currently, theoretical approaches in different social sciences exist that concentrate on single aspects of this complex phenomenon. But since a coherent, integrative, and interdisciplinary approach for the analysis of the causes is missing, the development of a systematic, basic ‘model’ is necessary.
 In empirical studies, the problem of measuring the size and development of the shadow economy by different methods has to be examined. The theoretically derived causes and consequences of shadow economic activities have to be investigated empirically. Feedback effects on the official economy,
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as well as interactions between the two sectors, have to be considered and measured.
 In general, the shadow economy can be seen as an ‘emigration from the established ways of working’ or ‘a decision against the official norms and formal institutions for economic activity.
 3.3 - ASSESSMENTS
 SCOPEParts III and IV of the Income Tax Act are the principal section governing charge of Tax and deductions which indicate the scope of the Assessment, i.e., the Amount by reference to which Tax is Charged.
 Commissioner General’s Power to assessThis is contained in Section 63 of the Income Tax Act as follows:
 S.63 (1)Directs the Commissioner General to assess every person chargeable to Tax, or who claims, or is entitled to a deduction under Sections 30, 30A, 31 and 36. These sections relate to Loss relief.
 Key Issues: Applies to every person That person must be chargeable to tax. This section does not cover
 exempt persons. Applies to cases where a person has assessed losses.
 ExceptionsThe provisions of section 63(1) do not apply to:
 Individuals whose Income is subject to PAYE Cases where Tax payable is less than K20, 000
 S.63 (2)Directs that an assessment shall be made for each charge year, and as many amendments as are necessary to give effect to the provisions of the Income Tax act.
 S.63 (3)Covers a situation where Income is Chargeable to Tax in any year following the Charge year in which it is received, the Commissioner General may assess such Income at any Time, of the Current Rate of Tax.
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S.63 (4)Applies whether or not a Return of Income has been delivered by the taxpayer.
 ESTIMATED ASSESSMENTSS.64 Empowers the Commissioner General to make an estimated assessment in the following circumstances:
 The Tax Payer has not delivered a Return The Tax Payer has delivered a return which does not satisfy the
 Commissioner General The Commissioner General has reason to believe that the taxpayer is
 about to leave the Republic.
 RULES FOR MAKING ASSESSMEMENTSThese rules are contained under Section 65 ITA
 S.65 (1)Notice of Assessment shall be given to the person charged. After the tax payer has filed in their Tax Return and a set of Financial Statements, the Zambia Revenue Authority will make an assessment and upon finalization of such an assessment notice is given to the taxpayer by way of Issuing the assessment.
 S.65 (2)No assessment shall be made for any charge year after Six years from the end of that year. However, there are exceptions to this general Rule.
 Exceptions:
 Where there has been fraud or willful default Where there has been an Error and Mistake Where Double Taxation Relief applies Where there has been the apportionment of Gratuity In cases of Refunds generally (S.87) Refunds in cases of accumulated Income (S.88) Adjustment on successful objection or appeal (S.113) Deduction on Cessation of Mining Operations (Para.25 of the 5th Schedule
 to the Income Tax Act.
 S.65 (3)Where death occurs, the assessment upon Executors in respect of Income of the Deceased must be made before the expiry of 3 years after the charge year in which Death Occurred.
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VALIDITY OF AN ASSESSMENT
 Section 65 (4)An Assessment made in accordance with generally prevailing practice is not affected by any change in that practice after the time for Objection to the Assessment has expired.
 SECTION 70Stipulates that no assessment, document or proceeding is invalid:
 For any error in a person’s name Any other error, if the assessment, document or proceeding is in
 substance in accordance with the Income Tax Act.
 ASSESSED RECORDSS.10 directs the commissioner General to keep a record of every assessment made under the Income Tax Act.
 Complete copies of all notices of assessments and amended assessments are filed in the Division for a charge year. These are known as Assessment Lists.
 YEAR OF ASSESSMENT
 The year of assessment needs to be distinguished from a charge year. In Zambia, a charge year runs from 1 April to the following 31 March and may be identified by the two calendar years it straddles or by the calendar year in which 31 March falls. For instance the charge year running from 1 April 2004 to 31 March 2005 may be referred to as 2004/ 2005 charge year or simply the 2005 charge year. Companies and individuals are required by law to submit their Tax Return and Accounts by the 30 September following the end of the charge year. That is to say that for the charge year ending 31 March 2005, the Return and Accounts should be deposited at the Zambia Revenue authority on or before 30 September 2005 and the assessment may only be issued any date after 30 September 2005. It might even be in 2007! Therefore it is important to note that the charge year will not necessarily be the same year in which an assessment is made.
 PERSONS ASSESSABLES.63 (1) gives the Commissioner General Powers to assess every person chargeable to Tax under the Income Tax Act.
 The following shall not be included in an Assessment: Dividends from which WHT in respect of that charge year has been
 deducted (S.81) Lump sum payment from which Tax in respect of that charge year has
 been deducted.
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Interest, Public Entertainment, Royalties or management or Consultancy fees from which WHT in respect of that charge year have been deducted.
 TAX PAYING AGENTS – S.66Is a person who does not only represent the Tax Payer but who also represents him in respect of a specific Sum which he (the tax paying agent) holds or controls on the tax payer’s behalf.
 Assessment of Tax Paying Agent – S.67 Every tax paying agent, in respect of Income which he receives as an
 Agent, shall be subject to the same duties, responsibilities and liabilities as if that income were received by him beneficially and is assessed and charged in his own name.
 Any tax credits or deductions, which might have been claimed by a person, are allowed in the assessment made upon his tax-paying agent.
 Right of tax paying agentA tax-paying agent who pays tax in respect of income assessed on him is entitled to recover the amount or that tax from the person on whose behalf the tax is paid.
 Note: Tax paying agents only have a duty to declare and return income in
 respect of the person they represent The Commissioner General’s power to assess tax-paying agents is
 restricted by S.66 (1). The Act does not empower the CG to appoint any person
 AGENT FOR PAYMENT OF TAX – S.84This section deals with the collection of Tax Assessed. ZRA can appoint an agent for the payment of Tax assessed.
 S.84 (1)
 Any person or partnership may be declared by the Commissioner General to be an Agent for the payment of Tax due by another person or partnership.
 S.84 (2)
 Any person or partnership so declared shall apply to the payment of the Tax so much of any kind of property held by him or coming into his possession on behalf of the person or partnership from whom the Tax is due.
 S.84 (3)
 Where the Commissioner General has reason to believe that a person or partnership has sold property at less than the Open Market price with the Intention of avoiding
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payment of Tax, he may declare such other person or partnership an Agent for the payment of Tax.
 S.84 (5)
 Where the shareholder of a Company is absent from Zambia the Company shall be deemed to have been declared an Agent for the payment of Tax by the Shareholder.
 S.84 (6)
 Any person who willfully obstructs or willfully attempts to obstruct an agent in the execution of the duties imposed upon him by this section shall be guilty of an offence.
 TUTORIAL NOTE:It is important to distinguish between a Tax Paying Agent – a person representing another in matters of Tax e.g. an Executor representing a deceased person, and an Agent for the payment of Tax – a person appointed by the commissioner General in his attempt to collect Taxes assessed.
 SELF ASSESSMENT SYSTEM
 The Zambia Revenue Authority operates the self-assessment system for individuals and companies. Self-assessment is broadly the process by which taxpayers declare taxable income and gains on Tax Returns and calculate their income tax as appropriate (although the ZRA can calculate these liabilities instead) and pay their liabilities by certain dates. Many taxpayers (e.g. employees and pensioners) who pay their tax through the PAYE system on earned income, pensions and/or by deduction of tax at source on investment income do not normally require a tax return, and are therefore not within the self-assessment system. However, taxpayers who are self-employed, and those who receive their income gross, those who are higher rate taxpayers on their investment income are generally liable to file tax returns and pay all or part of their tax directly to the ZRA through self-assessment.
 Notifying the ZRA
 Taxpayers who do not receive a tax return and have taxable profits or gains on which no tax has been paid should normally notify the Zambia Revenue Authority. Failure to do so may result in penalties, based on the amount of tax unpaid at the normal payment date. However, notification is generally not required for employment income or pensions wholly dealt with under PAYE or investment income taxed at source.
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When does tax become payable under self-assessment?
 Taxpayers are generally required to make four equal payments on account of their income tax liabilities 30 June, 30 September, 31 December and 31 March in the tax year. Any balance is normally payable by 30 September following the end of a charge year.
 Penalties:
 Penalties apply for filing tax returns late.
 What is the time limit for correcting tax returns?
 The Zambia Revenue Authority may correct obvious errors in a tax return, within 9 months of receiving it, subject to a right by the taxpayer to reject the correction within 30 days. A taxpayer may also amend a tax return (e.g. to correct errors or replace estimated figures), by notifying the Zambia Revenue Authority within the time limit. However, the Revenue may still charge a penalty if the original return was made fraudulently or negligently.
 Record keeping:
 Self-employed (i.e. sole traders and partners) and those who let property must keep records for 5 years following the end of the tax year. However, if the ZRA commences an enquiry into the tax return, the records must be kept until completion of the enquiry, if later. If a claim is made other than in the tax return, any records supporting that claim must be kept until any ZRA enquiry into the claim (or amendment) is complete, or until the ZRA can no longer begin an enquiry.
 3.4 - OFFENSES AND PENALTIES
 One of the most important tasks of any accountant or Tax Manager is to avoid tax penalties because in most cases these are avoidable if strict attention is paid to tax deadline dates and so forth. This section will attempt to highlight some of the most obvious penalties under Direct Taxes administered by the Taxes Central Unit at the Zambia Revenue Authority.
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General Penalty
 Under section 98 of the Income Tax Act a general penalty is prescribed. It states:
 Paraphrased:
 Any person guilty of an offence against the Income Tax Act shall, unless any other penalty is specifically provided therefore, be liable on conviction to a fine not exceeding ten thousand penalty units or to imprisonment for a term not exceeding twelve months, or to both.
 Penalty for failure to comply with notice, etc.
 Section 99 of the Income Tax Act provides for Non – Compliance penalties.Every person who:
 Without just cause shown by him fails to furnish a full and true return in accordance with the requirements of any notice served upon him under the Income Tax Act; or
 without just cause shown by him fails to furnish within the required time to the Commissioner-General or to any other person any document which under the Income Tax Act or under any notice served on him under the Income Tax Act he is required so to furnish; or
 fails to keep any records, books, accounts or documents that he is required to keep under the Income tax Act; or
 fails to produce any document for the examination or inspection of the Commissioner-General or other person in accordance with requirements of the Income Tax Act; or
 without just cause shown by him fails to attend at a time and place in accordance with the requirements of any notice served on him under the Income Tax Act; or
 without just cause shown by him fails to answer any question lawfully put to him or to supply or furnish any information lawfully required from him under the Income tax Act; or
 otherwise contravenes or fails to comply with any of the provisions of the Income Tax Act or of any regulations made there under, or fails to comply with any requirements of the Commissioner-General lawfully made under the Income Tax Act or under any of the Schedules thereto; or
 obstructs or hinders any officer acting in the discharge or his duty under the Income Tax Act;
 Shall be guilty of an offence against the Income Tax Act.
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Penalty for incorrect returns, etc.
 Section 100 (1) Every person who negligently or through wilful default or fraudulently: Fails to furnish a return of income in accordance with the requirements of
 the Income tax Act or fails to furnish a provisional return of income and tax; or
 makes an incorrect return by omitting there from or understating therein any income of which he is required by Income Tax Act to make a return; or
 gives any incorrect information in relation to any matter affecting his own liability to tax or the liability to tax of any other person; or
 submits any incorrect balance sheet, account, or other document; shall pay a penalty equal to:-
 (i) In case of negligence – 17.5 % of the amount. (ii) In the case of wilful default – 35 % of the amount.
 (iii) In the case of fraud – 52 % of the amount.Of any income omitted or understated, or any expenses overstated, in consequence of such failure, incorrect return, information or submission.
 Pecuniary Settlement
 The Zambia Revenue Authority may accept a pecuniary or financial or economic settlement instead of taking proceedings for the recovery of a penalty under section 100 and may, in their discretion, mitigate or remit any penalty or stay or compound any proceedings for recovery thereof and may also after judgment in any proceedings under the Income Tax Act further mitigate or entirely remit the penalty.
 Appeal against penalty
 Where in any appeal against an assessment which includes penalty, one of the grounds of appeal relates to the charge of such penalty then the decision of the Revenue Appeal Tribunal in relation to such ground of appeal shall be confined to the question as to whether or not the failure, claim, understatement or omission which gave rise to the penalty was due to any neglect, wilful default or fraud.
 Penalty for fraudulent returns, etc.
 Any person who wilfully with intent to evade or to assist another person to evade tax: Omits from a return made under the Income Tax Act any income which
 should have been included therein; or Makes any false statement or entry in any return of his Tax Return ; or Gives any false answer, whether verbally or in writing, to any question or
 request for information asked or made by the Zambia Revenue Authority; or
 Prepares or maintains or authorizes the preparation or maintenance of any false books of account or other records, or falsifies or authorizes the falsification of any books of account or records; or
 Makes use of any fraud, art or plot whatsoever or authorizes the use of any such fraud, art or plot; or
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Makes any fraudulent claim for the refund of any tax;
 Shall be guilty of an offence and on conviction shall be liable to a fine not exceeding thirty thousand penalty units or to imprisonment for a term not exceeding three years, or to both.
 Late Payment Penalties:
 Penalties and interest for late payment must be charged in the normal way. However, with effect from the 1998/99 charge year, the mandatory 10% penalty on under estimation of income of one third (1/3) or more has been removed.
 Penalties for Late Submission
 Penalties for late submission of self assessment returns are chargeable as follows:
 Period prior to 1st April 1997:
 In the case of an individual 5% of the tax payable or K30, 000 whichever is greater for each month the return is late.
 In the case of a company, 5% of the tax payable for the year or K60, 000 which ever is greater for each month the return is late.
 Period on or after 1st April 1997For the period on or after 1st April 1997, penalties for late submission of returns are:
 In case of an individual, 1,000 penalty units (K180,000) per month or part thereof; and
 In case of a limited company, 2,000 penalty units (K360, 000) per month or part thereof.
 Late submission of returnsWhere a return pertaining to the period prior to 1st April 1997 but is submitted on or after 1st April 1997, both penalty procedures above will apply. For Example:
 Individuals
 The return for 1995/96 is submitted on 30th September 1997 and tax payable for 1995/96 is K11, 333, 555. The return is late for 6 months:
 Penalty payable will be computed as follows:
 Penalty – Period prior to 1st April 1997:5% of K11, 333,555 X (1st October - 31st March 1997) 6 months = K3, 400,066.50. This amount is greater than the K30, 000 set by Section 46 of the Income Tax Act, therefore this is the penalty payable by this individual
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Companies
 2,000 Penalty units (K360, 000) per month or part there of: for 6 months, i.e. from (1st April – 30th September 1997) the penalty will be computed as follows: The higher of:6 x 2,000 X K180 (Value of a penalty unit)* = K2, 160,000 and 5% of the tax payable i.e. K3, 400,066.50
 *A Penalty Unit is currently equivalent to K180 (Fees and Fines Act 1996)
 3.5 - OBJECTIONS AND APPEALS
 Under S.65 (1) when an assessment has been made a notice of assessment must be served on the person assessed.
 Under S.12 (2) Notice to any individual is given to him in the following circumstances: At the time it is served on him personally At the time such notice is left with some adult living or occupying or
 employed at his last known abode, office or place of business. 10 days after it has been sent to him by post unless the addressee proves
 to the contrary.
 Under S.12 (3) Notice to any Company is given in the following circumstances: At the time it is given to the Company’s Tax Paying Agent e.g. Accountant. At the time it is sent to the Company’s registered office either in Zambia or
 abroad.
 Under S. 12(4) Notice is given to any body corporate, other than a Company in the following circumstances:
 At the time it is given to the principal officer, secretary, accountant etc. At the time it is sent to the registered address.
 Under S.12 (5) Notice to the Commissioner General is given to him: At the time it is served upon him personally or upon any officer appointed
 to receive such Notice. Unless the Commissioner General proves to the contrary 10 days after it
 has been sent by Post addressed to him.
 Right to ObjectS.108 provides that where a person disputes an assessment made upon him, he may apply to the Commissioner General. This application is known as a Notice of Objection.
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For a Notice of Objection to be Valid, it must: Be made in writing State the reasons or grounds of objection Be made within 30 Days of the date of service of the Notice of
 Assessment.If the above conditions are fulfilled the Objection is called a Valid Objection.
 Exceptions: The Commissioner General may determine that an objection may be made
 within a longer period than 30 days. Right of objection to an Amended Assessment, which is made as a result
 of an objection, shall be the same. Amended Notice of assessment will constitute the Commissioner
 General’s written decision concerning an Assessment.
 Appeal against Commissioner General’s Decision Concerning an ObjectionS.109 (1)If a person assessed is dissatisfied with the Commissioner General’s decision concerning his objection to the Assessment, he may in writing within 30 days of the Commissioner General’s decision appeal against the assessment to the tribunal and shall send a copy to the Commissioner General.
 Note:The person appeals against the assessment, i.e. it is a “De Novo” appeal, regardless of the points agreed or disagreed by the commissioner General.
 S.109 (2)
 The Tribunal may extend the period within which an appeal may be made if it is satisfied that the person appealing was prevented, owing to:
 Absence from the Republic, or Sickness or Any reasonable cause.
 From giving Notice of appeal within 30 days from the date of service of the Commissioner General’s written Notice concerning the Objection.
 Note:This section lays down specific circumstances, which may warrant extension of time for an appeal. It is not a de novo appeal!
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SUBJECT MATTER OF THE APPEAL The tribunal will not only address it self in establishing Facts of the appeal
 but also decide on the point of Law. The tribunal’s decision on a point of pure fact is absolute and cannot be
 disturbed by any Higher Court.
 What is fact and what is law?To help us determine what fact is and what is law, we shall consider the case of Viscount Simands Vs Bairstow & Harrison.
 This case was concerned with the sale of plant, which had been purchased for Resale at a profit. The commissioners found that this being an isolated transaction was not an adventure in the nature of trade so the profit on the sale of the plant was not taxable.
 To say that a transaction was not an adventure in the nature of trade is a question of Law, not of fact.
 It is a matter or question of law what is murder and what is not murder. The fact is that a person is dead!
 Appeals to the high court and Supreme CourtS.111 (1)Either party to an appeal to the tribunal may appeal to the high court from the decision of the tribunal on any question of law or question of mixed law and fact but not on a question of fact alone.
 S.111 (2)The High Court may confirm, reduce, increase or annul the assessment determined by the tribunal.
 S.111 (3)An appeal from a decision of the High Court shall lie to the Supreme Court as though it were a judgment of the High court made in the exercise of its Original civil jurisdiction.
 Key Points: The Taxpayer or the commissioner of Taxes may appeal. Appeal from a decision of the Revenue appeals Tribunal is made in the
 High Court. Appeal lies only on a question of law or mixed law and fact. Facts decided on by the Revenue Appeals tribunal cannot be made the
 subject matter of Appeal.
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Privacy of ProceedingsS.112 (1) Where a person assessed so requests, all proceedings concerning him shall be held in private or in camera.
 3.6 – TAX REFORMS
 Zambia is one of the most unequal regions in the world; a small elite enjoys tremendous wealth while over a third of the total population lives in poverty, with inadequate access to welfare programs that might alleviate their plight. Social spending or transfers to reduce poverty and inequality are to a significant degree contingent upon the state's ability to extract resources from the top percentile of the population where they are concentrated.
 Accordingly, the Government ought to explore the distributional politics of taxation. Tax reforms in Zambia following the debt crisis of the 1980s and 1990s have focused primarily on the efficiency criteria and dramatically increased consumption taxes, which are relatively easy to administer but tend to be regressive. In the face of persistent inequality, however, economists have begun to revisit the issue of progressive taxation, and evidence suggests that concern for equity may become more salient in future rounds of reforms. When are we likely to observe efforts to increase taxation of the wealthy, and under what conditions might they succeed? These are some of the questions that Tax Reforms ought to answer.
 Twenty-first century debates on taxation and democratization in poor countries argue that the more a state earns its income through the operation of a bureaucratic apparatus for tax collection, the more it needs to enter into reciprocal arrangements with citizens about provision of services and representation in exchange for tax contributions. This assumption appears not to be valid in the Zambian context. Revenue performance depends on the degree of coercion involved in tax enforcement. Reciprocity does not seem to be an inherent component of the state-society relationship in connection with local government taxation. Furthermore, the involvement of donors through arrangements that supply development aid on the basis of matching funds from the local government, may induce increased tax effort, but at the expense of accountability, responsibility and democratic development.
 Tax administration reforms have many characteristics in common with private enterprise reforms; namely: external pressure (social-political and fiscal) galvanizing the need to change the ZRA; employment rationalization and replacement programs; creation of new organizational units; decentralization of operations; development and deployment of new software and hardware; use of advanced technology as a management tool and for training delivery; the need to manage a system-wide transition; better client service; and changing the organizational culture, often to
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combat corruption. These elements frequently are incorporated in tax project designs used in developing countries in the tax sector, typified by:
 Modernizing the business side of tax administration along functional lines, relying heavily on new information and management systems technologies.
 Reorganizing the Revenue Authority to accommodate the new functions. Combating informality and corruption by hiring new staff, training them,
 and creating incentives for better performance. Focusing reforms on specific segments of the taxpayer population
 (expanding the client base), often by creating of special units (especially large taxpayers);
 Decentralizing operations, supported by increasingly sophisticated IT applications, sometimes including personnel and training functions as well; and
 Developing a “client service” orientation to taxpayers.
 Much of this involves direct HRM and participation. Recent principles and practices used by enterprises to manage change integrate HRM and staff development strategies. These strategies may point the way to deeper and more sustainable reforms in tax administration modernization efforts. The major issue revolves around how to build capacity in HRM departments limited to vision and leadership to meet explicit objectives.
 Overcoming Constraints to HRD and Staff Development
 Several challenges confront tax administrations in the HRM and staff development area:
 Scarcity of well-trained professionals; Limited scope of work; and Weak link of staff development to strategic (and often even routine)
 organizational objectives.
 Frequently, the pool of professionally trained human resource management specialists in revenue administrations is shallow or does not exist. One reason is limited opportunities for professional specialization at either the undergraduate or graduate levels. HR directors occasionally receive undergraduate training in industrial or general psychology. In developing countries, graduate and continuing professional education is only rarely encountered explicitly in HRM; moreover, public administration as a field of study is not widely available either, which contributes to the generally weak management in the public in general. On the plus side, Zambia has branches of internationally recognized HRD associations and a growing awareness of international trends, but this is not the rule.
 A related capacity constraint is the use of human resource departments as merely record-keepers, with information systems limited to payroll, and little strategic use of the personnel or financial data captured. The concept of “management” of human resources is generally not understood sufficiently for the department to serve as change agent during full-scale reforms—even though there are many human
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resources issues to contend with. These include: hiring, firing, transfers, wage-setting, coordinating emergent training programs, and developing new position descriptions and career paths
 In tax modernization efforts in developing countries, the staff development (training) system, if it exists in the tax administration, such as is the case in Zambia is frequently poorly organized, supply driven, not oriented toward the specific professional and skill upgrading for the ZRA, thus lack a focus and capacity to meet the change objectives of the ZRA. Typically, there is little management or supervisory input to shape capacity development. In Zambia, the educational system provides an adequate supply of accountants, auditors, economists and lawyers from which the tax administration can draw both before, during, and after reform efforts--depending on the size and strength of the private sector and its corresponding human capital demands. But in other Countries, well-trained professionals are in short supply and the private sector is quick to absorb them.
 Because the private sector is so often held up as the reference point for public sector reforms, the differences that affect public sector possibilities for change must be carefully considered when trying to emulate private sector examples. Perhaps the most important, with the exception of leadership development, is the inability to establish wages fully competitive with the private sector and performance incentives linked to tangible and non-tangible rewards to attract and retain top-tier (as well as competent) staff. The wage factor also limits the effectiveness of executive management and higher level training, given the likelihood of high turnover and loss of key management, professional, and technical personnel to the private sector.
 Some of the problems induced by the traditional public sector pay model include: reinforcement of the job hierarchy at a time when organizations are trying to encourage teamwork; stresses salary grade changes and promotions as the basis for salary increases instead of focusing on developing and enhancing job competence; "game playing" and dishonesty as the basis for justifying a higher salary grade; this makes organizational change and downsizing more difficult, as all job changes must be re - evaluated based on traditional compensation programs; promotes rigid and inflexible rules governing compensation; creates a sense of entitlement if pay is increased across the board; perpetuates bureaucratic management; establishes implicit limits on what employees are willing to do, as their pay is based on duties listed in job descriptions; and leads to tension between line managers and human resources staff who are required to defend the program's principles and police the decision process.
 Managing Change in Revenue Administration
 Comprehensive tax reforms will require the early installation of the capacity to manage change; otherwise the risk of a fragmented and unsustainable reforms is substantial, as the ZRA will be unable to adapt to the changing internal and external environment sufficiently to build on accrued benefits from any one part of the reform package. For example,
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infrastructure investments alone will be ineffectual unless there is commensurate development of ZRA human resources management capacity and ongoing, cost effective and timely staff development, especially at the executive but also at all levels of management and staff.
 Changing to a functional organizational structure should not be thought of as an end in itself, i.e., a cure-all for any ZRA inefficiencies; instead, revenue administrations will need to become better managers of the knowledge they are continuously acquiring and use that knowledge to improve agency performance and client service. This should be done by employing installed change management processes based on the use of teams whose composition reflects the nature of the intended change, the ZRA’s leadership drawn from wherever it resides. Moreover, the ability to manage institutional knowledge innovatively not just at the top but throughout the ZRA should be a sine qua non to meet constantly changing requirements on performance and related administration. For example, a key area of institutional knowledge management relates to the interface with market mechanisms when taxpayers compete to pay the least of their tax obligation. For this reason, an integrative change management approach will require attention to regulating this competition through auditing and enforcement practices based on acquired knowledge of taxpayer accounting and auditing practices. This will need to be managed, absorbed, and used by the agency through active feedback mechanisms and institutionalized through training to confront this open competition to evade tax obligations and foster corruption.
 Compensation packages that provide incentives for performance linked to dynamic career paths (i.e., non-linear) are more instrumental in motivating staff than merely raising wages of all categories of staff to be competitive with the private sector. And turnover of key categories of staff may be as much related to the inherent challenge of the work and ability of measure job satisfaction as to automatic structural increases in a rigidly bureaucratic career structure where initiative and performance are constrained both by management practices and limited prospects for professional growth. In this case, private sector wage models linked to returns on investment from human capital and innovations to retain core staff will be important inputs.
 Continuity of “leadership” will be crucial to sustaining reform momentum. However, the empowerment of managers to take decisions and the issue of the changing role of corporate headquarters relative to the shifting responsibilities and accountabilities to local offices often needs to be addressed as a priority not only to improve agency performance but to develop a more inclusive approach to managing change.
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POTENTIAL AREAS FOR ZAMBIAN TAX REFORMS
 Tax Reforms in Zambia may be undertaken in the following Areas: Removal of red tape Moving to a graduated -rate tax on corporate profits. Making greater use of environmental taxes. Tax incentives for business investment Streamlined labour laws Cheaper import tariffs for raw materials Introducing new tax on financial transactions
 It is recognized that Zambia’s highly decentralized government structure and system of direct democracy can slow reforms, although these features also increase the legitimacy of reforms, reducing the risk of policy reversals in future.
 REMOVAL OF RED TAPE
 Red tape is a derisive term for regulations that are considered excessive or bureaucratic procedures that are considered excessively time- and effort-consuming. It is usually applied to government, but can also be applied to corporations.
 Red tape generally includes such requirements as the filling out of paperwork, obtaining of licences, having multiple people or committees have to approve a decision, and various low level rules that make conducting affairs slower and/or more difficult.
 The origins of the term are obscure, but it alludes to the former practice of binding government documents in red-coloured tape. British government documents were traditionally bound in red cloth tape, as were some in the Vatican. One origin tale circulated is that all American Civil war veterans records were bound in red tape, and the difficulty in accessing them led to the current use of the term, but there is evidence that the term was in use in its modern sense sometime before this.
 GRADUATED TAX RATES FOR COMPANIES
 A graduated tax system would establish a standard rate up to a certain threshold of capital value, which every Company pays, and then Companies whose capital values exceed the threshold would pay an alternate rate on the surplus. The graduated rate could be upward, as in the Personal income tax system, were the surplus amounts over the threshold pay a higher tax rate or it could be a downward system were the surplus amounts over the threshold pay a lower tax rate.
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(a) An Example of an Upward Graduated Tax
 Tax liability
 Income
 (b) An Example of a Downward Graduated Tax
 Tax liability
 Capital Value
 To demonstrate how this works let us consider the Taxation of properties in Zambia. Currently all properties carry a Uniform Tax rate of 3% under the Property transfer Tax Act. This is also known as the discrete capital value system of Taxing Properties. Under this system the Amount of Tax is based on the Market (capital) value of the Property multiplied by a Tax rate of 3%. This means that highly Valued Properties will pay more than the cost of the services provided to them by the City Council for instance (Council Service Charges). This because Service Charges are fixed and are not charged according to property Values. Alternatively lowly valued properties may not be contributing enough towards the cost of providing services to them. A downward graduated Tax system has been investigated to balance the ability to pay with the provision of services principle. There are no international examples of this type of system in operation although in Jamaica an upward graduated property Tax System exists.
 Under a system of downward graduated Tax, there is a reduced Tax liability on the value of property above the given threshold, while the taxpayer still pays the same rate as all other property owners on the value of that threshold. This results in the Loss of tax revenues from highest capital value properties, which is either recouped by further increasing the Tax rate below the threshold, or is considered foregone. Either options shifts the Tax Liability from higher to lower value properties compared to one currently in force, i.e. where a Uniform rate is applied
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across all properties. The options compared are Revenue Neutral, that is to say they all equal to the same amount of Revenue for the GRZ. Thus the current system, the discrete capital value option and the variations of graduated systems would all yield the same Revenue Amount.
 In a different context, a graduated Tax system may be introduced so that Companies with lower Profits, ie, Small and Medium Enterprises, may suffer Tax at lower rates. This may lead to Revenue Loss initially but may encourage a spirit of entrepreneurial dynamism which would in the long run benefit the economy.
 Arguments against Graduated Tax rates:
 The main economic reason for a single, low marginal tax rate is that graduated tax rates impose rising penalties on additions to income, and therefore on additions to national output. Punish added income and you punish added output -- economic growth. A single tax rate puts a lid on marginal tax rates -- on the share of added earnings a worker, saver or entrepreneur gets to keep.
 A single tax rate makes it much easier to integrate business and individual taxes. Income originating in business (and used to pay interest and dividends to investors) can be taxed at the business source, rather than distributed to individuals and taxed at different rates depending on what their annual salaries happen to be that year.
 If we all paid the same tax rate on interest income and dividends, there would be no need for individuals to report every detail about dividend or interest income -- the tax could simply be withheld by banks, brokers and mutual funds. If business and personal tax rates were the same, then interest expense would be deducted from corporate income at the same tax rate that interest income was taxed to individuals who own corporate bonds. These simplifications would plug notorious leaks in the tax system, raising more revenues at lower tax rates.
 A single tax rate makes tax deductions equally valuable to all taxpayers with taxable income, not most attractive to those with the most income. Ironically, this eliminates a common argument against deductions -- that they mainly benefit those in high brackets.
 A single tax rate eliminates possibilities of "tax arbitrage" designed to shift the tax base from taxpayers in high tax brackets to those in low tax brackets. In a system with high and low tax rates, tax arbitrage can involve people and firms in higher tax brackets borrowing from those in lower tax brackets, while the latter deposit the interest they receive in low-yield money market funds and end up paying low tax rates on low interest.
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A single tax rate eliminates timing distortions. Many professionals, salesmen, brokers, farmers and small businesses owners have highly volatile incomes from one year to the next. Graduated tax rates distort the efficient timing of economic activity by inducing people to bunch their deductions into years when tax rates are high, and realize income in years when taxable income is low.
 A single tax rate is inherently more stable, not so tempting for politicians to change. Adding a "surtax" at higher incomes would be a conspicuous violation of the rule, as would adding additional tax brackets. Increases in the single tax would be less politically tempting than periodically increasing the tax rates of different smaller groups of taxpayers every few years (picking them off one at a time), since most voters would feel the increase.
 ENVIRONMENTAL TAXES
 Many countries have implemented taxes on environmentally destructive products and activities while simultaneously reducing taxes on income. The scale of tax shifting has been relatively small thus far, accounting for only 3 percent of tax revenues worldwide. It is increasingly clear, however, that countries are recognizing the power of tax restructuring to reach environmental goals.
 The market price for a gallon of gasoline, for example, reflects the cost of drilling, extracting, refining and transporting the oil. The market price does not account for the air pollution and acid rain produced by burning gasoline, nor its contribution to climate change as evidenced by rising temperatures, rising sea levels, and more destructive storms. Raising taxes on environmentally destructive products and activities is designed to more closely align the market prices with their actual costs.
 Germany, a leader in tax shifting, has implemented environmental tax reform in several stages by lowering income taxes and raising energy taxes. In 1999, the country increased taxes on gasoline, heating oils, and natural gas, and adopted a new tax on electricity. This revenue was used to decrease employer and employee contributions to the pension fund. Energy tax rises for many energy-intensive industries were substantially lower, however, reflecting concerns about international competitiveness.
 In 2000, Germany further reduced payroll taxes and increased those on motor fuels and electricity. As a result, motor fuel sales were 5 percent lower in the first half of 2001 than in the same period in 1999. Meanwhile, carpool agencies reported growth of 25 percent in the first half of 2000. Thus far, Germany has shifted 2 percent of its tax burden from incomes to environmentally destructive activities.
 One part of the United Kingdom's environmental tax reform involved a steadily increasing fuel tax known as a fuel duty escalator, which was in effect from 1993 until 1999. As a result, fuel consumption in the road transport sector dropped, and the average fuel efficiency of trucks over 33 tons increased by 13 percent
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between 1993 and 1998. Ultra-low sulfur diesel had a lower tax rate than regular diesel, which caused its share of domestic diesel sales to jump from 5 percent in July 1998 to 43 percent in February 1999; by the end of 1999, the nation had completely converted to ultra-low sulfur diesel.
 Expanding the tax base to encompass more products and services with deleterious environmental impacts would greatly enhance the effectiveness of tax shifting. Aviation fuel, for example, is currently tax-free worldwide, despite airplane emissions causing 3.5 percent of global warming. However, recent European discussions of imposing taxes on jet fuel are a promising development. Such taxes might slow the projected growth in worldwide air travel and encourage manufacturers to make efficiency improvements that lower jet fuel consumption. In Zambia a Tax on Jet fuel has existed at the rate of 5%. But external pressure from British Air Lines has forced the government to wave this tax.
 TAX INCENTIVES FOR BUSINESS INVESTMENTS
 An eligible entrepreneur who sells or leases a business located in the Republic to a qualifying beginning entrepreneur may be allowed an exclusion of part or all of the income derived from the sale or lease. An eligible entrepreneur may be construed to mean an individual, estate, trust, partnership, corporation, or limited liability company
 An individual, estate, trust, partnership, corporation, or limited liability company may be allowed an income tax credit for investing in an agricultural commodity processing facility in the Republic. In the case of a pass through entity, such as a partnership the credit may be passed through to its owners in proportion to their respective interests in the entity
 Businesses and individuals may qualify for one or more tax incentives for purchasing, leasing, or making improvements to real property located in a renaissance zone. A renaissance zone is a designated area within a city that is approved by the Commissioner General. This may include introducing different Personal income Tax Rates for individuals in Rural and Urban Areas.
 STREAMLINED LABOUR LAWS
 Streamlining labour laws by for instance introducing a reasonable Minimum wage will mean that government increases it’s tax revenue generating capacity even from a static tax base. This must however be handled with care as it might be resisted by investors or at least scare off intending traders.
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CHEAPER INMPORT TARIFFS FOR RAW MATERIALS
 Reducing Import tariffs for Raw materials will have a general effect of boosting Domestic Production and consequently the level of GNP. This in turn will increase tax revenues from an expanding economic base.
 TAX ON FINANCIAL TRANSACTIONS
 Financial products are probably the most mobile of any goods or services offered by the Zambian economy. Modern telecommunications and information-processing technology is making the industry even more footloose. Since these types of transactions can take place without any physical contact between parties, without any physical contact with intermediary agents, and without any physical product moving from one party to another, a Zambian investor can deal almost as efficiently and expeditiously with a broker in New York as with one in Lusaka. What is important is that the investor must have confidence that trades take place at agreed-upon times and prices and that ownership of securities can somehow be enforced. Investors also demand competence and market knowledge from their traders and financial advisors. The Zambian financial market has all these characteristics to some extent.
 A financial transactions tax can be generally thought of as any tax, fee, or duty, imposed by a government upon the sale, purchase, transfer, registration, etc. of a financial instrument -- it is, for the most part, a turnover tax. It can be broadly based or it can exempt a variety of instruments, or transactions by certain types of traders. It can be an ad valorem tax or a specific tax. It can be levied against transactions by residents or it can be levied against domestic transactions, or both. The law can levy the tax on buyers (as in the United Kingdom), sellers (as in Japan), or both (as in France).
 WAYS OF REGULATING INTERNATIONAL CAPITAL FLOWS
 There are various methods of regulating international capital flows, of which some major ones are:
 Currency exchange rate controls, Direct controls on capital in- and outflow, National and international taxes on currency transfers.
 Currency exchange rate controls limit the volume or price at which a currency may be traded. Fixed exchange rates lead to black markets if the market value of the currency differs much from the pegged value. Floating exchange rates can be controlled to some extent by a country's central bank buying or selling foreign currency to protect the value of its money, or by adjusting interest rates on government held bonds.
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Many countries impose direct controls on capital moving in and out by making investors adhere to requirements such as a minimal time for investments, or the type of industry to be invested in. Such controls can be difficult and complex in practice.
 That leaves taxes. Taxes can be imposed upon transfer of funds, equity, bonds, stocks etc. both within and between nations. This type of tax is popularly known as The "Tobin Tax". It was proposed by the Nobel Prize winning economist James Tobin in 1978. He argued that the Tobin Tax if implemented would be an international tax on currency transactions and other "exchange equivalents" (things that can be used instead of money, such as Treasury bills, and government bonds. It would be effective in curbing international currency speculation even if the taxation rate were low.
 One problem with any tax is that at the mere word economists, politicians, and many other people react like the proverbial cat with its tail in a light socket! Nonetheless, there are such things as "good taxes", and the Tobin Tax would appear to be one of them. Like all taxes, it slows commerce; this is usually bad, but in this case it is precisely what is needed and intended. The commerce being slowed mostly benefits banks, plus a few individuals or corporations - is there any reason they shouldn't pay something for benefiting from the system? Currency stability generally benefits business, and certainly benefits control of national economic policies.
 Nevertheless, even if the Tobin Tax is a "good tax", there are potential problems and difficulties which must be considered before governments will muster the political will to agree to try and implement it.
 (1) Need for Universality
 There is a consensus that to be effective the Tobin Tax must be all but universal. It would have to be applied by at least a majority of developed and developing countries. If not, currency transactions would simply move to "tax havens", countries where the tax is not applied.
 However, if a majority of powerful economic countries can be persuaded the tax is a good thing; there are carrots and sticks available for encouraging developing countries to comply as well. For instance, some of the revenues can be turned over to them for social programs (the carrot); or they can be told the IMF will provide no loans if they run into financial trouble unless they implement the Tobin Tax (the stick).
 Countries applying the Tobin Tax must apply it not only to currency transfers, but also to other "foreign exchange equivalents" to prevent evasion of the tax by transferring currency as, say, T-bills instead of dollars. There is disagreement on how easily people could evade taxation through tax havens and foreign exchange equivalents, and therefore on how truly universal the Tax must be. It would depend, in part, on the rate of taxation: if the rate is sufficiently low, currency traders might feel the trouble, risk and cost of working through tax havens was greater than the small amount of tax to be paid. By keeping the tax
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rate low, therefore, evasion can be made not worthwhile. The rate of taxation must, of course, also be universally uniform.
 In sum, there would certainly be difficulties getting a majority of countries to agree to apply the tax to a wide range of transfers and at a uniform rate, but these difficulties are surmountable.
 (2) Collection and Use
 The financial industry has the sophisticated technology required for tracking the kinds of transactions that would need to be taxed. Computers can be programmed to deposit the tax automatically upon each transaction in an agreed upon account. Would this 'account' be administered by the IMF, or World Bank, or some new agency established for this purpose?  A much trickier question would be deciding what should be done with the revenues. There are literally thousands of worthy projects and causes, and eyes will glitter at the thought of so much booty!
 (3) Opposition from financiers
 The people who would suffer most under such a tax, wealthy  investors, financiers and bankers, have more political clout than any other group in the world, and some of them are bound to resist..
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TUTORIAL QUESTIONS
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Question IExplain the types of taxes administered by the ZRA(Check 3.1)
 Question IIList at least three members of the ZRA Governing Board.(Check 3.1)
 Question IIIList the Four Methods of Tax Collection used by the Zambia Revenue Authority.(Check 3.1)
 Question IVList some of the problems encountered by the Zambian Taxation System.(Check 3.2)
 Question VExplain the circumstances under which the Commissioner General would make an estimated assessment under Section 64 of the ITA.(Check 3.2)
 Question VIWhat is a Year of assessment?(Check 3.2)
 Question VIIList the different Income Streams not normally included in a tax assessment.(Check 3.2)
 Question VIIIDistinguish between Tax Paying Agents (Section 66 ITA) and Agent for payment of Tax (Section 84 ITA)(Check 3.2)
 Question IXExplain the three classes of Penalties for Submitting an incorrect return.(Check 3.4)
 Question XWhat is the current penalty for late submission of a Tax Return for both Companies and Individuals?(Check 3.4)
 Question XIBriefly explain the Potential areas for Tax Reforms in Zambia, stating why Reforms in the chosen area are needed and the likely impact on GRZ Revenues.
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QUESTION XII
 a) Taxes in Zambia are administered by the Zambia Revenue Authority (ZRA). ZRA is governed by a board that is headed by a chairman and the chief executive is the Commissioner General.
 Required:
 (i) Who appoints the chairman of the ZRA board?
 (ii) Who appoints the ZRA’s Commissioner General?
 (iii) Name the three (3) operating divisions of ZRA and briefly describe each division’s main functions.
 (iv) Explain the difference in terms of work undertaken between a tax collector and a tax inspector.
 SOLUTION XII
 a) (i) The Chairman of ZRA is elected by the ZRA board.(ii) The Commissioner General is appointed by the Republican
 President.(iii) The three operating divisions of ZRA are:
 The Direct Taxes Division:This division is responsible for administering income tax, Mineral
 Royalty tax and property transfer tax. These taxes are all collected by the Direct Taxes division.
 The Value Added Tax Division:This division deals with value added tax. The division is responsible for registering traders for VAT purposes and for carrying out inspection visits to ensure that traders are complying with the regulations of VAT.
 The Customs and Excise Division:This division deals with Customs and excise duties and import
 Value Added Tax. In particular, the division administers: Collection and management of customs and excise duties and
 other duties, Licensing and control of warehouses for the manufacturing of
 certain goods, Regulation and control of imports, Facilitation of trade, travel and movement of goods.
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(iv) A tax collector is responsible for collection of taxes while a tax inspector is responsible for carrying out inspectors to
 determine whether tax legislation is being complied with by persons. The inspector of taxes carries out the inspections on persons whether these persons are taxable or not.
 ****************************************************************************************************
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UNIT 2NATURE AND TYPES OF TAXPAYER
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CHAPTER 4
 NATURE AND TYPES OF TAXPAYER
 After studying this chapter you should be able to understand the following: Individuals who are Self Employed Individuals in Formal Employment Corporations Partnerships Estates of Deceased and Bankrupt Persons Trusts Charitable Organizations Co-operative Societies
 4.1 - INTRODUCTION
 Businesses can be operated through a number of legal structures in Zambia. Small businesses tend to be structured as sole traders, partnerships or limited companies. The most appropriate legal structure for a business will be determined according to a wide range of commercial factors and should reflect the specific nature and characteristics of the business. The Government is keen to ensure that people who choose to set up in business have the flexibility to adopt the structure that will best suit their commercial requirements, quickly and efficiently.
 Tax policy makers need to understand the impact of recent developments such as the growth of the knowledge-driven economy. Where appropriate, the tax system needs to respond to accommodate the increased diversity generated by changes at the small business level.
 Both the personal and corporation tax regimes are relevant to small businesses, depending on their legal structure. The interaction of these tax regimes as they apply to business income can have an impact on behaviour at the small business level. Most businesses also collect and pay value added tax (VAT), but this is not dependent on the legal structure adopted by the business. Adopting a company form offers certain commercial benefits, such as increased flexibility in access to external finance, but there are legal and regulatory obligations attached to the company form that mean it is not appropriate for all.
 Although many factors need to be taken into account, where high profits are anticipated for a new business, corporate status may have attractions (since the company can shield profits from the higher rates of income tax at the top rate of 37.5% applicable for sole traders). Where initial losses are expected or only modest profits, unincorporated status may be better.
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4.2 – INDIVIDUALS WHO ARE SELF EMPLOYED
 Where a small business is owned and run by one individual, the simplest way to Structure the business will often be to operate as a sole trader. A sole trader has direct control over the running of the business. There is no legal division between the assets of the business and the individual, so the owner has direct access to any funds held in the business. However, there is also no legal division between the liabilities of the business and the individual, so the owner of the business retains unlimited liability (e.g. for any debts incurred by the business).
 Sole traders generally finance their businesses through a mixture of debt finance (often bank debt secured on personal assets, such as the owner’s home), and direct injections of personal funds into the business. There is no structured mechanism or raising external ‘equity’ finance (where the investor can participate in the profits of the business).
 The sole trader form can be commercially unattractive for some businesses, such as those that need to make substantial capital investments, in particular where investment is funded from external sources. On the other hand, lower levels of regulation apply to sole traders because they are wholly accountable for all the debts of the business (i.e. they retain unlimited liability). The sole trader form is therefore commercially attractive for low risk or low growth businesses where limitation of liability and raising external finance are not significant considerations.
 The sole proprietorship is the simplest business form under which one can operate a business. The sole proprietorship is not a legal entity. It simply refers to a person who owns the business and is personally responsible for its debts. A sole proprietorship can operate under the name of its owner or it can do business under a fictitious name, such as Nancy's Nail Salon. The fictitious name is simply a trade name -it does not create a legal entity separate from the sole proprietor owner.
 The sole proprietorship is a popular business form due to its simplicity, ease of setup, and nominal cost. A sole proprietor need only register his or her name and secure local licenses, and the sole proprietor is ready for business. A distinct disadvantage, however, is that the owner of a sole proprietorship remains personally liable for all the business's debts. So, if a sole proprietor business runs into financial trouble, creditors can bring lawsuits against the business owner. If such suits are successful, the owner will have to pay the business debts with his or her own money.
 The owner of a sole proprietorship typically signs contracts in his or her own name, because the sole proprietorship has no separate identity under the law. The sole proprietor owner will typically have customers write cheques in the owner's name, even if the business uses a fictitious name. Sole proprietor owners can, and often do, commingle personal and business property and funds, something that partnerships and corporations cannot do. Sole proprietorships often have their bank accounts in the name of the owner. Sole proprietors need not observe formalities such as voting and meetings associated with the more complex business forms. Sole proprietorships can bring lawsuits (and can be sued) using the name of the sole proprietor owner.
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Many businesses begin as sole proprietorships and graduate to more complex business forms as the business develops.
 Tax Implications
 Because a sole proprietorship is indistinguishable from its owner, sole proprietorship taxation is quite simple. The income earned by a sole proprietorship is income earned by its owner. A sole proprietor reports the sole proprietorship income and/or losses and expenses by filling out and filing an Income Tax Return for Individuals.
 Suing and Being Sued
 Sole proprietors are personally liable for all debts of a sole proprietorship business. Let's examine this more closely because the potential liability can be alarming. Assume that a sole proprietor borrows money to operate but the business loses its major customer, goes out of business, and is unable to repay the loan. The sole proprietor is liable for the amount of the loan, which can potentially consume all his personal assets.
 Imagine an even worse scenario: the sole proprietor (or even one his employees) is involved in a business-related accident in which someone is injured or killed. The resulting negligence case can be brought against the sole proprietor owner and against his personal assets, such as his bank account, his retirement accounts, and even his home.
 Considering the preceding paragraphs carefully before selecting a sole proprietorship as a business form it is vital to note that Accidents do happen, and businesses go out of business all the time. Any sole proprietorship that suffers such an unfortunate circumstance is likely to quickly become a nightmare for its owner.
 If a sole proprietor is wronged by another party, he can bring a lawsuit in his own name. Conversely, if a corporation is wronged by another party, the entity must bring its claim under the name of the company.
 Advantages of a Sole Proprietorship
 Owners can establish a sole proprietorship instantly, easily and inexpensively.
 Sole proprietorships carry little, if any, ongoing formalities. Owners may freely mix business or personal assets.
 Disadvantages of a Sole Proprietorship
 Owners are subject to unlimited personal liability for the debts, losses and liabilities of the business.
 Owners cannot raise capital by selling an interest in the business. Sole proprietorships rarely survive the death or incapacity of their
 owners and so do not retain value.
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The sole trader – preliminaries
 An initial point for the sole trader must be notification to the Zambia Revenue Authority of the existence of the new business. This is governed by the normal obligation to complete a tax return when required.
 The sole trader – profits
 Where a business proves profitable from the outset, it will be necessary to apply the accounting period or basis period rules to those profits. A major feature of these rules for the unincorporated business is the way they contrive to ensure that the profits made over the life of the business are the same in total as the profits which fall to be taxed. An accounting date of 31 March will ensure that no ‘overlap’ profits arise, whereas any other date will generate them. These profits assessed more than once can be deducted from those arising later (e.g. on cessation of the business), but as they are fixed in monetary terms, the effect of inflation may significantly diminish their real worth as a tax relief before they are actually utilized. This is not to say that 31 March is automatically the better choice for the accounting date of an unincorporated business.
 The sole trader – losses
 Losses which have accrued in a company cannot be accessed by that company’s owners. Hence one particular benefit of commencing business in unincorporated form lies in the ability to offset losses against the proprietor’s other income.
 What is taxable?
 There are seven different categories of income prescribed by the Zambian tax law: Income from farming, trading / business income, income from carrying on a profession, salaries and wages, investment income, rental income and other income. Examples for income from carrying on a profession are scientists, authors, teachers, doctors, architects, solicitors, tax advisers and similar occupations. An individual who is self employed and who keeps proper accounting books on an annual basis must file an annual income tax return to report the earnings of his enterprise.
 What is deductible?
 Generally all the expenses are deductible, that are necessary to obtain, maintain or preserve the taxable income or is caused by the profession. The expense must qualify as a business Expense under Section 29 General deduction Rules.
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Personal expenditure
 Private expenses normally cannot be deducted from taxable income. Even Salaries to self are generally not allowed as Tax deductible expenses. Salaries to spouse and other members of the family may also not be allowed as deductions if they are deemed to be excessive by the ZRA.
 Accounting date:
 This refers to the date on which the Accounts are made up. The Income Tax Act provides that all businesses should make up their accounts to 31st March. Where it is not possible to prepare Accounts to 31st March, businesses are required to seek permission from the Commissioner - General to adopt an accounting date other than 31st March.
 Submission of tax returns:
 All self - employed individuals in receipt of income are required to submit tax returns not later than 30th September following the end of the charge year. Where an individual submits a tax return late, a penalty of 1,000 penalty units (K180, 000) per month or part there of during which the failure continues, is charged.
 Submission of provisional tax returns:All self employed individuals in receipt of income are required to submit provisional tax returns not later than 30th June of the charge year to which the return relates. The penalty of 1,000 penalty units (K180, 000) per month or part thereof, during which the failure continues, is charged.
 4.3 – INDIVIDUALS IN FORMAL EMPLOYMENT
 What is subject to tax?
 Employment income - salaries and wages - includes remuneration for any dependent services performed in Republic of Zambia. The most important exception of a retrospectively tax payment in Zambia is the income tax of employees, because the employer is legally obliged to withhold taxes from every employee's salary and to remit the taxes to the Zambia Revenue Authority monthly.
 What is deductible?
 Generally, employment expenses are deductible provided they can be substantiated. Each Employee is entitled to a tax free amount of K3, 360,000 per annum. Deductions are also allowed for Subscription to professional bodies and a maximum contribution of K15, 000 per month is allowed for NAPSA.
 T5 – TaxationAmendment Act 2006/07
 112

Page 84
                        

Who is an Employee?
 People such as doctors, dentists, veterinarians, lawyers, accountants, contractors, subcontractors, public stenographers, or auctioneers who are in an independent trade, business, or profession in which they offer their services to the general public are generally independent contractors. However, whether these people are independent contractors or employees depends on the facts in each case. The general rule is that an individual is an independent contractor if the payer has the right to control or direct only the result of the work and not what will be done and how it will be done. The earnings of a person who is working as an independent contractor are subject to Income Tax.
 A person is not an independent contractor if he performs services that can be controlled by an employer (what will be done and how it will be done). This applies even if he is given freedom of action. What matters is that the employer has the legal right to control the details of how the services are performed.
 If an employer-employee relationship exists (regardless of what the relationship is called), he is not an independent contractor and his earnings are generally not subject to Personal Income Tax. However, the earnings as an employee are subject to Income tax under the PAYE System. Thus it is critical that, the employer correctly determines whether the individuals providing services are employees or independent contractors. Generally, the Employer must withhold income taxes, withhold and pay NAPSA Contributions. Generally the employer does not have to withhold or pay any taxes on payments to independent contractors.
 Who is an Independent Contractor?A general rule is that the Employer has the right to control or direct only the result of the work done by an independent contractor, and not the means and methods of accomplishing the result.
 Example: Vera Tembo, an electrician, submitted a job estimate to a housing complex for electrical work at K16 per hour for 400 hours. She is to receive K1, 280 every 2 weeks for the next 10 weeks. This is not considered payment by the hour. Even if she works more or less than 400 hours to complete the work, Vera will receive K6, 400. She also performs additional electrical installations under contracts with other companies that she obtained through advertisements. Vera is an independent contractor.
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4.4 - CORPORATIONS
 The term corporation comes from the Latin word corpus, which means body. A corporation is a body - it is a legal person in the eyes of the law. It can bring lawsuits, can buy and sell property, contract, be taxed, and even commit crimes. It's most notable feature is that a corporation protects its owners from personal liability for corporate debts and obligations - within limits.
 The corporation is considered an artificially created legal entity that exists separate and apart from those individuals who created it and carry on its operations. With as little as one incorporator, a corporation can be formed by simply filing an application at the Registrar of Companies. By filing this application, the incorporator will put on record facts, such as:
 The purpose of the intended corporation, The names and addresses of the incorporators, The amount and types of capital stock the corporation will be
 authorized to issue, and The rights and privileges of the holders of each class of share.
 Why Incorporate?
 It is true that operating as a corporation has its share of drawbacks in certain situations. For example, as a business owner, you would be responsible for additional record keeping requirements and administrative details. More important, in some cases, operating as a corporation can create an additional tax burden. This is the last thing a business owner needs, especially in the early stages of operation.
 The principal effect of choosing a company as the medium for a new business venture is that the owners of the business will be employees or office-holders of the company. The withdrawal of sums as remuneration will thus have PAYE implications, and NAPSA implications.
 Corporate status may sometimes be preferred for reasons of prestige, or making the business seem larger than it is. The fact that a company can be set up with limited liability should not be seen as a persuasive reason for preferring corporate status however. This is because the company’s major creditors (i.e. the banks) will invariably seek personal guarantees from the company’s directors for any funds advanced to it. In most cases therefore, limited liability is an illusion.
 One reason for using corporate status would be where large profits are expected from the outset. Assuming no other income, once the profits of a sole trader exceed about K60, 000,000 per annum the marginal rate of income tax on every extra K1 will be 37.5%, whereas corporate profits bear a 35% rate or less. Where high profits are made, they will be retained in the company, since distribution into the hands of an income tax payer will again make them potentially liable to income tax higher rates of 37.5% (if profits are distributed as salaries) or 25% (if profits are distributed as
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dividends). These differing methods of extracting funds will be further considered in a chapter 17, but it is worth pointing out here that profits distributed as salaries will be subject to the 37.5% Top rate, whereas a dividend distribution would not be.
 Where start-up losses are anticipated, the drawback of corporate status is that those losses will only be relievable against the company’s profits. Assuming the company’s other sources of income (apart from the loss-making trade) are minimal, this means carrying the losses forward against future profits from the same trade under Section 30 of the Income Tax Act. It might be of course that those losses are caused (or exacerbated) by sums withdrawn as remuneration by the company’s directors. Moreover the carrying forward of trade losses is subject to two major caveats:
 Since the future profits must be from the same trade, any major change in the business may effectively constitute a new business (or there might be a second trade started), and profits from this could not be used to absorb the losses brought forward.
 Anti-avoidance rules would come into play if there was an attempt to realize value from accumulated losses by selling the company (in some circumstances involving takeovers after the scale of the business has become negligible, or takeovers combined with a major change in the nature of the business, the continued carry-forward of trading losses is prevented.
 Aside from tax reasons, the most common motivation for incurring the cost of setting up a corporation is the recognition that the shareholder is not legally liable for the actions of the corporation. This is because the corporation has its own separate existence wholly apart from those who run it. However, let's examine three other reasons why the corporation proves to be an attractive vehicle for carrying on a business.
 Unlimited life. Unlike proprietorships and partnerships, the life of the corporation is not dependent on the life of a particular individual or individuals. It can continue indefinitely until it accomplishes its objective, merges with another business, or goes bankrupt. Unless stated otherwise, it could go on indefinitely.
 Transferability of shares. It is always nice to know that the ownership interest you have in a business can be readily sold, transferred, or given away to another family member. The process of divesting yourself of ownership in proprietorships and partnerships can be cumbersome and costly. Property has to be retitled, new deeds drawn, and other administrative steps taken any time the slightest change of ownership occurs. With corporations, all of the individual owners' rights and privileges are represented by the shares of stock they hold. The key to a quick and efficient transfer of ownership of the business is found on the back of each stock certificate, where there is usually a place indicated for the shareholder to endorse and sign over any shares that are to be sold or otherwise disposed of.
 Ability to raise investment capital. It is usually much easier to attract new investors into a corporate entity because of limited liability and the easy transferability of shares. Shares of stock can be transferred directly to new investors, or when larger offerings to the public are
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involved, the services of brokerage firms and stock exchanges are called upon.
 Advantages of Incorporating
 Owners are protected from personal liability from company debts and obligations.
 Corporations have a reliable body of legal precedent to guide owners and managers.
 Corporations are the best vehicle for eventual public companies. Corporations can more easily raise capital through the sale of
 securities. Corporations can easily transfer ownership through the transfer of
 securities. Corporations can have an unlimited life. Corporations can create tax benefits under certain circumstances, but
 note that corporations may be subject to "double taxation" on profits.
 Disadvantages of Incorporating
 Corporations require annual meetings and require owners and directors to observe certain formalities.
 Corporations are more expensive to set up than partnerships and sole proprietorships.
 Corporations require periodic filings with the Government and annual fees.
 CERTAIN OBLIGATIONS FOLLOWING INCORPORATION
 1) The Corporation Name and NumberUpon incorporation the corporation will be assigned a number which will be entered into a computerized database along with pertinent information. All future inquiries may be dealt with faster if the corporation name and number are set out on all documents forwarded to registrar of Companies.
 2) Annual ReturnThe Act requires that the corporation file an annual return each year.
 3) Change of Directors or Registered Office If there is a change among the directors of the corporation or with the address of its registered office, the Registrar of Companies must be notified.
 Submission of Tax Returns
 All companies in receipt of income are required to submit tax returns not later than 30th September following the end of the charge year. Where the company submits a tax return late, a penalty of K360, 000 (or 2,000 penalty units) per month or part thereof is charged.
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Submission of Provisional Tax Returns
 All companies in receipt of income are required to submit provisional tax returns not later than 30th June of the charge year to which the return relates. The penalty of K360, 000 or (2,000 penalty units) per month or part thereof is charged for failure to submit the provisional return.
 4.5 - PARTNERSHIPS
 Partnerships offer a mechanism for bringing more than one individual together to invest and participate in the business. Partnerships can be highly complex structures, involving corporate as well as individual partners and, since 2001, include limited liability partnerships. Nonetheless, the majority of small partnerships are structured as partnerships of individuals, where all the partners have unlimited liability.
 The partners share the risks, costs and responsibilities of being in the business. They are entitled to a share of the profits and gains of the business, and are allocated a share of any losses of the business, on the basis of a partnership agreement. In most cases, each partner will be involved in the management of the business and personally responsible for the debts of the business, with unlimited liability in the case of business failure. As with a sole trader, external borrowing will be the personal liability of the partners and will often be secured on their personal assets.
 Aside from the ability to bring more than one individual together to invest and participate in the business, small business partnerships tend to have commercial implications that are similar to those that apply to the sole trader form.
 Partnerships are ‘tax transparent’. This means that the tax treatment looks through the partnership itself, to the underlying allocation of profits, gains and losses between the various partners. No tax is levied on the profits or gains at the partnership level, and instead the partners are subject to tax, or entitled to relief, on their shares of profits, gains and losses as set out under the partnership agreement. The NAPSA arrangements are similar to those applied to sole traders.
 Existence of partnership
 The mere assertion that a partnership exists, without supporting evidence, will not be accepted by the Zambia Revenue Authority. A partnership deed will be prima facie evidence that a partnership exists (at least from the date of the deed), though it is not conclusive. It cannot in itself be retrospective (though it may simply recognize an existing partnership, whose terms were agreed orally, and which have already been implemented). Better evidence is the actual receipt of a share of profits — or still more convincing would be the participation in losses.
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There is no requirement for a partner to be actively engaged in the business, or even to have the capacity for such engagement. This creates an obvious loophole for the inclusion of spouse and children as partnership members. Whereas “wages paid to spouse” would need to be justified in the accounts under the “wholly and exclusively” rule, there is no authority under which the Zambia Revenue Authority can challenge an apportionment of profit to a spouse. It is worth emphasizing that a partnership is not a sham merely because it is set up to save tax.
 Partnerships involving children are possibly more easily attacked as shams, where, for example, the children are too young to have fully understood the nature of the relationship. However, there is no legal bar to including, for example, 15, 16 or 17 year old children as members of a partnership. In many cases such children would be old enough to appreciate the nature of partnership, and might also be contributing significantly to business operations. Children might also operate realistically as members of partnerships carrying on other types of business. Everything will depend on the facts of a particular case.
 In all situations involving family members (including spouses) as partners however, it would be as well to ensure that the individuals concerned do actually make some valid contribution to the partnership activity. This is because, if an apportionment of profit to them contains too blatant an element of reward, the Zambia Revenue Authority is able to attack the partnership structure under the anti-avoidance rules.
 Where a business is commenced in partnership, in general the considerations already outlined for the sole trader apply in more or less the same way. The individuals are treated for tax purposes as if they were two (or more) sole traders, each achieving in their sole trade whatever is their share of partnership profits or losses. They will thus need to consider notifying the Revenue of the trade’s commencement, to decide upon an appropriate accounting date and perhaps upon their individual (and possibly differing) loss claims.
 Tax Treatment of Partnerships:
 The Income Tax Act does not recognize a partnership as a distinct taxable person. For this reason, a partnership is not chargeable to tax as such, but each partner is assessed separately. Nevertheless, the Income Tax Act provides that persons carrying on any business in partnership are required to make a joint return as partners in respect of such business.
 In practice the Commissioner General first determines the taxable income of the partnership on the basis that it is a separate taxable person. He then proceeds to apportion such income among the partners according to their rights to share in the profits of the partnership. The profits or losses of a partnership are divisible among the partners in the proportions agreed upon or in the absence of such an agreement, in proportion to the capital contributed.
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The partners are then individually assessed on their respective share of the partnership income after taking into account any income received from sources outside the partnership. Each partner pays according to his total income (including his share of the partnership income) applicable to him.
 Where the determination of the taxable income of a partnership results in an assessed loss, such loss is apportioned among the partners according to their rights to participate in profits or losses. Each partner is entitled to set off such loss against income of the same source.
 Where partnership connection extends beyond Zambia:
 How is a partner to be assessed if he has a partnership connection which extends beyond Zambia? The Income Tax Act provides that: “Where a person ordinarily resident in Zambia receives a share of the profits of a business carried on in partnership partly within and partly outside Zambia, the whole of the person’s income is deemed to have been received from a source within Zambia”
 Thus, it will sometimes be found that an accountant or a member of another profession will do most of his work in Zambia but, because he is a partner in an international firm, he is also entitled to a partnership income in another country e.g. Angola. If he is ordinarily resident in Zambia, he will be assessed on his Angolan profits as well as on his Zambian profit which he makes in Zambia. Conversely, if the partnership is entitled to a share of the profits which he makes in Zambia, such a proportion of the profits would not be assessed in his hands because this proportion would not be included in his share of the profits under the partnership agreement.
 Where a partner who is ordinarily resident in Zambia is assessed under the Income Tax Act on his share of partnership profits from another country, double taxation relief will have to be allowed when the foreign part of his partnership profits is also taxed in the foreign country. Where no double taxation agreement exists, as is the case with Angola, unilateral double taxation relief will be allowed.
 4.6 – ESTATES OF DECEASED AND BANKRUPT PERSONS
 Deceased’s Estates
 An individual ceases to be a person for tax purposes on the date of his death. The last assessment to be made on him, therefore, will be on the income which accrued to him from the beginning of the charge year to the date of death. Although the period covered by the assessment will be usually less than a year, full tax credit relief will be given because the charging schedule makes no provision for apportioning the tax credit relief.
 If the individual has made a will before his death, it may have appointed persons to carry out his intentions about the disposal of his property. These persons are then called “Executors”. If no executor is appointed in the will or if there is no will, persons
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called “Administrators” are appointed to carry out the disposal of the property which the individual left behind on his death. This property is called his ESTATE. The estate comes under the control of the Executor or Administrator from the moment of the individual’s death, in most cases.
 How the income of a deceased’s estate is taxed
 An amount of income may be received by an individual who has died although he was entitled to it or it was due and payable to him before he died. The money in these circumstances will be paid into the ESTATE, but Section 27(2) of the Income Tax Act shows that for tax purposes, such income must be included in the assessment on the deceased individual for the period before his death.
 If however, income is received after the date of death and it was not due and payable to the deceased individual before that date, Section 27(3) of the Income Tax Act shows that, for tax purposes, it must be treated as the estate. Emoluments earned by the deceased during his life - time are excluded.
 It is clear that an individual was a person for tax purposes before his death. His death will prevent him from paying tax due on the assessment for the period up to date of death. It will be paid by the deceased person’s EXECUTOR or ADMINISTRATOR as his taxpaying agent. Section 66(1)(e) of the Income Tax Act states that an Executor or Administrator is the taxpaying agent of a person who has died. Section 67 states that such a taxpaying agent shall be assessed in his own name on the income of the deceased person and has the same duties, responsibilities and liabilities as if that income were received by him beneficially. Nevertheless, although the assessment or assessments to the date of death are made on the taxpaying agent in his own name, they are actually made upon him as an agent. The deductions and tax credit granted in the assessment are those applicable to the deceased person (Section 67(2)).
 Definition of the estate of the deceased person
 The definition of person in Section 2 of the Income Tax Act shows that for tax purposes, the estate of the deceased person is a person. Section 66(1)(f) states that the Executor or Administrator of a deceased’s estate is the taxpaying agent of that estate. When an individual dies, therefore, his executor or administrator becomes the taxpaying agent of two “persons”:
 The deceased individual The estate of the deceased individual.
 Time Limit for Assessments
 Section 65(3) of the Income Tax Act provides that no assessment may be made on a deceased individual when three years have elapsed from the end of the charge year in which the individual died. This prevents delay in winding up estates, because the tax due on the assessment on the deceased individual will be paid from the assets of the estate.
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Bankrupt’s Estate
 This has been defined in section 2 of the Income Tax Act as meaning:
 “The property of a bankrupt vested by law in and under the control of the trustee in bankruptcy. The definition of the term “person” in section 2 includes a bankrupt’s estate.
 Upon the voluntary or compulsory sequestration of the estate of a person during the tax year, such a person is assessed to tax in respect of all income accruing from the beginning of that year up to the date of bankruptcy. From the date of bankruptcy, the Bankrupt is regarded as a new taxable person and if he receives any income in his own right, he is assessable to tax on such income. It follows, therefore, that in the year in which the Bankruptcy takes place, two assessments are raised on the bankruptcy, one covering the period from the beginning of the tax year to the date of the bankruptcy, and the other covering the period from the date of the bankruptcy until the end of that tax year. The procedure described is followed by the Zambia Revenue Authority in practice, although there appears to be no clear authority for it in the Income Tax Act.
 Where a trustee carries on a bankrupt’s business for the benefit of the creditors, the income received from such business is the income of the bankrupt’s estate and is assessed to tax in the hands of the estate.
 Section 66(1)(g) provides that the trustee is the taxpaying agent for the estate. He makes returns on behalf of the estate and is responsible for payment of the tax. He generally represents the estate in all matters relating to taxation.
 4.7 - TRUSTS
 A “trust” arises when a person, called a trustee, has control over property for the benefit of another person (or persons) called the beneficiary. It has been defined as:
 “An equitable obligation, either expressly undertaken or constructively imposed by the court, under which the trustee is bound to deal with certain property over which he has control for the benefit of certain persons (beneficiaries), of whom he may or may not be one”.
 The interest of a beneficiary may be vested or contingent. A vested interest may be absolute (i.e., free from limitation and so vested in the beneficiary immediately) or limited (e.g. a life tenancy).
 A contingent interest is one that waits or depends on the happening of an event (e.g., the amount paid to a beneficiary if, and only if, he attains the age of 21).
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The trust may be created either by a will or during the lifetime of a donor. If the trust is created by a will, it is usual for it to state the particular assets in the estate which form the capital of the trust, to name the beneficiaries and to appoint the trustees who are to administer the trust.
 If the trust is created during the lifetime of the settlor, the donor agrees under a contract to transfer property for the benefit of third parties (the beneficiaries). Such a trust differs from an outright donation because the ownership of the assets vests in the trustees and not in the beneficiaries. In this way the settlor has given up all rights to any income which may arise from such assets and cannot be taxed on it.
 Section 19 of the Income Tax Act, leaves no doubt that unless there has been a genuine alienation of income by the settlor, it will remain taxable in his hands. Subsection 3 of Section 19 covers the situation where a true alienation of income has not occurred because the settlor has the right to revoke the terms of the settlement and obtain either the property or income for himself. The subsection also prevents a settlor from being able to revoke the terms of a settlement through his or her spouse. Subsection 4 covers the situation where a settlor tries to recover control of income, which he is supposed to have alienated, by borrowing or by other more indirect means, but where the settlor has had to pay the tax on trust income. Subsection 5 enables him to recover it from the trustee. Section 19 is not limited only to Zambian settlements or those made after the commencement of the Act.
 For tax purposes, trusts are included in the definition of the term “person” in Section 2 of the Income Tax Act. They are charged to tax at same tax rate as Deceased and Bankrupt Estates.
 Section 66 of the Income Tax Act, makes a trustee the taxpaying agent of a trust. Fees payable to a trustee will rank as a deduction from the income of trust under Section 29 in the same way as other relevant expenses.
 A trust need not be assessed on all of its not income because Section 27(4) of the Income Tax Act provides that where a beneficiary is entitled to the whole or part of the income of a trust, it may be assessed in his hands instead of being taxed as the income of the trust. If any tax has already been paid on such income before it reaches the hands of the beneficiary, it will be set off against any tax raised on him.
 In practice, the beneficiary and not the trust is to be assessed on:
 Income in which the beneficiary has a vested interest where this is paid to him or accumulated;
 Sums applied for the benefit of the beneficiary under the terms of the trust; and
 Sums paid to or applied for the benefit of the beneficiary in exercise of discretion.
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Residence Status of a Trust
 The residence of a trust is governed by subsection 3 of Section 4, which inter alia states that a person other than an individual is resident in Zambia if the central, management and control of the person’s business or affairs are exercised in Zambia.
 Commissioner - General may avoid a trust
 In certain circumstances, the Commissioner - General may determine that the income attributable to the trust be instead assessed on the person who is beneficially interested in the Trust. This will arise where a taxpayer attempts to use a trust to minimize his tax liability. The provisions of Section 97 of the Income Tax Act may be invoked to counteract the tax avoidance.
 4.8 – CHARITABLE ORGANISATIONS
 Tax Treatment of Charitable Institutions and Churches the income accruing to all ecclesiastical, charitable and educational institutions receive privileged tax treatment. Under the provision of the Income Tax Act Cap 323, ecclesiastical, charitable and educational institutions of a public character are exempt from tax. Institutions for the relief of poverty, advancement of education, advancement of religion and the protection and care of the sick all fall within the exemption. For an ecclesiastical, charitable or educational institution to qualify for the exemption, it must be approved by the Minister of Finance and National Planning, under section 41 of the Income Tax Act Cap 323.
 The procedure in applying for approval under section 41 is fairly simple and straight forward. The application is made to the Commissioner – General, Zambia Revenue Authority. The following documents are to be submitted with the application.
 (a) 2 copies of the constitution;
 (b) 2 copies of the certificate of Registration;
 (c) A copy of the latest financial statement. (For new organizations, copies of the latest bank statement will do).
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On receipt of the application, the Commissioner-General, if satisfied that the application meets all the requirements, recommends to the Minister of Finance to have the application approved. Charitable, ecclesiastical and educational Institutions which have been approved under section 41 of the Income Tax Act enjoy the following tax exemptions:
 Exemptions from payment of Income Tax
 Exemption from payment of Property Transfer Tax; and
 Exemption from payment of withholding Tax
 Under the Income Tax Act, donations made in monetary terms or in kind by any person to a charitable, ecclesiastical and educational institution are eligible for tax relief. This means that donations made to charitable institutions are tax deductible from the income of the donors (i.e. persons who make donations). For, example, tithes or contributions made to churches for no consideration whatsoever are tax deductible.
 4.9 – CO –OPERATIVE SOCIETIES
 At Paragraph 5(3) of the Second Schedule Part III of the Income Tax Act, the income of a co-operative society registered under the Co-operative Societies Act (Cap. 397) shall be exempt from tax if the gross income, before deduction of any expenditure, of such co-operative society when divided by the number of its members (that is to say, the number of individuals who are members together with, where another co-operative society so registered is a member, the number of individuals who are members of that other co-operative society) on the last day of any accounting period of twelve months does not exceed three million, six hundred thousand Kwacha or, if such accounting period is more or less than twelve months, such figure as bears the same relation to three million six hundred thousand Kwacha as the number of months in such accounting period bears two to twelve.
 T5 – TaxationAmendment Act 2006/07
 124

Page 96
                        

TUTORIAL QUESTIONS
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QUESTION IExplain the advantages and disadvantages of a Sole Proprietorship.(Check paragraph 4.2)
 QUESTION IIWhat is the tax treatment of a Sole Trader’s Losses?(Check Paragraph 4.2)
 QUESTION IIIWho is classified as an Employee under the Income Tax Act?(Check paragraph 4.3)
 QUESTION IVWho is an independent Contractor according to the taxing Rules?(Check 4.3)
 Question VWhy do some Tax payers choose Incorporation rather than Sole Proprietorship? (Par.4.4)
 Question VIList some of the obligations following Incorporation.(Par.4.4)
 Question VIIExplain the Tax Implications where partnership connections extend beyond Zambia.(Par.4.5)
 Question VIIIExplain what is meant by the expression ‘Partnerships are tax transparent”(Par.4.5)
 Question IXExplain briefly how the Income of a Deceased’s Estate is Taxed under Zambian Tax Laws?(Par.4.6)
 Question XWhat is a Trust and how is its residence determined?(Par.4.7)
 ****************************************************************************************************
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UNIT 3
 DEDUCTIONS I
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CHAPTER 5
 DEDUCTIONS - I
 After studying this Charter you are expected to understand the following: The distinction between capital and revenue expenditure. Deductions generally The wholly and exclusively criteria for determining the deductibility of
 an expense (The deduction formula) Types of deductions Rules for the deductions of expenses Case of no deduction Computation of taxable trading profits
 5.1 – Introduction:
 The question of capital or revenue is a question of law not of accountancy. What matters is the effect of the expenditure in question. Accountancy does not determine that effect but may be informative as to what was the effect. Lord Denning considered the weight to be given to accountancy evidence in Heather v P E Consulting Group Ltd [1972] 48TC. He concluded that the issue was one of law ultimately for the determination of the Court.
 The Courts have always been assisted greatly by the evidence of accountants. Their practice should be given due weight; but the Courts have never regarded themselves as being bound by it. It would be wrong to do so. The question of what is capital and what is revenue is a question of law for the Courts. They are not to be deflected from their true course by the evidence of accountants, however eminent. In ECC Quarries Ltd v Watkis [1975] 51TC Brightman J affirmed that accountancy evidence is not decisive.
 Owen v Southern Railway of Peru Ltd would seem to establish that unchallenged evidence, or a finding, that a sum falls to be treated as capital or income on principles of correct accountancy practice is not decisive of the question whether in law the expenditure is of a capital or an income nature.
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The question arises from time to time as to which, of equally valid alternatives, is the correct accountancy treatment to follow. In Johnson v Britannia Airways Ltd [1994] 67TC the evidence showed that there were three different approaches to the particular accounting question in issue. Each of the three possible approaches was in accordance with generally accepted principles of commercial accountancy. The Court decided that the taxpayer was entitled to have their profits for tax purposes determined by the approach chosen by their auditors.
 The Court is slow to accept that accounts prepared in accordance with accepted principles of commercial accountancy are not adequate for tax purposes as a true statement of the taxpayer’s profits for the relevant period. In particular, it is slow to find that there is a judge-made rule of law which prevents accounts prepared in accordance with the ordinary principles of commercial accountancy from complying with the requirements of the tax legislation.
 5.2 - D ISTINCTION BETWEEN CIRCULATING AND FIXED CAPITAL
 Circulating Capital
 This is sometimes known as floating capital or fluctuating capital. It consists of all the floating assets of the trade. Floating assets are those that are capable of being converted into cash in the short run. For instance, Debtors can be converted into cash as and when the debtors defray their debt; trading stocks can also be converted into cash by a simple act of disposal.
 Fixed Capital:This comprises all fixed assets (the non – current assets) of the trade. These Include plant and Machinery, Land and Buildings, Motor Vehicles and other fixed assets as defined in the framework for the preparation and presentation of financial statements.
 JOHN SMITH AND SON VS MOORE 12 TC.282
 Ronand L.J.Quotes from Bucley:
 QUOTE: “The author would define fixed capital as property acquired and intended for retention and employment with a view to profit, as distinguished from circulating capital, meaning property acquired or produced with a view to resale or sale at a profit”.
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Case Points: Fixed capital – Acquired for retention or use in the trade Floating capital – Acquired for resale, i.e., trading stock.
 TAX TREATMENT .
 Fixed capital – This is Not taxable Floating capital – This is Taxable
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CASE LAW
 Under this heading we will consider the following: Sale of Assets Compensation receipts Sale of know-how Gambling and illegal Activities Grants Mutual transactions Contractual restrictions; and Business closing down
 SALE OF ASSETS
 The overriding Tax principle is that if a floating Asset is sold, the proceeds are considered as trading profits. And since the profit arising is trading profit, it ought to be taxed just like any other taxable trading income. To demonstrate how this is done, we will look at two tax cases which highlight this tax principle.
 CASE I - ST . AUBYN ESTATE LTD VS STRICK
 ----------------------------------------------------------------------------------------------------------- The appellant Company had powers to develop and sell land and other
 property, acquired by purchase from the Life Tenant of certain settled Property.
 The Company Proceeded to develop a part of the Land as building sites and to sell off portions of the estate as opportunities arose.
 The Company treated the proceeds of its sale of lands as transactions on capital account.
 Held:The profits from the sale of lands were profits of a trade and thus assessable to Income Tax.------------------------------------------------------------------------------------------------------------
 Case Analysis:
 It is not arguable that Land is fixed capital. However, for tax purposes the nature of business will affect the classification of assets. In this case, the appellant company’s nature of business was that of developing and selling land and other properties. This means, therefore, that land was held as a trading stock. It was
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not acquired with the intention to retain it in the trade. Therefore, it was correctly assessed to Income Tax.
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In the judgement Finley J Said:
 QUOTE: “When one looks at the memorandum and articles, when one looks at the inception of the Company it did in fact purchase, it did in fact develop, it did in fact sell and it did in fact make profits by selling when one looks at all these circumstances. I think it is impossible to say that they do not constitute evidence upon which a tribunal of facts might arrive at a conclusion, that here, there was a trade carried on”.
 CASE I I - CALIFORNIAN COPPER SYNDICATE LTD VS HARRIS
 ------------------------------------------------------------------------------------------------------------ A Company was formed for the purpose of acquiring and reselling mining property; after working and acquiring various Properties, it resells the whole to a second Company, receiving payment in fully paid shares of the latter Company.
 Held:The difference between the purchase price and the value of the shares for which the property was exchanged is trading profit assessable to Income Tax.------------------------------------------------------------------------------------------------------------
 Case Analysis:This Company, like St.Aubyn Estate Ltd, was in the business of acquiring and reselling fixed capital assets. This makes the Income received Taxable!
 The Lord Justice Clark said:
 QUOTE: “….I feel compelled to hold that the Company was in its inception a Company endeavouring to make profits by its trade or business and that the profitable sale of its Property was not truly a substitution of that one form of investment for another. It is manifest that it never did intend to work this mineral field….”
 Sale of Know how
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Know- how may be defined as the knowledge of a process of how to perform an operation. The sale of this knowledge may involve not only the disclosure of secret processes, but also the supply of drawings, designs or even tuition of staff.
 Tax Treatment: In such manner that the value of the know-how to the trader is undiminished
 – the receipt is revenue and thus taxable. If the value is Lost to the trader, the receipt is capital and hence not taxable
 or assessable to Income tax.
 Case I - MUSKER Vs ENGLISH ELECTRIC CO. Ltd------------------------------------------------------------------------------------------------------------ The company, in the course of its trade of Engineering Manufacturers,
 acquired specialised information and technique in engineering processes. At the request of government the company entered into an agreement to
 design and develop a Marine Turbine and to licence its manufacture in the UK, Australia and Canada.
 Later, at the request of the Ministry of Supply, it entered into agreements with Australia and an American Aircraft Manufacturing Corporation
 All the agreements provided for imparting of “manufacturing techniques” to the licensees and in the consideration of this, the company received specified lump sum payments.
 Held:The sums in question were of an Income nature – and therefore taxable.------------------------------------------------------------------------------------------------------------
 Case Analysis:The sale of the technical know-how did not result in the value of the know-how diminishing or being lost to the buyer. The agreements only asked for imparting of the manufacturing techniques – not surrendering of the know-how!
 Case II - EVANS MEDICAL SUPPLIES LTD Vs MORIATY------------------------------------------------------------------------------------------ The appellant which manufactured pharmaceutical products and had a world
 wide trade carried on business in Burma through an agent In 1953 the Burmese Government wished itself to establish an Industry there
 for the production of pharmaceutical and other products, and the appellant secured a contract to assist in setting up this industry.
 The company undertook to disclose secret processes to the Burmese Government and to provide other information in consideration of a capital sum of £100, 000. The company also undertook to provide certain services and to manage the proposed factory in return for an annual fee.
 The £100,000 was included in the 1954/1955 Assessment as a trading receipt
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Held:
 The 100, 000 was not a trading receipt. It was a capital receipt and was incorrectly included in the assessment.
 ------------------------------------------------------------------------------------------------------------
 Case Analysis:The company was forever parting with part of a valuable asset, and was doing so to enable an entirely new and competing industry to be set up. In that sense, the company was dissipating its Asset!
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Compensation Receipts
 Where there is a permanent interference to an Asset the payment in form of compensation is not taxable but it is taxable if the interference is temporal. The distinction between floating and fixed capital is again essential.
 Fixed Assets
 GLENBOIG UNION F IRECLAY CO .LTD VS CIR
 The Company carried on business as manufacturers of fireclay goods and as merchants of raw fireclay, and was Lessee of certain fireclay fields over part of which ran the lines of the Caledonian Railway.
 The Railway Company tried to stop the company from mining the fireclay but lost the case in court.
 The Railway Company exercised its statutory powers to require part of the fireclay to be left un worked on payment of compensation.
 The compensation received was included in the Assessments.
 Held:The amount received for compensation in respect of the fireclay left Un worked was not a profit earned in the course of the company’s trade, but was a capital receipt, being a payment made for the sterilisation of a capital asset.
 Case Analysis:The Interference of the Asset – the fireclay field, was permanent because Glenboig Union Fireclay was by no way going to mine that part of the fireclay field again!!
 FLOATING CAPITAL
 The Company carried on business as Agents on a commission basis for the sale of products of different Manufacturers.
 One of the agreements, which was for three years, was terminated at the end of the 2nd year in consideration of payment to the Appellant of the sum of £1, 500 as compensation.
 Held:The sum was not a capital receipt and should be included in the calculation of the taxable profits for the year.
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Case Analysis:The bone of contention is whether or not compensation for cancellation of an agency Contract amounts to permanent Interference. In addition, it is appropriate to identify the nature of the Asset. The terminated agency was for three years and by terminating it at the end of the second year Kelsall Parsons & co. was forfeiting their future rights to Income – but only one year’s Income. This arrangement leans more on floating rather fixed capital status.
 Gambling and illegal activities
 In Zambia, the Commissioner General has the power under section 17 (a) of the Income Tax Act to charge tax on gains or profits from “any” business for whatever period of time carried on. This Includes even illegal business deals.
 The general misconception, as suggested in Parridge Vs Mallandane, about the taxability of illegal Income is that by virtue of the activity giving rise to such Income being illegal, it is not subject to Income tax. An example of this type of case is: Mann Vs Hash-16 TC.523, the appellant was an amusement caterer delivering profit from providing automatic machines for use by the public. In addition to automatic machines allowed by Law he provided certain gaining machines the use of which was illegal.
 He claimed that profits derived from the illegal machines were not taxable. The commissioners decided that the profits from both sorts of machines were profits of that trade and liable to assessments. The court also held this view!
 Grants
 TAX PRINCIPLES
 Grants that are given to help the company/ person in his trading activities are taxable
 If the Grants are given to acquire capital assets, they are not taxable No capital allowances are given on assets bought from Grants
 Seaham Harbour Co. Vs. Crook The Company contemplated the extension of its docks and applied to the
 unemployment Grants for financial assistance on the grounds that the work would provide employment
 A series of Grants were made for some years
 T5 – TaxationAmendment Act 2006/07
 137

Page 109
                        

The Crown maintained that the subsidy was of a revenue nature because it was an annual recurring receipt to meet an annual recurring expense
 The Appellant contended that the grants were used in the construction of the docks and hence of a capital nature
 Held:That this was not a trading receipt
 Smart Vs Lincolnshire Sugar Co. Ltd
 To encourage the company to manufacture sugar from sugar beet advances were made to it based upon the quantity of beet sugar made by them.
 Advances were to be repaid in certain circumstances.
 Held:That the grants were trading receipts.
 Case Analysis:Advances were made with the objective of enabling them to produce beet sugar – a trading activity!
 Mutual Trading
 A basic rule of Taxation is that a person cannot trade with himself. That means for example, that if a person decorates a room and as a reward to himself pays himself £10 for doing it, that amount is not taxable income. This concept, called the “mutuality principle,” also applies to situations where two or more persons join together in some form of association e.g., a sports or social club and contribute to a common fund for their joint benefit. Any surplus received by the members on division of the fund is free of Tax, as it is really nothing more than a return to the members of the association of their own money. However, as depicted in Nalgo Vs Watkins, if the mutual Association trades with outsiders, the amount of profit relating there- to will be taxable. Similarly, mutuality must be genuine; the courts will not recognise elaborate Shams designed to avoid Tax (Fletcher Vs ITC)
 Contractual Restrictions A restriction is an act of limiting, confining or keeping within bounds. A restrictive contractual arrangement is one where one party to the contract is restricted to carry out certain activities failure to which the whole contractual arrangement will be nullified. For instance a large oil company like the British Petroleum may agree to finance an oil retailer on condition that the retailer buys his oil stocks only from the British Petroleum. If the
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retailer, contrary to the agreed terms decides to buy his oil stocks from say Mobile, he would be contravening the terms of the contract and faces litigation charges.
 TAX PRINCIPLES
 Funds received under contractual restrictions if given to a person to help in his trading activities are assessable
 If the funds so received are used in the acquisition of capital assets such funds are not assessable to Income Tax.
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Vans Vs Whetley
 A garage owner was paid certain amounts of money by an oil Company towards selling and advertising expenses on condition that he agreed to buy oil from him only for 10 years.
 Held:The funds received were trading receipts and thus correctly assessable
 Case Analysis:The garage owner was restricted to buy oil only from that oil Company. The amounts given by the oil company where to cover selling and advertising (trading activities) and so they were assessable as trading receipts.
 CIR Vs Coia
 A garage owner wanted his garage to be extended by acquiring additional land
 He approached a Petrol Marketing Company which agreed to contribute to the cost of purchasing the additional Land as well as on the extension works on condition that he bought his fuel requirements from him for 10years.
 Held:The sums received were capital receipts, hence not taxable.
 Case Analysis:The funds receipts were used in the acquisition of capital assets i.e. land
 Business closing down
 Section 24 of the Income Tax Act – Provisions relating to Income after cessation of business, provides that:
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QUOTE:“Where any amount is received by any person after the cessation of his business which, if it had been received prior to the cessation, would have been included in the gains or profits from the business, then, to the extent to which that amount has not already been included in the gains or profits, that amount shall be income of such person for the charge year in which it is received.”
 J& R O’KANE & CO. VS . CIR
 The appellant, who carried on business as wine and Spirit Merchants issued a circular letter announcing their decision to retire from business
 During the year 1916 few sales were made, but during 1917 practically the whole of the stock was sold
 The appellant in 1917 acquired a certain quantity of spirits under running contracts with distillers, but no other purchases were made.
 The profits arising form the whole of their sales in that year were assessed.
 Held:That there was ample evidence that the merchants were still carrying on their business during 1917 and that the profits so made were in the ordinary course of Trade.
 5.3 - DEDUCTIONS
 The final step in the determination of taxable Income is to deduct from Income all the amounts allowed to be so deducted in terms of the Income Tax Act.
 Provisions of Section 29(1)(a) and (b) ITA.
 In ascertaining business gains or profits in any charge year, there shall be deducted the losses and expenditure, other than of a capital nature, incurred in that year Wholly and Exclusively for purposes of the business: and In ascertaining Income from a source other than business, only such expenditure, other than expenditure of a capital nature, is allowed as a deduction for any charge year as was incurred Wholly and Exclusively in the production of income from that source.
 Types of deduction under the Act
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The Act provides for three types of deduction.
 Specific Deductions
 The Specific deductions are to be found in Sections 29,29A, 30,31,32,33,34,34A, 35,36,37,38,39,43,43A and 43D. These are:
 Foreign currency exchange gains and losses Losses Transfer of losses Losses prior to bankruptcy Capital allowances Investment allowances Development allowances Preliminary business expenses Amount paid after cessation of business Approved fund deductions Technical education Subscriptions Deductions for research Deductions for bad and doubtful debts Deduction for employing persons with disabilities.
 Where a source of Income exists in a charge year and the specific deductions allowable relating to that source exceed the gross receipts from that source, the excess is a loss allowable under section 30 of the Act as a general deduction.
 Where the source of Income does not exist in a charge year, no specific deduction relating to that source should be allowed except for bad debts (S.43) which can be allowed as a loss under section 30.
 Prohibited Deductions
 Prohibited deductions are those in Section 44, which are not deductible in computing Income Tax.
 No deduction is made in respect of any of the following matters: The cost incurred by an individual in the maintenance of himself, his family or
 establishment, or which is a domestic or personal expense; Any loss or expense which is recoverable under any insurance contract or
 indemnity; capital expenditure or loss of capital, other than loss of stock in trade, unless
 specifically permitted under the Income Tax Act;
 T5 – TaxationAmendment Act 2006/07
 142

Page 114
                        

Any payment to a pension or superannuation fund or scheme or premium payable under any annuity contract, except such payments as are allowed under section 37 of the Income Tax act.
 Any tax or penalty chargeable under The Income Tax Act; Any amount which would be deductible in ascertaining the income from a
 source or from income which the Commissioner-General is prohibited from including in any assessment under the provisos to subsection (1) of section 33 of the Income Tax Act ( Section 33 of the Income Tax Act talks about Capital Allowances)
 Any expenditure incurred or capital asset employed, whether directly or indirectly, in the provision of entertainment, hospitality or gifts of any kind:
 Provided that this paragraph shall not apply to -
 Any expenditure incurred or capital asset employed in the provision of anything which it is the purpose of a person's business to provide and which is provided in the ordinary course of that business for payment or for the purpose of advertising to the public generally without payment;
 Any expenditure incurred in the provision of a gift to any person consisting of an article incorporating a conspicuous advertisement for the donor the cost of which to the donor, taken together with the cost to him of any other such articles given by him to that person in the same charge year, does not exceed K25,000.
 Any amount incurred by the employer in the establishment or administration of a share option scheme, except such amounts as are allowed under section 37A of the Income Tax Act/
 The cost of any benefit, advantage not capable of being turned into money or money's worth that is provided to employees, subject to such directions as shall be issued by the Commissioner-General.
 Any copper price participation payments or any cobalt price participation payments; Provided that a deduction shall be allowed to Konkola Copper Mines PLC in respect of any payments made pursuant to Cobalt Price Participation and Copper Price Participation Agreements between Konkola Copper Mines PLC and Zambia Consolidated Copper Mines Limited or its successors in title or assigns.
 Any levy payable under the Medical Levy Act.
 5.4 - Rule for the deduction of expenses
 Accountants are guided by the accruals Concept while the Taxman is guided by the principle that expenses and Incomes have to be considered in light of Tax legislation.
 Only Expenses that are incurred wholly and exclusively for the purposes of trade, vocation or profession are deductible in the tax computation. This
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means that before computing the tax payable or refundable, the tax- payer’s adjusted profit needs to be computed first.
 Capital Expenditure
 This is specifically disallowed. All expenditure incurred on the Improvement of fixed Assets cannot be deducted in the tax computation.
 Depreciation of fixed assets, losses on disposal of fixed assets are both non-deductible.
 Profits on Asset disposals are not taxable.
 Repairs
 An asset which requires substantial expenditure to be incurred on it before it can be used in the trade basically calls for capital expenditure and hence non-deductible.
 Amounts paid to get rid of an unsatisfactory employee are Revenue, but if coupled with a non-competition covenant, they are capital.
 A lump sum payment for the surrender of a lease is capital expenditure.
 Wages and salaries of owners of a trade, profession, interest on capital, transfers to reserves are not allowable.
 Drawings
 If a trader withdraws goods for personal use, he should be charged at the market value of the goods. As such if the goods have been recorded in the profit and loss as Sales at Cost then the profit should be added when computing Taxable profits.
 If the goods have not been recorded even at cost then the amount to be added to the accounting profit is the market value of the goods.
 Bad debts
 Debts written off are allowable Debts previously written off but now recovered are taxable Specific provisions for bad debts are allowable, i.e. an increase is
 deductible and a decrease is taxable.
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Non – trade debts e.g. Loans are not allowable. Loans written off should be added back, and loans previously written off but now recovered should be deducted. However, if the business is that of providing loans then the loans written off are allowable.
 General provisions for bad debts are not allowable.
 Where a taxpayer has submitted a bad and doubtful Debts account together with the main accounts and the Return, the tax adjustment will be computed on the following basis:
 The Taxpayer among other things submits the following bad and doubtful debts account:
 Bad & Doubtful Debts Account K’000 K’000Debts w/o (Beer sales) 6,000 General b/f 20,000
 Specific b/f 10,000 ---------
 30,000Bad Debts (non –trade) 1,000
 Bad Debts recovered (Beer) 12,000Reserves C/F:General 60,000Specific 20,000 ---------
 80,000Profit & Loss a/c 45,000
 ----------- -----------87,000 87,000
 ----------- ----------Required: Compute bad and Doubtful debts to be disallowed in the tax Computation.
 Answer:
 Method 1 - Allowables
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Disallow (+) Allowable (-) K’000 K’000
 Profit & Loss 45,000 Bad debts w/o (Beer) 6,000Specific reserve debt b/f 10,000 Specific Reserve 20,000Bad debt recovered 2,000
 ---------- --------- + 67,000 - 26,000 ----------- ---------
 Disallowed Debt = K67, 000 – K26, 000 = K41, 000. Note: Debts written off on beer are allowable as they arise from a trading activity
 (i.e. Beer selling). A specific provision for bad debts is allowable if it is a current provision or it
 relates to a forthcoming event. In this case the specific reserve carried forward has been allowed as it relates to a forthcoming period.
 A specific provision, which relates to a prior period, is disallowed in the current charge year, as it is highly likely that it was allowed in the prior charge year. In this case the specific reserve brought forward of K10 million has been disallowed.
 Bad debts recovered are disallowed in the tax computation as they were originally allowed at the time they were written of.
 Method 2 - Disallowable
 Disallow (+) Allowable (-) K’000 K’000
 Bad debts w/o 1,000 General Reserve 20,000General reserve C/F 60,000 -
 ---------- --------- + 61,000 - 20,000
 ----------- ----------
 Disallowed Debt = K61, 000 – K20, 000 = K41, 000.
 The common accountancy practice of making a reserve against bad debts as a percentage of the total amount of debts is not consistent with the Income Tax Act, and may therefore not be acceptable by the Zambia Revenue authority.
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Defalcations
 Losses suffered by a business due to the dishonesty of a director are not allowable.
 Losses caused by a subordinate who has no control are allowable.
 Payments to Family Members
 Wages and salaries paid to family members will be disallowed if they are unreasonable.
 Legal and Professional Fees
 Legal and professional charges relating to capital or non-trading items are not deductible. These include charges incurred in acquiring new capital assets or legal rights, issuing of shares, drawing up partnership agreements and litigating disputes over the terms of a partnership agreement.
 Charges incurred are deductible when they relate directly to trading activities. Deductible items under this category include but are not limited to the following:
 Legal and professional charges incurred defending the taxpayer’s title to a fixed asset;
 Charges connected with an action for breach of contract; Expenses of renewal (not the original grant) of a lease for less than 50
 years; Charges for trade debt collection; Normal charges for preparing accounts and assisting with Tax
 Computation. It must be noted however, that accountancy expenses arising out of an enquiry into the accounts information in a particular charge year’s return are not allowed as deductions where the enquiry reveals discrepancies and additional liabilities for the year of enquiry, or any earlier years, which arise as a result of negligent or fraudulent conduct.
 Gifts and Entertainment
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Expenditure incurred on entertaining suppliers, customers, etc. is not allowable
 Expenditure incurred on entertaining employees is allowable.
 Costs of a gift are allowable if: It bears a prominent advertisement for the donor The value is not significant. Traditionally the value should not exceed K25,
 000 otherwise the whole amount of the gift is disallowed.
 Gifts of food, tobacco, drink, are not allowable. But the cost of trade Samples that are mainly for advertisement is allowable.
 Travel Expenses
 Business travel expenses are allowable. Expenses incurred in travelling between home and the trade are not
 allowable unless the trader can prove that his home is also a place of trade.
 Other allowable Deductions (Mentioned in the Act)
 Donations to approved Charities (S.41). Approved charity includes:
 QUOTE:“An ecclesiastical, charitable, research, educational institution of a public character or to a national amateur sporting association or to any fund of a public character wholly and exclusively established for the use of the republic or for ecclesiastical, charitable, research, educational or amateur sporting purposes”.
 Conditions for a valid donation
 The Donation should be in money or money’s worth The donation should be made for no consideration whatsoever The Minister of Finance and National Planning should approve the Donee.
 The Zambia Revenue Authority traditionally keeps a consolidated list of approved charities which can be obtained from the Direct Taxes Division.
 Employment of a handicapped person:
 The handicapped person must be employed on a full time basis at least for a substantial part of the charge year. The allowance is given in full and not
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apportioned on a Prorata basis. The current allowance deductible is K500, 000.
 Training Expenditure
 Expenditure on technical education relating to the particular business and relevant for obtaining further experience is allowable.
 If the person making the payment is related by blood or by marriage to the person receiving the training, the expenditure may not be allowable.
 Subscriptions (S.39) A deduction is allowed in ascertaining the gains or profits of a business or
 the emoluments of any employment or office for any subscription paid by a person in respect of his membership of a trade, technical or professional association that is related to his business, employment or office.
 Subscriptions to associations / clubs not associated with the purpose of the trade are disallowed, e.g. Golf club subscriptions.
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Research Expenditure (S.43)Research expenditure is allowed provided it is incurred in that charge year and it is not capital expenditure in nature.
 Donations to an approved Society/ educational establishment are allowable provided the donated money is used for the purpose of Industrial Research work connected with the business, or trade.
 Foreign Currency – Exchange Gains and Losses
 Realized Exchange gains/ losses occur when foreign denominated debts are liquidated, while unrealized gains / losses are estimates of such gains /losses at the year-end where the debt has not been liquidated.
 Unrealized Gains / losses are not allowed as Income or as a Deduction respectively. They are disallowed in the Tax Computation.
 Realized exchange Gains / Losses are allowable.
 The topic of foreign exchange gains and losses is quite complex in practice and we will endeavour to look at this in a later Unit. For the purposes of this Unit, the important thing to know is the distinction between realized and unrealized exchanges gains or losses.
 Insurance Claims
 Claims relating to any loss on current assets are taxable. Claims relating to damages / loss of fixed assets are not taxable as trading
 receipts.
 5.5 – COMPUTATION OF TAXABLE TRADING PROFITS
 The ZRA will normally accept profits which are determined in accordance with the accounting principles provided that there is no conflict between accounting principles and tax legislation. However, there is normally a conflict and the accounting profits require several adjustments to be made to them in order to determine the taxable profits.
 Some Expenses that are charged in the Accounts are not recognized as expenses for tax purposes. We have so far recognized such expenses as Disallowable Expenditure. Similarly some Income that is usually credited to the profits is not taxed under Tax rules.
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Commercial concepts in tax legislation
 There is nothing new about terms used in tax legislation (or, for that matter, any legislation) being construed as referring to business or commercial concepts which may not be capable of being held within the confines of purely juristic analysis. A good example is the term "profits or gains of the year of assessment" which forms the basis of the charge to tax under Section 14 of the Income Tax Act. In Sun Insurance Office v Clark [1912] AC 443, 455, Viscount Haldane said:
 "It is plain that the question of what is or is not profit or gain must primarily be one of fact, and of fact to be ascertained by the tests applied in ordinary business."
  It is thus the statute itself which applies the tests of ordinary business. And for present purposes, the significant feature of applying a test of ordinary business is that it may require an aggregation of transactions which transcends their juristic individuality. In Southern Railway of Peru Ltd v Owen [1957] the question was whether, in calculating its profits or gains for a year of assessment, a company could make a provision for severance pay contingently payable to its employees. The revenue argued that each contract of employment had to be separately examined and no liability could be taken into account unless it had fallen due. Lord Radcliffe rejected this approach, at p 357 when he said:
 "The answer to the question what can or cannot be admitted into the annual account is not provided by any exact analysis of the legal form of the relevant obligation. In this case, as in the Sun Insurance case ([1912] A.C. ), you get into a world of unreality if you try to solve your problem in that way, because, where you are dealing with a number of similar obligations that arise from trading, although it may be true to say of each separate one that it may never mature, it is the sum of the obligations that matters to the trader, and experience may show that, while each remains uncertain, the aggregate can be fixed with some precision."
 Contingent liability is not an allowable expenditure 
 Section 29 of the Income-tax Act, allows a deduction only in respect of expenditure. Generally speaking, a contingent liability is not expenditure, and therefore cannot be the subject of deduction even under the commercial system of accounting.
 This has been held in several decisions, the most important being of the Supreme Court in the case of Indian Molasses v CIT (37 ITR 66).
 In a recent case of New India Mining Corporation Pvt v CIT (243 ITR 640), the Supreme Court observed that once it is held that no expense was incurred by the assessed, the question of any allowable expense being deducted, in computing the income, from the profits and gains of the assessed did not arise.
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The facts in this case were that the Government of Bombay on April 23, 1940, granted to the predecessor of the appellant, leases for a period of 30 years on certain terms and conditions. These were mining leases. Clauses 3 and 17 of the lease agreement laid down that upon the determination of the lease, the lands should be restored to their original condition.
 The tribunal held that the expenditure incurred by the appellant for the purpose of restoring the lease land to the original condition was permissible expense under section 37(1) of the Act. This was on the basis of interpretation of the aforesaid two clauses.
 However, there was a clear finding that during the relevant years the appellant did not incur any expense to restore the lands to their original condition. The High Court concluded that there was a liability on the assessed to restore the land to its original condition and therefore the estimated liability for restoration charges was deductible.
 On appeal to the Supreme Court, it was held that admittedly no expense had been incurred by the appellant. The questions of law, therefore, did not arise. Any question of an allowable deduction could arise only if any expense was so incurred by the assessed.
 There are several other situations in which the question of deductibility has been considered. A claim made by a third party against the assessed but not admitted by the assessed, or an amount deposited in Court by the purchaser at a Court sale as security to safeguard the interest of a third party claiming a share in the property, or an unascertained liability to pay damages at a future date, represents merely a contingent liability and cannot be allowed.
 The House of Lords laid down in Owen v Southern Railway of Peru Ltd (36 TC 602), that a deduction should be allowed in respect of the liability to pay retiring benefits or deferred remuneration to employees in the future, provided the liability is accurately estimated, eg upon an actuarial valuation.
 The aggregate obligation to pay gratuity or other retiring benefits for the services rendered by all the employees in a year can in no real sense be regarded as contingent merely because some employees may forfeit their rights.
 Lord Radcliffe observed:
 ".....where you are dealing with a number of similar obligations that arise from trading, although it may be true to say of each separate one that it may never mature, it is the sum of the obligations that matters to the trader, and experience may show that, while each remains uncertain, the aggregate can be fixed with some precision".
 In Calcutta Co Ltd v CIT (37 ITR 1), the Supreme Court held that if a liability has been definitely incurred in the accounting year, eg an unconditional contractual liability, it cannot be regarded as contingent merely because it is to be
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discharged at a future date and the cost of discharging it is not definite but has to be estimated. In that case, the Court allowed the estimated cost of discharging a contractual liability to undertake a development scheme within reasonable time in the future, as a proper deduction in computing the commercial profits, apart from the express statutory provisions for deductions.
 In Standard Mills Co Ltd v CIT (229 ITR 366), the assessed-company was engaged in the business of manufacturing textiles. In the assessment year 1979-80, the assessed claimed deduction of a sum of Rs 46,86,431 on account of excise duty on the basis of show cause-cum-demand notices for the years 1976-77, 1977-78 and 1978-79 received by the assessed during the relevant previous year from the excise authorities.
 The assessed replied to the show-cause notice and denied any liability on account of excise duty as alleged in the said notice. No order was passed by the concerned excise authorities rejecting the above claim of the assessed and/or demanding any amount in pursuance of the show-cause notice. Nothing was paid by the assessed in pursuance of the show-cause notice, nor was any provision made for the same in the accounts of the previous year relevant to the assessment year under consideration.
 The amount of excise duty mentioned in the show-cause notice was, however, shown by the assessed by way of a note in the balance-sheet and profit and loss account as "contingent liabilities representing the disputed amount of central excise". On the basis of the above, the assessed claimed deduction of the amount mentioned in the show-cause notice. The assessing officer rejected the demand and this was upheld by the tribunal.
 On a reference, the Bombay High Court held that there was no actual liability in praesenti. No demand of any amount was raised against the assessed. What was served on the assessed by the collector was merely a show-cause notice. The assessed did not admit any liability and showed cause refuting the allegations made in the show-cause notice. Even according to the assessed, there was no accrued liability.
 The assessed itself regarded it as a "contingent liability", which was evident from the fact that the amount of excise duty mentioned in the show-cause notice was shown by the assessed by way of a note in the annual report. Obviously, there was no liability actually existing against the assessed in the year of account. Therefore, the Court concluded that the amount in question did not constitute expenditure for the purposes of income-tax assessment. In any event, with effect from the assessment year 1984-85 such liability would only be deductible in the year of actual payment under section 43-B. Hence, where no payment is made pursuant to a show-cause notice, the question of deductibility would not arise at all.
 In conclusion, it may be pointed out that expenditure primarily denotes the idea of spending or paying out or away: It is something which is gone irretrievably (Indian Molasses v CIT 37 ITR 66, 78).
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However, in the circumstances of a case, expenditure may cover an amount of loss which has not gone out of the assessed's pocket, e.g. discount at which bonds or debentures are issued (MP Financial Corporation v CIT 165 ITR 765).
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THE INCOME TAX COMPUTATION MODEL
 MARY IREEN KASUBAINCOME TAX COMPUTATION FOR 2005/ 2006
 K’000Net profit as per Accounts XAdd: Disallowed Expenditure: Depreciation X Tax Penalty X Proprietor’s Wages X Private Telephones X
 ----- X
 Less: Expenditure not charged in the P & L But which is Tax Allowable in the Act:
 Capital Allowances (X)
 Income Credited in the P & L but not Taxable: Profit on Asset disposal (X) Bank Interest (Taxed Separately) (X)
 ----------Adjusted Business Profit X
 =====
 Note:This computation is usually the first to be made. It is then carried forward into the Personal Income Tax Computation as a working under Earned Income.
 The list under disallowable expenditure is not exhaustive. Other items that might be included are: Fines for illegal acts, Donations to non –approved charities, loans to employees, bad debts incurred before incorporation, costs of tax appeals, etc.
 Allowable expenditure may include: Gross wages, Redundancy payments, compensation for loss of office, Normal business Losses and NAPSA Contributions.
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Contributions to Approved Funds
 Approved funds include approved Pension funds, approved annuity contracts and Superannuation, pension, provident, widows and orphan’s funds.
 The amount allowed as a deduction for contributions made to an approved pension has now been increased from K120, 000 to K180, 000 or 15 % of an individual’s taxable emoluments which ever is lesser. The increase also applies to contributions made to an approved annuity contract.
 Life assurance premiums are not allowable. This is because the proceeds are usually given to dependants after the death of the contributor to the scheme.
 Mortgage Interest
 The 2002 /03 Amendment Act No. 3 has amended the Principal Act by the repeal of Section 43 (C). With effect from 1 April 2002, mortgage interest paid on a loan secured by a mortgage on a residential property will no longer be allowed as a deduction against income of an individual. All claims for mortgage interest relief for the charge year 2002 /03 and subsequent charge years will not be valid.
 Personal Allowances:
 These are reliefs from taxation given as “Slices of Income” because of the Individual’s status or responsibilities. Personal allowances are deductible from assessable Income to arrive at Chargeable Income.
 Up to 31 March 1989, Marriage allowances, Singles allowances, Child allowances, Dependant allowances, and non – resident allowances existed, but they were replaced by a primary allowance due to excessive abuse.
 Where an Individual was not resident in Zambia for part of a charge year, the Individual Tax credit used to be adjusted by N / 12 for each complete month he was not resident in Zambia. But the 2002 Budget abolished Tax credits.
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EXAMINATION TYPE QUESTIONS WITH ANSWERS
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QUESTION I
 MIRIAM BANDA
 You are presented with the Accounts of Miriam Banda for the year to 31 December 2001, as set out below. Miriam Banda runs a small Printing business in Chiwempala and wishes to know the amount of Taxable Profits:
 KGross Profit on Trading Account 25,620Profit on Sale of Motor Vehicle 1,073Building Society Interest 677
 -------- 27,370Less: Expenses:Advertising 642Staff Wages 12,124Rates 1,057Repairs & Renewals 2,598Car Expenses 555Bad debts 75Telephones 351Heating & Lighting 372Miscellaneous Expenses 342Depreciation 2381
 ------- (20,502)
 ----------- 6,868 ======
 Additional Information:
 Staff Wages Include an amount of K182 for Staff Christmas Lunch. Miriam has agreed with the ZRA that Her Car is used 75 % for Business
 purposes.
 Repairs and Renewal Comprise the following:
 K
 Refurbishing Second hand Press before use in the business 522Decorating offices 429Building Extension to enlarge paper store 1,647
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-------- 2,598 --------
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Miscellaneous Expenses Include:
 Subscriptions to Printer Association 122 Contribution to Local Enterprise Agency 50 Gifts to Customers: Calendars (With Company Logo) 75 Food Hampers 95 ------ 342 -------
 The charge for Bad debts was made of the following:
 Write off of Specific trade debts 42 Increase in General provision foe Bad debts 50
 ---- 92 Less: Recovery of bad debts previously written off 17
 ----- Charge to P & L 75
 -----
 Required:Calculate Miriam Banda’s Adjusted Taxable Profits.
 ANSWER:
 MIRIAM BANDA
 Staff Christmas LunchGifts of food, tobacco or drink are not allowable as a deduction in the Tax Computation unless they are given as trade Samples.
 Repairs and Renewals.The cost of Refurbishing Second hand press appears to be capital in nature and so is the cost of extending the Paper Store buildings. These will be disallowed in the Tax Computation.
 Miscellaneous Expenses: The donation given to a local Enterprise agency will be disallowed. The
 Question does not specify whether the Agency is an approved charity. The cost of the Food Hampers will be disallowed. The cost of a gift that bears a prominent Company advertisement such as
 a Company Logo will be allowable in the Tax Computation. Subscriptions to a professional Body will be allowed as a deduction in the
 Tax Computation.
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Bad Debts
 Bad debts previously written off but now recovered are Taxable. So they will be added back in the Tax Computation.
 Specific debts that have been written off are allowable. Increase in General provisions for Bad Debts are not allowable so they will
 be added back in the Tax Computation.
 We will now undertake to make a calculation for taxable profit which is commonly known as the adjusted profit. It is this adjusted profit on which an appropriate rate of taxation will be applied to come up with the taxpayer’s tax liability. At this stage, it must be clear in your mind what is meant by disallowable and allowable expenditure. Always understand it like this: A business would always like to pay less tax while the government through the ZRA would always like to assess not only the correct tax but the maximum they can manage. This means that businesses would like as many expenses as possible to be deducted so that they report a lower taxable profit. Expenses which can be used in this way are said to be ‘allowable’ expenses. On the other hand the ZRA would like to identify items of expenditure which cannot be used to reduce the taxable profit so that the business’ taxable profit is high as possible. Expenses which can be used like this are said to be ‘disallowable’ expenses.
 KNet profit as per accounts 6,868Add: Disallowed Expenditure:Depreciation 2,381Staff Christmas Lunch 182Repairs and Renewals: Refurbishing 522
 Building Extension 1,647Car Expenses (Private Use) 139Bad Debts:
 Increase in General provision 50 Bad Debts Recovered 17
 Miscellaneous Expenses: Contribution to Local Enterprise Agency 50 Food Hampers 95
 --------- 5,083 -------- 11,951
 Less: Income Included in Accounts but not Taxable: Profit on Disposal of Fixed Asset (1,073)
 -------- 10,878
 Less: Income Taxed WHT: Building Society Interest (677)
 ----------Adjusted Profit 10,201
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Learning Point
 See what we meant? Mirriam Banda presented a profit of only K6, 868 to the ZRA, meaning she would have loved the ZRA to base their tax calculation on that amount. She pushed in as many expenses as possible so that she could have a small profit which in turn means a small tax liability. But the ZRA would naturally revise her submission to take into account disallowable expenses so as to push the profit and even the tax liability up. After adjustments, the profit now stands at K10, 201 which means that Mirriam will have to pay an additional tax charge on the difference of K3, 333.
 Mirriam has the right to object to this assessment if she feels it is excessive. But this is never an easy battle in practice and usually ends up in court, sometimes at great cost to the business if a case is lost.
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Exercise II
 Kapya Priscilla
 Pricilla is in business manufacturing Chat, a local beer. She prepares her accounts to 31 March each year. Her final accounts for the year to 31 March 2005 are set out below:
 K’000 K’000Rent 3,000 Gross profit b/f 171,555Light and Heat 700 Bank interest 4,500Salaries and wages 10,000 Rental income 16,000Repairs [note 2] 4,000 Income from Gaming 7,000Depreciation: - - Motor vehicles 3,000 - Equipment 6,000Loss on sale of Equipment 800Bad debts (note 1) 680Professional Charges (note 3) 2,500Salaries – Priscilla 7,000 - Son as secretary 3,000 Net profit 157,875
 199,055 199,055
 Additional Information
 Note 1Bad and Doubtful debts
 K’000 K’000Trade debt written off 1,300 Provision b/d – general 3,600Loan to employee 400 - specific 1,520Provision C/D 3,350 Trade debt recovered 60 Loan to employee recovered 170 - Specific 980 Profit and loss 680 6,030 6,030
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Note 2 Repairs K’000Alteration to flooring in orderto install machine: 2,000Decorations 500Replastering walls damaged by Damp 1,500 4,000
 Note 3
 Professional Charges K’000Accountancy 700 Cost of court Action for failing to Observe ZRA’s regulations 1,000Debt collection 800
 -------- 2,500
 =====
 Note 4 During the year Priscilla withdraw goods from stock for her own consumption. The stock was for K455, 000. The business makes a uniform gross profit of 33% on selling price. No entry had been made in the books of accounts in respect of the goods taken, resulting in the reduction in closing stock.
 Required:
 Compute Priscilla’s adjusted taxable profit before capital allowances for the charge year ending 31/03/02. -----------------------------------------------------------------------------------------------------------
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Answer:Kapya Priscilla
 Only expenses that are incurred wholly and inclusively for the purpose of trade, i.e. the manufacture of Chat beer, are deductible in the tax computation. In addition all capital expenditure is not deductible.
 Workings:
 W1Alterative working for Bad and doubtful debts Add back (+) Allowable (-) K’000 K’000Profit and loss 680 Debts w/o 1300Specific debt b/d. 1520 Specific debts 980Debts recovered 60
 ------- ------- 2260 2280 ==== ====
 The allowable is more than the disallowed as follows: +2260-2280 = (K20, 000). Since this is a negative figure it means that the amount will be allowed in the computation of adjusted profit. If the disallowables are more, i.e. the resultant figure is positive, the amount would be disallowed in the computation of adjusted profit.
 W2Drawings
 If a trader withdrawals good for personal use, he should be charged at the market value of the goods. As such if the goods have been recorded in the profit and loss as sales at cost then the profit should be added when computing taxable profit.
 If the goods have been recorded even at cost then the amount to be added back to the accounting profit is the market value of the goods. This is the case for Priscilla.
 K455, 000 X 100 / 65 = K700, 000
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Kapya Priscilla Adjust Taxable Profit before capital allowances
 K’000
 Profit as per accounts (net profit) 157,000Less: non trading incomeBank interest (4,500)Rental income (16,000)Income from gaming (7,000)
 ----------- 129,500
 Add: Disallowed expenditureRepairs 2,000Depreciation 9,500Loss on sale of equipment 800Professional charges 1,000Salary –Priscilla 7,000Loan to employees 400Drawings 700
 ------- 21,400 ---------
 Adjusted profit before capital allowances. 150,900 ---------
 --------------------------------------------------------------------------------------------------
 EXAM ALERT
 In the exam you could be given a sample of a business’ Income statement or profit and loss account and asked to calculate ‘Adjusted profit’. You will have to look at every expense charged in the accounts to decide if it is tax deductible, i.e. allowable expense or not. To help you achieve this you must become familiar with the many expenses you are likely to see and the correct tax treatment for such expenses.
 ******************************************************************
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CHAPTER 6DEDUCTIONS - II
 After studying this chapter, you are expected to understand the following: Capital allowances Capital recoveries Balancing charges Balancing allowances Trading losses
 6.1 – CAPITAL ALLOWANCES
 Under Section 29 of the Income Tax Act, capital expenditure is not allowed as a deduction for tax purposes. However, under the fifth and sixth schedules of the same Act, relief is given for certain types of capital expenditure by granting Capital Allowances. These include buildings, implements, machinery, plant, etc.
 CAPITAL EXPENDITURE
 Such expenditure brings into existence an “Asset or Advantage” for the enduring benefit of the trade. “Asset or Advantage” can be Intangible, like Goodwill or the exclusive right to use a trade - mark or symbol. E.g. the Capital expenditure on acquiring the Master- Card symbol in Walker Vs Joint Credit Card Company Ltd in 1982.
 The capital allowances system deals separately with different types of expenditure, with different rules both in terms of identifying which items qualify for capital allowances and in terms of the rates of capital allowances available.
 Where a person carrying on a trade incurs capital expenditure on the provision of machinery or plant for the purposes of the trade, he may be allowed to claim capital allowances. But judging from reported tax cases, the meaning of ‘Machinery’ seems to cause few problems, but considerable difficulty has been experienced in determining whether or not expenditure has been incurred on the provision of ‘Plant’.
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6.2 - IMPLEMENTS, MACHINERY AND PLANT
 The starting point for any consideration of the meaning of ‘Plant’ is of course supposed to be the available statutory legislation. But going through the Income Tax Act reveals that Section 2 of the Income Tax Act gives no precise definition of implements, Machinery and Plant. The words must therefore be given their Ordinary meaning as per the Rules of constructing the Taxing Acts. The phrase Implements, Machinery and Plant could be said to include all moveable and fixed items of equipment including:
 Electrical devices such as X-Ray and Radar Equipment Desks and chairs Computers Moveable partitions Stationary Plant - Metal Tanks, Containers etc. Mechanical Transport – Railway, Steam, Petrol and Electric motor vehicles Motor Power and Engines Pullies and fork lift trucks Actual running Machinery etc.
 Although there is no general Statutory Definition of Plant and Machinery, there is a great Volume of Case law around this issue. In a recent case of Benson Vs Yard Arm Club Ltd, 53 TC, Bucley L. J said:
 QUOTE:“The Statutes have not contained a definition of the meaning of Plant. Consequently the question is what does the word mean? And how does it apply to the particular circumstances of the case? That is a case of Law - being one of interpretation, but never- the- less, it is a jury question in the sense that the word “Plant” is not a word of Art, it must be interpreted according to its ordinary meaning as a word in the English language in the context in which it has been construed; that is to say, the court of construction must Interpret it as a man who speaks English and understands English accurately ………”
 In many UK Tax cases, including the one above, the courts have approved an 1887 description of Plant by Lindley L. J in the Case of Yarmouth Vs France. In this case the court held that a horse used by a tradesman in his business was part of his plant. And in so holding, Lord Justice Lindley said:
 QUOTE: “There is no definition of plant in the Act (the Employers’ liability Act 1880): but, In its ordinary sense, it includes whatever apparatus is used by a business man for carrying on his business – not his stock in trade, which he buys or makes
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for sale, but all goods and chattels, fixed or moveable, live or dead, which he keeps for permanent employment in his business”.
 Although the Yarmouth case was not a tax case, it has always been assumed to be equally applicable to the tax legislation. The case makes it clear that things such as horses may be plant for tax purposes even though they would not be so considered by a layman.
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However, the following are examples of items of capital expenditure, which the courts have decided do not qualify for capital allowances:
 Display or background lighting in a retail store – Cole Bros Vs Philips, 1982 – regarded as the setting in which the business was conducted rather than something used in carrying on the trade.
 The canopy of a petrol station was also regarded as setting and did not qualify in the case of Dixon Vs Fitch Garages limited in 1975.
 Floor and wall tiles and décor, shop front – Wimpy International and Pizza land Vs Warland, 1989 – again regarded as setting and part of the fabric of the building. Perversely, the lighting was allowed as it was regarded as necessary to create the required ‘ambience’ for the fast food business.
 6.3 - The distinction between Plant and Setting:
 In practice most disputes between Tax authorities and the taxpayers seem to arise where the choice is between the expenditure being on Plant or on a structure which is merely a setting within which the business is carried on which would qualify for, at most, Industrial Buildings allowance. In coining this distinction, we will use some of the recent court cases which set out to make this distinction.
 In the cases we are going to use below, you must observe that the courts have used two tests to determine whether an object qualifies as Plant or not. These are: The function or business use test: - that is to say does the object fulfil the
 function of plant in the business? If so, it can qualify for capital allowances – even if it is a building or structure.
 The premises test – that is to say is the object part of the premises? If so, capital allowances are not due, no matter what the function is – unless the premises themselves are plant.
 Let us now have a critical look at some of the decided court cases bordering on the above two tests. I must confess that some of these cases are really funny and interesting.
 CIR Versus Barclay, Curle& Co Ltd 45 TC 221Case Point – Whether a dry dock is Plant.-----------------------------------------------------------------------------------------------------------A shipping company built a dry dock. This involved excavating the site, lining the dock with concrete and installing gates, pumping machinery, valves etc.
 The company argued that the whole thing was a single entity performing the function of a large hydraulic lift- cum-vice. They claimed capital allowances on the whole of the expenditure including the cost of excavating and lining the site.
 The Revenue’s case was that each item had to be considered separately. The revenue conceded that the pumping machinery qualified for capital allowances
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but argued that the dock itself was a structure and thus the setting in which the trade was carried on.-----------------------------------------------------------------------------------------------------------
 Ruling:The whole of the cost qualified for capital allowances. The dry dock was not merely the setting in which the trade was carried on. It played an essential part in getting a ship into the dock, holding it securely and returning it afterwards to the water.
 Although the dock was a structure it performed the function of plant in the company’s trade. One judge said and I quote:
 QUOTE:"….It seems to me that every part of this dry dock plays an essential part in getting large vessels into position where work on the outside of the hull can begin, and that it is wrong to regard either the concrete or any other part of the dock as a mere setting or part of the premises in which this operation takes place. The whole dock is, I think, the means by which, or plant with which, the operation is performed.”
 The test referred to in the Barclay, Curle & Co case is of course supposed to be the function or business use test. Even a building or structure can qualify as Plant if it fulfils the function of plant in the trade. There was no doubt that the dry dock was a structure but it fulfilled the function of plant and therefore capital allowances were due and claimable.
 Tax Planning Point:
 Before embarking on any major capital expenditure, advice should be sought on whether capital allowances will be available. An alternative to buying an item of equipment on which capital allowances may not be available would be to lease it. Apart from the obvious cash flow advantages – not having to pay the full amount now – the annual leasing charges will normally be deducted in full in arriving at the taxable profit. The topic on leasing is covered in adequate detail in a later chapter.
 Cooke versus Beach Station Caravans Ltd 49 TC 514Case Point – Swimming pool as Plant-----------------------------------------------------------------------------------------------------------The taxpayer company owned a caravan park. It provided various amusements including swimming and paddling pools. Capital allowances
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were claimed on the whole of the costs of building the pools including excavation and terracing.
 The Revenue accepted that the heating and pumping equipment qualified but argued that the pools themselves were part of the setting in which the business was carried on.------------------------------------------------------------------------------------------------------------
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Ruling:The judge said that the pools were part of the apparatus with which the company carried on its business. They were not merely ‘where it’s at’. They fulfilled the function of providing ‘safe and pleasurable buoyancy’. Thus the company got its capital allowances.
 This does not mean that any trader can build a swimming pool and claim capital allowances on it. It all depends on the nature of the trade. In Beach Station Caravans Limited the trade was providing leisure services and the swimming pool was part of the plant with which the trade was carried on.
 Benson versus Yard Arm Club Ltd 53 TC 67Case point – Floating restaurant
 We revisit this case which we used earlier on.-----------------------------------------------------------------------------------------------------------A company bought an old ferry boat and converted it into a floating restaurant. They claimed capital allowances on the grounds that it was plant.-----------------------------------------------------------------------------------------------------------
 May be before we analyse this case think of what your decision might have been. Would you have accepted the claim? And what reasons would you have advanced for your particular decision?
 Ruling:The claim was thrown out. The court decided and held that the boat was the place or settling in which the trade was carried on.
 The judge commented on the difference between a structure which could be regarded as plant and one like this one which couldn’t. Here is what he said:
 QUOTE:“The distinction, I think, is that in the one case the structure is something by means of which the business activities are in part carried on; in the other case the structure plays no part in the carrying on of the activities but is merely the place within which they are carried on. So in the case … of a subject matter which is a building or some other kind of structure, regard must be paid to the way in which it is used to discover whether it can or cannot be properly described as plant.”
 The ferry boat was the setting within which the company carried on its business. It played no further part in the operations of the trade. It was no different in principle from restaurant premises on dry land.
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TUTORIAL NOTE:-----------------------------------------------------------------------------------------------------------This case is undoubtedly a good illustration of how critical the nature of trade is in deciding whether an object is plant or not. If the company had been in the business of operating a ferry service it would no doubt have got its capital allowances.------------------------------------------------------------------------------------------------------------
 2.29 - 5th Schedule Part II – Basic Details:
 Wear and Tear Allowance:
 Para.10 (1) – Where a person has used any Implements, Machinery or Plant belonging to him for the purposes of his Business a deduction known as a Wear and Tear allowance at the rate of 25 % per annum shall be allowed in ascertaining the profits of the business for each charge year.
 For the purposes of the second Schedule, the Word Business is as contained in Section 2 but including employment and the letting of property.
 The pooling basis for computing Wear and Tear allowance was abolished as from 1991/92. The straight-line basis for computing wear and tear allowance was introduced and is still in force.
 Para. (8) – Provides that Wear and Tear Allowances are not to be given on Implements requiring frequent replacement e.g. Hand tools. The cost of any additional implements is capital expenditure and cannot be allowed as a deduction in the Tax Computation. For this reason, when a claim is made for the cost of replacing Implements during the year, the ZRA may find it necessary to verify that extra implements have not been included in the so called Replacements.
 Implements, machinery or plant acquired under a Hire purchase agreement are regarded as the Property of the purchaser for the purposes of Wear and Tear allowance- Para. 10(2).
 The Wear and Tear Allowance for any Implement, Machinery, or Plant exclusively used in Farming, Manufacturing or Tourism is given at the accelerated rate of 50 % Per annum– Para.10 (5).
 The Wear and Tear Allowance on the Cost of any New Plant or Machinery acquired and used by any Soft Drinks Manufacturer in a Rural area is calculated on a Straight line Basis at 20 % per annum on cost – Para.10 (6).
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6.4 – CAPITAL RECOVERIES FROM IMPLEMENTS & MACHINERY
 A recovery from Capital expenditure on Implements, Machinery or Plant is deemed to have taken place when the Implements, Machinery or Plant: Permanently cease to be used for the purposes of a business; or Cease to belong to the person carrying on a business.
 The amount of the recovery from Capital expenditure is the amount which the Implements, Machinery or Plant would have realized in the Open Market at the time the event giving rise to the Recovery occurred.
 For assets bought on hire purchase, capital allowances are claimed on the cash price, while the interest or finance charges are an allowable expense against trading profits.
 A Worked Example: - Capital allowances on Assets bought on hire purchase:
 Zyembe Zoobs Limited
 Zyembe Zoobs Ltd, a Company Incorporated in the Republic bought a Machine for K5, 500,000 from Che Muntemba Ltd on Hire Purchase. The terms and conditions of the Hire Purchase included the following:
 Zyembe Zoobs Ltd was to make a deposit of K1, 500,000 and 4 Annual Instalment Payments of K1, 000,000 on 30 June each year.
 The rate of interest chargeable is 10 % p.a.
 Required:Compute Allowances to be claimed by Zyembe Zoobs Ltd.
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Answer:Zyembe Zoobs Limited:
 Zyembe Zoobs Limited has acquired a Machine. This falls within the applied definition of Implements, Machinery or Plant for the purposes of computing Wear and Tear allowance.
 The Capital Cost of the Machine on which the Wear and Tear Allowance can be given is the Cash Price of K5.5 million. The Hire element, frequently described wrongly as Interest is not available for Wear and Tear Allowance but falls to be allowed as a Revenue Charge in the Profit and Loss Account. Therefore:
 KCost Price (Cash Price) 5,500,000W & T 25% on Cost (Yr.1) (1,375,000)
 -------------Written Down Value 4,125,000W & T 25 % on cost (Yr.2) (1,375,000)
 ---------------WDV 2,750,000
 =========
 TUTORIAL NOTE:
 The Interest Chargeable at the Rate of 10 % Per Annum is allowed as a Deduction for Tax Purposes and does not come in the Wear and Tear Allowance computation.
 6.5 - COMMERCIAL VEHICLES
 Para.13 (3) defines a Commercial Vehicle as Meaning:----------------------------------------------------------------------------------------------------------- A road Vehicle of a type not commonly used as a private vehicle and unsuitable to be used as such but includes all types of road vehicles used solely for Hire or Carriage of the public for reward.------------------------------------------------------------------------------------------------------------
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All other vehicles should be regarded as non-commercial. This in particular includes: private cars, station wagons, mini-buses, motor caravans etc but excludes Vans, Pick-up Trucks, Lorries, Buses and other Vehicles of similar type.
 The Wear and Tear Allowance for Commercial Vehicles is given at the rate of 25 % Per Annum, while Non-Commercial Vehicles receive a 20 % p.a Wear and Tear Allowance.
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Example:Mr. Mudenda Lloyd
 Mr. Mudenda Lloyd Started in business on 1 April 2004 and prepares Accounts to 31 March each year. He acquired the following items of Plant for business use.
 K1.04.04 Spinning Machine 6,050,0001.05.04 Lathing Machine 4,000,0001.12.04 Private Car 5,750,000
 Required:Show the Capital Allowances Computation for the Charge years affected.
 Answer:Computation of Capital allowances:
 Spinning Lathing Private TotalMachine (25%) Machine (25%) Car (20%)
 K K K KCost 6,050,000 4,000,000 5,750,000 -W & T 25% (1,512,000) (1,000,000) - 512,000
 -- ----------- ------------- -------------31.03.96 4,538,000 3,000,000 -
 ======== ======== ------------- 5,750,000
 W & T - - (1,150,000) 1,150,000 -------------- --------------
 31.03.96 4,600,000 662,000========= ========
 * Private Car is a non-commercial vehicle written down at the rate of 20% p.a on Cost as per Part V of the 5th Schedule to the Income Tax Act.
 Note:Mr. Mudenda will use the K3, 662,000 to reduce his Taxable trading Profits for the Charge year 2004 / 05 to arrive at his Adjusted Profit.
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6.6 - VALUATION IN EXCEPTIONAL CIRCUMSTANCES
 Para.13 provides that in the calculation of any allowance, the Original Cost of any Implement, Machinery or Plant that has been: Used outside the Republic by a person, and brought by him to the Republic
 for the purposes of his Business; Used by him for a purpose other than the purpose of his business, and is
 then used for the purposes of his business; or Acquired by him for no valuable consideration
 Is according to the Commissioner –General’s determination.
 The Notional write off is made of the Wear & Tear allowances which would have been due had it been used in a business. In Practice this will be done in the year of first business use and the net cost after Notional Wear & Tear will rank for Wear & Tear Allowances on Straight Line Basis.
 Example:
 Tresphord ChamaTresphord Chama bought a Shafting Machine locally for K781, 550,000 on 20 May 1994. Mugabe Constructions in Zimbabwe hired this Machine until 31.03.97, when it was brought back to Zambia. Mr.Chama immediately conceived the idea of setting up a construction business and his dream finally took off on 1.05.97, and he started using the Shafting Machine from that date.
 Required:Compute the Capital Allowances.
 Answer:Mr. Tresphord Chama:
 Mr. Chama bought the Machine in 1994 but only engaged it in business in 1997. In General ZRA’s approach would be to value the Machine at 1.05.97, the time of first business use. But this is not what is usually done in Practice.
 In Practice the Shafting Machine would be written down notionally by 25 % p.a for the years it was not in use, i.e., for the years 94/95, 95/96, and 96/97. During these years the Machine was being used in Zimbabwe.
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Notional Wear & Tear Allowance:
 Notional write off is made of the Wear & Tear allowances which would have been due had the Machine been used in business, but are not deductible when computing taxable profits and any resulting balancing charge is restricted to the actual allowances given. Therefore:
 K’000Cost 781,550W & T (Notional) 25% (195,388)
 -----------WDV 31.03.95 586,162W & T (Notional) 25% (195,388)
 -----------WDV 31.03.96 390,774W & T (Notional) 25% (195,388)
 ------------WDV 31.03.97 195,386*
 =======
 * Does not add up to K195, 388,000 due to rounding off. The Notional written down value as at 31.03.97 will be the net cost (K195, 388,000) for Capital allowances purposes.
 6.7 – DIVIDED USE
 Para.12 of Part II of the Fifth Schedule to the Income Tax Act provides for the Proportionate reduction of wear and tear allowance on Implements, Machinery or Plant, for non –business use. The type of Asset, which is most often used privately, is the Motor Car.
 Example:Misheck ChalweMisheck Chalwe bought a Motor Car for K25 million on 1.04.98 and used it for both business and private purposes. He later sold the car on 01.03.01 for only K16 million. The proportion for private use is estimated at 30%. Compute the Capital Allowances.
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Answer:Misheck Chalwe:
 Mr. Chalwe will claim Capital allowances for the Charge years beginning 31.03.99, 31.03.00 and 31.03.01 as follows:
 Cost Private Use NetAdjustment- 30% Allowed.
 K K K25,000,000 - -
 W & T 20% (5,000,000) 1,500,000 3,500,000------------- ------------ ------------
 31.03.99 20,000,000 - -W & T 20% (5,000,000) 1,500,000 3,500,000
 -------------- ------------- ------------31.03.00 15,000,000 - -Sale Proceeds 16,000,000 - -
 -------------Balancing Charge (1,000,000) 300,000 700,000*
 ======== ======= ======
 The balancing charge arises when the Disposal Proceeds exceeds the WDV of the Asset at the time of Disposal. Where the Disposal Proceeds are less than the WDV, then a balancing allowance arises. In this case, the balancing charge of K700, 000 should be included in the Tax Computation. The rationale behind this is that an Asset has been sold at a profit and that profit is a taxable Income. This is provided for in Para.5 (1)(b) of the First Schedule, which stipulates that:
 QUOTE:“Income of a person Includes any amount paid by which recoveries from capital expenditure exceed – in the case of Implements, Machinery or Plant, such residue of the expenditure ranking for Capital allowances incurred in respect of the Implement, Machinery or Plant as remains after deduction of any wear and tear or other Capital allowances or similar deduction whether allowed under the Income Tax Act or under any Provisions of the Previous Law for any Charge year”
 Where the sales proceeds exceed the original cost, the proceeds are restricted to the original cost for the purpose of calculating the balancing charge.
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6.8 - FIFTH SCHEDULE – PART III – PREMIUM ALLOWANCE.
 Para.14 provides that a Deduction called “Premium Allowance” is allowed in arriving at the profits of a business. This allowance is equal to the amount of any premium or like consideration paid for the right to use the Machinery or Plant.
 The amount of Deduction should not exceed the amount of the premium divided by the number of years for which the right of use is granted.
 Where a person acquires Interest in the ownership of Property for payment of a premium for the right of use of which he has already been allowed a deduction, he ceases to be allowed that Deduction as from the date of such acquisition of interest.
 Example:Carmol Muchenya Limited
 Carmol Muchenya Limited has been trading for many years. Its expanding business has led to the adoption and implementation of new Asset acquisition strategies, aimed at relaxing and maintaining a buoyant cash flow position.
 As an alternative to Outright Cash purchases of equipment, the Company acquired a Machine by Subscribing K13 million for the right to use Machinery. The right to use this Machinery was to last 20 years. The agreement was signed and entered into on 1.06.96. On 1.06.98, the Company paid additional funds amounting to K15 million for the complete ownership of the Machinery.
 Required:Compute the Premium Allowance.
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Answer:
 Where a premium has been paid for the use of Machinery, Plant, a Patent, etc. a premium allowance is allowed in arriving at the profits of the Business. This allowance is computed as follows:
 KCost of Premium 13,000,000Allowance – 96/97 1/20th (650,000)
 --------------- 12,350,000
 Allowance – 97/98 1/20th (650,000) --------------- 11,700,000
 Allowance – 98/99 1/20th (650,000) ---------------- 11,050,000 ========
 Note: No apportionment of the allowance is made on time basis.
 There will be no allowance after 98/99 because the Machinery was bought. The Company, as from 1.06.98 has acquired an interest in the ownership of the Machinery in respect of which the premium was earlier paid for the right of use.
 6.9 – TAX TREATMENT OF SUBSIDIES
 Capital allowances are given only for Capital expenditure incurred or actually suffered by the taxpayer. If part of the expenditure has been covered by a government grant or subsidy, the amount of capital expenditure is reduced by the amount of subsidy. This, therefore, means that capital allowances will be calculated on the net amount.
 Example:Chileshe TembweChileshe has been trading as a Brewer for 8 years now. Her business has suffered a slump in recent years following technological advancement in the industry, which she cannot afford.
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She has, in the charge year 2004/05 received a grant of K15 million from the Ministry of Commerce for the acquisition of additional and more advanced Machinery Costing K50 million.Required:What Capital Allowances might he claim?
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Answer:
 Chileshe has in her possession an Asset, which is partly financed by Public funds, i.e., a government Grant. Her claim of Capital allowances will, therefore, be restricted to the expenditure she has actually suffered.
 KTotal Expenditure 50,000,000Less: Grant (15,000,000)
 --------------- 35,000,000
 W & T 25% (8,750,000) ---------------
 WDV 31.03.01 26,250,000 ========
 6.10 – TAX TREATMENT OF CONTROLLED SALES
 Where Assets are sold for a sum, which the Commissioner General determines, is not at “Arms Length Price” then Capital allowances are calculated as if the assets had been sold for either: The Open market Price; or The WDV, if the parties to the sale apply in writing for this basis. This method
 is applied only where the buyer has control of the seller or the seller has control of the buyer or some third party has control of the both. This type of situation arises where sole trader turns his business into a private Company or where sale of assets are made between private Companies, which are controlled by the same group of individuals.
 Mr. Nafitali Tembo
 Mr. Tembo sold his transport Contractor’s business to a Limited Company on 1.04.96. He owned nearly all the shares in the Company and thus controlled it. The WDV of his vehicles at 31.03.96 was K4 million. The Original cost of these vehicles had been K6 million and W & T allowance of K2 million had been allowed before 1.04.96. On 1.10.97, the Company ceased trading and the vehicles were sold for K5, 200,000. The trader
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(Mr.Tembo) and the Company made an election in writing under Para.17 (3) of the Income Tax Act.
 Required: Show the calculation of W & T Allowance and Recoupment for the Company.
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Answer:
 The calculation of W & T allowances and Recoupment for the Company will be as follows:
 K1996 / 97Cost of Motor Vehicles to the Company 4,000,000W & T 25% (1,000,000)
 --------------WDV 31.03.97 3,000,000Sales Proceeds 5,200,000
 --------------Company to be taxed on Capital Recovery 2,200,000
 ========
 6.11 - CAPITAL ALLOWANCES ON INDUSTRIAL BUILDINGS AND OTHER ASSETS
 BUILDINGS
 An Industrial Building means a building or Structure in use for the purposes of any electricity, gas, water, inland navigation, transport, hydraulic power, bridge or tunnel undertaking, or any like undertaking of public utility, or is in use for the purposes of any trade which:
 Is carried on in a Mill, factory etc. Consists of the Manufacturing of Goods Consists of the Storage of goods to be used in Manufacturing Consists of the Storage of goods on Imports or for Export Consists in the working of a mine or well for the extraction of natural deposits.
 The statutory definition of “Industrial building or structure” concentrates on the business Activity rather than the premises as such. In general of course the type of activity required is that of manufacturer, i.e., subjection of goods and materials to any process: coupled with some wholesale rather than retail selling: (Kilmarnock Equitable Coop Vs CIR – 42 TC.675), made it clear that some Retail activity does not debar a claim where there is also selling wholesale.
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K ILMARNOCK EQUITABLE CO-OPERATIVE SOCIETY LTD VS CIR
 The Society erected a building to park Coal into 28lb paper bags, which it sold to retail shops. The Coal was passed by conveyor belt from wagons in the yard into a hopper near the roof, fed down a chute through a vibrator screen where dross was removed, passed by conveyor belt to the weighing points, packed into the bags and deposited at floor level to await disposal.
 Held:
 That the Society was entitled to industrial building allowance.
 Case Analysis:The success of the appellant’s contention depends on whether their building is in use for the purpose of a trade, which consists in the subjection of goods or materials to any process.
 The material consideration is the purpose of the use of the premises, not the use to which the product is put. The Courts have amplified the definitions set out in the Statute and the following illustrate the views of the Court in setting limits to them.
 Where claims are made for a building on the Grounds that it is used to subject goods to a process the nature of the “goods” is Important.
 The Screening and packing of Coal into paper bags as we saw in the Kilmarnock case is subjecting goods to a process.
 On the other hand a building used for the Cremation of human bodies does not qualify – Human Bodies are not Goods! Neither does a building used for packing wages into Envelopes – because notes and Coins are not goods.
 A building for maintaining and repairing hired out Plant did not qualify because the Plant was not being subjected to a process.
 Buildings used for Storage of Manufactured goods before delivery to a customer. Where a retailer or wholesaler stores goods the building does not qualify as storer is the customer to whom the manufacturer has delivered the goods.
 Excluded Buildings.Para.1 (2) of the 5th Schedule has specifically excluded certain buildings from being classified as industrial buildings. These are: Dwelling Houses Retail Shops Show Rooms Hotels or offices.
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6.12 – QUALIFYING HOTELS – Para.1 (3)
 Any building, which on first construction is an Hotel, or which is an extension made to a building first constructed as an Hotel and is certified by a relevant Government Ministry as conforming to the Standards of the Hotel Industry, qualifies as an industrial building for the purposes of the Income Tax Act.
 “First Construction” means the building must have been planned and erected as a Hotel. Conversions of buildings, which were originally erected with some other purposes in, mind, e.g. A private House, will not qualify because they are not Hotels on first construction.
 All Hotels in existence at 31.03.66 and beyond are excluded from the definition of Industrial buildings. Extension to any Hotel, old or new, on or after 1.04.66 qualifies to be classified as an industrial building unless the old Hotel was made out of a Converted building.
 6.13 – QUALIFYING HOUSING UNITS – Para.1 (4)
 Any building constructed or acquired by a person to provide housing for Employees qualifies for Industrial building allowance, as long as it is a low cost housing unit. The cost for each housing unit should not exceed K2 million. The cost of a housing unit, which exceeds K2 million, will not qualify for Industrial building allowance.
 Any housing unit acquired or constructed on or after 1.04.97 will qualify for IBA provided the cost does not exceed K2 million.
 A housing unit may be a separate building complete in itself or a part of a larger building, e.g. a flat or dormitory accommodation. However, housing for domestic employees would not qualify because such employees are not usually employed for the purposes of the Employer’s Business.
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6.14 - DRAWING OFFICE
 If the drawing office is an integral part of the industrial premises and is devoted to the industrial operations carried on, it ceases to be classified as an office. For instance, a drawing office owned by a structural steel engineering company may not be excluded from the definition of an industrial building – CIR Vs Lambhill Ironworks Ltd – 31 TC.393.
 6.15 – BUILDING USED FOR EMPLOYEE WELFARE
 Any building in use for the welfare of employees engaged in the undertakings and trades mentioned in sub-paragraph (1) of the 5th Schedule, qualifies for industrial buildings allowance.
 Sub-paragraph (4) – which deals with qualifying Housing units for employees, does not specify that the employees shall be employed in any particular type of business for their Houses to qualify, but sub-paragraph (5) states that for a building used for the welfare of the employees to qualify as an industrial building, the employees must be engaged in the trades mentioned in sub-paragraph (1) which includes: Works Canteens, Works sports pavilions and mine hospitals.
 EXAM ALERT
 Only buildings will qualify. No allowance is given on structures like Swimming Pools; Staff Tennis courts etc. because these structures are not Buildings!
 6.16 - WHERE PART OF A BUILDING IS AN INDUSTRIAL BUILDING AND THE OTHER PART IS NOT.
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Sub-paragraph (7) states that where part of a building is an industrial building and a part is not, then the whole building shall be classified as an industrial building where the non-industrial part of the building does not exceed 10 % of the total cost. Thus if an office or showroom is housed in a factory building and costs 10 % of the entire cost of the building, then the whole building would qualify as an industrial building. If the office or showroom is housed in a separate building sub-paragraph (7) cannot apply.
 If the non-industrial part of the building exceeds 10 % of the whole, then only the Industrial part must be treated as an industrial building.
 6.17 – COMMERCIAL BUILDINGS
 A commercial building means a building or structure which is not an industrial building; and is not a farm improvement or farm works; and is in use for business purposes; and was completed for first use on or after 1.04.69. Examples include retail shops, banks, office buildings, garages, showrooms or houses, which are used for business.
 The definition also includes Structures and parts of a building. It is obvious therefore that a housing unit for employees which does not qualify as an industrial building only because it costs more than K2 million, will, provided it was constructed for first use on or after 1.04.69, qualify as a commercial building.
 COST OF LAND
 An industrial building or commercial building is a separate entity from the Land on which it stands, for the purposes of Capital Allowances.
 Capital Allowances are to be restricted to the cost of the building or structure; they are not to be given on the cost of the land on which the building is erected.
 Example:
 Milimo Mutale
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Milimo, a long time serving Director at National Milling decided to resign and set up her own Company in 1995 at which time she was only 45 years old. She proceeded to acquire barren Land in the Woodlands area at a cost of K17 million, and proceeded with the Construction of an ultra modern milling facility complex. The Complex was finally completed and brought into use on 1.10.95 at a cost of K100 million. Included in the K100 million were Architects fees of K4 million, K2 million was paid in connection with the Land Purchase. Show how the qualifying cost for industrial building allowance will be arrived at.
 Answer:
 Expenditure must be incurred in construction, thus the cost of the Land and the incidental costs associated with its acquisition do not rank for industrial buildings allowances. However, costs of work on the Land that is preliminary to construction do qualify. Such costs include: The preparation of the site in order to lay foundations, and cutting, tunneling and leveling the Land in connection with the construction.
 Professional fees – Architects Fees, incurred as part of a construction project do qualify for industrial building allowances.
 The Qualifying cost for industrial building allowances will therefore be computed as follows:
 KTotal Cost 117,000,000Less: Non – Qualifying Expenditure: Cost of Land 17,000,000 Incidental Land acquisition costs 2,000,000
 -------------- (19,000,000)
 ---------------- 98,000,000 =========
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INITIAL ALLOWANCE FOR INDUSTRIAL BUILDINGS
 An initial allowance of 10 % on an Industrial building is available.
 This allowance is only available on brand new buildings. No initial allowance is given on an Industrial building which has been in existence for sometime and which the taxpayer has subsequently bought.
 Initial allowance is granted on a new addition to an existing Industrial building. The allowance is granted in the year in which the building, addition or alteration is brought into use. This need not necessarily be for the same year as the year in which the building is completed.
 There is no initial allowance for commercial buildings.
 WEAR AND TEAR ALLOWANCE
 In ascertaining the business profits of any person who in any charge year has the use of an Industrial or Commercial Building which he acquired, constructed, added to or altered, a deduction known as a Wear and Tear allowance is granted.
 Rates of Wear and Tear allowance:Rate
 Low cost Housing Units 10 %Industrial Buildings (Others) 5 %Commercial Buildings 2 %Implements, Machinery and Plant 25 %Non –Commercial Vehicles 20 %Commercial Vehicles 25 %
 The Wear and Tear allowance is calculated each year on the Original Cost of the Building, i.e., on a Straight-line basis or Equal Instalment basis.
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Example:
 A factory building was constructed and completed on 30.10.94 at a cost of K200 million and was brought into first use on 1.01.95. Show how the allowances will be granted.
 Answer:
 K’000Cost 200,00094 /95 – Initial Allowance @ 10 % 20,000
 Wear and Tear allowance @ 5 % 10,000 ---------
 (30,000)-------------
 31.03.95 WDV 170,00095 /96W & T @ 5 % (10,000)
 -------------31.03.96 WDV 160,000
 96 /97W & T @ 5 % (10,000)-------------
 ITWDV 31.03.97 150,000 =======
 Note:A factory qualifies as an Industrial building (Others) upon which relief of 5 % p.a on cost is given.
 Example - Commercial buildings.A block of offices was completed on 31.08.94 and was brought into first use on 1.12.94. It cost K1.2 billion.
 Allowances will be given as follows for the first three years of its use: K’000
 Cost 1,200,00094/95 W & T @ 2 % (24,000)
 --------------WDV 31.03.95 1,176,00095/96W & T @ 2 % (24,000)
 --------------WDV 31.03.96 1,152,00096/97W & T @ 2 % (24,000)
 --------------ITWDV 31.03.97 1,128,000
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 Note:The initial allowance is not available on Commercial buildings. It is only given on Industrial Buildings.
 6.18 – BALANCING ALLOWANCE FOR BUILDINGS
 Where a building, which has been used for business purposes, is sold, then a balancing allowance is given, calculated on the difference between the last WDV and the amount obtained on the sale of the building.
 A balancing allowance is also given where a building is not sold but permanently ceases to be used for business purposes. The Commissioner General, under Par.5 (3) has the power to determine the market value of a building if no sale has taken place or if he is not satisfied that the sale has taken place in the open market.
 The balancing allowance is given in the year in which the building ceases to belong to the taxpayer or in which he permanently ceases to use the building for business purposes.
 Example:
 Benard Pepala
 Benard erected a factory block for use in his manufacturing business. The total price of K370 million was apportioned as follows:
 K’000Freehold Land (Including Cost of Conveyancing) 60,000Cutting and tunneling of site 2,000Construction of Building Comprising:Factory 267,000Employee’s Canteen 12,000General Offices 29,000
 ----------- 370,000 ======
 The factory block was completed and paid for on 1.06.95 and taken into first use on 1.08.95. On 1.08.98 the factory was sold for K300 million (Including K100 million for the Land to Mapalo Pepala.
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Benard has always prepared his accounts to 31 March.
 Required:Compute the IBA available to Benard for each of the years concerned.
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Answer:
 Qualifying Expenditure: K’000
 Total Cost 370,000Less: Land & associated costs (60,000)
 -----------Cost of Construction 310,000
 =======
 Sub-Para.(7) of the Fifth Schedule provides that where part of a building is an Industrial building and a part is not, then the whole building shall be classified as an Industrial building where the Non-Industrial part of the building does not Exceed 10 % of the Total Cost. In this Case, General offices costing K29 million needs further investigation as follows:
 29 million X 100 %------------------------- = 7.8 (Say 8%). 370 million
 The Non – Industrial part does not exceed 10 % of the total cost, so the Industrial building allowance is available on the Cost of the Whole structure, i.e., K310 million.
 K’00031.03.96Cost 310,000Initial allowance @ 10 % 31,000W & T @ 5 % 15,500
 ---------(46,500)-----------263,500
 Years ended 31.03.97 & 31.03.97W & T @ 5 % for 2 yrs (31,000)
 -----------WDV Before Sale 232,500Qualifying Sale Proceeds (K300 – K100) (200,000)
 ------------ 32,500======
 Total period of ownership from 95/96 to 98/99 = 4 yrs.W & T allowance given for 3 yrs.
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Therefore:Balancing Allowance for 98/99 = 3/4 X K 32,500,000 = K24, 375,000.
 WHO OWNS THE ASSET?
 As a general rule, ownership, expenditure and claims for Capital allowances must reside in the same person or corporate body. There are however numerous exceptions to this. For Instance, we have seen that subsidies from Public sources normally reduce the amount on which Capital allowances can be claimed.
 Subsidies from private sources will also reduce the amount on which allowances are due, where the provider of the subsidy can themselves obtain tax relief either as a business deduction or by way of capital allowances.
 A trading tenant (possibly holding only a licence to occupy the premises, rather than a more formal tenancy) incurring expenditure on items, which become Land Lord’s fixtures once installed on the premises. In such circumstances the tenant may be permitted to claim the appropriate Capital allowances.
 Land and Buildings cause Particular problems because of the Legal possibility of a multiplicity of subordinate interests in the property. The legislation solves this problem by tying the right to allowances to ownership of the relevant interest; meaning the Interest (Freehold or Leasehold) owned by the person incurring the expenditure at the time when the expenditure was incurred.
 6.19 - DEDUCTION OF TRADING LOSSES
 It is not always the case that a business will make trading profits. Some times a business will incur a trading loss. In such circumstances it is only reasonable that some form of relief should be available to such a loss making business.
 For a continuing business, there are basically two ways to obtain loss relief – to carry the loss forward and offset it against future profits of the same trade or to transfer the loss to another Zambian company upon meeting certain requirements.
 If the loss arises prior to insolvency, bankruptcy or liquidation, some relief is also available.
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A basic point about loss relief is that the assessment for the charge year in which a loss has arisen is nil. You always have to try to get relief for loss by making the most beneficial claim or if possible, a combination of claims under the appropriate sections of the Income Tax Act.
 How are trading losses computed?
 Losses are computed in exactly the same manner as trading profits. They are some form of negative profits. All the rules of Deductions apply when computing trading losses for tax purposes. The authority for this view is section 2 of the Income Tax Act.
 LOSS COMPUTATION MODEL
 NGOSA CHIRWA BWALYA
 COMPUTATION OF TRADING LOSS
 K’000
 Net Profit/ loss XXXX
 Add: Disallowed Expenditure
 Provision for bad debts XXX
 Depreciation XXX
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Private Salaries XXX
 Drawings (See Note) XXX
 Private Telephone & Electricity XXX
 Capital Element of a Finance Lease XXX
 Un realized Exchange Losses XXX
 -----
 XXXXX
 Less: Allowable Expenditure
 Capital Allowances (XXX)
 --------
 Adjusted Loss XXXXX
 Less: Amounts Taxed under separate taxation rules
 Rental Income XXX
 Farming Income XXX
 Income from Interests XXX
 Dividends Received XXX
 ------
 (XXX)
 -----------
 Loss Available for Relief (XXXX)
 ======
 Note:
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Drawings are only brought into the tax computation if they were originally included in arriving at net profit or loss.
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DEFINITION OF LOSS
 The word Loss has been defined in Section 2 of the Income Tax Act as follows: “Loss” in relation to gains or profits means the Loss computed in like manner as gains or profits.
 PROVISIONS OF SECTION 30 ITA
 S.30 (1) ITA
 Any loss incurred in a charge year on a source by a person, shall be deducted only from the Income of the person from the same source as that in which the Loss was incurred.
 DEFINITION OF LOSS SOURCE
 As per Section 30(1) it is necessary to identify the Loss Source as we saw in an earlier Chapter, there is no definition of Source, in the same way as there is no definition of Income in the Act. A Source therefore is to be interpreted by reference to its dictionary meaning, i.e., that from which anything arises or originates. The Source of a loss therefore is the activity of investment, which if the incomings had exceeded the outgoings would have produced income liable to Tax in Zambia. Thus the Source of a loss will be in Zambia if the originating cause of the activity giving rise to that loss is in Zambia.
 S.30 (2) ITA
 Where a loss exceeds the Income of a person for the Charge year in which the loss was incurred, the excess shall, as far as possible, be deducted from the Income of the person from the same source as that in which the loss was incurred for the following (next) charge year and so on from year to year until the loss is extinguished.
 S.30 (3) ITA
 A loss may be carried forward after the death of an individual where upon his death interest in the business passes to his spouse. This can only be put into effect if the spouse is assessed on the Income of the Deceased’s Estate or at least, that part of the Income of the Estate, which relates to the business during the period, which immediately follows the date of death.
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THE CARRY FORWARD PERIOD
 The period for carry forward of losses is limited as follows: In the case of losses incurred by Mining Divisions of the former ZCCM
 Company, Trading Losses cannot be carried forward beyond 10 years in most cases, and 20 years in some few cases.
 In any other case, Losses cannot be carried forward beyond 5 years.
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Example:Moses Gondwe
 Moses Gondwe has had the following recent Tax adjusted trading results:K’000
 Year to 31 Dec 1999 loss (5,000)Year to 31 Dec 2000 Profit 3,000Year to 31 Dec 2001 Profit 10,000
 Assuming that Moses wishes to claim loss relief under Section 30(1) ITA, calculate his Taxable Incomes for 99/00 to 2001/02 Inclusive.
 Answer:
 Principles of the relief
 Under Section 30 (1) ITA a trading loss may be carried forward and set against the first Taxable profits arising in the same trade. If the subsequent profits are not high enough to use all the loss then so much of the loss is used so as to reduce the profits to Nil, with the remainder being carried forward again until further profits arise, and so on.
 When dealing with set off of losses it is useful to adopt a columnar layout, presenting each year in a separate column. Keep a separate working (Loss Memorandum) to show when, and how much, of the loss has been used up in prior years.
 MOSES GONDWE
 Computation of Loss Relief under S.30 (1)1999/00 2000/01 2001/02 K’000 K’000 K’000
 Adjusted Profits - 3,000 10,000Less: Loss Relief – S.30 (1) - (3,000) (2,000)
 ---------- ----------- ----------- - - 8,000====== ====== ======
 Note:The Loss is set off against the first available profits to arise, to the maximum extent possible. Thus the K3 million of the loss is set off in 2000/01 and the remainder is carried forward to 2001/02, where it is set off against more substantial profits.
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Working – Loss Memorandum:
 K’000
 Trading Loss 5,000Less: S.30 (1) relief in 2000/01 (3,000)
 --------- 2,000
 Less: S.30 (1) relief in 2001/02 (2,000)
 ----------Loss carried forward to 2002/03 -
 ======
 PROVISIONS OF SECTION 31 ITA – TRANSFER OF LOSSES
 Section 31 ITA permits a loss sustained in Zambia by a foreign Company to be transferred in certain circumstances to a Zambian Company. However, for this to be possible, the foreign Company must satisfy certain conditions set out below:
 It must have carried on its principal business within Zambia; and About to be wound up voluntarily in its Country of Incorporation for the Purposes of transferring the whole of its business and property wherever situate, to a Company which has been or will be Incorporated in Zambia (Known as the New Company) for the purposes of acquiring that trade and property and the only consideration for the transfer will be the issue of shares in the New Company in proportion to their shareholdings in the Old Company.
 The New Company after the transfer shall be allowed the Old company’s Loss as deduction from Income from the same source as that in which the Old Company’s Loss was Incurred to the Extent that the Loss has not been allowed as a deduction for any charge year and such loss shall be allowed in accordance with the provisions of section 30, i.e., it will be available for carry forward, in much the same way as any other Loss.
 PROVISIONS OF SECTION 32 – LOSSES PRIOR TO BANKRUPTCY, ETC.
 Under Section 32 no Person may carry forward a loss after the date of becoming Bankrupt.
 However, where instead of going Bankrupt, a person is released wholly or in part from his debts by making a transference or handing over of his property for the benefit of Creditors, or by entering into composition with them which has been approved by the High Court under the Zambian Bankruptcy Act, then the loss which has been made prior to such arrangements may be
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carried forward but reduced to the extent that such debts have been released.
 LOSS RELIEF – TAX PLANNING POINTS
 In deciding the most beneficial way to claim loss relief:
 Make every attempt to preserve some income in every year to avoid wasting the available loss relief. Note that this cannot be done by making a partial claim – every income tax loss claim for a particular year must be made to the full extent of the loss available or the profits available to offset it.
 Attempt equalizing the income between charge years. This means claiming relief in the charge year in which the income is highest, thus minimizing Tax liability.
 It might be beneficial to claim loss relief in charge years when the tax rates are highest.
 Claim loss relief in such a way as to get the benefit as early as possible. If there are losses for several years, relief for earlier years is given priority to
 losses of later years by the Zambia Revenue Authority.
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EXAMINATION TYPE QUESTIONS WITH ANSWERS
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QUESTION I
 MWENI SELINA
 Mweni has been trading for several years now. Her recent trading results are as follows:
 YEAR ENDED ADJUSTED PROFIT / LOSS CAPITAL ALLOWANCES
 K’000 K’00031 Dec 2002 25,000 5,00031 Dec 2003 (11,000) 4,50031 Dec 2004 10,000 2,00031 Dec 2005 15,000 3,500
 Required:Show the Net Assessments based on these results, including the effect of a relief claim under Section 30 (1) – Carry forward of trading losses.
 ANSWER
 K’ 000 K’ 0002002/03 25,000Less: Capital allowances (5,000) 20,000
 ---------2003/04 Nil Nil2004/05 10,000Less: Capital allowances (2,000)
 ----------8,000
 Loss relief under S.30 (1) (8,000)----------Nil Nil
 2005 /06 15,000Less: Capital allowances (3,500)
 -----------11,500
 Loss relief – S. 30 (1) – balance (7,500) 4,000---------
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The claim has to be made against the first available profits and to the full extent of those profits. Mweni has a maximum period of 5 years beyond which she cannot be allowed to carry forward her trading losses.
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QUESTION II
 JOHN MWILA LIMITED
 During the tax year 2005/06, John Mwila limited incurred the following capital expenditure:
 (i) Purchase of Bakery Oven:
 The company bought a bakery oven on hire purchase on 1 November 2005. The cost of the oven was K45, 000,000. Under the hire purchase agreement, John Mwila limited paid an initial deposit of K10, 000,000 and the balance was payable in twelve monthly instalments of K5, 000,000 each.
 The bakery oven is for use at one of the company’s bakeries.
 (ii) Right for use of Trade Mark
 On 1 April 2005, John Mwila Limited acquired a 40 year right for the use of a baker’s trade mark. The Company paid a premiuim of K25, 000,000 on 1 April 2005, the date of acquisition of the right.
 Annual royalties of K500, 000 were payable by the Company for the use of the trade mark.
 (iii) Construction of Factory
 John Mwila limited has also engaged in manufacturing during the tax year 2005/06. The company constructed a building which was brought into business use on 1 January 2006. The cost of the building was as follows:
 K’000Land 37,500Factory 195,550Administrative offices 48,480Show room 50,250
 -----------Total Cost 331,780
 ======
 Required:
 Calculate the capital allowances and any other tax relief for John Mwila limited in respect of the expenditure incurred in the tax year 2005/06.
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ANSWERJOHN MWILA LIMITED
 Capital Allowances and other tax reliefs for 2005/06.
 (i) Bakery OvenThis qualifies as plant for capital allowances purposes.Wear and Tear Allowance:25% x K45, 000,000 = K11, 250,000
 (ii) Acquisition of RightsThis qualifies for premium allowances as follows: 1/40 x K25, 000,000 = K625, 000
 Royalties payable of K500, 000 are deductible in the year when they are paid.
 (iii) Buildings:The total construction cost of the building is as follows:
 KFactory 195,550,000Administrative offices 48,480,000Show room 50,250,000
 -----------------Total Construction Cost 294,280,000
 -----------------
 10% of the total construction cost is computed as K29, 428,000
 The total cost of non-qualifying buildings (cost of administrative offices and show room) exceeds this amount and therefore, the two buildings do not qualify as part of the industrial building for capital allowances purposes.
 Industrial BuildingFactory
 KInitial Allowance10% x K195, 550,000 19,555,000Investment Allowance10% x K195, 550,000 19,555,000Wear and Tear5% x K195, 550,000 9,777,500
 ----------------48,887,500----------------
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Commercial Buildings:K
 Administrative Office:Wear and Tear2% x K48, 480,000 969,600
 ---------------
 Showroom:Wear and Tear Allowance2% x K50, 250,000 1,005,000
 ---------------
 *************************************************************************** *****************
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UNIT 4
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TAXATION OF INDIVIDUALS IN EMPLOYMENT
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CHAPTER 7
 TAXATION OF INDIVIDUALS IN EMPLOYMENT
 After studying this Unit, you are expected to be conversant with the following:
 Definition of Employment Definition of Office Unique features of taxation of Income from employment Domicile, Residency and Ordinary Residence Source of Income Long service awards Tips from customers Meritorious performance Congratulatory awards Compensation Deductions from employment Income
 7.1 - Introduction
 The income tax system draws a sharp distinction between the employed and self-employed. Individuals who are in formal employment are taxed differently from those that are either unemployed or in self employment. In this chapter we will undertake to look at the scope of Income that is subject to Income Tax. The best way to get started is perhaps to define the term employment and then logically follow on from that point.
 7.2 - EMPLOYMENT
 An employment is regarded as existing where there is a legal relationship of Master and Servant. An employee will be under a contract of service, whether written, verbal or implied.
 Section 2 - ITA has defined the terms ‘Employer’ and “Employee”. An employer in relation to any Employee means any Person or any
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Partnership, which pays, gives or grants any Emoluments to the employee. And an employee in relation to any employer is defined as an individual who is paid, given or granted an emolument by that employer.
 T5 – TaxationAmendment Act 2006/07
 217

Page 189
                        

OFFICE
 The term ‘office’ may be defined as a position to which certain duties are attached, especially a place of trust, authority or service under constituted authority.
 It is a permanent substantive position, which exists independent of the person who fills it and goes on and on and is filled in succession by successive holders. For example ministers of the Government of the Republic of Zambia, the ZRA Commissioner-General, ZICA Chief Executive, etc.
 UNIQUE FEATURES OF TAXATION OF INCOME FROM EMPLOYMENT
 The Taxation of Income from Employment has a number of unique features some of which are highlighted below:
 The rates of tax are graduated – This means that individuals are not taxed at a flat rate like companies. Companies are taxed at 15% if the engagement is in farming, 35% if the engagement is manufacturing and the company is not listed on the Lusaka stock exchange. But individuals are taxed at the graduated rates of 0%. 30%, 35% and 40%. This form of taxation is intended to increase tax equity by taxing individuals according to their capacity to contribute to government treasury.
 Individuals in employment are not subject to Indirect Taxes on their employment income. For instance, Income from employment is not subject to excise duty or Value Added Tax.
 Individuals in employment are not required to prepare a Tax Return. The Taxes payable are withheld and remitted to the Zambia Revenue Authority by respective employers.
 Individuals in employment are not subject to Tax penalties. Penalties can only be suffered by employers if they fail to remit the tax collected or withheld on behalf of the Zambia Revenue Authority on the prescribed date.
 7.3 - DOMICILE, RESIDENCE AND ORDINARY RESIDENCE
 DOMICILE
 The concept of domicile is one of general law. Naturally, a person is said to be domiciled in the Country or place in which that person has what might be termed as his permanent home or abode. Following on from this thought it becomes quite apparent that it is not possible for one person to have more than one permanent
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abode at a given point in time. Therefore a person can only be domiciled in one Country at a time.
 In Zambia, the concept of domicile is not so important when it comes to the Taxation of Income from employment. Income from employment is liable to Zambian Income Tax if in the charge year the income was received for services rendered in Zambia or as a matter of fact if the originating cause for that payment is from Zambia, regardless of where a person is domiciled. A person can be domiciled in China, for instance, but be subject to Zambian Income Tax in respect of any income received for any services rendered within the Republic of Zambia.
 RESIDENCE AND ORDINARY RESIDENCE
 The Income Tax Act does not define residence or ordinary residence of an individual. What it does in section 4 (1) is to set out rules under which it will be decided that an individual is not resident in Zambia for a charge year. Section 4(1) says that an Individual, for the purposes of the Income Tax Act, is not treated as resident in the Republic where that individual is in Zambia for:
 A temporary purpose; and Not with the intention of establishing residence in Zambia; and For not more than 183 days in the charge year (excluding days of
 arrival and departure.)
 If any of the above conditions is not fulfilled, that individual will be considered to be resident in Zambia in that particular charge year.
 In practice Individuals who live in Zambia or come to Zambia with the intention of remaining for a period, which will exceed 12 months, should be regarded as resident and ordinarily resident from the date of arrival even where, due to unforeseen circumstances, they later leave Zambia before the 12 months have elapsed. So what matters is intention more than anything else. If the intention is to remain Zambia for more than 12 months then the criteria for residence will have been met and the individual concerned will be treated as such for Tax purposes – no two ways about it.
 You must by now have seen that the residence status of an individual as far as the Income Tax Act is concerned seems to be a question of fact. It hinges on physical presence in the Republic of Zambia for a period of 183 days or more, or where a person has paid frequent and substantial visits to Zambia. The ZRA regards stays of up to 3 months per year, on average for 4 consecutive years as frequent and substantial. This test is essential in order to catch individuals who deliberately visit the Republic on a regular basis over a number of years but in any charge year do not satisfy the 183 days criteria.
 The issue of ordinary residence is a question of habit and intention. Ordinary residence implies residence with some degree of continuity, ignoring temporary absences. An individual who has in the past been resident in Zambia
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may still be regarded as ordinarily resident (but not resident) for a year which he spends wholly away from the Republic of Zambia, if it the ZRA has a clear notion about that individual’s intentions to return to Zambia. Normally a person only loses his ordinary residence status if he is absent from Zambia for at least 3 years.
 Residence affects:
 The liability to Tax of remuneration for services rendered outside Zambia for the Government or a statutory Body (Section 18 (c) of the Act); and
 The liability to Tax of Income from the carriage of passengers, mail etc. embarking on loading in Zambia (section 18(g) of the Act).
 Ordinary residence affects:
 The liability to Tax of foreign sources of Dividends and Interest (section 14(1) (b) of the Act);
 The liability to tax on business or partnership profits where the business or partnership is carried on partly in and outside Zambia (section 18 (3) of the Act); and
 Liability to Tax of an Annuity received from outside Zambia (section 18(4) of the Act).
 7.4 - SOURCE OF INCOME
 Zambia operates a source based system of taxation and any person that receives income from a source within or deemed to be within Zambia will be liable to Income Tax in Zambia. The concept of residence is of secondary importance in that it only extends the tax net to cover interest and dividend Income received from a source outside the Republic of Zambia.
 The source of Income for emoluments from employment is determined by Section 18 of the Income Tax Act. In S.18 (1) (b) and (d) Income is deemed to be from a source within Zambia if that Income:
 (b) Is Remuneration from employment exercised or office held in the Republic or if it is received by virtue of any service rendered or work or labour done by a person or partnership in the carrying on in the Republic of any business, irrespective of whether payment is made outside the Republic, or by a person resident outside the Republic.
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(d) Is a pension granted by a person wherever resident, irrespective of where the funds from which it is paid are situated, or where the payment is made, except where the employment or office for which the pension is granted was wholly outside the Republic, and the emoluments were never charged to tax in the Republic.
 From the foregoing, we can establish that any individual who is in receipt of Income arising from his duties of employment which are performed in Zambia will be liable to Income Tax in Zambia. This principle was tested in the case of Barclays Bank Zambia Limited versus Zambia Revenue Authority decided in 1999.
 In this case, The Zambia Revenue authority imposed penalties and interest amounting to K416, 935,097 as late payment for P.A.Y.E on expatriate emoluments for 1997/98 and 1998/99. Barclays did not in fact dispute that the P.A.Y.E was actually paid late. According to Barclays the amount was paid late for the reason that they were not sure whether P.A.Y.E was payable or not.
 This P.A.Y.E was in respect of emoluments for expatriate employees paid off shore by the holding company. There was in fact some evidence on file that Barclays’ tax advisors had informed them that there was a possibility that P.A.Y.E was not payable. As a result of this uncertainty on their part, they sought clarification from the ZRA. The ZRA argued that in order to address the issue amicably, the Revenue Appeals Tribunal needed to ascertain whether or not P.A.Y.E was due on off shore emoluments. (Off shore emoluments are those paid from outside Zambia). And using the strength of Section 18 (1) (b) as we saw above, it was generally agreed that the provisions of this section are clear and unambiguous. The P.A.Y.E was therefore became due immediately the expatriate employees were paid off shore. There was therefore no need to seek clarification or confirmation that the same was payable, therefore the penalty was correctly imposed by the Zambia Revenue authority.
 DEFINITION OF EMOLUMENTS
 Under Section 2 - ITA the term ‘Emolument’ means:
 Quote“Any salary, wage, overtime or leave pay, commission, fee, bonus, gratuity, benefit, advantage (whether or not that advantage is capable of being turned into money or money’s worth), allowance, pension or annuity, paid, given or granted in respect of any employment or office, wherever engaged in or held.”
 As can be seen from the above definition, the term Emolument is quite loaded. The payments taxable are not merely what we might consider obvious such as salaries and wages but also includes payments made by way of bonus or appreciation for services render by an employee. The catch- word to take note of is that the payment
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made must be in respect of employment or office. This is exemplified in the dictum from the Judgment of Lord Chancellor in the case of Cooper V Blakiston, 5TC 347:
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QUOTE:“Where a sum of money is given to an incumbent substantially in respect of his services as incumbent, it accrues to him by reason of his office. Had it been a gift of an exceptional kind such as a testimonial or a contribution for a specific purpose as to provide a holiday or a subscription particularly due to the personal qualities of the particular clergyman, it might not have been a voluntary payment for services, but a mere present.”
 In the case above, the question was whether voluntary subscriptions made by a congregation to a clergyman were assessable. In this instance, the church - wardens gave the collections made on Easter Sunday to the Vicar for his personal use as a free-will offering. These offerings were held to be assessable in the hands of the Vicar.
 Reason for the Decision
 * The Vicar received the payment in respect of his services as incumbent. The Easter offerings were not granted in respect of the Vicar’s special qualities.
 TAX TREATMENT OF LONG-SERVICE AWARDS
 These are payments made to employees who have served the employer for many years. They are given as appreciation for services rendered and hence assessable in the hands of the employee. In Weston V Hearn the appellant was given E250 and E50 for long service and National Savings certificates, respectively, and the sums were held to be assessable.
 TAX TREATMENT OF TIPS
 In Calvert V Wainwright tips paid to a Taxi driver were held to have been given in the ordinary way as remuneration for services rendered and were thus assessable to tax.
 Meritorious Performance
 In Moor house V Dooland (1955) the taxpayer was a professional cricketer. Under the club rules, he was entitled to talent money and a public collection whenever he produced a particularly meritorious performance. In the 1951/ 52 season he so qualified on eleven occasions.
 It was held that the proceeds of the public collections were taxable. They were a contractual right and therefore an emolument of the employment.
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This case can be contrasted with that of another professional cricketer in Seymour V Reed (1927) in which the taxpayer was in 1920 awarded a benefit which meant he was entitled to a public collection and the proceeds of one of the home matches. Held not taxable. The awards were not contractual and were in the form of an appreciation for past services.
 In Moore V Griffith (1972), Bobby Moore received a payment from the Football Association in recognition of England’s victory in the 1966 World Cup. Held not taxable. The payment was intended to mark a great sporting achievement. It was ‘one-off’ and unlikely to be repeated.
 CONGRATULATORY AWARDS
 In Ball V Johnson the Respondent received a Cash Award for passing examinations. Held not taxable. The reason for the payments was the respondent’s personal success in passing the examinations and they were not remunerations for his services.
 TAX TREATMENT OF COMPENSATION
 Section 21(5) ITA states that where, upon the termination of the services of any individual in any Office or Employment, Income is received by such Individual by way of Compensation for loss of Office or Employment, including termination for reason of redundancy or early retirement, normal retirement or death, the first K5 million of such Income shall be exempt from Income Tax.
 In Henry V Foster, 16TC 605, a director of a Limited Company had no written contract of service; when he retired, he received compensation for loss of office. Held to be taxable.
 In Du Cross V Ryall, 19TC 444, a Company terminated an employee’s contract of service before it expired after mutual threats of claim for breach of contract, the Company agreed to pay the employee a sum by way of damages. Held not taxable. It was a sum to which the employee became entitled by reason of the disappearance of his employment.
 In CIR V Joseph Robinson – the Respondents, a firm of ship managers, were employed in that capacity by a certain steamship company, their remuneration consisting in part of a percentage of the company’s annual net profits, including interest on its investments , which were considerable.
 The Steamship Company went into voluntary liquidation and in a general meeting authorized the liquidator to distribute some GBP 800,000 worth of its investments among the shareholders, and to transfer GBP 50,000 to the Respondents as ‘compensation for loss of office. The said transfer was duly effected.
 In computing the Respondents’ liability to Income Tax, the said sum of GBP 50,000 was treated as part of the profits arising from their business as ship managers, but on appeal to the General Commissioners, they contended that the sum in question was a
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voluntary payment made to them as compensation for the loss of the profits of their employment which had terminated, and that it was not chargeable to Income Tax.
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In his judgment Rowlatt J Said:
 QUOTE:“………..if it was a payment in respect of the termination of their employment I do not think that is taxable. It seems to me that a payment to make up for the cessation for the future of annual taxable profits is not itself an annual profit at all. ……. But at any rate it does seem to me that compensation for loss of an employment which need not continue, but which was likely to continue, is not an annual profit within the scope of the Income Tax at all.”
 7.5 - DEDUCTIONS
 Section 29(1)(b) states that in ascertaining Income from a source other than business, only such expenditure, other than expenditure of a capital nature, is allowed as a deduction for any charge year as was incurred ‘Wholly and Exclusively’ in the production of the Income from that source.
 In Ricketts V Colquhoun, 10TC 118, the appellant was a barrister residing and practicing in London. He held the Recordership of Portsmouth. His travel expenses between London and Portsmouth were not allowed as a deduction.
 In Humbles V Brooks, 40TC 500, Brooks was the Headmaster at a primary school. In his capacity as Headmaster he was required to teach various subjects including History. He attended a series of weekend lectures in History at a College for adult education for purposes of improving his background. It was held that there was Deduction due.
 In Short V Mcllgorm, 26TC 262, the taxpayer obtained a post through an employment Agency to whom he paid a fee. This was not allowed as a deduction. Money expended in order to obtain employment was in no sense money spent in the performance of the duties attached to the employment.
 7.6 - PAYE AS YOU EARN (P.A.Y.E) SCHEME
 The tax is administered by the Pay As You Earn scheme which is governed by Part VI of the Income Tax Act PAYE Regulations. Under these regulations, the employer is responsible for deducting the Income Tax from the employee’s pay and accounting for that tax to the Zambia Revenue authority.
 The date of payment of emoluments is determined by Section 5 of the Income Tax Act which provides for the Receipt of not only Employment Income but all Income in general. The section states:
 T5 – TaxationAmendment Act 2006/07
 226

Page 198
                        

“Income is received by a person when, in money's worth, or in the form of any advantage, whether or not that advantage is capable of being turned into money or money's worth:
 ----------------------------------------------------------------------------------------------------------------- It is paid Given or Granted to him, or It accrues to him or in his favour, or It is in any way due to him or held in his order or on his behalf, or It is in any way disposed of according to his order or favour
 ----------------------------------------------------------------------------------------------------------------
 And the word "Recipient" is construed accordingly.”
 It is clear therefore that PAYE is a Zambian system of cumulative withholding of tax at source. While the system works well it is only as good as the quality of the information supplied by the system. A withholding system combines the expedient and the objectionable. It is a rough and ready system which virtually garnishees taxpayers’ incomes, sometimes for debts they do not owe but subject in this event to refund. … It is surprising that this withholding system, to which strong objections may be raised on grounds of principle, has aroused so little comment. It has probably done more to increase the tax collecting power of the Central Government than any other tax measure of any time in history.” The PAYE system imposes a duty on the employer to account once a month for the tax that he has or ought to have deducted. In view of its effectiveness PAYE has been expanded in various ways. It also provides ample encouragement to the Zambia Revenue Authority to argue that the system has indeed delivered on its promises.
 The Employer The employer is liable to deduct PAYE in accordance with Tax Tables supplied by the ZRA and taking account of the PAYE brackets of the employee, which is based on the individual’s Income for the month. If the employer fails to deduct, the ZRA may demand the money from the employer. And If the ZRA proceeds against the employer, it was at one time held that the employer could not, in turn, recover from the employee. This was because the employee was not a trustee for the employer and because the action for money had and received would not lie; the employer could only retain the sums from later payments to the employee, which would be of no value if the employment had ceased. Today, the principle of restitution, which has superseded the old action for money had and received, may allow the employer to recover the payment from the employee if the employee has been unjustly enriched. However, the old rule depends not only on the scope of the action for money had and received but also on the construction of the appropriate legislation.
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TAX TREATMENT OF SEVERAL EMPLOYMENTS
 A taxpayer may have more than one source of income. The existence of a daytime employment is compatible with the co-existence of a trade or profession and the activity or skill used in the employment may be the same as that used in the trade or profession. Therefore, doctors may be part-time employees of a hospital trust and carry on a part-time private practice; their pay under the former source will be taxed under PAYE, while that from the latter will be taxed under Business Profits. Similarly, a barrister with a daytime income under Business Profits may also have evening employment as a lecturer within the ambit of PAYE.
 SUPPORTING TAX LAW In Davies v Braithwaite Lilian, Braithwaite acted in the UK in a number of plays, films and wireless programmes. She had separate contracts for each play and wireless appearance. She also recorded for the gramophone and had appeared in a play on Broadway, New York. Since the performance in New York was completely outside the UK, she argued that it was an employment and, as such, that she would be taxable at that time only on such sums, if any, as she remitted to the UK. The Revenue argued that this was merely one engagement in her profession as an actress, a profession carried on inside and outside the UK; so that she was taxable on an arising basis under schedule D, case II. The Revenue won. Rowlatt J said: "Where one finds a method of earning a livelihood which does not contemplate the obtaining of a post and staying in it, but essentially contemplates a series of engagements and moving from one to the other … then each of those engagements could not be considered an employment, but is a mere engagement in the course of exercising a profession, and every profession and every trade does involve the making of successive engagements and successive contracts and, in one sense of the word, employments." The second approach is totally different. In Fall v Hitchen a professional ballet dancer was held to be liable to tax under schedule E in respect of a contract with one particular company because that contract, looked at in isolation, was one of service and not one for services. Pennycuick V-C held that this concluded the matter. This is quite different from Rowlatt J who had started with the general scheme of the taxpayer’s earnings and then asked where the particular contract fitted in. In Davies v Braithwaite itself no one seems to have asked whether the contract was one of service or one for services.
 Davies v Braithwaite was resurrected in Hall v Lorimer. Here the Court of Appeal held that while the distinction between a contract of service and one for services was critical, this did not, of itself, determine whether the particular contract should be classified as one or the other. In deciding upon that classification the court may look at whether the taxpayer is in business and so see how the contract fits in with the taxpayer’s overall activities. Therefore, a vision mixer who worked for 80 days over a four-year period, all on one-or two-day contracts, was held to be taxable under schedule D, rather than schedule E, Nolan LJ citing both Davies v Braithwaite and Fall v Hitchen. Meanwhile, it should be noted the decision in Fall v Hitchen (where the
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one contract in issue was for rehearsal time plus 22 weeks) is consistent with Hall v Lorimer.
 There is no infallible criterion and there are many borderline cases. Aspects to be considered now are whether those involved provide their own equipment or hire their own helpers, what degree of financial risk they run, what degree of responsibility they have and how far they can profit from sound management.
 The distinction between the two cases is of some importance to contractors. In Davies v Braithwaite there was a succession of separate
 engagements, which amounted to the 'incidents in the course of a professional career'.
 In Fall v Hitchen, the performer held a 'post' and thus was subject to control over what he did, within the overall scope of that post from time to time.
 The cases also make clear that just because some engagements may be engagements does not necessarily mean they all are; each must be considered separately, and if one or more is treated as a 'post' then that (other considerations being equal) will nevertheless be treated as employment.
 The substantial difference was that in Davies it was an engagement, and accepted as non-employment. In Hitchen, it was a post, and thus employment. A succession of engagements which are not posts are quite capable of each falling outside PAYE Rules. But any of them which are posts may well fall within.
 Case law suggests that Where there are many short term engagements and the worker is a
 skilled professional, then the relationship is likely to be self-employment.
 The existence of a business structure is a pointer towards self-employment.
 The lack of a business structure is not necessarily a pointer towards employment.
 In any event, business structure may be no more than simple goodwill.
 TAX TREATMENT OF ACCRUED INCOME
 Income may accrue to a taxpayer S. 5(1) in one charge year but it may be several years before the tax payer is able to gain possession of that Income.
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Example:
 A director may by a vote be entitled to Directors fees of K10million on 30 January 2004. He becomes entitled to such Directors fees immediately as per S.5 (1) because they accrue to him on that date. However if before the fees are paid, it is found that an error has been made in the Company's accounts and there are insufficient funds in fact to pay these fees, the Director Could still be assessed on the K10million and be required to pay the Tax on this Income.
 Another Taxpayer who is ordinarily resident in Zambia may be entitled to K550, 000 Interest every year, which arises from a source in a foreign Country. He may be unable to obtain possession of that interest because of currency control regulations in that Country, but he is, nevertheless, per S.5 (1), liable to have this Interest assessed under S. 14 (1) of the ITA.
 Chargeability of Income that cannot be remitted on Accrual.
 As you might have noted, it would be harsh to insist on the Taxpayer paying tax on Income, which he is unable to enjoy himself. But this is what S.5 (1) of the Act requires. However, Section 16 of the Act is intended to mitigate the effects, perhaps on the basis of maintaining the principle of equity and fairness. Section 16 provides that:
 -----------------------------------------------------------------------------------------------------------------Where the commissioner general is satisfied that any Income cannot be remitted to the Republic in the charge year in which it accrues, then he may, if the person chargeable to tax in respect of that income so requests, Determine that Income shall not be chargeable to tax in the charge year in which it accrues but that it shall be chargeable to tax in the charge year in which it may first be remitted to Zambia.------------------------------------------------------------------------------------------------------------------
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Condition to be met for S.16 ITA to apply
 The proviso to Section 16 lays down this condition. It states that:
 The tax chargeable on the income (that has not been remitted to Zambia) should not exceed the Tax that would have been charged on the income if it had been charged to tax in the charge year in which it accrued.
 EXAMPLESUSAN KAMBOWE
 Susan Kambowe aged 45 has been a full time working director of Simona Limited, a company in which she owns 100 % of the share capital. The company is involved in the selling of electrical appliances.
 She has also been a 10 % shareholder in Yebo Limited, an unquoted trading company based in Harare. However, for the past two years, Susan has disagreed with the directors of Yebo limited over the company’s business policies and has therefore decided to sell her 10 % holding in Yebo limited. It has been agreed that since Yebo has a current year operating surplus, they will buy Susan’s 10 % holding for an equivalent of K350 million. Susan is also expected to receive her annual dividend of K15 million. But she has just been informed that the government of Zimbabwe has made a restraining order in respect of any form of international payments following a war – engineered slump in their national currency – the Zimbabwean dollar. This means that Susan will not be receiving her foreign income in the current charge year and may, if the government changes its position, only be entitled to her money in the following year. In respect of Simona limited, Susan has had the following transactions:
 K’000Income (Net Profit before Depreciation) 100,000Depreciation 5,000Allowable Expenses (Note1) 6,000Plant and Machinery 20,000
 Note 1
 These are already included in arriving at the before depreciation net profit.
 Note 2
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Susan may be considered to be ordinarily resident in the Republic of Zambia.
 Required:Compute Susan’s taxable income, including her world – wide income, for the charge year 2006/2007.
 ANSWER:
 SUSAN KAMBOWE
 Section 4(1) of the Income Tax Act stipulates that tax shall be charged at the rates set out in the charging schedule for each charge year on the income received in that charge year: -
 By every person from a source within or deemed to be within the Republic of Zambia; and
 By an individual who is ordinarily resident within the Republic of Zambia by way of interest and dividends from a source outside the Republic of Zambia.
 Income from Simona Limited
 All the income from Simona Limited has a source within the Republic of Zambia and consequently subject to Zambian Income Tax.
 Income from Zimbabwe
 Proceeds from disposal of 10 % shareholding in Yebo limitedSusan is resident and ordinarily resident in Zambia. Her income from the sale of her 10 % holding in Yebo Limited is not chargeable under the provisions of Section 4(1) of the Income Tax Act.
 DividendsDividends received from a foreign source by an individual who is ordinarily resident in Zambia are chargeable in the hands of the recipient. But these dividends are not likely to be remitted to Susan, as the Zimbabwean government has banned any form of international payments. As a result it would be harsh if the ZRA insisted on Susan paying tax on income, which she is unable to enjoy herself.
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Section 16 of the Income Tax Act provides guidance as to the treatment of foreign income that cannot be remitted on accrual. It says that where the Commissioner General is satisfied that any income cannot be remitted to Zambia in the charge year in which it accrues, then he may, if the person chargeable to tax in respect of that income so requests, determine that income shall not be chargeable to tax in the charge year in which it accrues but shall be chargeable to tax in the charge year in which it may first be remitted to Zambia.
 The proviso to S.16 ITA lays down the condition that must be met before application of the terms contained in Section 16. This condition simply states that the tax chargeable on the income (that has not been remitted to Zambia) should not exceed the tax that would have been charged on the income if it had been charged to tax in the charge year in which it accrued. Assuming that this condition has been met, Susan’s taxable income may be computed as follows:
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Susan’s Taxable Income for the Charge year 2006/2007:
 K’000Income (Before Depreciation) 100,000Less: Capital allowances on Plant (25% X 20,000) (5,000)
 ----------- 95,000
 Less: Tax Free Amount (1920) -----------
 Taxable Income 93,080 ======
 Note that the dividend income that has not been remitted to Zambia, i.e. K15 million has not been assessed, the authority to do so coming from Section 16 ITA.
 The net profit of K100 million was before Depreciation so we cannot add it back when in fact it did not reduce Susan’s taxable income.
 PAY AS YOU EARN REGULATIONS
 P.A.Y.E is a system of deducting tax from individuals whose main source of income is from Employment. It was first introduced in Zambia on 1st April 1966 and has remained in force ever since. The operation of PAYE is based on the Income Tax (Pay As You Earn) Regulations of 1999.
 REGULATION 8
 The PAYE system of deducting tax from salaries and wages applies to all offices and employments. Check the definition of these terms above.
 REGULATION 9
 PAYE applies to casual employees as well as full time.
 REGULATION 11
 Tax under PAYE is to be deducted not only from monthly payments but also from weekly, daily, annual or irregular payments.
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REGULATION 2
 Chargeable emoluments for the purposes of PAYE means emoluments from an employee’s employment which are chargeable to Income Tax, but does not include any allowable pension contribution or any amount which is exempt from Income Tax. This provision is contained in Regulation 2.
 REGULATION 18
 Where the employer admits to bear the tax on behalf of the employee, by way of entering into an agreement to pay a specified sum free of tax, Regulation 18 indicates that where such arrangements are made the employer must account for an amount of tax on a gross payment that would, after the deduction of tax in accordance with the Regulations, leave a net amount equal to the amount actually paid to the employee under the Agreement.
 The employer is required to notify the Commissioner-General 14 days after the start of the year in which the tax-free payment is being made.
 PAYE is intended to collect the correct amount of tax on an employee's pay automatically, so no tax return and no further payment of tax is required. PAYE allows most income tax payable by the large number of employees to be collected readily and easily from a smaller number of employers, with a minimal compliance obligation for the employee. If PAYE did not exist, each individual taxpayer would need to make their own tax payments. In the past, this meant that tax has gone unpaid or paid late because the taxpayer has spent the money instead of saving it for their tax payments. The cost of administering a large number of relatively small payments from individuals compared to much fewer larger ones from employers means that PAYE is administratively attractive. However, employers are subject to a Compliance Cost as they have to administer the PAYE deductions on behalf of the government, and employers are also potentially liable for penalties and interest if the amount paid to the ZRA is too small.
 PERSONAL INCOME TAX BRACKETS
 There are four “tax brackets" that are used to calculate the percentage of taxable income that must be paid to the Zambian Treasury. There are no special brackets for the unmarried and/or Couples as is the case in America for instance.
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If an individual's taxable income falls within a particular tax bracket, the individual pays the listed percentage of income on each Kwacha that falls within that monetary range. For example, a person who earned K5, 000,000 in 2005 would be liable for 30% of each Kwacha earned from the K3, 360,000 to the K5, 000,000 th Kwacha. This ensures that every rise in a person's salary results in a decrease of after-tax salary. As such, contrary to a popular belief, there is no point at which one is better off earning less money.
 The tax bracket system has a few problems, however. Bracket creep occurs when the amounts are not tied to the cost of living, due to inflation tax rates.
 An alternate system of having taxes with an increasing relative rate is a negative Income tax, which eliminates the step problem.
 Tax progressivity or regressivity should not be confused with two similar concepts: Tax neutrality and tax incidence. Tax neutrality refers to whether similar things are taxed in similar ways; if for example taxes on petrol and diesel are different then this will probably lead to a distortion in demand between the two fuels. If the tax system does not distort demand then it is said to be neutral. Tax incidence refers what group ultimately bears the burden of a tax. For example, Value Added Taxes, which are nominally applied to businesses, are passed through to consumers as higher prices - although the degree to which VAT is passed on to the consumer depends on elasticicity, and one can measure the effective progressivity of a tax by income group as well as breaking the impact down by geographic area or other factors.
 DISADAVANTAGES OF THE PAYE SYSTEM
 There are disadvantages in the PAYE system. First, there is the trouble and expense to employers of finding and
 paying staff to operate the system. In fact, many of these staff are ex-employees of the ZRA who leave for better pay after having been trained by the ZRA.
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Secondly, there is the fact, less pronounced in the PAYE system than in other cruder withholding systems, that tax may be withheld incorrectly and that a repayment may take some time to take effect.
 Thirdly, it is sometimes alleged that the PAYE system, while providing refunds if income drops, also taxes more steeply if income goes up and thus directs the taxpayer’s attention to the fact that the increase is taxed at the marginal rather than the average rate. This may have a disincentive effect in that the repayments side of the PAYE system could encourage absenteeism later in the tax year when the tax refunds may be greater.
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PENSION CONTRIBUTIONS
 As can be seen from the definition of chargeable emoluments above, allowable pension contributions made to say, NAPSA, are not included as part of the chargeable emoluments.
 The maximum pension contribution that may be deducted, including contributions to NAPSA, is 15% of an Individual’s Gross Emoluments, or one hundred and Eighty thousand Kwacha which ever is the less (Section 37(1) (c) (i) (ii)) of the ITA.
 MORTGAGE INTEREST
 Before 1.4.2002, a deduction for mortgage interest paid in respect of a residential property in which an employee lived used to be claimed as a deduction. But with effect from 1.4.2002 mortgage interest on a loan secured by a mortgage on a residential property will no longer be allowed as a deduction against income of an individual.
 PAYMENTS IN ADDITION TO BASIC SALARY/WAGES
 Employers will sometimes make payments in addition to an employee’s basic salary on a day that is not the employee’s regular payday e.g. a quarterly bonus paid on a day other than a regular payday.
 The tax to be deducted from such payments is to be computed as follows:o Tax on employee’s next salary if the additional payment were
 added to the basic salary;o Tax on employee’s next salary.o The tax deductible is the difference.
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EXAMPLE
 JOHN MUMBELUNGA
 Suppose John Mumbelunga is paid a regular salary of K500, 000 per month and a quarterly bonus of K400, 000 is paid on 5 July 2006. How much tax should be deducted from the bonus?
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ANSWER:
 JOHN MUMBELUNGA
 Tax on next salary (if bonus is added to basic salary) (500,000 + 400,000) = 900,000
 KNext Pay Total 900,000Tax Free Amount (320,000)
 ------------ 580,000
 Tax @ 30% (174,000) *------------
 Net Pay 406,000------------
 Tax on next pay (without bonus)
 K
 Next Pay 500,000Less: Tax Free Amount (320,000)
 ------------180,000
 Tax @ 30% (54,000) *------------
 Net Pay 126,000 ------------
 Tax Deductible from Bonus is Therefore: (K174, 000 – K54, 000) = K120, 000.
 7.7 - PAYMENTS ON CESSATION AND DEATH
 When an employment terminates, through the employee leaving or through his death, an employer may make various payments, depending on the circumstances giving rise to the cessation. The following are usually the circumstances:-
 Resignation Dismissal End of contract Normal retirement Retrenchment/Redundancy
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Early retirement Death Retirement on Medical Grounds
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TAX CONSEQUENCES OF RESIGNATION
 Where an employee is dismissed or resigns, the following payments are usually made:-1. Salary to date of leaving2. Leave Pay (cash in lieu of leave)3. Bonus4. Overtime5. Pension Refund
 These payments are added together and taxed as normal income, without exempting any amount.
 Part 1 of Annexure ‘B’ of Part III of the charging schedule provides that the Pension Refund (usually a lump sum payment) is taxed at the rate of 10% as demanded by Section 82 (1) ITA.
 TAX CONSEQUENCES OF END OF CONTRACT
 Where an employment ceases at the end of a contract, the following payments are usually made: -
 Final salary Gratuity Leave pay Repatriation
 These payments will be taxed as follows:- Final salary, leave pay, and repatriation will be added together and taxed
 as normal income, in the month in which payment is made. Gratuity will be taxed under the provisions of Section 21(1) of the ITA. We
 will look at this a little later.
 TAX CONSEQUENCES OF NORMAL RETIREMENT
 Where an employee goes on normal retirement, the following payments are usually made:-
 Salary Leave pay Repatriation Pension from approved fund Accrued service bonus
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Severance pay
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These payments are taxed as follows:- Salary and leave pay are added together and taxed as normal income, in
 the month in which payment is made. Repatriation, service bonus and severance pay are added together, the
 first K10 million is exempt and the balance taxed at 10% in much the same way as gratuities are taxed. Check below.
 Pension is exempt from tax
 TAX CONSEQUENCES OF RETRENCHMENT OR REDUNDANCY
 When an employee is retrenched or declared redundant, the following payments are usually made:-
 Salary Leave pay Repatriation Compensation for loss of office Pay in lieu of notice Refund of pension
 These payments will be taxed as follows: Salary, leave pay and pay in lieu of notice are added together and taxed
 as normal income, in the month in which payment is made. Compensation for loss of office, repatriation and service bonus are added
 together, the first K10 million is exempt and the balance is taxed at 10%. The Pension Refund as we saw earlier on in this Unit is taxed at 10%.
 The refund of employee’s Pension contribution is taxed as a lump sum payment at the rate of 10% (Section 82 of ITA).
 The refunded employer’s Pension contribution under a Defined contribution scheme will be subject to tax under the PAYE system.
 TAX CONSEQUENCES OF DEATH OF AN EMPLOYEE
 Where an employee dies the following payments are usually made:- Salary Leave pay Gratuity Ex-gratia payment
 These payments are taxed as follows: The ex-gratia payment is exempt from tax, if it was not part of the
 contractual conditions of service. (See definition of ex-gratia payment below).
 Salary, leave pay, are added together and taxed as normal income in the month in which payment is made.
 Gratuity is taxed under the provisions of Section 21 (1) ITA.
 T5 – TaxationAmendment Act 2006/07
 244

Page 216
                        

TAX CONSEQUENCES OF RETRENCHMENT ON MEDICAL GROUNDS
 When an individual is retired on medical grounds, the following payments are usually made: -
 Salary Leave pay Lump sum
 These payments are taxed as follows: Salary and leave pay are taxed as normal income in the month in which
 payment is made. The lump sum payment is exempt from tax with effect from
 1st April 2001.
 TAXATION OF GRATUITY
 Does the employer make a payment to an employee at the end of employment in relation to emoluments earned during the period of service? This includes:
 Staff on contract Staff on permanent and pensionable conditions of service.
 CONDITIONS FOR A QUALIFYING GRATUITY
 For a gratuity to be treated as qualifying, the following conditions must be met: Payable under a written contract The contract should be for a minimum period of two years The gratuity should be payable at the expiry of the contract; and The amount of the gratuity paid should not exceed 25% of the total basic
 pay earned during the period of the contract as per the provisions of Section 21 (1) (i))
 NOTE:It is important to know what is meant by the term qualifying gratuity. The issue is qualifying for what? Most people are confused about this. But what this is all about is simply that the gratuity is allowed to be taxed using the graduated rates of tax for individuals. These rates are 0%, 30%, 35% and the top rate of 37.5%. Gratuity taxed using graduated rates is therefore able to benefit from the 0% rate which means that
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a portion of it will be tax free. On the other hand, gratuity that is non - qualifying will not benefit from the 0% tax free band. Recipients of non- qualifying gratuity will consequently pay more tax to government.
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NON-QUALIFYING GRATUITY
 Payments that are in excess of 25% of the total basic pay earned during the period of the contract, and those that do not meet the conditions set out above shall be taxed as normal income.
 EXAMPLE:
 NELLY KALYANDU
 Nelly Kalyandu who is on a monthly salary of K5 million has received contract gratuity to the tune of K95 million. But as per the provisions of Section 21(1) of the ITA, payments that are in excess of 25% of the total basic pay earned during the period of the contract, i.e. 5 years, are taxed as normal income. Therefore, let’s first consider the qualifying portion of Nelly’s emoluments.
 QUALIFYING GRATUITY
 Here, we want to establish the portion of the gratuity that will qualify for the graduated rates and the portion that will not.
 Nelly’s Annual salary is K5 X 12 = K60 million. To get her total basic over the 5 year contract period we just do simple multiplication as follows: = K5, 000,000 X 12 X 5 = K300, 000,000. We now need to establish the 25% restriction level as required by the Income Tax Act to find out how much of the total gratuity can actually qualifying for the graduated rates of taxation. This is 25% X K300 million = K75 million. In other words, if only K75 million had been paid as gratuity to Nelly the whole amount would have qualified for the graduated rates but she has received K95 million, a figure which is well above the required 25% limit.
 In this scenario, the excess above the K75 million is taxed as normal income whereas the qualifying portion of K75 million is taxed according to the provisions of Section 21 ITA.
 The qualifying gratuity is taxed at the graduated rates of tax. Since Nelly has been paid K95 million by her employers, as gratuity an amount of
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(K95m – K75m = K20 million is excess gratuity and will be taxed as normal income, i.e., by being added to the salary and taxed as follows:
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NELLY KALYANDU
 TAX COMPUTATION FOR MARCH, 2007
 K TaxNon-Qualifying PortionAnnual Salary 60,000,000Add: Excess gratuity 20,000,000
 -------------- 80,000,000
 Less: Tax Free amount (320,000 X 12) (3,840,000) --------------- 76,160,000
 Next 9,858,240 X 30% (9,858,240) 2,957,472 ---------------- 66,301,760
 Next 54,768,000 X 35% (54,768,000) 19,168,800 ----------------- 11,533,760
 Balance @ 37.5% 11.533,760 4,325,160 -----------------
 Net NIL -----------------
 Qualifying Portion
 Gratuity 75,000,000Less: Tax Free (0 %) (3,840,000)
 --------------- 71,160,000
 Tax @ 30% (9,858,240) 2,957,472--------------- 61,301,760
 Tax @ 35% (54,768,000) 19,168,800----------------- 6,533,760
 Balance @ 37.5% (6,533,760) 2,450,160-----------------
 Net Nil-----------------
 A fundamental point to take note of is the fact that graduating the gratuity has enabled Nelly to benefit from the Zero tax band twice! In my opinion, this is the only conceivable advantage for making a graduation of tax rates when looking at the taxation of income earned from a gratuity.
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TAXATION OF GRATUITY PAID TO PERMANENT AND PENSIONABLE STAFF
 Taxation of gratuity paid to pensionable staff is as follows: The first K10 million is exempt from tax; and The balance, as per the provisions of Paragraph 10(v) of Part III of the
 charging schedule, is taxed at 10%.
 PERSONAL LEVY
 This is levied, in accordance with the provisions of the Personal Levy Act CAP 432 of the Laws of Zambia, on all individuals of or above the age of 18 years living within the boundaries of a district council. It is based on annual income earned or to be earned.
 Annual Income earned includes wages, salaries and overtime, but excludes all allowances. All employers are required to deduct this levy from the employees and pay it over to the respective District Council.
 The current rate for Personal Levy is K15, 000 p.a.
 EMOLUMENTS THAT ARE NOT SUBJECT TO PAYE
 Ex-gratia paymentsA voluntary, non-contractual, non-obligatory payment made by an employer to the spouse, child or dependant of a deceased employee, etc.
 Labour Day awardsLabour Day Awards paid to employees either in cash or in kind are non-taxable.
 Medical ExpensesMedical expenses paid or incurred by an employer on behalf of an employee or
 refunds of actual medical expenses incurred by an employee are exempt. Medical
 allowances, however, are taxable.
 Funeral Expenses
 Funeral expenses incurred by an employer on behalf of an employee are exempt.
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Accommodation provided by employer.
 Personal to holder vehicles.
 Sitting allowances for councilors.
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PAYE AUDIT INSPECTIONS
 The ZRA officials for the following possible reasons make the PAYE Audit Inspection visits.
 To provide clients, i.e., employers, with any information that might be relevant to the implementation and operation of a successful PAYE system.
 To quantify outstanding taxes. To charge tax penalties and interest on tax. To provide tax education where necessary on the correct operation of
 PAYE. To ensure that all payments which are supposed to be taxed are taxed
 and taxed correctly. To calculate tax on emoluments which might have been left out on gross
 pay. To ensure that employers are in compliance with their obligations as
 required by law to deduct tax under PAYE on emoluments paid to their employees.
 KALIMIKWA SIMATAA
 Kalimukwa Simataa works for Simwinji Ltd on a monthly salary of K2, 250,000. Simataa started his employment on 1 April 2004. He has discovered that Simwinji Ltd does not operate a pension scheme apart from NAPSA. His NAPSA contribution is K133, 000 per month. Compute his tax obligations for April 2002.
 ANSWER :
 Kalimukwa Simataa
 TAX OBLIGATION FOR APRIL , 2002
 KMonthly salary 2,250,000Less: Allowable NAPSA (15,000)*
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--------------Chargeable Pay 2,235,000Less: Tax Free Amount (150,000)
 -------------- 2,085,000
 Tax @ 30% (625,500)--------------
 Net Pay 1,459,500--------------
 * Note that although Simataa was contributing K51, 483 per month to NAPSA, only K15, 000 was allowed as maximum deduction for tax purposes.
 7.8 - TAXATION OF BENEFITS IN KIND
 Although PAYE was originally applied only to money payments it has since been extended to certain benefits in kind, notably cash Free Residential accommodation extended to Employees, Personal to Holder Vehicles provided to Employees, Utilities paid by the Company on behalf of Employees, and cost of Meals provided by the Employer.
 S.44 (L) of the ITA provides that the cost of any advantage or benefit which is not capable of being turned into Money or Money’s worth that is provided to employees is not allowed as a deduction for Tax purposes.
 In addition, such benefits or advantage are not subject to PAYE in the hands of the employee. The term benefit in kind includes many items such as free holidays, housing and the private use of Company Cars.
 The dictum of S.44 (L) points to the basic rule for the taxability of benefits in kind which is simply that the benefit must be capable of such convertibility.
 Accommodation
 Where accommodation is provided for any category of employee there is an assessable benefit. This benefit, however, is not subject to PAYE because it cannot be converted into cash.
 Thus the cost of free residential accommodation is not taxable on the employee. As per S.44 (L) ITA the employer may claim no deduction in respect of the cost of providing the benefit.
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The cost to be disallowed in the Employer’s Tax Computation is 30 % of the Taxable Income paid to the Employee.
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ExampleRabbi Mukuma
 Rabbi Mukuma is employed by Dana Constructions Ltd. he is provided with a Company house in which he stays free of charge through out the charge year 2002. His annual Emoluments amounts to K30 million.
 During the charge year 2002, Dana Constructions Ltd has made a Net profit of K100 million as follows:
 K’000Gross Profit 300,000Less: Expenses: Depreciation 50,000 Loss on Disposal of Asset 50,000 Salaries and Wages 70,000 Rent 30,000
 ---------(200,000) ------------
 Net Profit 100,000 =======
 Required:Compute Dana’s Taxable Profit, assuming it is not listed on the Stock Exchange Market.
 Answer:Dana Construction Ltd:
 K’000Net Profit as per accounts 100,000Add: Disallowed Expenditure:Depreciation 50,000Loss on Asset Disposal 50,000Benefit in Kind (Accommodation)30 % X 30,000 9,000
 --------109,000----------209,000======
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Since Dana is not listed on the Stock Exchange it is taxed at the Rate of 35 %. Therefore, the amount of Tax payable is computed as follows: 35 % X K209, 000,000 = K 73,150,000.
 Motor Vehicles
 Where a motorcar is provided to an employee on a personal –to- holder basis, the benefit to be disallowed in the Employer’s Tax Computation is as follows:
 Luxury Cars – 2,800 CC and above: - An amount of K20 Million is disallowed in the Tax Computation per each vehicle so provided each charge year.
 Other Cars – below 2,800 CC but above 1,800 CC – An amount of K 15
 million is disallowed in the tax computation per Annum. Other Cars – Below 1,800 CC – An amount of K9 Million is disallowed in
 the Tax Computation.
 Meaning of Personal –to-holder
 A personal to holder vehicle means a vehicle provided for an employee’s personal use and usually involves payment by employer of all the expenses associated with running and maintaining the vehicle.
 Pool Car:
 Where the Car is a pool Car there will be no assessable benefit. To qualify as a pool Car, the following conditions must be satisfied:
 It must be available to two or more persons It must not normally be kept overnight at or near the residence of the
 employee concerned. Private use must not be Incidental; regular travel between home and work
 would not be considered incidental.
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NAKENA MUTEMWA LTD
 You are provided with the following accounting information for Selina Ltd as at 31.03.06.
 K’000Turnover 400,000Cost of sales (180,000)
 ------------- 220,000
 Less: Expenses:Depreciation 14,000Tax penalties 6,000Donations 1,000Rent 30,000Salaries and Wages 25,000Provision for bad debts 5,000
 -------- (81,000)
 -----------Net Profit 139,000
 ======
 Additional Information: The Donation was made to a Non- approved Charity Lusiya Mwansa, engaged as Managing Director, has the use of a Silver
 Shadow Rolls Royce which cost the Company K1 billion four years ago and has a cylinder Capacity of 8,000 cc.
 Mr. Mwewa Stanley, the Company’s Finance Manager uses a new Model Toyota Lexus L2002 Valued at K300 million and with a cylinder capacity of 2,900 cc.
 On 2.04.01, the Company acquired a 4 X 4 Isuzu KB 320 for the Marketing Staff. The cylinder capacity is 1,900 cc and this car is used by Mr. John Mwila (Senior Sales Rep) and two others. The last person to use the car always packs it at the Company Garage.
 The Executive secretary Mrs. Priscilla Chisha uses a 1000 cc Toyota Camry valued at K35 million.
 Required:Compute the Tax payable by Selina Ltd. Ignore Capital Allowances.
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ANSWER:NAKENA MUTEMWA LTDTAX COMPUTATION FOR 2005/2006
 K’000Profit as per accounts 139,000Add: Disallowed Expenditure:Depreciation 14,000Tax Penalties 6,000Donations 1,000Provision for Bad debts 5,000Car Benefits (W1) 49,000
 --------- 75,000 -----------
 Adjusted Profit 64,000 ======
 Working 1:
 Car Benefit: at the 2006 rates
 K’000Cars above 2,800 cc:Rolls Royce 20,000Lexus 20, 000
 -------- 40, 000
 Cars below 1,800 cc:Toyota Camry 9,000
 ------------Total Disallowed benefit 49, 000
 =======Note:The 4 X 4 Isuzu KB 320 is a pool car because no one has exclusive rights of use.
 Tax Payable:The Tax payable therefore may be computed as follows:K64, 000,000 X 30 % = K19, 200,000.
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7.9 - PAYE (TAX) REFUNDS OR REBATES
 Tax Rebates might occur under any of the following circumstances: Where an over deduction of PAYE has occurred. Where an employee leaves employment during the charge year. Where an employee makes a donation to an approved charitable
 Institution etc. Where any of the above possible circumstances has occurred the
 taxpayer can approach the ZRA to make a Tax Rebate Claim. The Taxpayer in this case is required to complete the Income Tax Return (ITF 1A) accompanied by IFT / P13 (1) which is completed by the former employer.
 EXAMPLEEMMANUEL CHANDA
 Emmanuel Chanda leaves employment at 31.08.03 with the following details:Salary to Date K33, 536,435Tax Paid to Date K9, 835,930
 Required:Calculate the amount of the Tax refund, if any, using the rates applicable as at 31 March 2003.
 ANSWER:EMMANUEL CHANDA
 If Mr. Chimanya is not employed for the rest of the charge year, the Tax will be calculated as follows:
 KSalary 33,536,435Less: Tax Free Amount (1,800,000)
 ---------------31,736,435
 Tax @ 30 % (9,520,930)*--------------22,215,505=======
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The new Tax payable as at 31 March 2003 will be K9, 520,930. Thus: K
 Tax already Paid – 31.08.02 9,835,930Tax Payable as at 31.03.03 9,520,930
 ------------Excess Amount Refundable 315,000
 ======
 Note:The PAYE Rebate is note a refund of all the Tax already paid. There is a general public misconception that the PAYE rebates are essentially a Refund of Tax paid. This is a fallacy. Taxes are used by the Government of Zambia to raise revenue for the construction of Roads, Schools and Hospitals, etc. Hence it is inconceivable to think of Tax rebates as some kind of a paradoxical pension! What is being refunded is essentially any over deduction of Tax arising from Payroll errors such as: use of wrong tax bands, arithmetical errors in calculating tax, or complete or partial omission of statutory deductions!
 7.10 - YEAR END PROCEDURES
 At the end of the year employers have certain responsibilities to fulfill in respect of Pay As You Earn.
 MAKING AN ANNUAL RETURN
 Employers have an obligation to make an annual Return on form CF/P18 no later than the 1st June following the end of the charge year to which the Return relates. Where an employer has ceased operations part way through a charge year, a Return is to be made within 2 months of cessation.
 The annual Return should contain details of chargeable emoluments and tax deducted or refunded for each employee for whom a deduction card was maintained at any time during the charge year.
 Where an employer fails to make a Return or remit tax to the Zambia Revenue Authority, the Authority may estimate the tax the employer is required to remit and issue a notice requiring payment of that amount or issue a notice requiring the employer to submit a default return.
 Under Section 71(3) of the Income Tax Act, a penalty of 5% of tax unpaid is payable for each month, or part thereof, of the tax that remains unpaid. In addition interest under Section 78A of the Income Tax Act is payable from the due date to the date of payment at the Bank of Zambia Discount Rate plus 2%.
 Where there is a loss of tax due to fraud, willful default or negligence of an employer, the employer may be liable to penalties under Section 100 of the Income Tax Act amounting to 52.5%, 35% or 17.5% respectively of the omitted income.
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CERTIFICATE OF PAY AND TAX DEDUCTED
 Employers are also obliged to give to each employee in respect of whom PAYE deductions have been made an annual certificate of pay and tax deducted on form ITF/P 22. The certificate is to be given, before the 1st June following the end of the charge year, to each employee who is still employed at the end of the charge year or who left during the charge year.
 7.11 – WHAT ARE THE POTENTIALS AREAS FOR TAX REFORMS?
 In any reform, it might be sensible to think about reducing the distinction in tax treatment between employment and self-employment, on simple equity grounds as much as for any other reason. Why should individuals carrying on essentially the same activity and deriving similar income from it, exhibit large differences in liability to income tax just because one does so as a self-employed person while the other is employed?
 The issue of classification of workers as employed or self-employed and that of the differences in the tax rules governing the two categories are distinct in some respects and yet interlinked. Some suggest that the starting-point for reform should be the differences in the rules: if these could be aligned or brought closer together, the classification issue would automatically become less significant and therefore less problematic. For others, there is clearly a fundamental difference in terms of economic reality as between the ‘genuinely’ self-employed and ‘true’ employees which leads to the practical necessity for different rules, particularly in respect of administration and collection, but also in terms of substantive rules.
 This latter group would argue that, by definition, employees and the self- employed are not individuals carrying on essentially the same activity and therefore there is no breach of horizontal equity involved in treating them differently. If that is the case, although the rules might be brought closer together, they will never be sufficiently close to avoid the need for distinct classifications and there is no need for alignment of rules, although the method of classification might need modification to ensure that it suits current economic conditions.
 Therefore these two interconnected issues of worker classification and applicable rules must be examined side by side. The extent to which the classifications can be manipulated and the outcome of any given case predicted must be examined. Differences in treatment between the different groups must be justified on the basis of the requirements of the relationship in question, practicality and efficiency in collecting revenue, and these factors must, as always, be balanced against those of equity and reduction in burden for businesses and individual taxpayers.
 If the basic question to be addressed is lack of equity as between two groups of taxpayers, it follows that any reforms will have distributional consequences. If the changes are to be revenue-neutral, there will be losers. Our starting-point is that differential treatment between groups of taxpayers should be the result of deliberate
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policy, carefully costed by GRZ and targeted so as to achieve the desired incentive effect rather than an undesired distortion. In the end, the extent of any differences must be a policy decision for the Minister of Finance and National Planning.
 DIFFERENCES IN TREATMENT
 There are three main areas of difference in tax treatment of the employed and self-employed:
 Collection mechanisms and timing; The income tax base; VAT.
 There are, of course, also a number of non-tax differences of great importance, in particular the application of employment law to employees and commercial considerations for Self employees. On the whole, the tax differences tend to reinforce the employment Law considerations in reducing costs for those businesses that use self-employed contractors rather than employees. However, commercial considerations might pull in the other direction, since businesses want to build up a well-trained and loyal work-force. For individual workers, there may be financial benefits in being self-employed that outweigh the loss of job security and Pension benefits, although there are some others, often at the lower end of the pay scale, who suffer from not being treated as employees. It is, of course, the case that self-employed individuals enjoy greater opportunities for evasion than employed taxpayers and some will operate entirely within the ‘black economy’.
 Collection Mechanism and Timing
 The appropriate method of collecting tax is directly linked to method of remuneration. At one extreme, periodic payments from one payer, net of any expenses, can easily and effectively be taxed at source without adjustment, eliminating the need for contact between the recipient worker and the ZRA in many cases. At the other end of the spectrum, where there is a business organization with a number of customers and clients (payers) and expenses in terms of goods and materials provided to those payers or used in order to provide them with services, it will be necessary for accounts to be made up for a period. Only at the end of that period can any assessment be made of the profit produced.
 For many individual taxpayers, it is no doubt a great relief that they do not have to deal with their own tax affairs.
 It is self-evident that a self-employed taxpayer cannot ‘pay as he earns’ in the same way as an employee, since he will normally draw up his accounts over an accounting year (which will not necessarily coincide with the tax year). A current-year basis is now to be used for the self-employed, rather than the preceding-year basis, so the rules on timing are less favourable for the self-employed than previously, although they can still be used to advantage where the business has a rising trend of profits. In addition, the self-employed pay tax on account only Five times a year (on a quarterly
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basis with the Balance of Tax being payable on 30 September each year. This gives a timing advantage over employees, from whom tax is deducted weekly or monthly.
 The Income Tax Base
 The self-employed taxpayer must prepare accounts in order to calculate a profit figure. He will decide for himself which costs should be incurred for the purposes of his business. Clearly, he will have some expenses; the question will be whether any are to be disallowed for tax purposes. The Business Profit taxation rules set out certain statutory disallowances. In particular, Section 29 of the Income Tax act provides that no sum shall be deducted in respect of any disbursements or expenses, not being money wholly and exclusively laid out or expended for the purposes of theTrade or profession.
 Employees pay tax on their emoluments, which include certain benefits in kind and payments other than salaries. The legislation provides that employees’ general expenses are deductible only if expended wholly, exclusively and necessarily in the performance of the employee’s duties.
 VAT
 A self-employed person must be registered for VAT purposes if, broadly, his or her taxable supplies over a year exceed K200 Million. VAT on supplies of goods and services must generally be accounted for on a monthly basis and a self-employed person must keep detailed records and accounts for six years. Completing VAT returns has presents a burden to the small self-employed person although some businesses below the threshold register voluntarily. Voluntary registration has however been dropped by the 2005 National Budget. VAT registration can be an advantage, especially where there are VATable costs on which input tax can be recovered by a registered trader.
 VAT is not payable in respect of the services provided by an employee to his employer. VAT considerations may sometimes pull against other tax considerations, therefore, by increasing the cost for a business of using an outside contractor rather than an employee where the business is exempt or partially exempt so that the VAT is not fully recoverable and because an individual taxpayer may prefer to be an employee rather than self-employed in order to avoid the hassle of VAT. However, a worker in this last category might well fall below the registration threshold in any event. ‘Self-employed’ staff are commonly used in some trades, for example hairdressing, to minimise VAT liability where the customers are private individuals who cannot recover the VAT paid.
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CHANGING RATES OF PERSONAL INCOME TAX
 There has been a general out cry for the Government to reduce the current rates of Personal Income tax. However a few points need to be considered before any changes to the Tax Rates are effected:
 The first is the time required for any changes to the personal tax rates to be enacted.
 The second is the appropriate progressivity of the personal tax rate structure.
 The third is the relationship between individual tax rates and the rest of the income tax system.
 Timing of personal income tax rate changes
 The introduction of a tax rate change requires a minimum of two months between enactment and implementation. This period of time is required by businesses to make necessary administrative changes to allow them to comply with the law (although some private sector payroll firms have indicated that even this minimum time is really too short, and three to four months is the desirable lead-time). Payroll software developers require this time to incorporate Inland Revenue’s new payroll software specifications into their payroll packages and to test and market the new products. Employers also need to make changes to and test their payroll systems.
 Tax Design Issues
 From a policy perspective, this means that legislation for tax rate changes needs to fit within a tight timeframe. For example, legislation changing tax rates from the 2005-06 income year would have to be enacted by late January 2005 for the new scale to apply from 1 April 2005 and for retrospective legislation to be avoided.
 A similar process is required for resident withholding tax collected by banks if tax rate changes affect these rates. Payers of interest such as banks would then need to modify their resident withholding tax systems. If a new withholding rate needs to be implemented, payers of interest may also be required to seek elections from account holders. A tax rate change also has consequences for provisional tax payments, particularly if the rate change takes effect part way through an income year. Provisional taxpayers are able to determine their provisional tax payments either by direct reference to the amount of tax payable in a proceeding year, or by estimating their liability. If tax rates are changed part way through a year, use of money interest implications could arise for payments that have already been made.
 A tax cut could result in the Government paying interest to taxpayers who overestimate their tax liabilities. A tax increase could result in taxpayers underestimating their tax liabilities, thus incurring interest. The Government would not receive the full amount of tax revenue until terminal tax is paid (for the 2005-06 year, generally 30 September 2007).Therefore the Government should exercise caution when deciding on the timing of any changes to tax rates. Consideration should be given to administrative measures
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required for the introduction of tax rate changes, the impact on taxpayers and the effect on the timing of Government revenue. For these reasons, if changes in tax rates are to be effective by 1 April 2005, and if retrospective effect is to be avoided, tax rate changes need to be legislated by late January 2005.
 Tax Progressivity design
 Ideally, tax reform should improve the ability of the tax system to raise and redistribute income in an equitable and efficient manner. Attempts to improve efficiency, however, may result in a reduction of the overall equity of the tax system. Conversely, increasing the progressivity of the tax scale may decrease the efficiency of the tax system. Although raising marginal tax rates for individuals may be seen as resulting in greater equity, it may also cause:
 Increased disincentives to save and invest;
 Distortions in patterns of investment and choice of organizational form (that is, lowering the quality of investment);
 Increased compliance costs, because of: the increased incentive for high-income taxpayers to increase their involvement in tax planning schemes.
 The likelihood that tax law will be more complex in attempting to reduce the scope for such schemes, which is inconsistent with the objective of simplifying the tax system.
 Relationship with the rest of the tax system
 In determining tax scale design, consideration must be given to the interaction of personal income tax rates with tax rates on other forms of income. The top personal marginal tax rate is currently not properly aligned with withholding tax rates on interest and dividends. It is also not aligned with the company, trustee, benefits in Kind and Pension contribution tax rates. Changing the top personal marginal tax rates while leaving these other tax rates unchanged could affect the efficiency, simplicity and equity of the tax system.
 Although alignment could be preserved by changing the tax rates on other forms of income, this would also entail efficiency costs and increased complexity, and may not meet the equity objectives that alignment is designed to achieve. In particular, the administrative and compliance costs from the introduction of a greater number of statutory tax rates would be higher. Resident withholding tax on interest income, for example, is currently collected by banks. Increasing the number of statutory tax rates on interest income would require banks to withhold either at the varying tax rates or at one rate, with taxpayers filing a tax return at the end of the income year under the later option. ZRA would then reconcile any overpayment or underpayment of tax. This would re-introduce the requirement for a large number of salary and wage earners to file returns.
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EXAMINATION TYPE QUESTIONS WITH ANSWERS
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QUESTION I
 MONICA YOMBWE
 Monica Yombwe is giving serious consideration to the possibility of running her business as a Limited company. The fact that dividends taken attract no extra tax other than the tax withheld at source has made her contemplate continuing to trade as a sole trader.
 You are a tax consultant and have covered enough material to allow you to give fundamental advice on the taxation differences which arise depending on what style of trading is adopted to run a business.
 For the purposes of this question the business being run by Monica is making profits of K14 million per annum. You are then asked to consider the same business with profits of K8 million per annum. Assume that Monica has no other income.
 REQUIRED
 a) Prepare detailed computations for each of the two levels of income indicated above, showing clearly how much disposable income Monica will remain with after paying any due tax. Note that Monica has no other income. For each level of income you should prepare personal income tax and company income tax computations on the assumption that the business is run as:
 (i) A sole trader(ii) A Ltd company where Monica takes a salary of K4.5 million per
 annum and takes all the profit after company tax as a dividend.
 b) Explain to Monica some of the advantages and responsibilities that will follow the incorporation of her business into a limited liability company.
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ANSWER:
 MONICA YOMBWE
 a) Sole Trader
 As a sole trader Monica will be liable to income tax in her personal capacity. Being a natural person, she will be entitled to the tax free amount of K320, 000 per month which translates to K3, 840,000 annually. The rest of the income will be subject to the graduated rates of taxation applicable to individuals after deducting K15, 000 per month or K 180,000 per annum which is the tax free portion of Monica’s statutory NAPSA contributions.
 Profit Level Profit Level@ K14 million @K8 million
 K’000 K’000Gross Income 14,000 8,000Tax Free Amount (3,840) (3,840)
 --------- ----------10,160 4,160
 Statutory Contribution NAPSA (180) (180)--------- ----------
 Taxable Income 9,980 3,980Tax @ 30% (9,858) (2,957) (1,194)
 --------- -----------Net Disposable Income 7,023 2,786Tax @ 35% (122) ( 43) -
 ---------- -----------Total Tax Payable 6,980 2,786
 ====== =======
 Limited Company K’000 K’000Gross income 14,000 8,000Salary (4,500) (4,500)
 --------- ---------- 9,500 3,500
 Tax @ 35% (3,325) (1,225)---------- -----------
 Distributed as Dividend 6,175 2,275--------- -----------
 WHT on dividend (25%) 926.25 341.25--------- -----------
 TOTAL TAX 4,251.25 1,566.25======= =======
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Summary
 At both levels of profit Monica will be better off trading as a sole trader because of the significant tax savings she will make. It is recommended that Monica continues to trade as a sole trader whereby she will be taxed at the graduated rates and accordingly give her some comfortable tax shelter.
 b)
 Advantages of Incorporation
 Business Incorporation - Reduces Personal Liability
 A small business incorporation is a separate person from the one or ones who own it. Therefore, when a small business incorporation is sued, there are provisions in the law to protect Monica (shareholder) and mangers (officers and directors) from personal liability through the business incorporation.
 Business incorporation - Adds Credibility
 A business incorporation has greater credibility in the eyes of many customers and lenders than does a sole proprietorship or partnership. When Monica takes the step and creates a small business incorporation it is perceived that the incorporated business has long-range plans. Because of the added trust, this may increase the likelihood that customers and lenders will be willing to part with their money. In this regard, a business incorporation service may, indeed, increase Monica’s profits and ability to expand.
 Business Incorporation - Tax Advantages
 There are more tax deductions available to a small business incorporation than to businesses that are not incorporated. A few examples include medical expenses, pension plan, business trips and entertainment.
 Small business incorporation - Deductible Employee Benefits
 Forming a corporation provides for a wide-array of tax deductions for the Company and its employees. Even a one-person business incorporation can enjoy tremendous tax deductible benefits such as health insurance deductions, travel deductions, automobile deductions, entertainment deductions, recreational facilities and many more. One of the most beneficial deductions is the pension plan under Section 37 ITA. Money placed in a properly structured pension plan is tax deductible and the funds grow tax-free for retirement. These outstanding benefits alone can pay for a business incorporation service many times over.
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Business Incorporation – Anonymity
 Owning an asset in her own name, such as a business, an investment property or an automobile, provides an easy target for one performing an asset search. Before initiating a lawsuit, it is quite common for an attorney to perform an asset search. If no assets can be located in Monica’s name this may decrease the chance that litigation will be pursued. Placing assets in the name of a business incorporation or small business incorporation may provide a cloak of privacy between Monica and those contemplating legal action against her. This privacy is enhanced when “nominee” officers and directors are listed. With the Companies Incorporated Nominee Privacy Service, Monica may retain ownership and control of her business incorporations. However, she may elect Companies Incorporated representatives (who have no control or ownership of the business incorporation) to be listed as officers and directors in the public records.
 Business incorporation service - Raising Capital
 There is a greater source of capital available to a business incorporation than to partnerships or proprietorships. Because the business incorporation is separate from the owners, people tend to be more willing to invest money without accepting liability or responsibility for small business incorporation.
 Responsibilities:
 The Corporation Name and Number -Upon incorporation the corporation will be assigned a number which will be entered into a computerized database along with pertinent information. All future inquiries may be dealt with faster if the corporation name and number are set out on all documents forwarded to registrar of Companies.
 Annual Return - The Act requires that the corporation file an annual return each year.
 Change of Directors or Registered Office - If there is a change among the directors of the corporation or with the address of its registered office, the Registrar of Companies must be notified.
 Submission of Tax Returns - All companies in receipt of income are required to submit tax returns not later than 30th September following the end of the charge year. Where the company submits a tax return late, a penalty of K360, 000 (or 2,000 penalty units) per month or part thereof is charged.
 Submission of Provisional Tax Returns - All companies in receipt of income are required to submit provisional tax returns not later than 30th June of the charge year to which the return relates. The penalty of K360, 000 or (2,000 penalty units) per month or part thereof is charged for failure to submit the provisional return.
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QUESTION II
 Misodzi Mupotola
 Misodzi has worked as a director of Maze Ltd for over 10 years now. She is on a K300, 000,000 Annual salary and she has approached you for advice on the following matters.
 a) Maze Ltd has provided Misodzi with a new 3000 CC diesel powered Benz Car with a List price of K165, 000,000. The company paid the entire cost of the car. During 2001/2002. Misodzi will drive 2000 miles on business account. She will also have the use of a business credit card. During the charge year 2001/2002 the credit card will be used to pay for any subsequent maintenance of the Benz car amounting to K10 million and residential accommodation amounting to K7, 750,000. Required: Advice both the company and Misodzi of the tax implications arising from
 Misodzi’s benefits in kind package using the 2002/03 tax rates.
 b) During the year Maze Ltd retrenched one of their directors for alleged mismanagement of company resources. The director was paid a Lump sum redundancy payment of K670, 000,000. This consisted of the following:
 K
 Salary 250,000,000Salary in Lieu of notice 70,000,000Cash in Lieu of Leave 25,000,000Accrued Labour Day Award 10,000,000Refund of medical expenses 100,000Ex – gratia compensation for Loss of office 50,000,000Severance pay 264,900,000
 ----------------670,000,000========
 Required
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Explain the income tax implication of the Lump sum payment of K670, 000,000.
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Answer
 Misodzi Mupotola
 (A) Taxation of Misodzi’s Benefits in Kind:Maze Ltd has provided Misodzi with the following benefits in Kind:
 Personal to holder car Residential accommodation.
 Personal to holder car – 3000 cc
 Although the question has not stated whether the car has been offered to Misodzi on a personal to holder basis, it is easy, under the circumstances, to deduce that the car is not a pool car. To be a pool car, it must be provided as part of a fleet for the use of all employees primarily for business purposes. And among the cars in a pool, no one car must be regularly kept over night on or near the private residence of an employee – a condition that more likely than not has been broken.
 The provision of motor vehicles on a personal to holder basis gives rise to a benefit, which cannot be converted, into cash. Such benefits are not taxable on employees. And S. 44 (L) of the income Tax Act requires that the employer may claim no deduction in respect of the cost of providing the benefit. The benefit to be disallowed in the employer’s tax computation is K400, 000 per month or K4.8 million Per annum for cars with a cylinder capacity of 1800 cc and above. Unlike the practice in the United Kingdom, the List price of the car and business mileage has no much significance under the Zambian income Tax
 Residential Accommodation
 Maze Ltd has offered Misodzi a business credit card, which she uses to pay for among other things residential accommodation. This benefit, like personal to holder cars, is also not taxable on employees but no deduction in respect of the cost of providing the benefit may be claimed by the employer as per requirement of S. 44 (L).
 For residential accommodation provided by Maze Ltd in their capacity as employers the cost to be disallowed in the employer’s tax computation is 30 % of the Taxable Income Paid to the Employee.
 = 300,000,000 X 30 % = K90, 000, 000
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(B) Taxation of the Lump sum payment to outgoing Director
 The retrenched Director is in receipt of the following redundancy package:
 K’000
 Salary 250,000Salary in Lieu of notice 70,000Cash in Lieu of Leave 25,000Accrued Labour Day Award 10,000Refund of medical expenses 100Ex – gratia compensation for Loss of office 50,000Severance pay 264,900
 ----------670,000=====
 The above payments are taxed as follows: The Salary, Cash in lieu of leave and salary in lieu of notice are taxed
 under PAYE in the month in which they are paid. Accrued Labour Day awards and Refund of Medical Expenses are not
 subject to PAYE. In other words they are regarded by the ZRA as non – taxable.
 Ex – gratia compensation for loss of office and severance pay are added together and taxed as follows: The First K5 million is exempt from tax and the balance is taxed at the rate of 10 % as per the provisions of Section 82 ITA.
 The Tax for the charge year 2003 will therefore be computed as follows:
 Amount Taxed under PAYE
 K’000 TaxSalary 250,000Cash in lieu of leave 25,000Cash in lieu of notice 70,000
 ----------345,000
 Less: Tax free amount (1,920)-----------343,080
 Tax at 30 % (102,924) 102,924------------240,156======
 Amounts Taxed outside PAYEEx-gratia compensation 50,000
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Severance Pay 264,900----------314, 900
 Less: Exempt portion (5,000)----------309,900
 Tax at 10 % (30,990) 30,990----------- -----------278,910 133,914===== =====
 Note that in the charge year 2003, there were no graduated bands of tax. Income from employment was taxed at 0% and 30%.
 ****************************************************************************************************
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UNIT 5TAXATION OF SELF EMPLOYED,
 SOLE TRADERS AND PARTNERSHIPS
 T5 – TaxationAmendment Act 2006/07
 277

Page 249
                        

CHAPTER 8
 SOLE TRADERS AND PARTNERSHIPS
 At the end of this chapter students should be able to understand the following:
 Employed Vs. Self employed Employed: Tax implications Self employed: Tax implications Existence of a partnership Charge of tax Contents of S.61 ITA Contents of S.18 (3) ITA Contents of S.26 ITA Partnership annuities Rules for adjustment of accounting profit Capital allowances – treatment for partnerships Allocation of partnership losses to individual partners Tax computations for individual partners
 8.1 - Introduction
 This Unit is intended to emphasize the issues, which arise in determining whether an Individual is employed or self -employed. This distinction is quite significant for tax purposes. We will analyze the comparative impact of tax on employed individuals and the self-employed individuals. We then look at the taxation of Partnerships. Fortunately, there are very few new rules to learn since all of the assessment rules applicable to sole traders apply to partnerships.
 8.2 - Employment Status Manual
 In October 2000 the Inland Revenue - UK published its Employment status Manual. This Manual provides a convenient summary of the rules relating to the determination of employment status. In Zambia, the ZRA has not yet
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come up with a similar document but it can extensively be applied to our situation in Zambia as well as for other Commonwealth Countries.
 The distinction between Employment and Self-employment is essentially whether the contract entered into is one for a Contract of service -i.e. Employment, or a Contract for Services- i.e. Self-employment. In coming up with this distinction it must be emphasized that employment status is not a matter to be determined by running down some form of check list or adding up the number of factors pointing toward employment and comparing that result with the number of points pointing toward self employment. It is a matter of evaluating the overall picture that emerges from a detailed review of all facts. While accepting the fact that this distinction is often hard to make, there are a number of tests to be considered when determining whether or not there is employment. These are:
 The Control Test The Mutual obligation test The Integration test The economic reality test
 The Control Test
 If an individual can or is able to exercise control over the affairs of the business, there is a strong indication that a contract for service exists.
 The mutual obligation test
 Has one party an obligation to provide work, and has the other party an obligation to do the work provided? If the answer is yes, this is an indication of a contract of service. This test is more relevant where there is a series of engagements between the parties, and the worker is attempting to establish employment rights.
 The integration Test
 Does the party providing the Services do so as an integral part of the other party's business? If yes, this is an indication of a contract of service.
 The economic Reality test
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Do the activities of the person providing the services form a trade or profession in their own right? That is:
 Does the individual provide his own equipment? Does he hire his helpers? What degree of financial risk does he take? What degree of responsibility for investment has he got? Does he have an opportunity to profit from sound management in the
 performance of his task?
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Other Factors:
 The following may also be used in the analysis:
 The extent of personal service Basis of payment Holiday pay, sick pay and pension rights Right of dismissal Length of engagement.
 In general, the ZRA will insist upon a detailed examination of all facts, which may include documentary or oral evidence of the terms of engagement, as well as the actual practices and stated intentions of the two parties.
 EMPLOYED - TAX IMPLICATIONS
 Individuals who are employed are subject to the following:
 PAY AS YOU EARN (P.A.Y.E)
 Tax is due more or less as emoluments are paid. Check for the definition of emoluments under Income from employment in Unit 2.
 Tax is due on any benefit in kind they may receive from their employer. Deductible expenses should be incurred wholly, exclusively and necessarily for
 the purpose of employment, i.e., wholly, exclusively and necessarily incurred in the performance of the duties of employment. An expense is only necessary for this purpose, if the individual doing the job would have to incur it. In this context the classic case of Brown V Bullock is usually applied. In this case, a bank manager was not allowed a deduction for the club subscription expense, which his employer ordered him to incur (The employer had met the cost, but he was of course taxed on this as a benefit in kind). The judge stated:
 QUOTE:“The test is not whether the employer imposes the expense but whether the duties do, in the sense that irrespective of what the employer may prescribe, the duties cannot be performed without incurring the particular outlay".
 There is no need to account for VAT on emoluments received.
 SELF- EMPLOYED - TAX IMPLICATIONS
 The self employed are generally taxed on their income arising from: Any profession, vocation or trade Any adventure or concern in the nature of a trade, whether singular or
 otherwise Manufacturing Farming.
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Capital allowances
 Self-employed individuals might claim capital allowances on their industrial buildings, plant, Implements, etc.
 The Self- employed individuals are required to register for VAT provided their turnover of taxable supplies reaches the appropriate limit of K200 million. The penalties for failure to comply are severe. This is so because they comprise not simply the penalty for late registration, but also the liability to pay VAT from the date when the business ought to have been registered. This will be considered in more detail under the Value Added Tax (VAT) in a later Unit.
 Exercise I - Case Study
 PONDE MANUFACTURING PLCPonde Manufacturing Plc is engaged in the production of "Maheu" a local energy drink. It is a requirement of the Zambia Bureau of standards that Ponde Manufacturing Plc employs a full time Health & Safety Officer.
 Mr. Mwila was engaged as health and safety officer at the beginning of the 2002 charge year. Three months later, he was declared redundant following the diminishing demand for Maheu and consequently a reduction in the Company's operations. He was paid his full benefits plus legal awards for the premature termination of the contract.
 Mr. Mwila then began to trade as a freelance Health and Safety Consultant, being retained by Ponde for two days a week.
 He continued to occupy the office, which he had used as an employee of Ponde Manufacturing Plc. He also enjoyed the services of a secretary employed by the company for at least three hours daily.
 The company made monthly payments to Mr. Mwila in respect of his two days weekly engagement. These payments amounted to K5, 500, 000 a month, from which K500, 000 was deducted as an agreed payment for rent of office and secretarial services.
 For eleven months following his redundancy, Mr. Mwila obtained no further work, although he advertised his availability in the Post News Paper's classified section. Thereafter, Pankito Health Net engaged him for one day a week - a company not connected in any way with Ponde Manufacturing Plc.
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Discussion
 In this case, whether Mr. Mwila interposes the company or not has very little relevance. With or without the company, the question remains: does his continued work with Ponde truly amount to an engagement in the course of a self employed activity, or is it no more than an effective continuation of his previous employment?
 As we noted at the beginning of this chapter, employment status is not a matter to be determined by running down some form of checklist pointing towards employment or self employment, it is a matter of evaluating the overall picture that emerges from a detailed review of all facts.
 The Inland Revenue (UK) leaflet IR 56 "Tax -employed or self employed?" suggests that positive answers to the following questions usually mean that someone is employed: Are you ultimately responsible for how the business is run? Do you risk your own capital in the business? Are you responsible for bearing losses as well as taking profits? Do you yourself control what you do, and whether you do it, how you do it and
 when and where you do it? Do you provide the major items or equipment you need to do your job? Are you free to hire other people, on terms of your own choice to do the work? Do you have to correct unsatisfactory work at your own expense?
 MR. MWILA
 Control
 Has he got control over the affairs of the business? It seems Ponde Manufacturing plc has control over when and how many times Mr. Mwila has to report for work, i.e., twice in a week.
 Integration
 Mr. Mwila seems to provide his services as an integral part of Ponde Manufacturing plc's business.
 Economic reality
 It is not clear from the question whether or not Mr. Mwila provides his own equipment.
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Mr. Mwila does not seem to have the right to hire other people. Even secretarial services are provided by a full time employee of Ponde Manufacturing Plc.
 By setting up a private Consultancy, he has risked his own capital - probably his entire benefits!
 For eleven months he had no other work. His life depended on his business association with Ponde Manufacturing Plc.
 After the eleventh moth, Pankito Health Net employs him for one day a week.
 Conclusion
 There is little in the facts of the case study to support Mr. Mwila's claim to be self-employed, at least during the first eleven months. The fact that he is renting his former office does not justify the existence of a self-employed status. In fact, insufficient information is given about the arrangement between Mr. Mwila and Ponde - is there any formal documentation, or do the terms of the former employment actually continue? This and other factors ought to be taken into account before reaching a final conclusion.
 Exercise II
 Abraham Chisenga.
 Abraham Chisenga has been working as a Plumber at Mainza Limited for over 5 years. On 1.04.2001 Abraham resigned and started working independently. For the charge year to 31.03.2002, his first 12 months of trading, the Income is forecast to be K120 million, of which 60 % will be in respect of work done for Mainza Limited at their Mainza Family Complex Construction Site where the company is constructing an ultra modern housing complex for its employees.
 Abraham has made an estimate of his annual expenditure as follows: He will purchase plumbing equipment costing K20 million
 (inclusive of VAT) on 1.04.2002. He will spend K300, 000 per quarter on his telephone. The amount is VAT
 inclusive. Abraham has an old van, which he uses for visiting his clients. It had cost K4
 million on 1.04.2002.
 Due to the intensity of the work at the Mainza Construction site, Abraham spends 50 % of his time working for Mainza, and to this effect Mainza Limited has awarded him a 12 months contract to complete the housing complex.
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On 30.09.2002 Mainza Limited was the subject of the Zambia Revenue Authority Pay As You Earn (PAYE) compliance visit and Abraham’s self employed status in respect of his contract with the company was queried. The ZRA have stated that they consider Abraham to be an employee of Mainza Limited for the purpose of Income Tax.
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Required:
 1. Briefly discuss the criteria that will be used in deciding whether Abraham will be classified as employed or self-employed in respect of his dealings with Mainza Limited. Your answer should include
 An explanation as to the likely reasons why the ZRA have queried Abraham’s self – employed status.
 Any defence that that Mainza Limited can put forward to justify Abraham’s self – employed status.
 2. Calculate Abraham’s Liability to Income Tax for the charge year ending 31.03.2006.
 Answer
 Abraham Chisenga
 (i) When considering Abraham’s plumbing contract with Mainza Limited – his former employers, the essential point is whether the contract by and large constitutes a contract of service in which case Abraham will be deemed to be an employee of Mainza Limited, or a contract for services in which case he will be deemed to be self employed and consequently required to file in and submit an Income Tax Return to the ZRA at the end of the appropriate charge year – i.e. 2005/2006.
 This notwithstanding, the decided court case of Hall Vs Lorimer (1994) stated that no single test will be conclusive. Hence a multiple test approach must be used to make this determination.
 The Control Test
 Here it is appropriate to determine whether Mainza Limited has control over
 Abraham as to how his work is performed. A vital point in this case is the time that
 Abraham spends at Mainza Limited, i.e. 50 % of his time. If his contract requires
 him to be there at specific times e.g. 08:00 – 17:00 hrs each day, then this would
 indicate a contract of service. If however, Abraham visits the construction site at
 his own time and as necessity demands, then this may indicate a contract for
 services.
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The Mutual Obligations test
 Under this, we need to consider whether Mainza Limited has an obligation to
 provide work and whether Abraham also has an obligation to do the work provided.
 If Mainza Limited is under obligation to award the contract to Abraham there would
 be a good case for a contract of service and Abraham would thus be included on
 the PAYE file. If however, Mainza is under no obligation to provide the work, then it
 may be right to deem Abraham as a self-employed individual. From the information
 given, Abraham has only one contract with Mainza Limited, which is for a period of
 12 months. This is an indication of a contract of service.
 The economical reality Test
 Here, we need to consider whether the activities of Abraham form a plumbing profession in their own right. In the decided court case of Market Investigations Ltd Vs Minister of Social Security (1969), it was identified that a number of factors must be considered to make this determination. This notwithstanding, it is clear from the information given that Abraham has purchased his own plumbing equipment at a VAT inclusive amount of K20 million. This is a strong indication of self – employment.
 The integration test
 Is Abraham’s involvement with Mainza Limited material enough to constitute an integral part of Mainza limited’s business? If that is the case, then there is a strong indication that a contract of service does in fact exist. In coming up with this determination, it will be necessary to look at how Abraham’s position has changed from when he was an employee of Mainza Limited. For example, if he is no longer entitled to leave pay, then this will indicate a contract for services.
 The ZRA viewpoint
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The ZRA have queried Abraham’s self – employed status because of his previous
 employment with Mainza Limited, and the fact that 60% of his income comes from
 Mainza Limited.
 Justifying Abraham’s self – employed status
 To show that Abraham is self – employed, Mainza Limited can point out the following: Abraham has purchased his own equipment. He also does not appear to be an integral part of Mainza Ltd. Abraham can suffer loss from the transaction in his own personal capacity.
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(ii) If Abraham is classified as a self – employed person his income tax liability may be computed as follows:
 Income Tax Liability for 2005/2006 K’000
 Income 120,000Less: Expenses:Telephone (K300 X 4) (1,200)
 -----------118,800
 Less: Capital allowances:Plumbing Equipment (25% X 20,000) (Note 1) (5,000)Van K4000 X 25 % (Note 2) (1,000)
 -----------112,800
 Less: Tax Free Amount (Note 3) (3,360)-----------
 Taxable Income 109,440======
 Note 1Paragraph 18 of Part V of the 5th Schedule to the Income Tax Act provides for a 25 % Wear and Tear Allowance on Implements, machinery and Plant – the category in which the plumbing equipment falls.Note 2The Van is assumed to be a commercial vehicle for the purposes of the 5 th
 Schedule’s classification.Note 3In order to provide further relief to workers in the low income brackets the tax free income threshold for individuals has been increased from K3, 120,000 in 2004/2005 to K3, 360,000 in 2005/ 2006.
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8.3 – PARTNERSHIP TAXATION
 The legal definition of a partnership is given in the Partnership Act of 1890 as:
 Definition“The relationship, which subsists between persons carrying on a business in common with a view of making a profit.”
 That Act further defines business to include “every trade, occupation or employment” in Section 45. Without much trouble we should be able to note that this definition of business activity is too wide for tax purposes. This is because it includes employment as a business activity. The Zambian Income Tax Act excludes employment from the definition of business but includes every trade, occupation and profession, farming, manufacturing, and any adventure or concern in the nature of a trade, whether singular or otherwise.
 Existence of a Partnership
 A partnership deed will be prima facie evidence that a partnership exists, though it is not conclusive. But the better evidence of the existence of a partnership is the actual receipt of a share of profits or participation in the sharing of Losses. It is therefore apparent that whether a partnership exists for tax purposes is a question of fact. It is not sufficient simply to have an agreement which states that a partnership exists; the actions of the parties involved must clearly indicate that they are carrying on a business with a view of profit.
 Charge of Tax
 Section 14(1) ITA states that tax shall be charged on the Income received in a charge year: By every Person from a source within or deemed to be within Zambia; and By any individual who is ordinarily resident within Zambia by way of interest
 and dividends from a source outside Zambia.
 A partnership according to Section 2 is excluded from the definition of a Person. It states that person includes:
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Definition“Any body of persons, corporate or otherwise, a corporation sole, a local or like authority, a deceased’s estate, a bankrupt’s estate and a trust, but does not include a partnership”.
 Therefore, for tax purposes a partnership is not a person and hence not chargeable to tax because the tax is charged only on persons according to the provisions of S.14 ITA.
 While the partnership is not taxable, the partners who form a partnership are taxable as individuals. In other words, each individual partner is taxed like a sole trader who runs a business which:
 Starts when he joins the partnership Finishes when he leaves the partnership Has the same periods of accounts as the partnership (except that a partner
 who joins or leaves during a period will have a period which starts or ends part way through the partnership’s period)
 Makes profits or losses equal to the partner’s share of partnership’s profits or losses.
 Section 61 ITA – Joint Return
 Persons carrying on any business in partnership are required to furnish a joint return of the Income of the partnership for a charge year declaring the names and addresses of all Partners and their share of profits to which each partner is entitled for that particular charge year.
 In practice, the profits of the partnership are computed in the normal way and then distributed among the existing partners who are liable to the normal income tax computation rules.
 Insurance issues:
 Sometimes a partnership undertakes an insurance policy to take care of the partner’s beneficiaries after death. This is aimed at having ready funds for distribution to the deceased’s capital account.
 If the Insurance policy taken out is on joint lives of the partners, and all the relevant charges and premiums on the policy are expensed in the partnership profit and loss account, the amount of such premiums is not an allowable expense in the partnership books but each partner is entitled to claim the insurance rebate in respect of his share of the premiums.
 If the Insurance policy is taken out individually by each partner, and the premiums on the partner’s separate policies are borne by the partnership, the premiums are in this case allowed as a deduction in the partnership books and disallowed on each partner.
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Provisions of Section 18(3) ITA – Income Deemed within Zambia
 Where a person ordinarily resident in Zambia receives a share of the profits of a business carried on in partnership partly within and partly outside Zambia, the whole of the person’s share of profits of the partnership is deemed to have been received from a source within Zambia and hence liable to Zambian Income Tax.
 Income of Partner – S.26 ITA
 This section provides that where two or more persons in partnership carry on a business, the Income of any partner from the partnership is the share to which he was entitled in that period, and that share shall be assessed and charged on him accordingly.
 The meaning of the word Share under this section is quite broad and wide. It includes income received as remunerations, interest on capital, etc.
 If a partnership has a loss after making adjustments for remunerations, interest on capital, etc., a partner’s Income is the excess of his remuneration and interest on capital over his share of such loss.
 Sole Purpose
 For an expense to qualify as a deduction under S.29 ITA, the business purpose must be the sole purpose. A non – trade or private purpose disqualifies its deduction from trading profit in full where there is no objective yardstick by which any business element can be distinguished from the non –business element (Newson Vs Robertson –33 TC.452).
 It follows therefore that payments made by a partnership towards the personal or domestic expenses of a partner are disallowed on dual-purpose grounds. In Mackinlay Vs Arthur young McClelland Moores & Co. payments made by a partnership towards the removal expenses of partners were held to have an inherently private purpose.
 Partnership Annuities
 A partner who retires from a partnership may continue to receive an annuity from a partnership. Such an annuity will not constitute an allowable deduction against business profits. Instead, appropriate shares of the annuity will rank as a charge in computing the total income of each of the partners who form the partnership when the annuity is paid.
 This treatment only applies where the payment is made for bona fide commercial reasons in connection with the partnership business. This requirement is adopted from Section 347 ICTA 1988 of the UK. The condition is regarded as satisfied where the payment of annuities to retired partners is written into the partnership agreement.
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EXAM ALERT
 In general, and as far as tax is concerned, a partnership is no more than just a convenient term for describing a group of persons who are actually taxed as if they were individuals. The main computational idiosyncrasy, however, must be viewed in much the same way as for individuals who are not in a partnership.
 EXAMPLE 1
 Mule, Zampundu and Zamule have traded in partnership for 10 years, sharing profits and losses as follows:
 Mule: Salary K15 million plus 2/5 of the balanceZampundu: Salary K25 million plus 2/5 of the balanceZamule: Salary K50 million plus 1/5 of the balance.
 The partnership has an assessable profit (after capital allowances) of K50 million for the charge year ended 31 March 2002.
 Required:Show the amount on which each partner will be taxed.
 Answer. MULE ZAMPUNDU ZAMULE TOTALAllocation: K’000 K’000 K’000 K’000
 Salaries 15,000 25,000 50,000 90,000Balance * (20,000) (20,000) (10,000) (50,000)
 ----------- ---------- ----------- ---------- (5,000) 5,000 40,000 40,000 ----------- ----------- ----------- ----------
 * Because the specific allocations, i.e., the total of salaries, exceed the assessable profit of K50 million, the balancing figure must be Negative.
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EXAMINATION TYPE QUESTIONS WITH ANSWERS
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QUESTION I
 Kawandami, Dyaunkha & Nakamba
 Kawandami, Dyaunkha and Nakamba are Partners in a business, which commenced on 1.4.1997. They share profits and losses in the ratio 2:2:1. The partnership profit and loss Account for the charge year ended 31 March 2006 is as follows:
 K’000.Turnover 450,000Cost of Sales (250,000)
 -------------- 200,000
 Rental Income 50,000 ------------- 250,000
 Less: Expenses:Depreciation 100,000Stationary & Printing 4,000Repairs (Note 1) 3,000Subscriptions (note 2) 2,000Annuity (note 3) 4,500Insurance (note 4) 6,000Removal expenses (note 5) 4,445Legal Fees (note 6) 10,000Interest on loan (note 7) 10,000Cleaning 1,000Unrealized Exchange Loss 50,000Rent and Rates 2,500Tax Penalty 12,000Tax appeal costs 5,000Accounting Fees 8,000Salaries & Wages (note 8) 50,000
 ---------- (278,445) --------------
 Net Loss (28,445) --------------
 NOTES:1) Repairs: These are revenue in nature.2) Subscriptions: One third of these are club subscriptions at the Lusaka Golf Club.
 The remainder relates to membership fees at ZICA and the Zambia Institute of Bankers.
 3) Annuity: The amount was paid to Ingrid Mutembo, a former partner who retired four years ago. The clause in the partnership agreement relating to payments made to retired partners is still active and applicable to the current partners.
 4) Insurance: The amount relates to insurance premiums on the Insurance policy taken out on Joint lives of all the partners.
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5) Removal Expenses: Kawandami has always lived outside Lusaka where the central management of the partnership business is located. To enhance his contribution to the business, it was decided that the business meets his relocation expenses in full, from Kafue to Lusaka.
 6) Legal Fees: These are made up of the following: K’000Legal Advise on acquiring fixed asset 4,000Collecting trade debts 4,000Defending title to Fixed Asset 2.000
 --------- 10,000 ---------
 7) Interest on Loan is made up of the following: K’000
 Trading Loan interest 5,000Fixed Asset acquisition Loan 5,000
 --------- 10,000 ----------
 8) Salaries and Wages: This figure is made up of the following: K’000
 Kawandami 10,000 Dyaunkha 10,000 Nakamba 15,000 Other Employees 21,000
 ---------- 56,000 ----------
 9) The Partners’ other Income K’000
 Kawandami:Commissions 4,000Rental income from a private House 2,000
 -------- 6,000
 --------Dyaunkha:Bank Interest 4,000
 --------Nakamba:Share of partnership profits from Zimbabwe 10,000Commissions 4,500
 --------- 14,500 ----------Note: Nakamba is ordinarily resident in Zambia.
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10) Assume Capital allowances of K75 million.
 Required:Compute the Tax Liability of Each Partner.
 Answer:
 Mr. Kawandami, Dyaunkha and Nakamba
 First and foremost it is vital to realize that the income Tax Act does not recognize a partnership as a distinct taxable person. For this reason, a partnership is not chargeable to tax as such, but each partner is assessed separately.
 The Income Tax Act provides that persons carrying on any business in partnership are required to make a joint return as partners in respect of such business.
 In practice, ZRA first determines the taxable income of the partnership on the basis that it is a separate taxable person. Then the Income of that partnership is apportioned among the partners according to their rights to share in the profits of the partnership.
 After apportionment, the partners are then individually assessed on their respective share of the partnership Income after taking into account any income received from Sources outside the partnership.
 Repairs:Repairs, which are not on account of a capital nature, are allowable for tax purposes.
 Annuity:Annuity payments to a former partner are not allowable for tax purposes.
 Insurance:Where the insurance policy taken out is on joint lives of the partners, and all the relevant charges and premiums on the policy are expensed in the partnership profit and loss account, the amount of such premiums is not an allowable expense in the partnership books.
 Removal Expenses:Removal expenses, which are of a private nature, are not allowable.
 Legal fees: The cost of legal advice on acquiring a new fixed asset is not allowable.
 Interest on Loan:The case of Zamcell Vs ZRA established that interest on Loans used to acquire fixed assets is not an allowable deduction in the tax computation. The ruling of the Revenue Appeals Tribunal Stated: “We have carefully examined the Income Tax
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Act CAP 323 of the Laws of Zambia. There is no provision in the Act that specifically provides that Interest (irrespective of whether of a capital or revenue nature is deductible)” Page 3 of the Ruling refers.
 The tribunal further states that the Zambian position in respect to the deduction of interest should in its view not be different from that of both the UK and RSA and conclude by saying that: “ The Interest and commission which were necessarily incidental to the loan should be treated as Capital expense and therefore not deductible”.
 Salaries and Wages:Only salaries for Employees qualify.
 Computation of Partnership Adjusted Profit. K’000
 Loss as per Accounts (28,445)Add: Disallowed Expenditure:Depreciation 100,000Subscriptions ( 1/3 X 2000) 667Annuity 4,500Insurance 6,000Removal expenses 4,445Legal Fees 4,000Interest on Loan 5,000Unrealized Exchange loss 50,000Tax Penalty 12,000Tax appeal costs 5,000Salaries for Partners 35,000
 ----------- 198,167Less:Capital allowances (75,000)Rental Income* (50,000)
 ------------ 73,167 -----------
 * Rental income will be taxed separately.
 Apportionment of Income: (Amounts in K’000)
 Kawandami = 2/5 X 73,167 = K29,267 Dyaunkha = 2/5 X 73,167 = K29,267 Nakamba = 1/5 X 73,167 = K 14,633
 Assessments for Each Individual Partner:
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Mr. Kawandami:K’000
 Aggregate Income:Salary 10,000Share of partnership profits 29,267Commissions 4.000Rentals 2,000Partnership rentals (2/5 X 50,000) 20,000
 ---------- 65,267
 Less: Share of Insurance rebate (2/5 X 6000) (2,400)
 ---------Chargeable Income 62,867 -------------------------Tax Charge:----------------First K3360 @ 0% NilNext( K8640 up to K12,000) @30% 3,600 Next K47,507 @ 35% 16,627
 -----------19,987
 Less: WHT – Rentals (2000 + 20000) (3,300) - Commissions (600)
 ---------Tax Payable 16,087 ---------
 Dyaunkha: K’000Aggregate income:Salary 10,000Share of profits 29,267Bank Interest (WHT of 25% is a final tax) -Share of Rental income 20,000
 ---------- 59,267Less:Insurance rebate (2,400)
 ----------Chargeable Income 56,867
 ----------
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----------------Tax Charge:-----------------First K3360 @ 0% NilNext K12,000 @ 30% 3,600Next KK41,507 @ 35% 14,527
 ----------18,127
 Less: WHT – Rentals (15% of 20,000) (3,000) ----------
 Tax payable 15,127 ----------
 Nakamba K’000
 Salary 15,000Share of profits 14,633Commissions 4,500Foreign partnership profit share* 10,000Share of rental Income ( 1/5 X 50,000) 10,000
 ----------- 54,133Less: Insurance Rebate ( 1/5 X 6000) (1,200)
 -----------Chargeable Income 52,933
 ----------
 ----------------Tax Charge:----------------First K3,360 @ 0% NilNext K12,000 @ 30% 3,600Next K37,573 @ 35% 13,150
 ----------- 6,750
 Less: WHT on : Commissions (675) Rental Income (1,500)
 ---------Tax payable 14,575
 ----------* Where a person ordinarily resident in Zambia receives a share of profits of a business carried on in partnership partly in Zambia and partly outside Zambia, the Whole of the person’s income is deemed to have been received from a source within Zambia and hence subject to Income tax in Zambia.
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QUESTION II
 Global Financial Services
 Global Financial Services is a firm of chartered accountants offering investment, accounting and tax advice. It was set up in Zambia in 1999 as a partnership, with affiliation to Global Financial Services in the United Kingdom where the Chairman resides. In Zambia, two senior partners Mr. Charles Chomba and Charles Chekapu who share profits and losses in the ratio 3:2 head the partnership.
 For the year 2001/2002 the Company Accountant has produced the following financial statements from which you are required to compute the partnership’s assessable income that is divisible to the partners in their profit/ loss-sharing ratio.
 Detailed Profit and Loss Account for the year ended 30 September 2001K
 Income:Fees and Recoverables 2,771,157,604Sundry (Note 1) 19,733,014
 ------------------ 2,790,890,618 ===========
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ZMKExpenditureAdvertising 19,734,957Bad Debts (Note 2) 42,549,880Bank Charges 18,538,778Depreciation 45,028,383Donations (Note 3) 4,170,800Electricity & Water 9,406,470Hire charges 18,100,476Insurance 27,726,815Leasing Charges 62,262,000Legal and Professional 750,000Motor Vehicle expenses (Note 4) 1 8,269,818Office expenses 34,392,928Postage and Telephone (Note 5) 144,006,151Printing and Stationery 173,023,898Protective clothing 432,011Rent 149,200,214Repairs and Maintenance 50,795,113Salaries and staff costs 1,218,122,682Security 6,352,000Subscriptions (Note 6) 31,239,339Sundry (Note 7) 2,811,766Training (Note 8) 26,685,065Traveling (Note 9) 427,170,758
 -------------------------- 2,530,770,302 ==============Net Profit for the year 260,120,316
 Additional Information is given below:Note 1Sundry Income
 KExchange Gain – unrealized 13,940,990Interest 2,797,324Rental recovery 2,994,700
 ---------------19,733,014=========
 Note 2: Bad DebtsThe bad debts figure in the Trial Balance relate to Clients that have either been liquidated or closed.
 Note 3: DonationsThese were made to approved charities.
 Note 4: Motor Vehicle Expenses Of this amount K17, 536,787 relate to the private fuel and oils of the senior partners.
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Note 5: Postage and TelephoneThe company has agreed that 10% will be disallowed in the tax computation.
 Note 6: Subscriptions K
 Global Financial Services – UK 12,926,201ZICA 18,313,138
 ----------------31,239,339=========
 Note 7: Sundry Expenses K
 Entertainment 1,555,391Fines 1,256,375
 ---------------2,811,766========
 Note 8: TrainingFor staff on approved courses relating to the profession
 Note 9: Traveling K
 Overseas – by partners for business meeting 43,066,338Local – by managers for audits, taxation services 296,420,483South Africa – Business Summit 70,147,150
 ========= 370,633,971 ==========
 Note 10: Capital Allowance Schedule:
 Cost ITV b/f Additions W & T ITV c/fM/vehicles K K K K K00/01 8,000,000 6,400,000 - 1,600,000 4,800,00001/02 13,404,255 - 13,404,255 2,680,851 10,723,404
 21,404,255 ? 13,404,255 ? 15,523,404Pool Assets00/01 159,649,58
 9119,737,19
 2- 39,912,297 79,824,795
 01/02 79,920,806 - 72,920,806 18,230,201 54,690,605232,570,39
 5119,737,19
 272,920,806 58,142,598 134,515,400
 ? ? ? ? 150,038,804
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Required:You are required to compute the Partnership Assessable Income for the charge year ending on 31 March 2002. Show how this will be divisible to the Partners.
 AnswerGlobal Financial ServicesIncome Tax Computation for 2001/ 2002
 K KNet profit as per account 260,120,316Add Back Disallowed Expenditure:Depreciation 45,028,383Legal fees 750,000Fines 1,256,375Donation 4,170,800Entertainment 1,555,391Telephone – 10 % 14,400,616Private Fuel & Oils 17,536,787
 ---------------- 84,698,352
 ----------------- 344,818,668
 Less Capital Allowances (Check note below) (62,423,449)
 -----------------Assessable income 282,395,219
 ==========Note: The total wear and tear allowance is made up of K4,280,851 denoted by a question mark in the table, and K58,142,598.
 The Assessable Income will be divisible to the two Senior Partners in their profit/loss sharing ratio of 3:2 as follows:
 KMr. Charles Chomba (3/5 X 282,395,219) 169,437,131Mr. Charles Chekapu (2/5 X 282,395,219) 112,958,088
 ---------------- 282,395,219 ==========
 ****************************************************************************************************
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UNIT 6
 TAXATION OF LIMITED COMPANIES
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CHAPTER 9
 LIMITED COMPANIES
 After studying this Unit you are expected to understand the following: Definition of Limited Company Company Residence Preliminary business expenses Business Accounts Tax implications of employing Persons with disability Treatment of Exchange Differences Computation of Tax liabilities (Including LuSe Listed Companies) Aspects of leasing transactions Payment of Provisional taxes Due Dates Taxation of Mining companies
 9.1 - Introduction
 This Unit will deal with the Taxation implications arising from trading in the form of a limited company instead of a partnership or sole trader as we saw in Unit 4. It is important to note right from the start that the rules for deducting business expenses are almost the same as those applying to sole traders and partnerships. Because Limited Companies are larger than sole traders, in most cases, it is more likely than not, to find unique tax characteristics from those we saw for sole traders and partnerships. It is also important for us to note that Limited companies may be service oriented such as insurance and financial institutions or manufacturing oriented. There also specialized Limited Companies such as Mining Companies and those that engage in Construction and similar activities. These will be considered in chapter 10.
 9.2 – Definition of Limited Company
 In a limited Company the initial capital is subscribed in the form of share capital, these shares being allotted in whatever allocation is agreed upon. The cardinal point about limited companies is that the liability of the shareholders is limited to the nominal value of the shares they have subscribed for and, therefore, the shareholders will have no liability for the debts of the company.
 If a business is expanding, it may consider changing its company formation to a limited company (Ltd). By doing this the Company will raise extra capital through
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selling parts of the company (shares) plus it will have the added advantage of limiting the shareholders’ liabilities.   
 Under the Companies Act, not more than 50 members can hold shares within the company and these must be "desirable individuals" stipulated in the Memorandum of Association. The Company also needs to appoint a board of directors for the company. The board would control the company, making decisions and driving the business and would be elected by all the shareholders. This would mean that they would have to set up an election process similar to government election - ballot papers, canvassing, nominations etc.
 Memorandum of Association - Name of company, address, what the Company will do, liability, amount and division of shares etc.
 Articles of Association - who the shares are issued to, qualification and duties of directors, division of profit, method of audit etc
 Statement of nominal capital List of directors Plus other declarations to say the Company has put measures in place
 according to the Companies Act.
 Potential Advantages of a Limited Company:
 A Limited Company provides its owners (the members) with a very flexible and adaptable form of business organization that provides liability protection comparable to the protection provided by incorporation of a business unit. Unless personal guarantees have been given, a member's liability is limited to the amount invested in the Limited Company, though, the managers and/or members have full liability for unpaid taxes.
 A Limited Company can be established at moderate cost in a relatively short time. Management by all members, by one or more members, or by a non-member individual or business entity is allowed. Ownership interests can be transferred using procedures described in the articles of association or operating agreement, or by consent of a majority in interest. Thus, the members have a high level of flexibility in setting up or modifying business arrangements.
 Possible Limitations of a LLC:
 While some Countries have extensive experience with Limited companies, the track record of Limited Companies in Zambia is limited. At this time, it appears that limited experience of individuals and professional advisers with the realities of organizing, operating, transferring, dissolving, and defending Limited Companies may be the most important single concern about this form of business organization. Some lenders have had limited experience with lending to such
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companies, and may be reluctant lending commitments. It may be more difficult to correctly anticipate ownership and management issues that arise during limited company operations, and to develop useful outcomes to those issues. However, experience is accumulating rapidly, and Zambia's authorizing statutes now are very similar to those in other Countries with considerably more experience. Thus, it appears that if the Limited Company form of business organization is suitable for the business activity under consideration, it can be used with confidence by interested persons.
 As is the situation with all multi-owner entities, the suitability and viability of a Limited Company almost certainly will be closely linked to the ability of members to work together without conflict to attain desired outcomes.
 Tax Implications
 For the purposes of the Income Tax Act Limited Companies fall under the definition of “Person”; and they are taxed almost just like natural persons. The rules relating to the deductibility of expenses for Tax purposes are just the same as for businesses that are not incorporated. The Claim of Capital allowances also cannot be distinguished from that of Individuals. However, there are few issues that need highlighting.
 Company Residence
 Companies are not natural persons: they are not individuals who eat, sleep, breathe and walk around. They are commonly referred to as legal persons because they are a creation of law alone. Their structure depends on the law of the particular country, which gives birth to the company by arranging for its creation under the laws of that country.
 Effective from 1st April 2000, section 4 (3) of the Income Tax Act has been amended. The Amendment introduces a new incorporation rule for determining the residence status of Legal persons such as companies and Trusts.
 A legal person will now be resident in Zambia for tax purposes if:
 The person is incorporated or formed in Zambia The management and control of the person’s business or affairs are
 exercised in Zambia
 Possible places in which a company might be held to be resident
 a) Location of Principal Proprietary Interestb) Where direction and control is exercisedc) Where trading operations are performedd) Where it is registered
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In approaching the problem of residence the courts have looked at all of these four possibilities and have come finally to the conclusion that the governing factor is (b) that is, where direction and control is actually exercised.
 It must be noted that there is no universal law when it comes to the determination of company residence. The UK now uses place of incorporation and central management subject to minor exceptions where as the USA sticks rigidly to the place of incorporation as the many factor in determining the residence status of a company. Following the 2000 Amendment to the Income Tax Act Zambia’s residence test hinges on both central management and control and place of incorporation.
 Popular tax cases on company residence
 Case ICalcutta Jute Mills Co. Ltd Vs Nicholson 1 TC.83
 This is an old case. It is the earliest case on residence of companies and is still authoritative Law. In this particular case activities were carried on both in India and London.
 What took place in India? Buying, manufacturing and selling The bulk of the share holdings (on the Indian register) Calcutta directors (Appointed by UK directors) Books of Accounts, documents and monies
 What took place in London? Incorporation and Registered office Money transmitted from India for payment of dividends to UK share
 holders Directors meetings
 Held:The Commissioners and courts found that the effective control was exercised from London and held that the company was resident in the United Kingdom
 TUTORIAL NOTE:The Directors in London had full powers. The Calcutta Organization was only their Agent.
 Case IIDe Beers Consolidated Mines Ltd Vs Howe 5 TC. 198
 Briefly the facts were as follows: Registration and Head Office in South Africa Shareholders general meetings in South Africa
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Directors’ meetings in South Africa and United Kingdom Real Control in all important business Affairs exercised in London
 It was held that the company was resident in London. The registration abroad did not preclude its being resident in the United Kingdom.
 TUTORIAL NOTE:The case seems to establish that residence is a conclusion of fact after scrutiny not only of internal regulations and byelaws but also of the course of business.
 Double Residence of Companies:
 Since the residence of a company is determined by the place of its central management and control the possibility of dual residence depends on whether the seat of control can actually be divided between two countries. This situation is unlikely in practice but the courts have envisaged the possibility of its occurrence. Relevant Tax case: Swedish Central Railway Co. Ltd Vs Thomson - 9 TC. 342. However, the Koitaki Para Rubber Estate Ltd Vs Federal Commissioner of Taxes case suggests that the mere fact that there is a seat of control and management in a particular place rules out the possibility of a similar seat in another place at the same time.
 As a matter of fact, if double residence were possible, it would also be possible that the profits of a company will arise in two or more countries. For instance if a company is incorporated in the Republic of Zambia and centrally controlled in Botswana, both countries would seek to tax the whole profits. And this is something that the tax planners would never allow to happen even if they had hearts of Heavenly Angels!! If you are thinking otherwise, you are probably a celestial miracle.
 TUTORIAL NOTE:
 It is true that a company may reside in more than one place (Swedish Central Railway Co. Ltd V Thompson). But the facts of the Koitaki Para case show conclusively, that there is no divided control!
 A note on the 2000 Amendment Act
 It is worth noting that the principle effect of the new rule will be to make resident in Zambia, from 1st April 2000, all companies incorporated in the Republic, irrespective of the date of incorporation or the place of management and control.
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Example: Rabecca Kabwe
 Rabecca Kabwe has successfully managed her company for over 12 years now, and she is thinking of expanding. Her company, Becky Limited, a Zambian resident company, with annual profits of K10 billion, is now planning to expand through a wholly owned subsidiary in Botswana. The subsidiary is to be known as Botza Ltd and is to carry out trading activities through a permanent establishment in the Republic of Botswana.
 Zambia and Botswana have no double taxation treaty and Becky Ltd does not want Botza Ltd to be regarded as resident in the Republic of Zambia. In view of this, the company is considering three options of incorporation.
 Incorporation in Botswana, with directors’ meetings being held in Botswana.
 Incorporation in Botswana, with directors’ meetings being held in the Republic of Zambia.
 Incorporation in Zambia, with directors’ meetings being held in the Republic of Botswana.
 REQUIRED
 Advice Becky Limited as to which of the options stated above will meet its residence requirements for Botza Limited. You should give reasons for your conclusions in each case.
 ANSWER :
 RABECCA KABWE
 For determination of residence, a company is considered to be a person, and a person can be resident in a country for taxation purposes.
 The income Tax Act section 4 sub – section (3) states that a company is resident in the Republic of Zambia if the control and management of the business are exercised in Zambia.
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Option One
 Incorporation in Botswana, with directors’ meetings being held in Botswana.
 Botza Ltd is not likely to be regarded as resident in the Republic of Zambia as the company is not incorporated in the Republic and neither is the central management and control exercised in the Republic as per the requirement of S.4 (3) ITA.
 As matters stand, Botza Ltd will probably be resident in the Republic of Botswana as both incorporation and control take place there. For tax purposes, Botza Ltd will only be considered to be resident in Zambia if a good case can be established that central management and control is actually exercised in the Republic of Zambia.
 Option Two:
 Incorporation in Botswana, with Directors’ meetings being held in the Republic of Zambia.
 Although the company is incorporated in the Republic of Botswana, the directors’ meetings take place in Zambia. For tax purposes, central management and control is normally exercised where the directors’ meetings take place. Consequently it is very likely that Botza Limited will be considered as resident in Zambia because that’s where central management and control are exercised.
 According to S.4 (3) ITA, a company will be resident in Zambia if its central management and control abides in the Republic of Zambia, regardless of where it is incorporated.
 Option Three:
 Incorporation in Zambia, with directors’ meetings being held in the Republic of Botswana
 Botza will be resident in the Republic of Zambia as that is the place of incorporation. The general practice is to ignore the Location of the directors’ meetings if a company is incorporated in Zambia. But as can be observed, this in some ways contravenes the consolidated principles of central management and control. And on the other hand, the success of
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this classification depends to a large extent on how the Botswana Tax authority treats and interprets central management and control.
 PRELIMINARY BUSINESS EXPENSES
 You have probably heard that one of the many benefits of owning your own business are the tax deductions associated with business ownership. But what are those deductions? One of the cardinal issues in Taxation is to establish whether it is possible to claim expenses that were incurred in the period prior to the date of commencement of business operations. And quite naturally, a further issue emerges as to when a Limited Company or any form of business organization for that matter will be considered to have commenced its business operations. Is it with the first customer?
 You can be in business if you are ready to accept customers. The actual event that triggers you being in business (as opposed to starting a business) will vary by the type of business and your own personal way of operating. Something as simple as registering a business name, or having business cards made up, or even accepting money for something you have done for free up to now can be the "grand opening" of a home based business. Once it is apparent that the business has started, what expenses can they actually claim as deductions?
 Section 35 ITA allows the deduction of preliminary business expenses in ascertaining the gains or profits of a business for the charge year in which that business commences, in respect of any expenditure that:
 Was incurred within 18 months before commencement of the business: and Would have been allowed as a deduction in ascertaining the gains or profits of
 the business after its commencement.
 According to the second condition above, only revenue expenditure incurred wholly and exclusively for business purposes seems to be allowed as genuine preliminary business expenses. These might include: advertising, office renovation expenses, office rentals etc.
 BUSINESS ACCOUNTS
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Section 62 (1) ITA provides that all Companies are required to submit accounts for a 12 months period. Where this is not possible, the Commissioner – General may use his discretion to accept such accounts for the purposes of determining the gains or profits of the business in respect of the charge year which does not add up to 12 months. We will revisit this issue in a later Chapter when we look at Accounting dates.
 EMPLOYING PERSONS WITH DISABILITIES
 “Person with disability” means an individual who is registered with the Zambia Council for the Blind and Handicapped as a Blind or Handicapped person. This means that Blind and Handicapped individuals who are not registered with their respective Councils are not handicapped for the purposes of the Income Tax Act.
 Where a Company/ business has employed a person with disability on a full time basis throughout the Charge year or for a substantial part of the charge year, such a Company is allowed a deduction in ascertaining the gains or profits of that Company that are subject to Tax.
 The 2002 Amendment Act increased the allowable Deduction for employing a person with disability on full time basis from K240, 000 to K500, 000 for each person employed.
 The deduction is only allowable against Income earned from Business.
 COMPANY TAX RATES
 RATESOn Income from LUSE listed Companies 33%On Income from a Manufacturing & other 35%Banks Registered under the Banking &
 Financial Institutions Act: Income up to K250, 000,000 35% Income in Excess of K250, 000,000 40%
 Farming Income 15%Chemical Manufacturing of Fertilizers 15%Trusts, Deceased / Bankrupt Estates 35%
 WITHHOLDING TAX RATES
 Dividends (Final Tax) 15%Interest (Not a final Tax) 15%Royalties, Management & Consultancy Fees 15%Commissions 15%Non –Resident Contractors 15%
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Public Entertainment fees ( Non residents only) 15%
 Interest
 It is worth noting that the 15% WHT on Interest received by a company is not a final Tax. That is, it is subject to further Tax and should be Included in the assessment.
 Another noteworthy point is that the Interest is not grouped with other income under the Rules of Separate Taxation. It is first deducted from the profits and Taxed separately and then the Tax is grouped (Refer to the example outlined below).
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9.3 - FOREX GAINS AND LOSSES
 Forex gains and losses will arise mainly as follows:
 A company may enter into transactions, i.e. buying or selling goods, which are denominated, in foreign currency. Overtime the rates of exchange vary giving rise to forex gains and losses.
 A company may keep its books of Accounts in a foreign currency. When preparing the financial statements, the results will have to be translated into kwacha since kwacha is the reporting currency in Zambia. The process of translating will more often than not give rise to exchange differences (i.e. Forex Gains and Losses).
 Section 29A ITA
 Any foreign currency exchange gains or losses, other than those of a capital nature, shall be assessable or deductible, as the case may be, in the charge year in which such gains or losses are realized, that is to say, in the charge year in which the person or partnership concerned is required to pay the additional kwacha or is allowed a rebate, as the case may be, in settlement of a foreign debt or liability.
 Section 44 (C) ITA prohibits capital losses. There is presently no Capital Gains Tax in Zambia. Thus, forex gains or losses of a non-capital (i.e. revenue) nature are to be assessed or allowed and included in the return for the charge year in which they are realized, rather than for the charge year in which they accrue.
 The Accountancy and Tax Treatment of Forex Gains and Losses
 The standard accountancy treatment of forex gains and losses is based on the UK accounting standard SSAP 20, which is likely to be at least broadly followed in Zambia.
 SSAP 20 provides that forex gains/losses whether accrued or realized should be taken to the profit and loss account as income or expense as the case may be.
 (A) ASSETS
 Where a company buys or sells assets at a price denominated in foreign currency, the price should be translated into kwacha at the rate applying when the transaction is entered into.
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Example
 A company with a year end of 31 March purchases raw materials from a US Supplier for US$10,000 on 1 June 1998 when US$1=K2000. It pays for the goods on 1 August 1998 when US$1=K2100.
 Answer:
 The transaction will initially be recorded at the rate of exchange at the date of purchase (1 June 1998) so the goods will be treated as having cost $10,000 x K2, 000 = K20, 000,000.
 When the goods are paid for on 1 August: (10,000 x 2,100) = K21, 000,000) is paid. Therefore:
 K’000Cost (1.06.98) $10,000 @ 2000 20,000Actually paid (1.8.98) $10,000 @ 2100 (21,000)
 ----------Exchange Loss (1,000)
 ----------
 Accounting Treatment
 The exchange loss will be reported in the Profit and Loss account for the year to 31.03.99.
 Tax Treatment For tax purposes, it is necessary to establish whether or not the loss has been
 realized, and whether or not it is a capital loss. Raw materials are bought as trading stock, i.e. they are revenue in nature. So
 this is not a capital loss. It is by and large a revenue loss. The debt of $10,000 has actually been liquidated, i.e. paid for as at 1.8.98 and
 so the loss is realized. The loss of K1,000,000, therefore, will be allowed in the tax computation as it
 satisfies the two conditions necessary for qualification, i.e. the loss is realized and of a revenue nature.
 (B) NON-MONETARY ITEMS
 Once non-monetary items such as plant, machinery investments – including equity investments, have been translated into kwacha there should be no further retranslations at subsequent year-ends.
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For instance, if a machine is bought in US$ then the cost of the machine should be translated into kwacha at the date of purchase but no further retranslations should be made after that date.
 (C) MONETARY ITEMS
 Monetary items include the following debtors, creditors, Cash/Bank etc. Monetary items in existence at the end of an accounting period should be
 translated into kwacha at the end of year rate, giving rise to an accrued (i.e. not realized) exchange gain or loss as the case may be.
 Example
 A company with a year-end of 31 March purchases raw materials from a US supplier for US$10,000 on 1 June 2000 when US$1 = K2000. It pays for the goods on 1 May 2001 when US$1 = K2200. At 31 March 2001 US$1 = K2150.
 Answer At the date of purchase the kwacha equivalent is (10,000 x 2,000) =
 K20, 000,000. 0n 31/03/2001 the kwacha equivalent is (10,000 x 2,50) = K21,500,000.
 Therefore: K’000Cost (1.6.00) 20,000
 Transaction value (31.3.01) (21,500)
 ----------Exchange Loss (1,500)
 ----------
 The exchange loss is not realized as at 31/3/01. This is because the debt is not paid as at that date. Therefore this loss will not be allowed for tax
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purposes although the accounting treatment is to be charged to the Profit and Loss during the year to 31/3/01 as an accrued expense.
 During the year to 31/3/02 the scenario is as follows:
 K’000Cost (31/03/01) 10,000 @2150 21,500Transaction value (31/05/01) 10,000 @2200 (22,000)
 -----------Exchange Loss (500)
 -----------
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The exchange loss of K500, 000 will be charged to the Profit and Loss during the year to 31/3/02. For tax purposes the entire loss of K1, 500,000 + K500, 000 = K2, 000,000 has now been realized during the year to 31/3/02 and should be allowed during that year.
 (D) LOANS – CAPITAL GAINS AND LOSSES
 When looking at foreign loans, it is not enough to only consider whether the exchange gains/losses are accrued or realized. But it is also necessary to establish whether the gain or loss is on capital account. In deciding this students are advised to look at the nature of the loan. If the loan itself is on capital account then the associated exchange gains/losses will also be capital and thus not taxable/allowable. If, on the other hand, the loan is on revenue account, realized exchange gains/losses will be taxable / allowable.
 The leading UK Tax case on the borderline between capital and revenue borrowing is Beauchamp V F.W Woolworth Plc, 61 TC 542. In this case it was decided that the borrowing of a definite sum for a fixed term of five years was on capital account.
 Characteristics of a Revenue Loan
 Temporary e.g. for a period less than one year. Fluctuating (i.e. akin to a bank overdraft facility) Loan is used for the provision of facilities for day to day running of the
 business.
 Characteristics of a Capital Loan
 Not temporary – e.g. for a period exceeding one year. Fixed in amount. Available for use for any of the trader’s activities and not merely the day-to-day
 trading operations.
 The 2003 Amendment Act – Key developments
 The amendment introduces a deduction for foreign exchange losses of a capital nature incurred on borrowings used for the building and construction of industrial or commercial buildings.
 Any person who builds or constructs an industrial or commercial building is entitled to this newly introduced deduction. The terms ‘industrial building’ and ‘commercial building’ are as defined in part 1 of the fifth schedule to the Income Tax Act.
 T5 – TaxationAmendment Act 2006/07
 321

Page 293
                        

TRANSLATION OF ACCOUNTS
 Foreign currency translation, as distinct from conversion, does not involve the Act of exchanging one currency for another. Translation is required at the end of an accounting period when a company still holds assets or liabilities in its balance sheet, which were obtained or incurred, in a foreign currency.
 Provisions of Section 53 (3) ITA
 Section 55 (3) ITA provides that:
 “A person carrying out any mining operations may elect to keep books of accounts in United States Dollars of all transactions relating to, connected with, or incidental to, such operations if the Commissioner-General is satisfied that not less than 75% of that Person’s gross income from mining operations is earned in the form of foreign exchange from outside the Republic.’
 Although Section 55 (3) ITA seems to allow only a person carrying out any mining operations, the general practice is that other companies, i.e. non-mining companies, whose receipts are mainly in foreign currency may also keep their books and draw up their accounts in a foreign currency.
 Where a valid election has been accepted under Section 55 (3) ITA, to keep books and accounts in US$, the company may also prepare and present accounts and tax computations in support of their return in that currency. The return itself may reflect the account entries in US$ but should express any tax liability in kwacha by translating the net (tax adjusted) profit. The rate of exchange to be used is the bank of Zambia rate at the balance sheet date.
 If a company, which has not made a valid election under Section 55 (3) ITA, has drawn up its accounts in a foreign currency, then the accounts should be translated (by the taxpayer or his agent) into kwacha and the accounts, tax computations and returns all submitted in kwacha. The translation into kwacha should be on a basis that is in accordance with internationally recognized accounting standards. There are two main standard approaches:
 i. The accounts may be drawn up in the foreign currency and then all items translated at the year-end rate. This is called the closing rate or net investment method.
 ii. The accounts may be translated using the rules set out above for individual transactions. This is called the temporal method.
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Either basis of translation may be accepted.
 PAYMENT OF TAX IN A FOREIGN CURRENCY
 A company may wish to pay part or all of its provisional or final tax liability in a foreign currency e.g. US$. In such cases the question of translation and exchange gains or losses may arise.
 The reporting currency in Zambia is the kwacha so liability to tax is always expressed in kwacha even though the accounts as per Section 55 (3) ITA may themselves be expressed in foreign currency.
 Thus where payment of Tax is made in foreign currency. It should be translated into kwacha at the Bank of Zambia rate on the date of payment, which is to be taken as the date on which the payment is credited to the ZRA account.
 In other words the Kwacha Equivalent of any non-kwacha payment is the kwacha amount actually credited to the ZRA account. The Zambia Revenue Authority cannot accept any argument that a different translation date should be used.
 Example
 Suppose a company makes payments of Provisional tax for the year ended 31/03/2002 as follows:
 DATE US$ AMT EXCHANGE RATE30/6/01 2000 $1 = K200030/9/01 2000 $1 = K210030/12/01 2000 $1 = K220031/03/02 2000 $1 = K2300
 The 2001/02 Return, enclosing accounts for the year ended 31 March 2002 is submitted on 15 August 2002. The accounts and return show tax adjusted Profit of $30,000, which need to be translated. How much does the company owe by way of final payment?
 Answer Though a company is allowed to pay its provisional or final tax liability
 in a foreign currency, in this case the US$, such liability is required to be expressed in Kwacha, as this is the reporting currency in Zambia.
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The company is assumed to have made a valid election under Section 55 (3) ITA.
 The payment should therefore be translated into kwacha at the Bank of Zambia rate on the date of payment, i.e. the date on which the payment is credited to the ZRA account, as follows:
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Date US$ Amount Rate Kwacha Amount30/6/01 2000 K2000 4,000,00030/9/01 2000 K2100 4,200,00030/12/01 2000 K2200 4,400,00031/03/02 2000 K2300 4,600,000
 ------- --------------- 8,000 17,200,000 ------- ---------------
 The accounts and Return show tax adjusted Profits of US$30,000 which need to be translated at the balance sheet date (not the date of submission of the return) to (30,000 x 2,300) = K69, 000,000. Assuming a tax rate of 30% the resultant tax liability is K20, 700,000.
 The total kwacha equivalent of the provisional tax payments credited to ZRA account is K17, 200.000. The Balance due is as follows:
 K’000Actual tax liability 20,700Provisional tax paid (17,200)
 ----------Balance Due 3,500
 ---------
 This is the acceptable way of computing the balance of the tax due. Compare it with the one below:
 The company may argue that it has paid $8,000 by way of provisional payments, and that the final liability is ($30,000 x 30%) = $9,000, thus giving the balance payable as ($10,000 - $9,000) = $1,000 translated at K2, 300 to give K2, 300,000. This method is incorrect and is not accepted by the Zambia Revenue Authority.
 BANKING OPERATIONS
 Income Tax Amendment number 6 of 1999 changed the tax treatment of foreign exchange gains or losses for banks. The amendment disapplies the provisions of Section 29A to Banks.
 Section 29A (as amended) provides that any foreign exchange gains/losses, other than those of a capital nature, shall be assessable or deductible, as the case may be, in the charge year in which such gains/losses are realized.
 Following the 1999 Amendment to Section 29A, Banks are allowed to treat foreign exchange gains and losses on a translation basis in line with accountancy principles.
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9.4 - TAX TREATMENT OF LEASING TRANSACTIONS
 By and large, it is a well-known phenomenon that finance leasing is essentially a product of tax engineering. A finance lease is really no more than just a tax efficient way to purchase fixed assets. The tax advantage comes from the fact that the lessor normally maintains entitlement to capital allowances and if the lessee can not immediately utilize such allowances (due to the presence of losses, or simply being unknown to the Zambia Revenue Authority) the benefit to the lessor may then be partly passed on to the lessee making the deal cheaper than loan financing.
 In Zambia finance leasing is also currently attractive as the leasing companies are offering two-year leases whereas the banks are generally lending over one year so finance leasing is gaining the custom of those seeking long-term finance.
 What is a Lease?
 A lease is simply an agreement between two parties for the hire of an asset. The Lessor is the legal owner of the asset who rents out the asset to the lessee. At the end of the lease the asset is returned to the lessor. The lessee will pay a lease rental to the lessor in return for the use of the asset. The accounting treatment for the lease entirely depends on the nature of the lease. For accounting purposes all leases are classified into one of the two categories, they are either deemed to be ‘finance leases’ or ‘operating leases (Tom Clendon FCCA).
 Put differently, leasing occurs when a person or entity (a lessee) obtains the use of an asset without acquiring ownership. Ownership remains with the lessor. The lessee has a contractual relationship with the lessor, normally for a given duration, with the agreement to pay a periodical rental fee for the use of the asset.
 Advantages to the Lessee
 May include the following:
 Often the only form of medium to long-term finance available on suitable terms, especially to small and newly formed enterprises.
 Up to 100 % financing available in many cases. The need for collateral or compensatory balance requirements
 associated with conventional loans may be avoided. The lease transaction may be more quickly arranged Cash flow requirements can be tailored more easily than loans to the
 specific needs and capabilities of the lessee by conserving working capital and frequently by the treatment of leases as off balance sheet financing.
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Balance sheet profiles may be improved. Tax effects may be favourable in some Countries, especially for low –
 taxed small – scale enterprises that lease from larger ones. No problem disposition of worn out or obsolete assets.
 Advantages to the Lessor
 Better security of payment through outright ownership of the underlying assets.
 Economies through large-scale purchase of assets. Easier administration of finance Special investment tax credits and other tax advantages Industry wide expertise, for example, in the ownership of shipping
 fleets. Residual values of assets, especially in times of inflation.
 OPERATING LEASES An operating lease is defined as a lease other than a finance lease. At its most clear cut an operating lease is a very short-term
 agreement for the temporary hire of an asset, e.g. hiring a car for two weeks to take on holiday.
 FINANCE LEASES
 A finance lease is a lease that transfers substantially all the risks and rewards of the ownership of an asset to the lessee.
 SSAP 21 – Accounting for leases indicates that such a transfer of risks and rewards should be presumed to occur “if at the inception of a lease the present value of the minimum lease payments, including any initial payment, amounts substantially to all (normally 90%) of the fair value of the leased asset.”
 On 16 December 1999 the Accounting Standard Board of the United Kingdom published a Discussion Paper entitled: ‘Leases: Implementation of a New Approach’ which set to condemn the 90% Test following the recommendations of the G4 + 1 Countries that comprises members of the standard Setting bodies from Australia, Canada, New Zealand, the UK and USA.
 A finance lease, by contrast, is in economic substance very close to a loan to purchase an Asset, secured on that asset. Hence, finance lessors are often members of the banking groups. The lease rentals are calculated to ensure that the lessor recoups an amount to its capital outlay in purchasing the asset plus interest at a rate sufficient to ensure a profit after deducting its own costs of raising finance. The insurance and running costs of the asset are borne by the lessee. So is the depreciation risk.
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FINANCE LEASE RENTALS
 Payments made under a finance lease are rental payments for the hire of the asset. In practice these rentals are usually analyzed between:
 The ‘Interest’ or ‘finance charge’ element: and The ‘capital’ or ‘loan repayment’ element.
 HIRE PURCHASE AND FINANCE LEASING – DISTINCTION
 A hire purchase contract is a type of finance lease where the user has the option to purchase the asset at the end of the hire period, usually for a nominal sum. In terms of economic effects there is little difference between a hire purchase contract and an ordinary finance lease. In both cases the user of the asset enjoys the rewards and risks of ownerships. But the distinction between the two has significant tax consequences. Thus for capital allowances purposes: The finance lessor gets the allowances – not the finance lessee. The hire-purchase lessee gets the allowances – not the hire-purchase
 lessor.
 FINANCE LEASES: TREATMENT OF RENTALS
 The tax effects of a finance lease are all about ‘timing’ and not about the absolute amount of profit subject to tax. If a Bank makes a loan it is taxed on the interest it earns. The same is true if a bank lends via a finance lease. In this case, the bank is taxed on the gross rents (the interest plus the capital repayments) less the total capital allowances due on the Asset (normally equal to the loan or the cost of the asset).
 Similarly, if a trader takes out an ordinary loan to buy an asset, he gets tax relief for the interest he pays and the capital cost of the asset. The same is true if the trader takes out a finance lease instead. This time there is no capital allowances (the trader does not own the asset) but he gets revenue deductions for the lease rentals, which, in total, equal the interest and the loan.
 CAPITAL ALLOWANCES
 As already indicated, the lessor retains entitlement to capital allowances unless the lease agreement gives the lessee the right or option to acquire the Asset.
 The Zambia Revenue Authority accepts that if the lessee uses the asset exclusively for farming, manufacturing or tourism, the lessor may claim capital allowances under Para. 10 schedule 5 ITA at the rate of 50%. This is because the test is on how the Assets are used.
 Students and Accountants in general need to know that ZRA is keenly aware that the availability of capital allowances at an accelerated rate
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does in fact provide an opportunity for tax planners. The ZRA is on the look out for artificial schemes that seek to take advantage of the 50% allowances available under Para. 10(5) of schedule 5. There is sufficient guidance on anti. Avoidance in Section 95 ITA which states that:
 QUOTE “Where the Commissioner-General has reasonable grounds to believe that the main Purpose for which any transaction was effected was the avoidance or reduction of Liability to tax, he may direct that an adjustment be made in respect of the tax liability to Counteract the avoidance or reduction of liability to tax.”
 DUE DATES
 The Income Tax Act provides for dates when tax is due and payable as follows: Self Assessed Tax Under Section 46, the taxpayer is required to submit an Income Tax return and pay the balance of tax due, if any, by 30th September each year.   Assessed Tax
 Assessed tax arises where the Inspector of Taxes has raised assessments under Sections 63 and 64. Assessed tax on the assessment raised under Section 63 and 64 (a) and (b) is due and payable 30 days after the date of issue of the assessment, while the tax on the assessment raised under Section 64(c) is payable on demand.   Provisional Tax
 Provisional tax as calculated on any return of provisional income under Section 46 (a) is payable in four equal installments as follows:  First installment is due on 30th June but payable on or before 14th July. Second installment is due on 30th September but payable on or before 14th
 October. Third installment is due on 30th December but payable on or before 14th January. Fourth installment is due on 30th March and payable on or before 14th April.
    It should be noted that the first three installments listed above are payable in the current calendar year, that is to say, the year for which the return is made, and the fourth installment falls in the following calendar year. However, all the four installments are due and payable in the same charge year.     
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PAYE 
 All employers are required under Section 71 of the Income Tax Act and PAYE regulations, to deduct tax from payments of emoluments made to their employees, whether or not they have been directed to do so by the Zambia Revenue Authority.   The PAYE tax deducted must be remitted by employers to Zambia Revenue Authority by the 14th of the month following the month in which the deduction was made.  
 Withholding Tax on Interest, Royalties, Management and Consultancy Fees, Dividends, Rents, Commissions, Public Entertainment Fees and Non Resident Contractors. 
 Withholding tax deducted from these payments should be remitted on or before the 14th day of the month following the month in which the income accrued.     Lumpsum Payment
 Payment is due by the 14th of the month following the month of deduction.   Property Transfer Tax   Payment is due within fourteen days from the date of completion of the transactions.   Mineral Royalty Payment is due by the 14th of the month following the month in which the sale of the minerals was done.
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EXAMPLE:VILI MIYANDA LIMITED
 Vili Miyanda Ltd, which has carried on a Manufacturing business for many years, makes up its accounts to 31 December each year. The following is a summary of their Profit and Loss Account for the year to 31 December 2001.
 K’000Gross Profit 447,000Dividends received (Net) 50,000Bank Interest on Fixed Deposit Account 67,000
 ------------ 564,000
 Less: Expenses:Depreciation 25,000Donation (Note 1) 1,000Tax Penalty 2,222Exchange Losses (Note 2) 7,000Bad debts (Note 3) 500Lease Rentals (Note 4) 2,550Staff Welfare (Note 5) 3,000Subscriptions to professional body 2,000
 --------- (43,272) ----------
 520,728 =======
 Additional information and notes:
 NOTE 1 - DONATION
 K0.50 million was donated to Chasa Secondary School, which is not on the list of the ZRA approved charities.
 Note 2 - Exchange Losses:The Loss arose on payment of Various Overseas Suppliers of trading stock.
 Note 3 - Bad Debts:The Bad debts relate to a Customer who has been declared bankrupt and has consequently been written off.
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Note 4 - Lease Rentals:Villi Ltd entered into a lease agreement with Amalende Leasing for the acquisition of Machinery valued at K25 million to be used in Manufacturing. The lease has transferred substantially all the risks and rewards of ownership to Villi Ltd. However, Amalende Leasing retains the legal ownership of the asset although the Lease agreement empowers Villi Ltd to purchase the asset at the end of the primary period.
 Note 5 - Staff welfare:K’000
 Staff training (Manufacturing) 1,500Staff party 1,500
 -------- 3,000=====
 Note 6 - Assets
 Villi Ltd employs three registered persons with disability on a full time basis.
 Villi Ltd’s Asset Schedule is as follows: M/ Vehicles Furniture Premises K000 K000 K000
 Cost 70,000 55,700 100,000Depreciation (17,500) (7,500) -
 ---------- --------- ----------52,500 48,200 100,000====== ===== =======
 * There were no additions in the year except for the Machinery acquired by Lease. The Motor Vehicles are commercial vehicles, which were acquired 4 years ago.
 Villi Miyanda Ltd is not listed on the Lusaka Stock Exchange.
 The company has made 4 equal installments of K25 million provisional Taxes for the current charge year.
 Required:Compute the Chargeable Tax for the charge year ended 31 March 2002.
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ANSWER
 VILI MIYANDA LIMITED
 TAX COMPUTATION FOR THE CHARGE YEAR 2001/ 2002
 K’000 K’000Profit as per accounts 520,728Add: Disallowed Expenditure:Depreciation 25,000Donation (Non approved Donee) 500Tax Penalty 2,222Staff Welfare (Party) 1,500
 --------- 29,222-----------
 549,950Less:Capital allowances (W1) 45,925Bank Interest 67,000Deduction for employing PersonsWith Disability: (3 X K500, 000) 1,500
 --------- (114,425) ------------
 435,525 =======
 Computation of Tax Payable: K’000
 Tax on Profit of K435, 525,000 @ 35% 152,434Tax on Interest @ (35% X 67,000) 23,450Less: WHT @ 15% (10,050)
 ------------ 13,400 ------------ 165,834
 Less: Provisional Tax paid (K25m X 4) (100,000) ------------
 Tax Due 65,834 =======
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Working 1:
 Villi Miyanda Ltd.Capital allowances Computation – 2001/ 02
 Machinery Motor Vehicle Furniture PremisesTotal.
 K’000 K’000 K’000 K’000 K’000 50% 25% 25% 2% -
 Cost 25,000 70,000 5,700 100,000 250,000W & T (12,500) (17,500) (13,925) (2,000) 45,925
 ====== ===== ===== ===== ====
 Note:Finance Lease:
 This finance Lease has an option for the Lessee to acquire the asset at the end of the primary period. This makes it an Hire of the asset where the Lessee retains the right to claim Capital allowances. We are told that the Machinery was to be used in manufacturing so accelerated allowances at the rate of 50% are claimed.
 Exchange Losses:
 These have been allowed because they are realized losses – Payments were made to overseas suppliers of trading stock.
 Bad Debts:
 Are allowable because they are specific in nature.
 Dividends:
 The Net amount is given. This means that WHT of 15 % has been paid at Source. No further liability to Tax arises as the 15% WHT is the final Tax for limited companies.
 Lusaka Stock Exchange Listing
 It is noteworthy that as at 2002 companies listed on the stock exchange were entitled to a reduced tax rate of 33% instead of 35%. In this case Villi Ltd is not listed so it is taxed at the maximum rate. The 2004/2005 National Budget has removed this incentive and restricted the benefit to the first year of listing only. After that companies are required to pay tax at the maximum rate. This development has been received with mixed feelings with some claiming that the move is counteractive because it will reduce activity levels on the Lusaka stock exchange and consequently impact negatively on Zambia’s emerging capital market.
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EXAMINATION TYPE QUESTIONS WITH ANSWERS
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QUESTION I
 Mapalo Limited
 Mapalo Limited is a medium sized Zambian Company that provides various services to its clients. The Company has been trading for many years, preparing accounts to 31 March each year. During the year ended 31 March 2003 the company made a net profit before tax of K76, 354,000.
 The Company’s Income and expenditure that was dealt with before arriving at the net profit before tax were as follows:
 K'000Income:Gross Profit for the year 2,518,901Interest received 3,387Exchange gain (Note 18) 80,474
 Less Expenses:Audit fees 16,844Bank interest (Note 1) 510,476Donations (Note 2) 31,707General expenses (Note 3) 22,682Licences, Insurance & Levies (Note 4) 53,675Legal & Professional fees (Note 5) 14,259Motor Vehicles expenses (Note 6) 283,168Rent & Rates (Note 7) 170,930Bad debts (Note 8) 6,578Salaries and wages (Note 9) 919,161Consulting fees (Note 10) 4,320Advertising & Promotion (11) 43,704Entertainment (Note 12) 24,850Staff welfare (Note 13) 12,793Travel & Accommodation (Note 14) 181,599Office expenses (Note 15) 15,123Security expenses 20,815Car Expenses (Note 16) 10,080Repairs & Maintenance (Note 17) 21,034Depreciation 363,674Tax penalties 274Loss on sale of motor vehicles 9,800Provision for Bad debts 58,421
 --------------Total expenses 2,795,958
 --------------Net Profit 76,354
 =======
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The following information is also available for consideration.
 NOTE 1
 Bank interest K510, 476,000 made up as follows: K'000
 Bank commissions and charges 149,707Bank interest charged on loan & overdraft facility 360,769
 ----------510,476======
 NOTE 2
 DONATIONS AND SUBSCRIPTIONS
 K'000Subscriptions to ZICA & ACCA 2,072Non approved charities 29,635
 ---------31,707=====
 Note 3General expenses
 K'000Dog food (guard dogs) 4,653.75Cleaning materials 5,356Company registration fees 500Japanese tender documents 250Repair of fire extinguisher & lawn mower 6,219LWSC tender documents 300Multi - choice M-net movie channel in guest lounge 1,343Gorgeous Gardens - office flowers 3,828Labour - casuals 232.25
 --------- 22,682 =====
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NOTE 4
 Licences, insurance and leviesK'000
 Insurance on buildings 10,549Lusaka city council levies 876Renewal of trading licence 150Motor vehicle insurance 42,100
 ---------14,259=====
 Note 5
 LEGAL AND PROFESSIONAL CHARGES
 K'000Mweni Selina & Co. - Debt Collection 1,776Omely Chola - conveyancing 8,052Mable Lwimba - Property transfer 4,431
 -------- 14,259
 =====
 Note 6Motor Vehicle expenses
 K'000Fuel oils and lubricants 169,863Repairs and maintenance 113,305
 ----------- 283,168 ======
 NOTE 7
 Rent & RatesK'000
 Rent for Ndola office to Lawrence Lumbiya 45,716Zampost rent of mail box 300USA embassy - Company guest room 124,914
 ---------- 170,930 ======
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NOTE 8
 Bad debtsAll the bad debts were specific and have actually been written off.
 Note 9Salaries and Wages
 K'000Salary and wages 505,993Housing allowance 162,607Responsibility allowances 108,658Holiday allowances 5,692Leave commutation 7,692Overtime pay 4,320Terminal benefits 28,075Transport allowance 13,134NAPSA 23,789Acting allowance 8,556
 --------- 868, 516
 Leave pay provision 50,645 * ---------
 919,161 ======
 * Paid on bill and subject to PAYE.
 Note 10
 CONSULTING FEES
 K'000Phale Mudinga - equipment valuation 2,820Robinson Mpundu - building valuations 1,500
 ------- 4,320 ====
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Note 11Advertising and Promotion
 K'000Trade fair expenses 10,215Billboards - golf club 14,819Sign writing at trade fair 1,000Advertisement 2,236Bill boards - Cairo roundabout 4,379.432Show expenses 2,250Directory publishers 2,040.903Advert ZANACO interior lounge 1,677.665Billboard - Manda Hill 1,440ZSPLC - environmental campaign 3,646
 ---------43,704=====
 Note 12Entertainment
 K'000Entertainment of company chairman 450Client 700Finance manger 200Labour Day awards 23,500
 ---------24,850=====
 Note 13
 STAFF WELFARE
 K’000Funeral grants 2,600Uniforms for guards 558Overalls and gloves for workers 969Christmas party and gifts 8,666
 --------12,793=====
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Note 14Travel & Accommodation
 K'000Local business travel - board & lodging 112,262.058Foreign business travel 69,336.942
 --------------- 181,599 =======
 Note 15Office expenses
 K'000
 Office teas 7,429Periodicals - professional magazines 5,671.332Multi - choice bill 370.668Picture frames 276Stamp, stamp pads & ink 125Taxi fares foe employees on duty matters 675Office flowers 576
 --------15,123=====
 Note 16Car Expenses
 K'0003 Cars above 1800cc 7,2002 Cars below 1800 cc 2,880
 ------- 10,080 --------
 Note 17
 REPAIRS AND MAINTENANCE
 K'000Repair of guard's quarters 5,260.750Roofing sheets 2,131.150Electrical fittings 1,925Building sand 3,850Cement 1,630Building materials 1,707.100Bricks for wall fence repairs 4,530
 -------- 21,034
 =====
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Note 18Provisional Tax The company has made interim tax payments under the provisional tax system amounting to K14,963,000.
 NOTE 19
 W ITHHOLDING TAXES
 The company has made withholding tax payments amounting to K508,000.
 NOTE 20
 BALANCING CHARGES
 The balancing charges amount to K20,117,000
 NOTE 21
 CAPITAL ALLOWANCES
 The company is entitled to make claims for the wear and tear allowance on its Plant and Machinery as well as the industrial buildings allowance. The total of all these claims stand at K216,738,000
 Required:Without explanatory notes, compute the amount of Tax liability that Mapalo Limited is likely to pay to the Zambia Revenue Authority assuming that the company is not listed at the Lusaka Stock Exchange in the charge year 2002/2003.
 ANSWER
 Mapalo Limited
 General Commentary:
 Boy doesn't this question look daunting? Of course it does. This kind of question is not only mockingly long but it seems to be the current examiner's preferred way of examining this and other related topics, so
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you must as well get used to it. And if this paper has to achieve its objective of introducing students to practical aspects of taxation, the Examiner has the unenviable task of setting questions that cover several areas of the syllabus at once. However, there is one point you must always keep in mind. And that is to be level headed when approaching a seemingly long and tough question. My experience shows that if a question is too long, it is probably very simple in terms of its technical content. Because in all fairness, the examiner cannot make a question technically mind searching as well as making it unreasonably long. And this revelation ought to ease up your nerves. Don't let the length of a question intimidate or dampen your creativity. After all why should you expect to have it easy? Every smiling chartered accountant you will come across has most certainly passed through this kind of thing, so take it easy.
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Tax Computation for the charge year ended 31.03.2003
 K'000Profit as per accounts 76,354Add: Disallowed Expenditure Depreciation 363,674 Legal fees 12,483 Valuation fees 1,500 Tax penalties 274 Loss on Sale of Motor vehicle sale 9,800 Car benefits 10,080 Entertainment 1,350 Provision for bad and Doubtful debts 58,421 Donations 29,635
 ---------- 487,217
 ------------ 563,571
 Less: Capital allowances 216,738 Unrealized exchange gains 57,053 Balancing Charge 20,117 Interest received 3,387
 ----------- (297,295)
 -------------Adjusted Profit 266,276
 =======
 TAX PAYABLE
 Tax at 35 % (266,276 X 0.35) 93,197Tax on interest at 35 % (3,387) 1,185Less: WHT deducted at source (508)
 --------- 677 ---------- 93,874
 Less: Provisional Tax paid (14,963)------------
 78,911=====
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QUESTION II
 GEO LIMITED
 Geo Ltd has been carrying on an import and export business in Zambia for many years. Its accounts are made up to 31 March each year. The company’s profit and loss account for the year ended 31 March 2007 is as follows:
 K’000 K’000Gross Profit 12,340,000Dividends from quoted shares 11,000Profit on sale of fixed Assets 100,000Compensation (note 1) 230,000Interest Income (note 2) 120,000Exchange Gain (note 3) 50,000
 ---------------12,851,000
 LESS:
 Salaries & Allowances 4,100,000Director’s Remuneration 2,200,000Auditors’ fees 50,000Rent & Rates (note 4) 380,000Interest (note 5) 83,000Contributory to Mandatory Provident Fund (6 980,000Water & Electricity 13,000Bad Debts (note 7) 42,000Donations (note 8) 160,000Legal Expenses (note 9) 44,000Insurance 37,000Transportation 141,000Tax Paid (note 10) 210,000Motor car expenses (note 11) 64,000Repairs & Maintenance (note 12) 367,000Depreciation 126,000Sundry Expenses (note 13) 1,385,000
 ----------------
 10,342,000---------------- 2,509,000=========
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Notes
 1) Compensation K’000Compensation for loss of trading 90,000Compensation for breach of Trading Contract 60,000Compensation for loss of a motor car 80,000
 -----------230,000======
 2) InterestInterest on Treasury Bills 30,000Interest on Bank Loan 90,000
 ------------120,000=======
 3) Exchange GainExchange Gain on T. debts collected 38,000Exchange Gain on conversion of aRand fixed deposit into ZMK 12,000
 ------------ 50,000=======
 4) Rent & RatesRent & Rates for Directors’ quarters 365,000Rates for company’s offices 15,000
 ------------380,000=======
 5) InterestPaid to a director 26,000Interest on O/draft by the company 57,000
 ------------ 83,000=======
 6) ContributionsCurrent Year Contribution 800,000Contribution in arrears 180,000
 ------------980,000=======
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7)Bad Debts
 K’000 K’000Trade debts written off 30,000 General provision b/f 135,000Loans to staff written off 10,000 Profit and loss a/c 42,000
 General Provision C/F 137,000------------ ------------177,000 177,000======= =======
 8) Donations K’000
 Donations to the MMD – Political Party 100,000Donations to UTH 60,000*
 ------------160,000=======
 * The UTH is an approved donee.
 9) Legal ExpensesCollection of trade debts 30,000Collection of Loan to staff 2,000Compilation of Tax Returns 12,000
 ------------ 44,000=======
 10) Tax PaidProfit Tax – Penalties 130,000Salaries tax of the directors 80,000
 ------------210,000=======
 11) Motor Car ExpensesPetrol 33,000Repairs 18,000License 5,800Fines 7,200
 ------------ 64,000=======
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12) Repairs & Maintenance K’000
 General Repairs of fixed assets 50,000Renovation of office premises 140,000Renovation of Director’s quarters 137,000
 ------------327,000=======
 13) All sundry expenses were allowable for tax purposes.
 Other information for the year of assessment 2005/06:
 14) The assessor agreed that the company was entitled to a total capital allowance on plant and machinery of K315, 000,000.
 15) The deemed cost of construction of K300, 000,000 of the company’s office premises was agreed to have been incurred.
 Required:
 a) Compute the tax payable by Geo Limited for the year of assessment 2006/07. Ignore provisional tax. All workings must be shown.
 b) Briefly explain your tax treatment of the following items in your tax computation:
 Renovation of office premises. Renovation of Directors’ quarters. Contributions to Mandatory Provident Fund.
 T5 – TaxationAmendment Act 2006/07
 350

Page 322
                        

SOLUTIONGEO LIMITED
 a) INCOME TAX COMPUTATION – 2006/07K’000 K’000
 Profit per Account 2,509,000LESS: Non Trading IncomeDividends 11,000Profit on sale of Fixed Asset 100,000Compensation 80,000Interest 120,000Exchange Gain 12,000
 --------------- (323,000)--------------2,186,000
 ADD: Disallowed ExpenditureRent and Rates 365,000Interest 26,000Contributions 180,000Loans to Staff 10,000Increase in general provision for bad debts(K137, 000 – K135, 000) 2,000Donations 100,000Legal fees – collection of staff loan 2,000Profit tax – Penalties 130,000Fines 7,200Renovation of Office Premises 140,000Renovation of Directors quarters 137,000Depreciation 126,000
 ----------------------------
 Bal B/F 3,411,200
 LESS: Capital AllowancesPlant and Machinery 315,000Commercial Buildings (2,740 + 6,000) 8,740
 -------------- (323,740)--------------
 Taxable Profits 3,087,460========
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Computation of Tax: K’000
 Taxable Profit: 3,087,460 x 35% 1,080,611Tax on Interest: 120,000 x 35% 42,000
 --------------1,122,611 --------------
 b) (i) Renovation of Office PremisesThe capital expenditure on renovation of office premises is not allowable for tax purposes and must therefore be added back in the tax computation.
 (ii) Renovation of Directors’ QuartersThis may be considered as a refurbishment allowance for capital expenditure. Because this on a domestic building the expenditure will not be deductible. However, a commercial building allowance can be claimed on the capital expenditure incurred.
 (iii) ContributionsSection 37 of the Income Tax Act prohibits the deduction of contributions in arrears. Only current contributions are allowable for tax purposes.
 QUESTION III
 a) Zambian Company Income Tax is only charged on a company’s profit if that company is resident in Zambia.
 You are required to state the two tests that the Zambia Revenue Authority will use to determine whether a company is resident in Zambia.
 b) You are required to explain, with appropriate reasons, whether each of the following companies is resident in Zambia for taxation purposes:
 1. Zambiri Tea Estates is a company that is engaged in the growing of tea. The company is incorporated in a country called Usindi but it has a branch in Zambia. The board of directors holds its weekly meetings in Zambia while they hold a meeting at least once in a year in Usindi.
 2. Vyalema Limited is a company that is incorporated in Zambia. The board of directors meets every week in a country called Mazombo where the company has several branches. In Zambia, the company has only the head office.
 3. Moussa Limited is a company that is incorporated in a country called Democratic Republic of Yundu. The country’s board of directors holds its weekly meetings in a country called Usindi. The company has the highest number of branches in Zambia than in Usindi and in the Democratic Republic of Yundu.
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c) Cheap cuts limited is a small Zambian company that sells scrap metal and other metal products. The company is not listed on the Lusaka Stock Exchange (LuSE). The company prepares its accounts annually to 31 March.
 For the year ended 31 March 2007, the company’s profit after taxation in the profit and loss account was K80, 500,000.
 The profit of K80.5 million was arrived at after dealing with the following items:
 1. K5, 000,000 incurred on repairs to the warehouse was charged as an expense. The warehouse was purchased on 1 February 2007 after it had been damaged by a flood in January 2007. The warehouse could not be used in the state it was in at the time of purchase.
 2. Depreciation of fixed assets charged in the profit and loss account was K12.5 million.
 3. Entertainment expenditure charged in the accounts was as follows:
 KChristmas party for staff 1,950,000Entertaining special customers 5,250,000Entertaining potential customers 2,300,000
 --------------Total Charge to Profit and Loss Account 9,500,000
 ========
 4. Bad debts charged to the profit and loss account were arrived at as given below:
 KBad debts written off 6,500,000Increase in specific provision for bad debts 1,222,550Decrease in general provision for bad debts (990,250)Bad debts previously written off now recovered (1,250,600)
 ---------------Charge to profit and loss account 5,418,700
 =========
 5. The amount of dividend received from Ulemu limited, a fellow Zambian Company and credited to the profit and loss account was K5, 234,200 (net). Cheap cuts did not pay any dividend in the year ended 31 March 2007.
 6. The provision for Zambian income tax on profits charged in the profit and loss account was made up as follows:
 KProvision for tax on the profits 25,850,000Over-provision of previous year’s tax on profits (1,250,500)
 -----------------Tax charge in the profit and loss account 24,599,500
 ==========
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7. Capital allowances for the year were K14, 250,000.
 Required:Calculate the company’s income tax payable for the charge year 2006/07
 SOLUTION
 a) A company is resident in Zambia if:
 (i) It is incorporated in Zambia(ii) It is not incorporated in Zambia, if it is centrally managed and controlled
 from within Zambia.
 A company is centrally managed and controlled from within Zambia if its Board of Directors holds meetings and makes decisions here.
 b) The residence status of the companies will be determined on the basis of the rules mentioned above as follows:
 (i) A Zambiri Tea estate is not incorporated in Zambia. However, it is resident in Zambia for tax purposes because the Board of Directors controls the company from within Zambia. All the meetings of the board are held.
 (ii) Vyalema limited is resident in Zambia for tax purposes because it is incorporated in Zambia. Any company that is incorporated in Zambia is resident here irrespective of where it is controlled.
 (iii) Moussa Limited is not resident in Zambia for tax purposes. It appears, from the facts in the question, that the company’s board of directors does not meet in Zambia to control the company.
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c) Cheap Cuts LimitedCompany Income Tax Computation for the Year Ended 31 March 2007
 K KProfit after taxation 80,500,000ADD:Repairs to Warehouse 5,000,000Depreciation 12,500,000Entertaining special customers 5,250,000Entertaining potential customers 2,300,000Provision for Income tax 24,599,500
 ----------------49,649,500----------------
 130,149,500
 LESS:Decrease in General Bad Debt provision 990,250 Dividend received 5,234,200Capital Allowances 14,250,000
 ---------------- (20,474,450) ------------------
 Taxable Profit 109,675,050 ==========
 Income Tax at 35% 38,386,268 ==========
 ************************************************************************
 T5 – TaxationAmendment Act 2006/07
 356

Page 328
                        

CHAPTER 10
 TAXATION OF MINING COMPANIES
 After studying this chapter you should be able to understand the following: General Information on Zambian mining Mining Taxation Mineral Royalty Tax Income tax Deduction for Mining Expenditure Tax Concessions for the Mining Industry in Zambia Tax treatment of Mining Expenditure towards Community Services and
 Mine Township Roads Indexation of Mining Tax Losses
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10.1 - GENERAL MINING INFORMATION
 M INING HAS BEEN THE MAIN STAY OF THE ZAMBIAN ECONOMY EVER SINCE THE COUNTRY WAS INTRODUCED TO INTERNATIONAL COMMERCE . M INING IS AN INDUSTRY WHERE A HIGH CAPITAL INVESTMENT IS REQUIRED INITIALLY , FREQUENTLY WITH A HIGH ELEMENT OF RISK , AND OFTEN WITH THE PROSPECT OF A RETURN ON THE INVESTMENT BEING DELAYED FOR SOME CONSIDERABLE TIME . OVER THE YEARS , ESPECIALLY IN THE LATE 1990S , MINING HAS BECOME A RATHER SPECIALIZED AREA OF TAX LAW AND THIS HAS IN TURN TENDED TO CREATE THE IMPRESSION THAT IT IS SUBJECT TO A COMPLETELY DIFFERENT SET OF RULES . THIS IS CERTAINLY NOT THE CASE . DURING THE PERIOD FROM WHEN MINING OPERATIONS STARTED TO THE EARLY 1970S , THE COUNTRY HAS WITNESSED RAPID DEVELOPMENT AND POVERTY REDUCTION ON THE COPPER BELT , DUE TO MINING ACTIVITIES . THE DEVELOPMENTS INCLUDED BUILDING NEW TOWNS AND TOWNSHIPS COMPLETE WITH ALL SOCIAL AMENITIES SUCH AS SCHOOLS AND HOSPITALS . REGRETTABLY THE MINING INDUSTRY HAS SUFFERED AND COPPER PRODUCTION DROPPED FROM THE PEAK OF OVER 730,000 TONES PER YEAR IN 1973 TO ABOUT 250,000 TONS AT PRIVATIZATION IN 2000. AS A MATTER OF FACT EVEN WITH THE PRIVATIZATION OF THE MINES , IN THE LAST FEW YEARS , AND THE CONSEQUENT RETRENCHMENTS THAT FOLLOWED , THE MINING SECTOR STILL RANKS THIRD LARGEST EMPLOYER TO PUBLIC SERVICE AND AGRICULTURE . AND THE COMBINED GROSS INCOME OF THE CHAMBER OF M INES MEMBERS FOR THE YEAR 2002 WAS OVER K4 TRILLION SHOWING THAT EVEN IN TODAY ’S SITUATION; MINING IS STILL A MAJOR PLAYER AND CONTRIBUTOR TO ZAMBIA ’S ECONOMY .
 Most large mining projects rely on external bank financing for a significant portion of their funding. All financial institutions rely on Net Present Value (NPV) calculations and future cash flows to determine pay back periods and assess the risk involved in granting finance to Mining Establishments. It is noteworthy that since the vesting of Konkola Mines Plc and Mopani Mines Plc in April 2000 (Up to the end of the 2002/2003 Charge year) the Kwacha has depreciated from about K2000 to K4800 against the US $. As a result of major capital investments and operating losses, both companies have huge calculated tax losses in US$ (the currency in which these mines account and earn their revenue). If these tax losses are held in Kwacha it means that the mines have lost significant portions of the US$ benefit. More tax will be paid over the life of the mine and the tax will be paid earlier than per current cash flows. Most investors in the mining sector expect that tax losses resulting from capital allowances can be maintained in US$ and due to the magnitude of the amounts involved any failure to resolve this issue may lead to withdrawal of investors.
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The mining industry is exceptionally capital intensive and mining projects have a long lead time before cash is generated. This makes it extremely difficult to raise finance for these projects. Mining projects do not therefore need additional currency risks and the investors require capital security assurance.
 Mines are wasting assets. When exhausted they have very little residual value. To set up a mining venture involves the establishment of a costly infrastructure with long pre – production periods. It also involves the taking of great risks, as even though all the research and exploration work might have been done, the success of the venture depends on numerous factors such as the timeous set up of the mining infrastructure, the mining of expected quantities and grades of ore, managing work costs and commodity prices which can vary quite significantly.
 10.2 – MINING TAXATION
 Taxation of mining is not a new phenomenon. Minerals have been mined for thousands of years and rulers and governments throughout history have taxed mines to share in the created wealth. This chapter provides a description of mining taxation as it is applied today. It has been said that “there is nothing new under the sun,” but in today’s global economy, tax policy is increasingly taking into account factors that historically did not play a large role.
 OBJECTIVES OF MINE TAXATION
 Governments use taxation to meet two primary objectives: to raise revenues, and to guide taxpayer behaviour.
 Raising Revenues
 The key tax policy question in terms of meeting the objective of raising revenues is, how great a tax burden should be placed on a mine? Given that a high tax burden means lower investor profit, governments are placed in a position of balancing their fiscal take with a firm’s willingness to invest. If taxes are too high, investors may invest elsewhere, but if taxes are too low, government may needlessly forgo fiscal revenue. There is also the issue of the tax base. Is it preferable for the government to have only a few mines that are heavily taxed, or many mines that are minimally taxed? The profile of this later issue has been highlighted recently with the emergence of resource conversation as a focus of sustainable development discussions. On one hand, some may argue that slower development of natural resources helps to preserve resources for future generations (thus tax mines heavily to discourage rapid development), while others may argue that currently maximizing mining provides the infrastructure and related development that can lead to broader sustainable development goals (thus minimally tax mines).
 Most governments try to strike a balance between government and investor revenue needs by implementing a “fair and equitable” system. Unfortunately, no one has yet been able to determine what an ideal fair and equitable system is. Another approach is to look to see if the fiscal system is competitive, i.e. using the market as a proxy to determine whether a system is “fair.” In today’s global economy, multinational
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companies have countries to choose from, and a low tax country is generally preferred by an investor to a high tax country. One way of comparing fiscal systems is to calculate the total effect of all tax types on a typical mine in a selection of Countries that compete for mining investment.
 A key policy decision that is related to the revenue-raising objective is whether some mines should be taxed more heavily than others. Should the tax system be uniform or should a separate tax system be designed for each mine or class of mine?
 RELATIONSHIP BETWEEN TAXES ON MINING & THOSE ON OTHER SECTORS
 While some countries have chosen to treat the mineral sector identically with other sectors, most nations provide the mining sector with some sort of special treatment. And this is the case for Zambia. In some instances, this is in the form of a special type of tax unique to the sector, such as a royalty; in other cases, it is through the offering of special incentives. It is often argued that the mining industry should be treated differently than other economic sectors because it is inherently quite risky, capital intensive, prone to wide commodity price fluctuations and in nations where mineral ownership resides with the state, exploits a part of the national patrimony. Below is a list of typical mining incentives and reasons why governments offer them.
 Special Tax Incentives for the Mining Industry
 Exploration Expenses. A lengthy and costly exploration program will precede the start up of a mine. Exploration expenses are incurred before taxable income is available and thus governments provide special provision for how pre-production (pre-income) exploration expenses are handled for future income tax purposes.
 Mine Development. Mine development is capital intensive and an operation will initially need to import large quantities of diverse equipment from specialized suppliers. Many governments recognize the capital intensity of the industry and provide various means to accelerate recovery of capital costs once production commences.
 Equipment Imports. With regard to equipment import dependency, governments often provide a mechanism where equipment imported during mine construction is effectively free of duty (zero-rated, exempted, refundable…). Likewise, most countries provide some sort of relief from value added tax on equipment purchases, particularly if the mine product is destined for export.
 Export Sales. Mine products are often destined for highly competitive export markets. Most countries effectively impose no or low export duties on minerals and provide a means whereby VAT on export sales is either not applied or applied in a way that allows for a refund or credit.
 Commodity Price Cycles. Mines produce raw materials that are prone to substantial price changes on a periodic, business cycle related basis. Thus, many Countries allow certain types of taxes, usually royalties, to be waived from time to time, by a designated government officer, for projects experiencing short term financial duress and provide for the carrying forward of losses.
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Post Production Expenses. After mining ceases and there is no income, a mine will incur significant costs relating to closure and reclamation of the site. There is trend for governments to require a set-aside of funds for closure and reclamation in advance of closure and to provide some sort of deduction for this set aside against current income tax liability.
 Stabilization. Many mining projects will have a long life span, and companies will attempt to minimize their tax risk exposure by stabilizing some or all of the relevant taxes for at least part of that life-span. Governments provide tax stability through a number of different legislated and negotiated approaches.
 Negotiated Agreements. When the level of investment is particularly large, a government may enter into a negotiated agreement, including special tax provisions, with the mine that has the effect of supplanting general laws, including laws that address tax matters.
 Ring Fencing. Most Countries allow a company to consolidate books from all operations for determining income tax liability. In instances where negotiated agreements are in force, income from an operation governed by an agreement may be “ring fenced” even though the general law does not impose ring fencing restrictions.
 TAX TYPES AND REASONING
 Income Tax
 In the past, it is an observed fact governments around the World have taxed mines by imposing some type of royalty tax on production. Today almost all nations instead rely primarily on profit (income) based taxes. When designing an income tax system there are two key elements – the tax rate and the tax base.
 In most nations, tax policy is mainly implemented through manipulation of the tax base rather than through the tax rate. The tax rate is commonly uniform for all tax payers or for all tax payers at a given level of profit. Many nations impose a flat rate on all commercial taxpayers, a few have a progressive tax scheme that imposes higher tax rates on taxpayers with higher levels of profit. Over the past two decades there has been a general lowering of income tax rates and it is now uncommon to see a corporate income tax rate higher than 35%.
 When governments desire to provide incentives or to achieve objectives that can be achieved through fiscal measures, this is usually accomplished by the imposition of special non-income based taxes and through manipulation of the income based taxes and through manipulation of the income tax base (incentives, credits, etc).
 While the trend has been to move toward profit based taxes, many nations still retain royalty taxes. There are many reasons for this but the most important one is probably the issue of patrimony. In Zambia for instance, minerals belong to the state. If a company extracts the state’s resources, the state may deem it necessary to demonstrate that it has received something in return for its lost minerals. Mining companies do not always generate taxable profits and thus there is no guarantee that the state will receive any income based taxes for its lost resources. There are many examples of mines that operate at a loss. The policy question then is, should a mine
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be allowed to extract the state’s resources, sell them and pay the state nothing if the mine is operating at a loss? Some nations have answered this affirmatively but many developing economies impose a royalty thus ensuring that anytime a mine extracts the state’s minerals, the state receives at least a nominal payment.
 It is again a known fact that although the privatization of the mining industry has had some problems associated with the process it must be noted that the major mining companies within Zambia have made significant new investments. Capital investments over the last 3 years have been over US$350 million which has revitalized the industry and has resulted in the copper production being increased from 250,000 tons just prior to privatization to 380,000 for the year 2002 and for the year 2003 it exceeded 400,000 tons. It must however, be emphasized that the majority of the companies are yet to return to profitability and are still requiring support from their shareholders for capital requirements. At current copper prices the Zambian mines are just covering their operating costs.
 Direct Tax Assessments
 The Development Agreements between certain companies and the GRZ stipulate that the Tax Returns may be submitted in US$. These agreements were accepted to be legally binding documents on which premise certain shareholders invested in Zambia. However, ZRA were insisting on assessments being done in the Zambian Kwacha causing mining companies to lose millions of Dollars due to the devaluation of the assessed losses in Kwacha.
 New or potential investors in Zambia will not wish to add more risk to their projects by having their future tax relief (from assessed tax losses) being subject to erosion as a result of depreciation of the Kwacha. All current Net Present Value (NPV) calculations of future cash flows for these projects assume that assessed tax losses are maintained in US$. Any attempts to adjust the NPVs for the uncertain depreciation of the Kwacha would eliminate millions of dollars from the cash flows and make the (in many cases, already marginal) projects less attractive.
 Due to the magnitude of the investments and duration of the projects in the mining industry, the above uncertainties could lead to projects being rejected (in which case, no tax would be collected by the ZRA)
 Most large mining projects rely on external bank financing for a significant portion of their funding. All financial institutions rely on NPV calculations and future cash flows to determine pay back periods and assess the risk. If significant amounts are removed from these cash flows or more uncertainty and risk is added to the assumptions then the chances of raising the financing are greatly reduced.
 This makes the already less competitive Zambian mining projects (due to risk, location and infrastructure) even more uncompetitive to international investors.
 The quantum of money involved in this issue and the impact on the Zambian economy warrant the decision that was reached at by Zambian courts allowing Mining Companies to carry forward their losses in American Dollars in the case of Chibuluma Mines V Zambia Revenue Authority.
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Since the vesting of Konkola Copper Mines Plc and Mopani Copper Mines Plc in April 2000 (up to the end of the 2002/3 tax year) the Kwacha has depreciated from about K2,700 to K4,800 against the US$. As a result of major capital investments and operating losses, both companies have huge calculated tax losses in US$ (the currency in which these mines accounts and earn their revenue). If these tax losses are held in Kwacha it means that the mines have lost significant portions of the US$ benefit. More tax will be paid over the life of the mine. In the case of KCM the possible loss in cash flow is in excess of US$ 120 million. Other mining houses face similar losses.
 Mining Losses Carried Forward
 Mining is a very capital intensive industry with extremely long payback periods on new investment. In order to ensure uniformity within the mining industry and to encourage new investment mining losses can be carried forward for a period of 20 years.
 Environmental Deductions
 Due to the nature of mining, the mining companies provide for environmental costs throughout the economic life of the mine but will only pay out the cash after closure of the operating mine. Due to no revenue during the closure period this leads to the tax expenditure not being offset against tax profits. The mines have been allowed to claim the tax on these provisions during the economic life of the mine by the 2006 National Budget.
 Environmental Review Charges
 The fees charged by the Environmental Council of Zambia (ECZ) to review an Environmental Impact Assessment (EIA) bear no relationship to the complexity or potential liability of a mine or project nor are there a relationship between the effort and cost of the production of an EIA and the fees charged for reviewing it.
 Privatization of the Mines
 Although the objective of government was to create a level playing field to avoid dominance of one mining investor, this was not achieved as government created an imbalance by granting concessions to KCM and Mopani, which were not granted to earlier investors such as Chibuluma Mines Plc. Government concessions were granted in the following:
 Royalties Electricity tariffs Duty on petroleum products Duty on mining consumables Environmental review charges
 These concessions have played a part in establishing Mopani and KCM whilst the original smaller investors such as Chibuluma Mines have struggled to sustain
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operations. The key role played by early investors in the privatization process should be recognized as having had a positive influence on the eventual finalization of the mining industry privatization in Zambia. Not granting concessions to all players will only perpetuate the uneven playing field and result in companies such as Chibuluma Mines growing weaker and the capital concentration of the industry in the hands of one or two powerful investors.
 Rights to Minerals vested in the President
 Section 3(1) of the Mines and Minerals Act states that all rights of ownership in, searching for, and mining and disposing of, minerals are vested in the Republic President on behalf of all the Zambian people.
 It follows, therefore, that rights of prospecting for, mining and disposing of, minerals may be acquired under the provisions of the mines and minerals Act, that is to say that no one is allowed to under take mining activities with out obtaining a mining right granted under the mines and minerals Act.
 Types of Mining Rights The following mining Rights may be granted under the Mines and Minerals Act: A prospecting License A retention License A Large –scale mining License A prospecting permit A small scale mining License A gemstone License An artisan’s mining right.
 Persons Disqualified from holding Mining Rights
 A mining right shall not be granted to or held by:(a) An individual who:
 Is under the age of eighteen years Is or becomes an undischarged bankrupt, having been adjudged or
 declared bankrupt.(b) A company, which is in Liquidation, other than Liquidation, which forms part
 of a scheme for the reconstruction of the company or for its amalgamation with another company.
 An Artisan’s mining right shall not be granted to a person who is not a citizen of Zambia.
 Large – scale-mining operations
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I. Prospecting LicensesII. A prospecting License confers on the holder of the License exclusive rights to
 carry on prospecting operations in the prospecting area for the minerals specified in the License and to do all such other acts and things as are necessary for or reasonably incidental to the carrying on of those operations.
 III. A retention LicensesIV. Retention License confers on the holder exclusive rights to apply for a Large-
 scale mining License within the area for which the retention License has been granted.
 V. Large – scale mining LicenseSuch a License confers on the holder exclusive rights to carry on mining and prospecting operations in the mining area, and to do all such other acts and things as necessary for or incidental to the carrying on of those operations.
 Small – scale mining operations
 Prospecting permits A prospecting permit confers on the holder exclusive rights to carry on prospecting operations in the prospecting area for the minerals (except gemstones) specified in the License.
 Small – scale mining License This License confers on the holder exclusive rights to carry on mining operations in the mining area for minerals other than gemstones.
 Gemstone LicensesA gemstone License confers on the holder the same exclusive rights as a prospecting permit and a small –scale mining License, but only in relation to gemstone.
 Artisan's mining Right An Artisan’s mining right shall confer on the person to whom it is granted
 exclusive rights to mine according to its terms in respect of the minerals specified in the permit.
 Any citizen of Zambia who has identified a mineral deposit may apply for an artisan’s mining right.
 Interpretation of terms
 Mining
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Meaning the extraction of mineral, whether solid, Liquid or gaseous from Land or from beneath the surface of the earth in order to win minerals…
 Mineral
 Means any material substance, whether in solid, Liquid, or gaseous form, that occurs naturally in or beneath the surface of the earth, but does not include water, petroleum or any substance prescribed by the minister by regulation.ProspectMeans to search for any mineral by means and to carry out such works, and remove such samples, as be necessary to test the mineral –bearing qualities of any land.
 Gemstones
 Means amethyst, aquamarine, beryl, corundum, diamond, emerald, garnet, ruby, sapphite, topaz, tourmaline and any other non – metallic mineral substance, being a substance used in the manufacture of jewelry…
 Industrial mineralMeans barites, dolomite, fluorspar, coal, graphite, guano, gypsum, ironstone, kyanite, Limestone, phyllite, magnesite, mica, nitrate, phosphate, parophyllite, sands, clay and talc.
 Initial Expenditure
 These are expenses normally incurred prior to the commencement of prospecting operations. They would include the costs of acquisition of land, mineral rights and mining rights.
 10.3 - MINERAL ROYALTY TAX
 The commissioner – General is responsible for the assessment and collection of mineral Royalty. Mineral Royalty is payable by holders of large scale mining License such as the Konkola Copper Mines, Chambishi Metals and Mopani Copper Mines to mention but a few. But with effect from 1 April 2003, even Small and Medium Scale Mining companies are now required to pay the Mineral Royalty since these companies are also benefiting from natural resources. This measure has been taken to broaden the tax base and maximize revenue collection.
 Mineral Royalty is calculated on the Gross value of minerals produced. The rate, which has been in force until 31 march 2002, is 2%. With effect from 1 April 2002, mineral Royalty has been reduced from 2% to 0.6% for all former Zambia consolidated copper mining companies.
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The meaning of gross value
 For the purpose of the calculation of mineral Royalty, for ‘Gross ’Value is defined to mean the realizable value for a sale free on board, at the point of export from Zambia or point of delivery within Zambia.The meaning of Net AmountNet Amount means Gross sale amount Less: The cost of transport, including insurance and handling charges, from the
 mining area to the point of export or delivery; and The cost of smelting and refining or other processing costs, unless such other
 proceeds costs relate to the processing normally carried out in Zambia in the mining area.
 Prior to 1 st April 1999, mineral royalty was calculated on the Net amount under section 66 of the Mines and Minerals Act CAP 213 of the Laws of Zambia. Students are advised to take note of this development!
 The payment of mineral royalty is not dependent upon the profitability of the mining company; as a result the Government of the Republic of Zambia (GRZ) can expect a regular income from mining companies as long as mining companies continue to undertake their mineral extraction. In some Countries, mineral royalties are the major or even the only source of Income to government from a producing mine, particularly during early years of the Company’s productive life, when mining companies naturally accumulate huge capital allowances for Income Tax purposes, or during times when mine profitability is so low that profit – based taxes are not payable.
 Apart from the obvious advantage that mineral royalties serve as tax instruments of yielding an early, minimum and assured flow of Income to government, they are generally more straight forward and simpler to administer than Income Taxes. On the other hand, a serious drawback of imposing mineral royalties is that, as a tax, mineral royalties are insensitive to mine profitability and when they are the only effective tax instrument on mining operation, can be regressive in nature. This regressive feature of mineral royalties arises because mineral royalty is not a profit based tax and its imposition is equivalent in economic terms to an increase in mine operating costs.
 Types of Royalty
 Royalties can be classified into two broad categories. The two categories differ on the method that is used in the calculation of the royalty payments. The first category is the Unit of Production type and is a fixed fee amount applied for each Unit produced – either expressed in terms of volume (e.g. $ per cubic metre) or weight (e.g. $ per tone). This type of royalty is sometimes called ‘Quantity – based royalty’ as opposed to Value – Based royalty. The second category is based on the ‘Ad – valorem royalty’ which applies a specified percentage to a measure of value of the mineral extracted from a mine.
 Unit of Production Royalty
 T5 – TaxationAmendment Act 2006/07
 367

Page 339
                        

This is calculated by charging a set fee per quantity of mineral mined. It does not involve determining the value of the mined product. Thus the amount of Income that goes to government does not change in response to fluctuations in the price of minerals. Thus when mineral prices fall, the value of the royalty does not also fall therefore is covered and assured of their Income. Consequently, when mineral prices go up the government does not benefit from those increased prices.
 Ad – Valorem Royalty
 This is calculated by applying a percentage rate to the value of the mineral produced. The level of Government Income will therefore vary with the sales price of the mineral. As the price of the mineral sold increases, so does the associated revenue arising from the royalty calculation. Like wise, as the sale price of the mineral falls, the revenue accruing to government also falls. This makes it a volatile source of revenue for government, as the extent of Income accruing depends both on the quantity of the mineral sold as well as the actual sale price gained for the mineral. The most frequent percentage rates for the ad –valorem royalty clusters around the 2% - 5% range for most minerals around the world. The rate applicable to diamonds and other precious stones is more commonly in the 5% - 10% range.
 10.4 - INCOME TAX DEDUCTIONS FOR MINING INVESTMENTS
 Like other non- mining businesses, mining companies are also allowed certain outgoings to be deducted from their income in order to arrive at their amount of taxable income.
 CAPITAL EXPENDITURE
 For the purpose of the Mines and Minerals Act, capital Expenditure, in relation to mining or prospecting operations, means expenditure:
 On buildings, works, railway or equipment; On shaft sinking, including expenditure on sumps, pumps chambers, stations
 and ore bins accessory to a shaft On the purchase of or on the payment of a premium for the use of any patent,
 design, trade mark, process of other expenditure of a similar nature; Incurred prior to the commencement of production or during any period of non
 – production on preliminary surveys, boreholes, development or management; or
 By way of interest payable on any Loan for mining or prospecting purposes.
 In accenting the Gains or profits from the carrying on of mining operations by any person in a charge year in respect of the capital expenditure incurred by the
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person on a mine, which is in regular production in the year, deductions will be allowed.
 Section 43 B of the income Tax Act does not permit the deduction of any mineral Royalty payable and paid for any charge year prior to the charge year ending 31 March 2002.
 TAX CONCESSIONS FOR THE MINING INDUSTRY
 For quite some time, there has been some form of discrimination in the taxation of mining companies. Konkola Copper Mines (KCM) and Mopani copper mines (MCM) have always enjoyed favorable taxation regimes that are by far much better than other mining companies.
 As part of the process of resolving this current problem, Government has made a commitment, in the 2002 National Budget that it will soon carry out a comprehensive review of the taxation of the Mining Sector. We are eagerly looking forward to seeing the changes in tax legislation that will bring about tax equity in the Mining Industry and we hope that this will not be too long from now.
 As an initial step in leveling the playing field the following reliefs have been extended to all mining companies who are involved in copper and cobalt production other than KCM and MCM:
 o A reduction in the corporate income Tax rate from 35% to 25%o A reduction in mineral Royalty Tax from 2% to 0.6% on the gross value
 or gross revenue of mineral Revenue produced in mining areaso No payment of WHT on dividends, royalties and management fees to
 share holders or their affiliates, and on interest payments to share holders or their affiliates, including any Lender of money to the affected mining companies.
 EXAM ALERT It is important to know that the Mineral Royalty Tax is no longer payable only by holders of large-scale mining companies. Now, holders of Small and Medium Scale Mining Licenses will be required to pay the Mineral Royalty. This in effect means that they are now required to pay:
 The corporate income Tax at the reduced rate of 25%; and Mineral Royalty Tax at the reduced rate of 0.6% of the Gross Revenue of
 mineral revenue in mining areas.
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EXPENDITURE ON COMMUNITY SERVICES, INFRASTRUCTURE AND COMPOUND ROADS
 SCHOOLS AND HOSPITALS
 It is common in Zambia for mining companies to run schools and hospitals for their employees, and sometimes for the general public. The tax question is whether or not the cost of running such schools and Hospitals is capital or revenue expenditure. Here we can take a Leaf from Messrs. KPMG AIKEN and PEATS –A Guide to mining Taxation in South Africa which seems to support the view that:
 Hospitals, schools, shops or similar amenities – including furniture and Equipment, owned and operated by the taxpayer mainly for the use of its employees is redeemable capital Expenditure. This implies that such costs are incurred in the ordinary course of trading, and hence allowed as a deduction in the Tax Computation
 Recreation buildings
 Recreational building and facilities owned by the taxpayer mainly for the use of its employees is also a redeemable capital expenditure.
 Expenditure of amateur sports falls within the ambit of Section 41 (I) ITA which provides as follows:
 “Any amount paid by a person during a charge year to an ecclesiastical, charitable, research, educational institution of public character or to a National amateur sporting association or to any fund of a public character wholly and exclusively established for the use of the Public or for ecclesiastical, charitable, research, educational or amateur sporting purposes, shall be deducted from the income of that person for that charge year if: The payments are in money’s worth; The payment s are made for no consideration whatsoever The minister of finance approves the institution, association or fund to which
 payment is made or to be made…”
 Roads / Rail Infrastructure
 Before proceed further, we need to establish the tax principle concerning expenditure on road and rail infrastructure:
 Roads/Rail infrastructure costs off the Mine site constitute non – deductible expenditure within the meaning of the Mining Deductions provisions of both the Income Tax Act and Mines and Minerals Act
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Roads/Rail infrastructure costs on the Mine site constitute allowable or deductible capital expenditure.
 Two Australian Tax Rulings exist that:
 Where a company was required as part of the terms of being grated a mining lease for the purpose of commencing mining operations to make a contribution to the relevant local Authority for the upgrading of existing regional road system where the regional road system did not solely provide access to the mining site nor to be used primary and principally for the transport of the mining product away from the mining site did not qualify for deduction as its character was considered a payment necessary to establish the mining operations similar to payments to holders of land intended for mining operations which were held not to constitute a qualifying expenditure in the case of UTAH development Vs F.C of Taxes – 15 ACT 4103.
 Where a company incurred expenditure on reconstruction of a minor public road, which was used primarily and principally by the company's trucks to transport coal from the mine to the nearest main road, and hence to the shipping center, it was accepted the expenditure was a qualifying capital expenditure.
 In our Zambian contest, it becomes easily notable that capital expenditure incurred in the initial and consequent maintenance of Mining Township roads located on the mine site or plot are tax allowable.
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EXAMINATION TYPE QUESTION WITH ANSWER
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MINERALS GLOBAL
 A feasibility study was started in 1999 whose main objective was to explore the mineral potential of Chingola south. A renowned metallurgist – Dr Rao, spearheaded the study. During the year 2000, an agreement was signed between the Zambian government and Minerals Global, a UK resident mining company, whose business interests in Zambia are taken care of by Dr Rao. The agreement triggered a K2 billion commitment to a program of drilling, metallurgical and engineering works, which firmly ushered the new incorporated Zambian subsidiary of Minerals Global - Minerals Global Zambia.
 For the charge year ended 31 March 2002, minerals global Zambia has presented the following profit and loss account.
 K’000 K’000Gross Trading Profit 658,000Add: Additional income
 GAIN ON SALE OF METALLURGICAL EQUIPMENT 50,000
 Gross Rent Received (note 2) 45,000Debenture interest received (note 3) 55,000
 ----------- 808,000
 Less: ExpensesPremium paid (note 4) 12,000Depreciation 300,000Loss on Disposal of motor vehicles 250,000Legal fees (note 5) 15,000Donations (note 6) 5,000Wages and salaries 20,000Drafting and mapping 6,000Drilling Expenditure 8,000Infrastructure costs (note 7) 250,000GRZ License fees 40,000Exchange Loss (note 8) 160,000Utilities and Electricity 15,000Chingola Trust school (note 9) 48,000
 ------------ (1,129,000) ---------------
 Loss before Taxation (806,871)Taxation -Provision for Taxation (note 10) (250,000)
 --------------Net loss (1,056,871)
 =======
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Notes 1 Minerals Global Zambia is a holder of a large scale mining License whose Net mineral proceeds stands at K1.2 billion. The following costs were directly incurred in relation to mineral sales:
 K’000
 Transport 14,000Cost of smelting 20,000Insurance up to port 30,000
 ---------64,000=====
 Note 2The Gross Rental Income was received from Local contractors
 Note 3Debenture interest received: - The Gross amount of debenture Interest received is shown in the profit and Loss account. Income Tax had been withheld at source at the appropriate rate. The debenture interest was received from a Zambian company that is not a former mining division of ZCCM Limited.
 Note 4Premium paid: - The Company obtained a right for the use of a trade name from Minerals Global – UK at the beginning of the current charge year. The company paid a premium of K12 million as consideration for the grant of right. The company will exploit the right over a 40-year period.
 Note 5 - Legal feesThese include the following:
 K’000
 Cost connected with Acquisition of fixed assets 5,000Cost associated with issuing new share capital 6,000Cost associated with recovery of Loan 3,000General Legal Expenses (all allowable) 1,000
 ---------15,000=====
 Note 6 - DonationsThese were made to approved charitable Organizations.
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Note 7 - Infrastructure costs These include the following: The Chingola Municipal Council as a pre- feasibility study condition for future
 granting of Mining License by the Ministry of Finance and National Planning. This project cost K100 million.
 The company constructed a Link road to the Chingola – Kitwe Road, which is mainly used by Mine Trucks. This cost K50 million.
 K100 million was spent on the construction of a railway line within the Mining site.
 Note 8 - Exchange Loss The Exchange Loss was presumably unrealized.
 Note 9 - Chingola Trust SchoolThese are running costs of the School, which is 100% wholly, owned by Minerals Global Zambia and is mainly for the use of the employees.
 Note 10 - Provision for TaxationThe provision for Taxation is based on the total company tax estimated at the beginning of the charge year and the amount of Company Tax already paid under the provisional system of payment of Tax for the charge year ended 31 march 2002 is K15 million.
 Note 11 - Capital Allowances stand at K150 million
 Required Calculate the taxable business profit for the company for the year ended 31
 March 2002. Calculate the final amount of company Income Tax payable by the company
 for the charge year 2001/02
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AnswerMinerals Global Zambia
 Gross Rent ReceivedThis will be deducted from trading profit and Taxed separately under the WHT system. The rate of tax is 15%Debenture interest receivedThe interest was received from a Zambian company that is not a former mining division of ZCCM Limited. For all former mining divisions of ZCCM, and mining companies in general, there is no payment of WHT on interest payments to shareholders or their affiliates, including any Lender of money to them. But since the interest was not received from a former mining division of ZCCM, the interest is subject to WHT. This interest is accordingly, not a final tax. But it will be taxed separately under the rules of separate taxation.Premium paid Paragraph 14 of the fifth schedule provides for an allowance where a premium is paid for the use of machinery, plant, a patent, a Design, trade mark or copy right or other property of a Like nature which is used for business purposes. The premium allowance will be calculated as follows:
 K’000
 COST OF PREMIUM 12,000
 Allowance 2001/02 = 1/40th (300) --------11,700=====
 Paragraph 14 (2) states that the deduction allowed for any charge year shall not exceed the amount of the premium divided by the number of years for which the right of use is granted, in this case 12000/40 = K3,000,000.
 Legal feesLegal fees are allowable provided that they are incurred in connection with the trade and are not related to capital items. Therefore, disallow the following: Cost connected with Acquisition of fixed Assets Cost associated with issuing new share capital
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Infrastructure costs: Town RoadThe Chingola Municipal Council as a pre -feasibility study condition demanded the construction of this road. Hence the payment can be considered to have a character of a payment necessary to establish the mining operations. This is therefore not a qualifying capital expenditure.
 Link Road
 This road is mainly used by mine Tucks and is presumably constructed on the mine site. The cost of constructing such a road is a Qualifying capital Expenditure.
 Railway Line
 The cost of constructing a railway line within the mining site is a qualifying capital Expenditure.
 Chingola Trust School
 The cost of running a school, which is wholly owned by the mining company and is mainly, used by its employees is a qualifying expenditure.
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Computation of Adjusted Trading Profit
 K’000
 LOSS AS PER ACCOUNTS (1,056,871)
 Add: Disallowed Expenditure
 Depreciation 300,000
 Premium (12,000 – 300) 11,700
 Loss on Disposal of motor vehicles 250,000
 Legal Fees (5000+6000) 11,000
 Infrastructure cost – Town Road 100,000
 Unrealized Exchange Loss 160,000
 -----------
 832,700
 ------------
 (224,171)
 Less: Income Taxed Separately
 Gross Rent 45,000
 Debenture Interest 55,000
 -----------
 (100,000)
 ------------
 (324,000)
 Less: Capital Allowances (150,000)
 ------------
 Adjusted Trading Loss (474,000)
 =======
 Final Amount of Tax Payable
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Tax on Rental Income:
 15% X K45,000,000 =K6,750,000
 Tax on Interest
 25% X K55,000,000 = K13,750,000
 Tax ON Trading Activities:
 Nil
 Mineral Royal Tax
 . First calculate the Gross Mineral Revenue, which is:
 K1.2 billion + K64 billion = K1,264,000,000
 . MRT = 0.6% X K1,264,000,000 = K75,840,000
 Summary Of Tax Payable/ Refundable
 K' million
 Tax on Rental income 6,750
 Tax on interest 13,750
 MRT 7,584
 ---------
 28,084
 Less: Provisional Tax Paid (15,000)
 ----------
 Tax Payable 13,084
 ======
 ************************************************************************
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UNIT 7TAXATION OF SMALL ENTERPRISES
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CHAPTER 11
 TAXATION OF SMALL AND MEDIUM SIZE ENTERPRISES
 After studying this Unit you are expected to understand the following: Definition of small and micro enterprises (SMEs) Qualification for classification as SME The Zambia Development Act Source of income General deductions Capital allowances peculiar to SMEs Exemption from tax Presumptive Taxes Introduction to Turnover Taxes
 11.1 - Introduction
 Taxation is perhaps the most direct and visible way in which the government of the Republic of Zambia affect the Small business environment. At present, the taxation system for small businesses in Zambia is among those that are receiving increasing attention from tax policy drivers. This is more the reason why you need to know some of the emerging tax incentives aimed at promoting small businesses.
 Many small businesses rely on accumulated earnings to provide the capital for investment and growth. Tax incentives, such are provided for under the small enterprise development Act, are meant to help small businesses accumulate more after tax earnings for reinvestment and expansion. The incentives are also intended to help small businesses to build their equity base, making them more attractive to external investors. And this revelation leads us to another inevitable revelation, and this is that many small businesses are concerned about the cost of complying with the taxation system.
 The burden of tax compliance does not fall evenly on all businesses. It varies by type of business, by income level and by level of tax awareness!
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Economic growth in every country is defined by the performance of its production sector. In many highly developed countries a great share of production is manufactured by small and medium sized Enterprises (SMEs) – an important part of their market economies. For instance, the portion of SMEs in GDP of Great Britain is 50 – 53%; of Germany – 50 – 54%; of USA – 52 – 55%.
 The development of SMEs is greatly affected by the level of taxation, its administration and compliance: the higher the tax rate is, or the greater the efforts to fulfil taxation requirements are, as well as to check how those requirements are met, the lower the initiatives are for SMEs to perform well. Therefore, maintaining the tricky balance between tax rate, compliance costs, tax administration and economic development should be a main goal of every tax policy. And Zambia as a country seems to be moving towards this ideal tax policy creativity!
 In Zambia, the SME sector has only began to receive some tax attention. Lack of proper incentives as well as unfavourable government policy towards SMEs has had a negative impact on the Zambian economy. Weak legislative support, administrative barriers and many such vices have in the past forced some of the SMEs to operate in the shadow.
 All leading textbooks in taxation list three main features of a perfect taxation system: efficiency, equity and simplicity. Efficiency is understood as economic neutrality: taxation imposes no interference with private decision-making. Equity means equal treatment of equals as well as distribution of tax liabilities according to the level of well being. Simplicity is often used as a synonym for easy compliance and simple administrating. All these are some of the issues we undertake to explore in the light of how each of these features of a perfect taxation system may impact on small business enterprises and ultimately on their survival!
 DEFINITION
 The definition of a small enterprise presents a number of problems for many tax advisers. It is justifiable to feel that it is not satisfactory to attempt to define a small enterprise in quantitative terms but in the European Union and even in Zambia, this quantitative approach is what is actually embraced.
 THE MEANING OF ENTERPRISE
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The Small Enterprises Development Act 1996 – Act No. 29 of 1996 defines an enterprise as:
 QUOTE‘An undertaking engaged in the manufacture or provision of services, or any undertaking carrying on business in the field of manufacturing, construction and trading services but does not include mining or recovery of minerals’
 This means that for small companies engaged in mining activities, they do not qualify as an enterprise by the provisions of SED Act 1996 regardless of their size, and by virtue of this exclusion such companies are not entitled to claim any tax incentives provided for under this Act.
 T5 – TaxationAmendment Act 2006/07
 383

Page 355
                        

THE MEANING OF MICRO – ENTERPRISE
 Under the SED Act 1996 Micro – Enterprise means any business enterprise:
 Whose amount of total investment, excluding land and buildings, does not exceed K10,000,000.
 Whose annual turnover does not exceed K20,000,000; and Employing up to 10 persons.
 The proviso to Section 2 of the SED Act gives powers to the Minister of Finance to vary the thresholds of K10,000,000, K20,000,000 and the maximum number of employees of 10 by way of a statutory instrument.
 THE MEANING OF SMALL ENTERPRISE
 Small Enterprise means any business enterprise:
 Whose amount of Total Investment, excluding land and buildings does not exceed:
 In the case of manufacturing and processing enterprises – K50,000,000 in Plant and Machinery.
 In the case of trading and service providing enterprises – K10,000,000. Whose annual turnover does not exceed K80,000,000. Employing up to 30 persons.
 Again you must take note that the Minister of Finance is given powers under this Act to vary any of the variables by means of a Statutory Instrument.
 Registration of Micro and Small Enterprises
 Any person undertaking a business enterprise may apply for a certificate under the provisions of Section 7 (1) of Small Enterprises Development Act.
 An application for a certificate is made to Director of the small enterprises development board after paying a fee, which is determined by the board from time to time.
 Upon receiving an application for a certificate the Director submits the application to the board for further consideration.
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11.2 – ISSUE OF CERTIFICATE
 Within 4 weeks of receipt of an application for a certificate, the board will register an enterprise as a micro or small enterprise and issue a certificate, which entitles the registered enterprise to benefit from the incentives provided for under the Act.
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11.3 – INCENTIVES TO MICRO AND SMALL ENTERPRISES
 Small and medium enterprises perform several important functions in the Zambian economy:
 SMEs help form a competitive environment. They are actively involved in research and development, promoting fast
 implementation of new technical and commercial ideas. They quickly react to market changes and thus, provides necessary flexibility to
 the economy; and They assist in decreasing unemployment through creation of new working
 places.
 Thus, promoting the development of small and medium enterprises should receive proper attention while, at the same time, the authorities that be are engaged in implementing complementary stabilising macroeconomic policy.
 11.4 – ROLE OF TAX POLICY IN PROMOTING SME SECTOR DEVELOPMENT
 There are many factors that can influence the development of SMEs in the Zambian economy. The most frequently mentioned among them are state support of the sector, proper legislative support and mechanisms of its fulfilment, access to financial resources and investment incentives. However, one of the most important single factor that promotes development and growth of SMEs is of course the taxation system.
 Research made in different countries has shown that the countries where the levels of tax rates, the costs of fulfilling taxation requirements are high, the sector of small and medium enterprises is comparatively small. For instance, in Ukraine, where policy of SME sector taxation is considered to be too burdensome, the share of the sector in GDP was only 5.5% in 1997 according to the Analytical Report on State Committee for Entrepreneurship Development.
 Specific Tax IncentivesAn enterprise registered under the SED Act is therefore entitled to the following Tax incentives:
 Exemption from payment of tax on income for: - The first three years of operation for an enterprise operating in an urban area.
 Although the Act does not define the term 'urban' it can be construed according to its popular meaning in the English language.
 The first five years of operations for an enterprise in a rural area. Again the Act does not define 'rural area' but it does give a very general direction. In section
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2 the Act states that rural area shall have the same meaning assigned to it in the local Government Act of 1991.
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TUTORIAL NOTE:
 For a small business owner or those considering starting a business for the first time, they do need to get registered under the small enterprise development Act 1996 and don't have to worry about ZRA for their first 3 years of operations if they are in an urban area or their first 5 years of operations if they are in a rural area. As you can see, the taxman is not absolutely intolerant!
 11.5 – LETTING OF BUILDINGS BY PRIVATE PERSONS
 The small enterprise board may, in consultation with any person, institution, organisation or company, let out any building or premises for use by micro or small enterprises as an industrial or commercial estate.
 An owner of any building or premises let out for use by micro or small enterprises is entitled to the following:
 (i) Capital allowances which shall be deducted in ascertaining the gains or profits at the following rates:
 Where a building is used as an industrial estate - a 5% wear and tear allowance on cost, plus a 10% initial allowance on cost in the year in which the said building is first used.
 For implements, machinery and plant exclusively used in farming and manufacturing - a wear and tear allowance of 50% of the cost in each of the first two years.
 (ii) Exemption from payment of tax on income received from rentals on such premises; and
 (iii) Exemption from the payment of rates on factory premises.
 Though tax policy for SMEs in Zambia is still far from being perfect, a lot of attempts are being made to improve it. If all the future policies are thoroughly evaluated, there is hope that in future the taxation system of Zambia will achieve the three main objectives of taxation: efficiency, equity and simplification. In that case, taxation would not hinder but rather stimulate the development of the SME sector and it would become an important part of the Zambian production sector.
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Progression to Micro or Small Enterprise Status:
 Tax Benefits
 Example:
 Bangweuru Enterprises was set up a year ago. Since then it has been operating as the major supplier of Tomato jam to the Chilubi Island Mission Hospital. The Enterprise director has heard about tax incentives given to micro or small enterprises in rural areas like Chilubi Island and he has accordingly applied for a Small Enterprise Certificate. He rents a small room, which was once, used as a hospital mortuary in the early 1980s, in which he carries out the manufacturing of his Tomato Jam.
 Explain to the director in clear terms the specific tax incentives available to him and his small enterprise assuming that his application for a small enterprise certificate goes through.
 Answer:Bangweuru Enterprises
 As the Enterprise's application for a micro or small enterprise certificate has gone through, the enterprise can enjoy the incentives provided for under the small enterprise development Act 1996 as follows:
 Tax Advice:
 The enterprise will not be liable to income tax in the first five years of operation as it is set up in a rural area. Since the enterprise was set up a year ago, one-year of the benefit period has already elapsed. This means that in effect the enterprise will only enjoy a tax holiday of four years. One year has been wasted.
 The equipment used to manufacture the Tomato Jam qualifies as plant under the Income Tax Act and this will qualify for a wear and tear allowance of 50% starting in year five when the tax holiday elapses.
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The Small room, which was used as a mortuary in the early 1980s, qualifies as an industrial building on which a wear and tear allowance of 5% on cost is available. But it is not Bangweuru Enterprises who will benefit from this but the Hospital. Even at the end of the fifth year, the industrial building will still belong to the hospital who will gain have the right of claiming capital allowances. In this respect, the incentive is not directly extended to the small enterprise but to the organisation that offers a business opportunity to a small enterprise.
 Unfortunately, the industrial buildings will not qualify for an initial capital allowance because at the time it was first used as an industrial building, the Enterprise was not yet a registered small enterprise.
 11.6 – PRESUMPTIVE INCOME TAXATION
 Presumptive Income Taxation is employed primarily in economies where ‘hard –to- tax’ taxpayers comprise the majority of the population and administrative resources are scarce. In these Countries, most taxpayers lack the financial transparency that allows for effective taxation by the government. The result is that governments estimate or presume the appropriate income on which taxes should be levied. Zambia is certainly one of these countries whose population is largely characterized by hard to tax potential taxpayers.
 In developed Countries, the transition from presumptive to actual –based taxation paralleled the shift from agricultural to industrial economies. Economic advancements replaced self- employment in farming and small-scale trade with concentrated employment in fewer and large entities such as governments and large corporations. Whereas tax liability was formerly derived from indices such as estimated crop yield of agricultural lands, it gradually became a factor of actual income received from salary and wages. Movements towards more modern forms of tax administration emerged, as businesses became more sophisticated and financial transparency increased. As accounting practices became more prevalent, self-assessment of tax liability and withholding tax at source inevitably followed.
 In developing countries like Zambia, however, presumptive taxation may still be the most appropriate method of tax administration for specific groups of taxpayers. In Zambia, the reality is that most taxpayers do not possess the administrative resources to maintain accurate books. As a result, tax evasion has been rampant. To this effect there has been growing concern in government and among various stakeholders.
 Who is the target?As a first step, presumptive taxes have been introduced to bring bus, mini-bus and taxi operators into the tax bracket. This is intended to broaden the too often complained about narrow tax base.
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Benefits of Presumptive taxes Presumptive taxation is considered an optimal method of curbing
 widespread non-compliance without excessive government resources because it addresses the concerns of both taxpayers and the tax authorities. Presumptive taxation provides taxpayers with a simplified option for tax compliance without requiring full financial transparency.
 Presumptive taxation also allows the government to tax its citizens in a more equitable fashion while rewarding efficient businesses with financial incentives.
 Presumptive taxation entices Small and Medium Enterprises (SMEs) into the tax net by disregarding high tax rates.
 It is argued that presumptive taxation can help reduce corruption in tax administration. However, the success of presumptive taxation in reducing corruption will depend both on the structure of the scheme and the overall administrative environment and capacity in the tax administration. A presumptive taxation scheme can in fact increase the discretionary power of tax officials and a worst-case scenario increase corrupt practices. A carefully designed presumptive taxation scheme can help reduce corruption, but can never be a substitute for much needed capacity building and administrative reforms within the tax administration.
 Presumptive taxation provides taxpayers with a simplified process. There is no need to file in the Income tax Returns and keep elaborate records.
 Presumptive taxation provides taxpayers with an opportunity to manage their cash flow efficiently.
 Taxpayers need not spend money on professional consultancy services.
 Are all operators of busses, minibuses or taxis liable to pay presumptive
 tax?
 This question is almost inevitable. Presumptive tax has been introduced with the exemption of limited companies. Therefore only individuals and partnerships are included. The ZRA feels that compliance is not a big problem for limited companies as they have the capacity to comply fully with all the standard requirements under the Income Tax Act. But the inclusion of partnerships on the list of those to benefit from presumptive tax is counteractive. It is common in Zambia to see very large partnerships, which, in my view, ought to be classified among limited companies in terms of their ability to comply with the various requirements of the Income Tax Act.
 How much will each category of vehicle be charged?
 The Income Tax (Amendment Act 2003) has introduced a new Ninth Schedule to the Income Tax Act. This new Ninth Schedule contains the rates for presumptive tax as follows:
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NINTH SCHEDULE
 -----------------------------------------------------------------------------------------Type of Vehicle Amount of Tax per vehicle(Sitting Capacity) (Per Annum)
 64 seater and above K7,200,00050 – 63 seater K6,000,00036 – 49 seater K4,800,00022 – 35 seater K3,600,00018 – 21 seater K2,400,00012 – 17 seater K1,200,000
 Below 12 seater (including Taxis) K600, 000 ------------------------------------------------------------------------------------------
 Tax Audits
 Perhaps the best news of all for tax payers is that since presumptive tax is a levy, there is no longer any need for tax payers to keep records for tax purposes and as such no audits will be conducted on a transporter’s business. The only requirement will be for the transporters to pay their presumptive tax as stated by the law.
 11.7 – TURNOVER TAXES
 The 2004 National Budget announced a significant amendment to Section 64A (2) of the Income Tax Act by introducing a presumptive tax on businesses whose annual turnover does not exceed and up to K200 million. The rate of tax is 3%.
 Turnover
 Turnover is defined as including the Gross: Earnings Income Revenue Takings Yield, and Proceeds.
 Who is liable to pay turnover tax? Any person carrying on any business with an annual turnover of K200 million or
 less. Any person whose business earnings are subject to withholding tax and that
 withholding tax is not the final tax. These include rental income, commissions, interest earned by companies and royalties earned by Zambian residents.
 Who is not liable to pay turnover tax?
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The following persons are not liable to turnover tax: Those whose turnover exceeds the threshold of K200 Million. Any individual or partnership carrying on business of Public service vehicle
 for the carriage of persons. Partnerships carrying on any business irrespective of whether the annual
 turnover is K200 million or less. Partner’s Income from the partnership is also excluded from turnover tax. Any person whose business earnings are subject to withholding tax and
 that withholding tax is a final tax such as Bank interest for individuals, dividends, Interest on government bonds, interest earned on treasury bills for charitable Institutions and other exempt persons, etc.
 11.8 - MANAGING SMALL AND MEDIUM TAXPAYERS (SMTs)
 Small and medium taxpayers (SMTs) are grouped with the traditionally “hard-to-tax” (HTT) group, which may also include large entities such as commercial farmers and retail outlets. Since, recent trends in tax administration reforms in Zambia have placed large entities in a large taxpayer unit [LTU] and roughly equate medium entities with VAT-registered taxpayers (i.e. outside LTUs), small entities are automatically deemed to fall below VAT registration thresholds. However, these classifications overlap since LTU and VAT thresholds may be set at high levels to ease tax reforms. The reference to SMT-formal and SMT-informal entities in this chapter is meant to stress the potential of taxpayers to comply with, and be subject to, formal accounting and enforcement principles. It is not necessarily related to the informal sector in which all SMTs thrive. In general, SMT-formal entities are structured and have the capacity to keep records that conform to the accounting standards and Zambian Company or tax laws. In contrast, SMT-informal entities are not well structured and they may have genuine difficulty in keeping adequate records.
 SMT BACKGROUND ISSUES
 There are several reasons why SMTs fail to comply with tax legislation but, at the same time, significant benefits can be derived from making it easy and cost-effective for them to meet their obligations. Many developing countries use presumptive tax regimes to improve SMT compliance but they are often not well managed as is the case in Zambia. While the Presumptive Tax regime needs significant improvement, Zambia can also use modified or simple accounting, audit and enforcement rules to make SMTs comply better and also improve procedures in tax offices within the ZRA structures.
 Why SMTs fail to comply:
 Apart from factors related to their operations, SMTs also fail to comply with tax laws because the ZRA often lacks effective mechanisms for controlling tax from them. The poor infrastructure and large informal sector in Zambia (i.e. about 50 and 65 percent) result in informal approaches to setting up, changing and winding up SMT businesses. The sector is characterized by inadequate record-
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keeping and weak financial or internal controls by a network of close family members, business associates, employees or friends. Often business and private transactions are not separated and there may be no oversight boards or committees. These factors often give rise to malpractices such as suppression and falsification of accounting transactions. Finally, the absence of clear SMT tax accounting guidelines tends to increase compliance costs and dissuade them from meeting their tax obligations.
 Importance of improving SMT compliance:
 Effective control of SMTs can promote fairness among small taxpayers (e.g. many self-employed persons earn more income but pay less tax than employees subject to wage withholding). Second, administrative decisions often depend on a 20/80 percent rule of thumb that implies that SMTs are many but pay only a small part of total revenue. There is less emphasis on the inverse 80/20 cost rule that implies that management often uses more resources to generate the small SMT revenue. The ZRA can reduce costs and stabilize or increase revenue by improving SMT compliance. Third, the potential revenue from medium entities is significant but it can be eroded through non-compliance, despite the fact that medium entities can keep modified accounting records. Fourth, weak SMT methods can undermine compliance among all taxpayers. Perceptions of unfairness and a high tax burden can motivate large entities to evade and avoid taxes with more adverse consequences for the ZRA. Finally, while SMT reforms may not increase revenue in the short-term, they can stabilize or even enhance it in the medium-to-long term.
 Traditional methods of controlling SMTs
 As noted, many developing countries depend on presumptive tax systems to enhance SMT compliance. The two broad categories are often used to compare taxpayer declarations and support enforcement:
 Standard assessments applied to groups of taxpayers, businesses or economic sectors; and
 Minimum, often individual, assessments. SMT-informal standard assessments may be treated as final (i.e. non-creditable) because these taxpayers do not file tax returns. In principle, however, medium entities expect a credit for the monthly or quarterly installment of minimum taxes paid.
 Weak management of presumptive regimes
 Presumptive taxes are policy measures but they are also regarded as feasible administrative options for controlling SMTs – described as a “win-win” proposition because they simplify administration and compliance. In practice, the regimes are not well managed for several reasons. Surveys are not regularly updated and, therefore, the assessments tend to be arbitrarily applied to vulnerable small entities. They may also be indiscriminately extended through informal negotiations” to medium entities that should self-assess. Most presumptive
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schemes are also not linked to Flat rate or equalization taxes may be imposed on SMTs in lieu of consumption taxes such as VAT.
 IMPROVING SMT ADMINISTRATIVE PROCESSES
 There are two basic approaches to improving SMT administration and compliance.
 First, the improvements in presumptive tax processes must be seen as a top tax administration priority.
 Second, the functional activities (i.e. registration, accounting, collection, enforcement and audit) must be simplified to make it cost-effective for the ZRA and taxpayers, especially medium SMT-formal entities.
 Improvements in presumptive tax procedures
 It is important not to over-estimate the capacity of SMT-informal entities to apply modified accounting rules. The presumptive taxes may be the only feasible option for controlling many of them and therefore they need to be improved. First, the primary and secondary surveys used to determine standard and minimum assessments should be updated regularly to ensure that they represent a fair and reliable basis for estimating SMT tax liabilities. Second, the ZRA must establish links between the presumptive regime and their conventional accounting, data gathering/analysis, and enforcement programs. For example, SMTs must be issued with TPINs and separate manual or automated ledgers used to record and monitor assessments, payments, penalties and adjustments (credits and refunds). Third, detailed but standard guidelines must be provided to tax offices to ensure uniform application of tax rules, especially collection enforcement activities. Finally, procedures need to be established to ensure that a sample of SMT-formal and informal entities are included in the audit programs of the ZRA.
 Registration, identification and taxpayer service programs
 Most SMTs, with the probable exception of medium-sized corporate entities, do not register voluntarily. Once registered, they fold-up or change identity with little or no formality - for example, by simply obtaining a new local government licence. SMTs must be included in taxpayer identification number (TPIN) programs, in close collaboration with the local authorities that have jurisdiction over their operations. SMTs with formal outlets (e.g. retail shops) must display the registration certificate and TPIN as required by tax laws. The ZRA must use routine audit or enforcement programs and special registration drives to check non-registration and assist taxpayers to comply with their obligations-
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Improvements in accounting procedures
 The purpose of accounting is to ensure that taxpayers keep adequate records to support the tax returns they file. Different methods can be used to make SMT-formal and SMT-informal entities meet this obligation. The ZRA must also improve their accounting procedures to ensure effective control of the financial transactions of taxpayers, including assessments, payments, penalties and adjustments. While significant concessions should be made for small taxpayers, the tax regulations need not be unduly relaxed for SMT-formal entities, especially corporate entities that are required by law to prepare modified audited financial statements.
 Exclusion from accounting requirements:
 The majority of SMT-informal entities that pay only standard assessments need not be required to keep records or file tax returns. In this regard, the personal income tax exemption and VAT registration thresholds must be set at high levels to exclude as many small entities as possible from accounting requirements. However, those contesting assessments must keep basic documents (e.g. invoices) and cash records to support their appeals. The current VAT Threshold of K200 Million looks sufficient to address this requirement.
 Cash accounting records:
 The majority of SMTs need to keep only a cash book to record daily transactions involving purchases, sales and expenses. No ledger records are required but, if desired, assets and liabilities can be listed to track debtors, creditors and assets. Taxpayers must keep copies of purchases and sales invoices and be ready to produce evidence of other payments to support transactions such as apportionments between personal and business expenditure (e.g. splitting fuel and utilities between business and private use).
 Simple accrual accounting:
 Medium entities must keep a ledger in addition to the cash book to support simple accrual accounting and audited financial statements. The accounting rules are modified with respect to specific transactions such as depreciation and expenses. Profit and loss accounts (i.e. income statement) and balance sheet are required but in abridged form only – thus making it unnecessary to show sub-classifications and detailed notes of assets and liabilities “.... on grounds of size or relative lack of public interest”.
 Tax office accounting measures:
 The accounting process in the ZRA TCU must be improved to enhance SMT compliance. At a minimum, manual ledgers must be kept for all SMTs even under presumptive regimes. Where feasible, automated ledger records should be kept to reduce tedious manual processes and better augment audit and collection enforcement. The ZRA must publish guidelines for taxpayers and encourage them to use practitioners in order to reduce the direct involvement of
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tax officials in preparing taxpayer records. The practitioners must be registered but only non-qualified professionals need to be formally trained and certified by the ZRA. Medium entities must be given incentives (e.g. immediate write-offs) to acquire accounting software and equipment.
 Audit, examination or inspection procedures
 The purpose of tax audits is to examine an entity’s accounting records to ensure that disclosures made in the accounts and tax returns are true, fair, reliable and accurate. The professional accounting standards state explicitly that small and medium entities (SMEs) must not be treated as “un auditable”. Moreover, auditing is the primary means of controlling tax evasion and avoidance and should be taken seriously for all categories of taxpayers.
 Nature of SMT audits:
 SMT audits must follow the conventional view that it is costly and practically unnecessary to examine all taxpayers and their records in given audit cycles. The so-called “100 percent inspections” must be replaced with sampling techniques that involve profiling, stratification and risk analysis. The audit plan must follow two broad approaches (a) using simple audit programs to routinely audit an annual sample of SMT-formal entities; and (b) applying audit techniques to review the presumptive regime (i.e. management assurance), including the records of samples of SMT-informal entities.
 Implementation of SMT audits:
 The goal of implementation is to obtain audit evidence to confirm the validity of transactions used to process tax returns. The ZRA must be issued with standard audit guidelines to cover background, compliance or control, and transactions or substantive checks. The standard guidelines must ensure that specific procedures are followed and adequate feedback provided to audit managers. As with VAT, the duration and scope of “SMT-control” audits must be limited to approximately 2-3 days and initially cover only a limited number of returns and records. Given the inadequate record - keeping culture of SMTs, Tax Inspectors must be trained to use “indirect” audit and “single-entry” bookkeeping techniques to improve examinations and, if necessary, rewrite the accounts. Complex cases are encountered during desk or control audits should be referred to comprehensive or integrated audit teams. All audit assignments must be properly supervised and adequately covered in the annual budget of the ZRA.
 Collection and enforcement procedures
 The goal of collection and general enforcement is to control tax arrears and offences. The SMT enforcement strategy must follow a mild-to-aggressive application of powers and sanctions. Priority must be given to debt management procedures because many conventional debt recovery procedures tend to be costly and may involve lengthy procedures and litigation of SMTs that contribute
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insignificant amounts of revenue. Nonetheless, even SMTs must bear the consequences of persistent non-compliance through stringent measures.
 Debt management and recovery measures:
 SMT arrears rapidly accumulate and become irrecoverable. The SMT debt problem is linked to poor liquidity management and the non-separation of private and business activities. The ZRA must implement recovery plans at an early stage by updating ledger records, sending reminder notices, and enforcing installment payment rules – often supported by tax clearance procedures. This will prevent the use of drastic measures with low fiscal yields and with little or no chance of success because they drive SMTs into liquidation or underground. The regular update of ledgers will also ensure effective imposition of interest and penalties as well as collection enforcement.
 Interventionist measures:
 The ZRA now requires taxpayers to obtain annual tax clearance certificates (TCC) to show that they have settled or made satisfactory arrangements to settle their liabilities. Without the certificates, they cannot engage in specific transactions such as tendering for government contracts or obtaining an operating licence from Local Government Authorities. While these measures may be effective, they are often mismanaged and they easily lead to abuse of power and corruption. Another measure which is quite effective against SMTs is the temporary closure of businesses that do not comply. It prompts compliance because of the potential loss of family incomes, contracts and customers.
 Seizures, sales, levies (Destraint or garnishment) and prosecution:
 The ZRA must apply stringent measures against persistent SMT non-compliance. The first option is to recover the arrears from third parties, notably commercial banks and debtors. This may be effective against medium-size SMTs but not the majority small SMTs in large informal economies that deal in cash and make little or no use of banks. The ZRA can also seize and sell personal and business assets to recover tax arrears. Ultimately, SMTs engaged in serious delinquent behaviour must be prosecuted to serve as a deterrent against general non-compliance.
 Simplification of judicial and appeals processes:
 It is less costly to resolve SMT cases through special schemes like special courts, tribunals, administrative boards, and advocates. They are suitable for dealing quickly with large numbers of small cases that often slow down operations in regular courts. The rules must be simplified and made flexible to make it easy and cost-effective for small entities to seek redress – including representation in their personal capacity or by practitioners who may not be lawyers.
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TUTORIAL QUESTIONS
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QUESTION IWhat is an Enterprise?(Para. 11.1)
 QUESTION IIWho qualifies for Registration under the Small Enterprise Development Act of 1996?(Para. 11.1)
 QUESTION IIIList some of the Tax Incentives enjoyed by Micro and Small Enterprises under the Small Enterprise Development Act of 1996?(Para.11.2)
 QUESTION IVWhat is the meaning of Presumptive Taxation and to which category of Taxpayers is it usually applied?(Para.11.6)
 QUESTION VList some of the Benefits of having a Presumptive taxation System in Zambia.(Para. 11.6)
 QUESTION VIWhat is Turnover Tax and when was it introduced in Zambia?(Para. 11.7)
 QUESTION VIIWho is liable to pay Turnover Tax?(Para.11.7)
 ****************************************************************************************************
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UNIT 8TAXATION OF FARMING AND RELATED
 ENTERPRISES
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CHAPTER 12
 TAXATION OF FARMING AND RELATED ENTERPRISES
 After studying this unit you are expected to know the following: Definition of farming activity The meaning of profit Measuring farming profit Typical structure of a farming income statement Capital allowances peculiar to farming Valuation of livestock Livestock reconciliation Averaging of farming and fishing income Non traditional Exports and manufacture of chemical
 fertilizers.
 12.1 - Definition of Farming Activity
 A farm is the basic unit in agriculture. It is a section of land devoted to the production and management of food, either produce or livestock. It may be an enterprise owned and operated by a single individual, family, or community, or it may be owned by a corporation or company.
 The word has its roots in the Anglo – Saxon word feorm, which relates to provisioning and foot supply, and was originally indicative of a form of taxation, whereby goods or monetary equivalents were liable to the king. Over time, this taxation was translated into a form of rental tax.
 The development of farming and farms was an important component in establishing Towns. Once a people move from hunting and collecting and from simple horticulture to active farming, social arrangements of roads, distribution, collection, and marketing can evolve. With the exception of Plantations and colonial farms, farm sizes tend to be small in newly settled lands and to extend as transportation and markets become sophisticated. Farming rights have been central to a number of revolutions, wars of liberation, and post-colonial economics.
 Enterprises where livestock are raised on rangelands are called Ranches. Where Livestock are raised in confinement on feed produced elsewhere, the term Feedlot is usually used. A Truck Farm is a farm that raises vegetables, but little or no grain.
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Truck is an archaic word for vegetables. Orchard is used for enterprises producing tree fruits or nuts. The Stable is used for operations principally involved in the production of horses.
 Section 2 of the Income Tax Act defines farming as: “Any husbandry, pastoral, poultry, fish rearing, or agricultural activity and includes the letting of any property for any such purpose.”
 Students are advised to take note that the definition of business in Section 2 of the Act also includes farming.
 12.2 – The meaning of Profit
 The true meaning of profit is the economic surplus produced by a business over a measured period. Because profit is a surplus it means the asset base from which the profit is generated must remain intact. For example, a farm profit is the economic surplus produced during a full year’s activity. It must take into account:
 Opening and closing stock numbers and their values The depreciation of assets Any deterioration in the productivity of the land Matching income earned with expenses incurred
 The Concept of Profit=================================================================Profit can be likened to the fruit of the tree. The fruit produced represent the profit as they can be harvested without reducing the productivity of the tree.=================================================================
 12.3 - Measuring farm profit
 A number of areas create problems when attempting to measure farm profit. These are:
 Determining values of opening and closing stock. Determining values of land assets. Measuring the productive capability of land Determining value of machinery and structures – how much have they
 changed during the production period; and Matching costs against Income e.g. If we apply 150 Kg of super-
 phosphate in 2004 how much residual benefit will apply in 2005?
 Because of these difficulties in measuring farm profits, some farming businesses ignore it altogether and concentrate on cash flows. This is a mistake. If we assess a business on cash flows alone, we might produce a surplus but run down assets and decrease the capacity of the business in the long term.
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We need to measure the profit to ensure that we allocate appropriate financial resources properly. However, a number of farmers rely principally on cash flow and an unreliable measure of profit, viz. ‘Tax Profit’ to assess business performance. Because tax profit has been calculated for the purpose of fulfilling the demands of the Zambia Revenue Authority, it fails to assess the true business profit. Instead, true business profit is assessed by preparing management accounts.
 12.4 – Typical structure of a farming Income Statement.
 ----------------------------------------------------------------------------------------------Harriet Mwendapole Farm LimitedIncome Statement for the year ended 31 March 2006
 INCOME Variable Costs - PastureWool XX Seed XXSheep Income XX Fertilizer XXCrop XX Hay Making XXRebates XX ___________________
 Sub – Total XXRent XX --------------------------------Dividends XX___________________ Cattle:Total Income XX Wages XX-------------------------------- Dips & Drench XX
 Cattle requisites XXEXPENSES & OVERHEADS Fodder XXAccounting Fees XX DepreciationXXBank Fees XX __________________
 Sub – Total XXVehicle costs XX -----------------------------Rates XX Crop:Insurance XX Seed XXTelephone XX Fertilizer XXDepreciation XX Spray XXBank Interest XX Cartage XXFuel & Oil XX Machinery cost XX____________________ ________________Sub – Total XX Total Expenses XX
 ---------------------------------- --------------------------
 Net Income XX==============
 ------------------------------------------------------------------------------------------------
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12.5 - CAPITAL ALLOWANCES PERCULIAR TO FARMING ENTERPRISES.
 In general, the rules about expenses are the same as those for other trading activities, with the ‘Wholly and Exclusively’ rule predominant.
 Revenue expenditure such as those incurred and relating to farm cottages occupied by farm workers will be fully deductible.
 CAPITAL ALLOWANCES
 Farm Expenditure does qualify for the plant and machinery Allowances. This will include all type of farm machinery and vehicles. Statutory guidance on what constitutes plant (as distinct from buildings) is not given in the Act. However, some items – for instance slurry pits and silage clamps – may well constitute plant.
 Wear and tear Allowance on plant, machinery and implements used by any person in his farming business is calculated on straight-line basis at the rate of 50% of the qualifying expenditure. Thus the whole cost of such equipment is written off in two years. This increased wear and tear rate of 50% will only be given on machinery, which is directly used in farming. It is given on such items as: tractors, harvesters, irrigation equipment such as pipes and pumps.
 WINDWARD ACRES FARM LTD V COMMISSIONER OF TAXES
 In this recent Zambian Tax case, the chairman of the Revenue Appeals Tribunal ruled as follows:
 QUOTE
 -------------------------------------------------------------------------------------------------- “I must state here that the wording used in Para.10 (5) of the said fifth schedule does not require that the claimant must prove that implements, machinery or plant in respect of which wear and tear Allowances are claimed were used directly in farming. Since the definition of implements, machinery or plant includes furniture and fittings, it lends itself to reason that wear and tear Allowances must be calculated on straight-line basis. Having so said, I am satisfied that the applicant is
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entitled to the allowances claimed and the appeal therefore has succeeded”.--------------------------------------------------------------------------------------------------
 The facts of the case were that the company was engaged in farming. During 1983/84, the company purchased furniture and fittings at the cost of K15, 391. In respect of this expenditure, the company claimed wear and tear Allowances on straight line basis at the rate of 50%. The Department of Taxes then, allowed 30% on reducing balance basis on the ground that furniture and fittings were not used directly in the company’s farming operations. Both parties agreed that the definition of implements, plants and machinery included furniture and fittings.
 The law was subsequently changed in a later year after losing this case to include the word directly used in farming operations. This means that it is now not possible to claim accelerated capital allowances at the rate of 50% on assets that are not directly used in farming operations even if they are owned by a farming enterprise.
 FARM IMPROVEMENT ALLOWANCE
 Farm improvement means any permanent work, including a farm dwelling and fencing appropriate to farming and any building constructed for and used for the welfare of, employees.
 Farm dwelling means a permanent building, used as a dwelling (the original cost not exceeding K10 Million), which is not used by the farmer as the homestead of himself and his family. Examples of such buildings are barns, permanent dwellings occupied by employees provided that the cost of each dwelling does not exceed K10 Million. This K10Million limit does not prohibit the allowance where the cost exceeds K10,000,000. The allowance is to be given on the sum not exceeding K10,000,000. For instance a farm dwelling that has been constructed at the cost of K20 million will only qualify for a maximum farm improvement allowance of K10 million.
 Where the expenditure in respect of farm improvements is partly in respect of a farm improvement, and partly in respect of some other purposes, only such proportion of that expenditure as the Commissioner General may determine is taken into account.
 Where a farmer (The out going farmer), if he continued in ownership or occupation of any farming land, would be entitled to a farm improvement allowance under Part III of the Sixth Schedule in respect of expenditure on that land, is transferred (by operation of law or otherwise) to another farmer (The In coming farmer):
 a) The amount of that allowance for the charge year of the transfer is apportioned as the Commissioner General between the Out Going farmer and the In coming farmer; and
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b) Where the transfer is the ownership or occupancy of the whole of the land, the incoming farmer as a farmer is entitled in subsequent charge years to the whole of the allowance that would have been deducted in respect of the out going farmer had he remained in ownership or occupation, and if the transfer is the ownership or occupancy of part of the land, to such proportion as the Commissioner General determines
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FARM WORKS ALLOWANCE
 A deduction called the farm works allowance is allowed to a farmer in respect of expenditure on farming land in his ownership and for the purposes of farming. He may deduct in full i.e. up to 100% of the cost of:
 Stumping and clearing Works for the prevention of soil erosion Boreholes Wells Aerial and geographical surveys Water conservation – expenditure on dams or embankments
 Constructed for impounding of water.
 DEVELOPMENT ALLOWANCE
 An allowance of 10% per annum is given where a person incurs expenditure on the growing of tea, coffee, or banana plant or citrus fruit tree. This allowance is a deduction from Business Profits.
 In the case of a person growing tea, coffee, or banana plants etc for the first time, the development allowance can be carried forward for a maximum period of three years up to the first year of production.
 Where the period between the year of planting and the first year of production exceeds three years, it is important and necessary to ascertain the charge years in which the allowance will be available for carry forward.
 The Amendment Act 2002 stipulates that development allowance will be available for carry forward for a period of three consecutive charge years up to the first year of production. This Amendment act has clarified the ambiguity which has always surrounded Section 34A (2) of the Income Tax Act CAP 323 of the Laws of Zambia.
 The 2003 Amendment Act has extended the deduction for development allowance to the growing of rose flowers.
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ExampleKandeke Farms
 Kandeke Farms is growing Bananas for the first time and its first year of production for both local and the export market is the fifth year. The farm incurred expenditure on the Bananas in the following charge years:
 K’000
 2000/2001 150,0002001/2002 160,0002002/2003 77,0002003/2004 50,0002004/2005 30,000
 Required: Compute the development allowance.
 ANSWER
 YEAR EXPENDITURE ALLOWANCE (10%)
 2000/2001 150,000 15,0002001/2002 160,000 16,0002002/2003 77,000 7,7002003/2004 50,000 5,0002004/2005 30,000 3,000
 Since the first year of production is 2004/ 05 charge year, the development allowance for the three consecutive charge years preceding 2004/05 (i.e. 2001/2002, 2002/2003 and 2003/2004) will be carried forward to be offset against the income of 2004/05. The total amount available for carry forward to 2004/05 will therefore, be: K16, 000,000 + K7,700,000 + K5,000,000=K28, 700,000. The development allowance of K3, 000,000 on expenditure incurred in 2004/05 will also be taken into account in the normal way in the charge year 2004/05.
 Sub-Section (2) of Section 34A provides that taxpayers growing tea, coffee, or banana plants or citrus fruit trees for the first time are permitted to carry forward the development allowance for a maximum period of three years up to the first year of production. Kandeke Farms qualifies for the development allowance carry forward because they are growing qualifying plants i.e. Bananas, and they are doing it for the first time!
 T5 – TaxationAmendment Act 2006/07
 409

Page 381
                        

T5 – TaxationAmendment Act 2006/07
 410

Page 382
                        

12.6 - VALUATION OF LIVESTOCK
 Following the provisions contained in Part III of the Sixth Schedule to the Income Tax Act in paragraph 7, it is apparent that in ascertaining a farmer’s gains or profits from a farming business, the value of his livestock (other than livestock bought by him for stud) needs to be taken into consideration. There are basically two types of livestock for valuation purposes. These are: -
 Stud livestock Other livestock
 NOTE
 Stud Livestock are those kept for breeding. For instance a male horse kept for breeding is a perfect example of stud livestock.
 Stud livestock must be valued at the lower of cost and market value but other livestock may be valued at a standard value adopted by the farmer in his first farming return of income, if the Commissioner General approves of his standard values. Alternatively, the farmer might make an irrevocable election to value all his livestock on the same basis as stud livestock, i.e. at the lower of cost and market valve.
 Natural increases in livestock during a charge year are automatically brought to account by being included in sales or, if not sold, by being included in the stock on hand at the end of the charge year.
 Losses of livestock due to theft or death during a charge year are automatically allowed as a deduction since the stock on hand at the end of the charge year will not include such livestock.
 Livestock and Produce consumed by the farmer, his family or domestic servants during a charge year ‘are not allowed as a deduction as per Section 44 of the Act which prohibits the deduction of personal or domestic expense.
 Livestock and Produce used by the farmer as rations for his farm employees (not domestic employees) would be allowable under Section 29 (1); expenditure ‘incurred wholly and exclusively’ for the purposes of the business.
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STUD LIVESTOCK – FURTHER CONSIDERATIONS
 Stud livestock as we noted above is that bought as breeding stock. They are purchased and retained for the purposes of obtaining the progeny - i.e. offspring whether that offspring is retained for further breeding or sold. It includes cattle, sheep, pigs, goats, poultry etc. Horses may be included provided it is clear that they are held for commercial breeding purposes and that the breeding is not simply an incidental item to some other main purposes, e.g. racing, riding etc, whether for business or private purposes.
 Only purchased stud livestock qualifies. Breeding stock bred and retained by a farmer or acquired other than by purchase does not qualify and should be included in the stock valuation at cost or market value as appropriate.
 Disposals of Breeding Stock
 Disposals of breeding stock gives rise to a trading receipt, which is included in arriving at taxable income. This is because the provisions of the Act require every farmer to include in the return the value of all livestock and produce held by him.
 12.7 - AVERAGING OF FARMING AND FISHING INCOME
 Under the provisions of Section 62A, a farmer is allowed to make an irrevocable election in writing to have his farming income averaged over a period of two years.
 Where a farmer has incurred a farming loss in one year and has farming income in the second year, the farmer can still be allowed to have the loss and income averaged.
 Income from letting of property cannot be averaged according to the provisions of Section 62A.
 The farmer who is entitled to the provisions of Section 62A can be a person (both natural and legal persons) as well as a partnership, engaged in the farming business.
 TAX RATES
 Part III of the Charging schedule sets out the rates of tax for Individuals in general. This means that even farmers operating as individuals rather than as incorporated
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enterprises qualify to be taxed at the rates prescribed in paragraph 10 of the Charging Schedule.
 Paragraph 10 (1) (b) states that the tax with which an individual shall be charged for a charge year on the balance of his Income shall be calculated at the relevant rates specified for such Income in the table appropriate to such charge year contained in Part II of Annexure B to the Charging Schedule, provided that the maximum rate on Income received from farming shall be 15%. Table 16 of Part II Annexure B indicates that with effect from 1st April 1996 following Amendment Act number 7 of 1996, the balance of Income that does not exceed K1.2 Million is to be taxed at the rate of 10%.
 It follows therefore, that Income from farming is taxed at the maximum rate of 15%. The first K1.2 Million is taxed at 10% and the balance at 15%.
 EXAMPLE
 ANTHONY BWEMBYA
 Anthony Bwembya has made a farming profit of K25, 000,000 for 2004/05. Compute the chargeable tax.
 ANSWER:
 Anthony BwembyaTax computation for 2004/2005 Tax
 K’000 K’000
 Taxable income 25,000Less: income taxed at 10% (1,200) @ 10% 120
 ---------Balance 23,800
 ----------K23, 800 x 15% 3,570
 ---------Tax chargeable 3,690
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 However, the Income Tax Act is not clear when it comes to assessing farming income where an individual farmer has other sources of income. There are two alternatives of dealing with this inadequacy in the Act. These alternatives are:
 Make a distinction between farming and non-farming income. Then tax the two sources accordingly as follows: for farming income, the first K1.2 million to be charged at 10% and the balance at 15%. Of the non-farming income, the first K260,000 is taxed at 0% and the next K720,000 at 30%, the next K4,020,000 at 35% and above K5,000,000 at 40%.
 Charge all the farming income at 15% while the non-farming income will be charged at K1.2 million at 10% and the balance at 30% according to Table 16 of Annexure B of Part II of the Charging Schedule.
 Usually the Zambia Revenue Authority does accept the use of the most beneficial method to the taxpayer! When you come to think of it this practice by the Zambia Revenue Authority is surprising but it is good for farmers (taxpayers) nonetheless.
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Example – Mixed Income
 KENNEDY MUNYANDI
 Mr. Kennedy Munyandi, a farmer, has declared the following in his 2001/02 return:
 K’000Farming Profit 4,500Loan Interest received 3,000Rental Income (note 1) 4,000
 ---------11,500
 ---------Note 1The rental income has been adjusted for tax purposes.
 Required:
 How will Mr. Munyandi’s total income be taxed?
 ANSWER:
 KENNEDY MUNYANDI
 Mr. Munyandi’s total Income of K11, 500,000 may be taxed in any of the following two ways:
 i. Separate farming income from non-farming income:
 K’000 TaxFarming IncomeFirst 1,200 @ 10% 120Balance (4,500 – 1,200) 3,300 @ 15% 495
 --------4,500
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 Non-Farming IncomeLoan interest 3,000Rental Income 4,000
 ---------Total non-farming income 7,000First non-taxable portion (1,800) @ 0% -
 ---------Balance 5,200 @ 30% 1,560
 --------- ---------Chargeable Tax 2,175
 --------
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ii. Method 2
 Charge all the farming income at 15% while the non-farming income will be charged at K1.2 million at 10% and the balance at 30%.
 K’000 TaxFarming income 4,500 @ 15% 675
 Non-farming Income:Loan interest 3,000Rental Income 4,000
 ---------Total non-farming income 7,000First (1,200) @ 10% 120
 --------- 5,800 @ 30% 1,740--------- ---------
 2,535---------
 The most beneficial method to the taxpayer is method one where the taxpayer will make a tax saving of K360,000 (K2,535,000 – K2,175,000) so this method will most likely be adopted by the taxpayer and consequently by the Zambia Revenue Authority.
 EXAMPLE 3 - VALUATION
 GRACE MKANDAWIRE
 Grace Mkandawire, a cattle farmer, adopts the following standard values in respect of the various classes of cattle on his farm.
 Class of cattle Unit price
 Oxen K150,000 Calves (under 1 year) K 50,000
 Cows K250,000 Tollies K 85,000
 These standard values are accepted.
 At 31 March 2002 Grace had 11 oxen, 250 cows, 14 tollies and heifers and 16 calves. He also had 4 bulls for stud purposes for which he paid 3
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million, K2.5 million, K1.8 million and K1 million many years ago. He estimates that the market value of the stud bulls is now K2 million, K1 million, K0.6 million and K0.4 million respectively.
 Required:
 What is the value of Grace’s livestock as at 31 March 2002?
 ANSWER – LIVESTOCK VALUATION
 Stud livestock must be valued at the lower of cost and market value. Other livestock may be valued at a standard value adopted by the
 farmer in his first farming return of income, if the Commissioner-General approves of his standard values.
 The question only states “These standard values are accepted.” The question is, accepted by whom? We can assume that it is the Commissioner-General! Since the Commissioner-General has approved the standard values adopted by Grace, the livestock will be so valued.
 K’000Non-Stud Livestock (Standard Values)Oxen (11 x K150) 1,650Calves (16 x K50) 800Cows (250 x K250) 62,500Tollies & Heifers (14 x K85) 1,190
 --------- 66,140
 Stud-Livestock (Lower of Cost and Market Value)
 Bulls (market values are lower) = K2,000 + K1,000 + K600 + K400 4,000
 ---------Total Livestock Value 70,140
 ---------
 12.8 - LIVESTOCK RECONCILIATION
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A farmer has produced the following information about his Livestock movements. Produce a Livestock Reconciliation Report.
 Opening Stock at Standard values: 1.10.2005
 Bulls : 3 at K300, 000 each = K 900,000Cows (Over 3 years) : 140 at K100, 000 each = K14,000,000Oxen : 30 at K200, 000 each = K 6,000,000Bullocks : 100 at K100, 000 each = K10,000,000Heifers : 80 at K100, 000 each = K 8,000,000Calves : 50 at K10, 000 each = K 500,000 Total 403 K39,400,000
 === =========
 Closing Stock: 30.9.2006:
 Bulls : 2 at K300,000 each = K 600,000Cows : 120 at K100, 000 each= K 12,000,000Oxen : 55 at K200,000 each = K 11,000,000Bullocks : 90 at K100,000 each = K 9,000,000Heifers : 55 at K100,000 each = K 5,500,000Calves : 60 at K 10,000 each = K 600,000 Total 382 K38,700,000
 === ==========
 Purchases:
 10 Cows at K200,000 each = K 2,000,00010 Oxen at K250,000 each = K 2,500,00050 Bullocks at K150,000 each = K 7,500,000----- -----------------70 K12,000,000== ===========
 Sales:
 1 Bull at K400, 000 each = K 400,00050 Cows at K300, 000 each = K15,000,00040 Bullocks at K200, 000 each = K8,000,000----- ------------------91 K23,400,000== ===========
 Additional Information:
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(i) During the year 30 heifers turned three years, whereas 20 bullocks were converted to oxen. 40 calves turned one year. Of these 20 were heifers and 20 were bullocks.
 (ii) 60 calves were born during the year.
 (iii) During the year 60 animals were lost by death or killing for meat. The details are as stated below:-
 Cows = 10Oxen = 5Heifers = 15Bullocks = 20Calves = 10Total = 60
 ==
 SOLUTION: RECONCILIATION OF LIVESTOCK:
 Bulls Cows Oxen Bullocks Heifers Calves Total
 On hand 1.10.98 3 140 30 100 80 50 403Purchases - 10 10 50 - - 70Sales (1) (50) - (40) - - (91)Transfers - 30 20 (20) (30) (40) (40) - - - 20 20 - 40Births - - - - - 60 60Deaths - (10 ) (5) (20) (15) (10) (60)30.09.06 2 120 55 90 55 60 382
 == === == === === === ====
 12.9 - Non traditional Exports and manufacture of chemical fertilizers.
 Zambia’s Traditional exports include the following: all mineral exports of copper, cobalt, lead, zinc, gold and silver. All other things that the Country exports including agricultural products are referred to as non-traditional exports. Thus income from the export of agricultural products is taxed at rate of 15%, the same as in the Domestic Market.
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Zambia exports a wide range of products and the main, or traditional exports as defined above, are refined minerals including Copper, lead, zinc and cobalt. Other exports commonly referred to as Non Traditional Exports, are copper semi manufactures, gemstones, fresh fruits and vegetables and timber and wood and wood products.
 Zambia has one of the simplest and hurdle free export procedures in Southern Africa and the COMESA sub region. The documentation is basically the same with minor differences depending on whether the product is traditional, non traditional or personal effects.
 Export Permits
 No export permits are required as these have been replaced by Export Declaration Forms. Mineral products (copper, zinc, lead and cobalt) are exported by use of Export Declaration Form Number one (Form EXD No.1); Non traditional exports by use of Form EXD No. 2, while gifts, trade fair exhibits and personal effects for non residents and other persons leaving Zambia for good or for long periods are exported on Form EXD No.3.
 Except for very few selected products, no other bank or customs documentation is required other than the usual accompanying documents, where necessary, like commercial invoices, road/rail consignment note or airway bill, which transporters/freight forwarders take care of anyway. Grain exports are occasionally subject to seasonal regulation such as during drought years by the Ministry of Agriculture Food and Fisheries to forestall shortages on the domestic market.
 VAT and Export Taxes
 Export products do not attract Government VAT and there is no export tax on exports from Zambia, except on minerals and gemstones which are taxed at 5%.
 Export Procedures (Non Traditional Exports)
 An exporter obtains and completes Form EXD in six copies from his commercial bank.
 The commercial bank endorses/approves the form if payment for exports is by advance payment, cash or letter of credit. Other modes of payment require the form to be referred to the Bank of Zambia for approval and later payment reconciliation.
 The commercial bank hands back all five copies of the approved form EXD as appropriate to the exporter who then proceeds to the point of exit with his product.
 Certificates of Origin - To benefit from preferential entry to COMESA, EU and selected EFTA and other countries, an exporter needs to complete the appropriate certificate of origin, e.g. EUR Form 1 for exports to the EU, COMESA Certificate of Origin for exports to COMESA member states;
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GSP Schemes for exports to USA, Canada and the Scandinavian countries.
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EXAMINATION TYPE QUESTIONS WITH ANSWERS
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QUESTION I
 CAROL ZIMBA FARMS LIMITED
 Carol Zimba Farms Limited has been in the farming business for over 10 years and has recently decided to expand their business by exploiting the Export market within the COMESA Region. The financial statements for the year ended 31 March 2006 are shown below:
 K’000Turnover (Note 1) 377,000Cost of Sales (Note 2) (285,000)
 -------------Gross Profit 92,000Investment Income (Note 4) 13,400Deductions (Note 5) (45,000)
 -------------Net Profit 60,800
 =======
 Additional Information:Note 140% of Turnover is generated from the Export Market.
 Note 2Cost allocation follows the Turnover allocation ratio
 Note 3Capital Allowance and other related issues:
 K’000Farm Improvements 3,000Land Development Costs 2,000Implements and Machinery 50,000Farm Works for 2006 2,777
 ----------57,777======
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Note 4The Company has received the following Investment Income:
 K’000Dividends from a Zambian company 5,000Bank Interest 3,500Government bonds 2,300Rental of farm plot 3,000
 --------- 13,800 =====
 Note 5Deductions adjusted in the Income Statement:
 K’000Dividend Paid 6,400Depreciation 7,000Realized Exchange Loss 3,900Tax Penalty 3,700Donations – un approved charity 1,000Legal Fees (disallowable) 3,000Salaries 11,700Other Employee costs (See note 8) 8,300
 ----------45,000======
 Note 6Land Development costs are amortized at the rate of 20% on the straight line basis.
 Note 7Provisional taxes paid up to and including the Final quarter is K3.5 million.
 Note 8Employee Benefits in Kind:
 K’000Emoluments of Housed Employees 8,700Employee Pension contributions 3,500Employer Pension contribution 4,800
 ---------17,000=====
 Personal to Holder (PTH) Cars: 2 Cars below 1,800 CC. 1 Car above 3,000 CC
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Required:a) Compute the Tax Liability for 2005/2006 showing clearly the allocation of
 costs and Revenues.b) Explain the criteria used by the ZRA to determine whether there are any
 penalties arising on underestimation of profits for purposes of Provisional taxes.
 ANSWER:CAROL ZIMBA FARM LIMITED
 TAX HIGHLIGHTS: The Corporate Income tax rate for this farming business is 15% The company’s Export Revenue from Non – Traditional Exports (NTEs)
 will be taxed at 15%. Revenue and Costs will be allocated in the ratio of 60:40 to show the split
 between Domestic and Export markets respectively. Section 37 (2) (c) of the income tax Act requires that only 20% of the
 Taxable Emoluments of employees qualify as a deductible expense in respect of Employer Contribution to an approved Pension Fund. This means that the allowable business portion of the Total Employer contribution will be restricted to 20% X 11,700,000 = K2, 340,000. The excess, i.e. (K4, 800,000 – K2, 340,000 = K2, 460,000) will be disallowed and added back in the Tax Computation.
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ALLOCATION OF REVENUE AND COSTSDOMESTIC EXPORT TOTAL(60%) (40%) (100%)
 --------------------------------------------------------------------------------------------------------
 Net Profit per Fin Stats 36,480 24,320 60,800Add:Amortization – Land Development 240 160 400Depreciation 4,200 2,800 7,000Tax Penalty 2,220 1,480 3,700Donations 600 400 1,000Disallowed Pension contribution 1,476 984 2,460Legal Fees 1,800 1,200 3,000
 --------- ---------- -----------38,736 25,824 64,560
 Less:Capital allowances:Farm improvements (100%) (1,800) (1,200) (3,000)Implements & Machinery (50%) (15,000) (10,000) (25,000)Farm works (100%) (1,666) (1,111) (2,777)
 ----------- ----------- -----------Sub Total (18,466) (12,311) (30,777)Investment Income:Dividends (3,000) (2,000) (5,000)Bank Interest (2,100) (1,400) (3,500)Government Bonds (1,380) (920) (2,300)Rental Income (1,800) (1,200) (3,000)
 ----------- ----------- -----------Sub Total (8,280) (5,520) (13,800)
 ----------- ----------- -----------Adjusted Profit 11,990 7,993 19,983Losses b/f 0 0 0
 ---------- ----------- -----------Profit C/F 11,990 7,993 19,983
 ====== ======= =======
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INCOME TAX COMPUTATION – 2005/2006
 K’000 K’000Adjusted Profit 19,983Add: Staff Benefits:Housed Employees – 30% X 8,700 2,610PTH Cars:Below 1,800 CC: 2 X 9,000 18,000Above 3,000 CC: 1 X 20,000 20,000
 ----------40,610----------
 Total Taxable Income – core business 60,593Tax at 15% (9,089)
 ----------Profit after tax 51,504
 ======
 Taxation of Investment Income:K’000
 Bank Interest 3,500Tax at 35% (1,225)
 ----------Net Investment Income 2,275
 ======
 Summary of Tax K’000
 Tax on farming operations 9,089Tax on Investment Income 1,225
 ---------Total tax Payable 10,314Less: tax on Investment Income (1,225)
 ---------Tax subject to Self Assessment 9,089Less: Provisional tax payments (3,500)
 ----------Balance payable to the ZRA 5,589
 ======
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EXPLANATORY NOTES ON TAX TREATMENT OF VARIOUS ITEMS
 Investment Income:
 Rental Income
 Rental Income is income derived from the letting of real property, in this case the Farm Plot. The amount subject to withholding tax is the total amount of rent receivable by Carol Zimba Farm Limited before any deductions whatsoever. Tax is deductible on the date of accrual of the amount due to a Carol Zimba Farm Limited (otherwise known as the payee). Under Zambian tax Laws; the payee is the person granting the lease or tenancy of the property and who is entitled to the rent. Tax is deducted from the payments on the date of accrual at the rate of 15%. As you might have observed, this investment income was not included in the Tax Computation because by the time Carol Zimba Farm Limited received it, tax has already been withheld at source by the paying party to the transaction.
 Dividend Income
 All companies incorporated in Zambia are required under section 81 of the Income Tax Act to deduct withholding tax from payments of dividends other than dividends paid to the Government of the Republic of Zambia. Tax is deductible on the date of accrual. Dividends accrue on the day of the resolution irrespective of what the resolution states.
 The dividend payable to a shareholder is subject to tax at the following rates of tax:
 Resident and Non resident shareholders: rate of tax is 15% Non Resident Shareholders (Where the non – resident
 shareholder is resident in a country which has a double taxation agreement with Zambia). In such cases, if withholding tax has already been deducted and paid, the payer should be advised to ask for a directive from the Commissioner - General to restrict the deduction of tax to the rate specified in the respective double taxation agreement.
 The Dividend received from a Zambian Company will already have attracted tax at source at the rate of 15%. For Companies, this is a final tax which means that
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it will not be subjected to any form of taxation after the deduction of withholding tax.
 Bank Interest Income
 For Companies, the withholding tax on interest is not the final tax. This means that it will be subject to further tax. This is why we have computed Tax on Bank Interest. Note also that although Carol Zimba Farm Limited is a farming business, it’s income from non – farming activities is subject to Income taxation at the full Company rate of 35%, assuming that this Company is not in fact listed on the Lusaka Stock Exchange where the Company may qualify for the reduced rate of 33% in the year of first Listing.
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Government Bonds
 With effect from 1st April 2002, interest earned on government bonds is subject to withholding tax irrespective of when the bonds were entered into. The rate is 15% for both individuals and legal persons and is the final tax. Again, this is the reason why this amount has not been included in the Tax computation.
 Provisional Taxes
 The deadline for the submission of the provisional tax return is 30th June of the charge year to which the return relates. This is the charge year 2005/2006 which means the provisional Tax Return is due on 30 June 2005. Penalties are charged for the late submission of the return.
  
 If at anytime during the charge year, Carol Zimba Farm Limited discovers that the estimate of provisional income is incorrect because of changed circumstances in the business, the Company is allowed to submit an amended return.
  
 Where the Zambia Revenue Authority discovers that Carol Zimba Farm Limited had under - estimated their Income by one third or more, penalties are chargeable.
 The Company has a balance of K5, 589,000 million payable to the ZRA. Its provisional tax payments fall far short of the Actual Tax Assessment of K9, 089,000.
 In respect of computing any Tax Penalty arising from the underestimation of profit for purposes of provisional Tax, we can start by computing the threshold that should be surpassed. i.e. 2/3 X K9, 089,000 = K6, 059,000.
 This means that at the end of the last quarter, the Company should have at least paid an amount equal to K6, 059,000 but they only paid a sum of K3, 500,000. Since this is not at least 2/3 of the Actual Tax Assessed, penalties are going to be charged.
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QUESTION II
 KASAMA ESTATES LIMITED
 Kasama Estates Limited is a Zambian company that engages in farming activities. The company owns a farm in the Northern Province of Zambia and has recently set up an orange plantation in the Central Province.
 The company always prepares its accounts to 31 March. The profit and loss account for the year ended 31 March 2006 is as follows;
 K’000 K’000Gross profit 586,595Less Operating ProfitWages and salaries (Note 1) 103,220Dep’n 12,164Repairs (Note 2) 22,500Legal Expenses (Note 3) 11,363Bad Debts (Note 4) 6,538Rent and Rates (Note 5) 6,100Donations (Note 6) 1,165Gifts and Entertainment (Note 7) 12,800Total Operating Expenses 232,100
 -------------- 354,495
 Add Operating Income:Dividends received (Note 9) 10,250Profit on disposal farm implements (Note 10) 9,540Discounts received 4,150
 ----------Total Operating Income 23,940
 --------------Profit before Taxation 378,435Provision for company income tax (84,125)
 ---------------Profit for the financial year 294,310
 ========
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The following additional information is also available.
 Note 1 – Wages and Salaries
 The figure shown in the profit and loss account includes the following amounts:
 K’000Directors’ emoluments 71,250Wages and NAPSA contributions for farm employees 30,520Penalty for late remittance of NAPSA contributions 1,450
 -----------103,220======
 Note 2 – Repairs
 The figure for repairs is made up of the following amounts
 K’000Building extension to barn 18,285Repairs to plough 4,215
 ----------- 22,500======
 Note 3 – Legal Expenses
 These include costs incurred in connection with:
 K’000Acquiring new ten year lease of farming land 5,393Recovery of loan to former employee 1,250Drafting employees’ service contracts 1,200Defending title to farm produce 3,520
 ----------11,363======
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Note 4 – Bad Debts account
 K’000 K’000Loan to employee w/off 3,250 Provisions b/f:Trade debts w/off 5,200 General 3,400Provisions c/f: Specific 1,580General 2,250 Employee loan recovered 3,552Specific 4,100 profit and loss 6,538
 ---------- ----------15,070 15,070====== ======
 Note 5 – Rent and Rates
 The figure for rent and rates is made up of:
 K’000Rent and rates for farming premises 2,900Premium paid on right for use of farming property for ten years 3,200
 --------- 6,100=====
 Note 6 – Donations
 The company made the donation to an approved local charity. In return, the company received free advertising in the charity’s monthly magazine. It would cost K2,500,000 per anum to advertise in the magazine.
 Note 7 – Gifts and Entertainment
 K’000Entertaining special customers 5,850Staff Christmas and New Year’s party 2,669Gifts of 200 calendars bearing company’s name 4,281
 ----------
 12,800 =====
 Note 8 – General Expenses K’000
 Fees for employees attending courses in farming 12,000Parking fines on company cars 1,850Penalty for late VAT return 2,880Sundry allowable expenses 39,260
 ---------56,250=====
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Note 9 – Dividends Received
 The amount shown is the gross amount of dividend received from another Zambian company that is no engaged in farming.
 Note 10 – Profit on Disposal of farm implement
 The company sold the farm implement for K9,900,000 on 31 March 2006. The original cost of this was K15,000,000 and the Income tax value at 1 April 2005 was zero.
 Note 11 – Other Information
 The company has provided the farm manager and the farm accountant with personal to holder cars. The cars had been acquired new during the year 2002/03. Relevant details relating to the cars are:
 Person using the car Cost Cylinder capacityFarm manager K16,500,000 2,900 ccFarm accountant K15,000,000 1,700 cc
 There were no purchases of cars during the year ended 31 March 2006.
 The company started working and planting orange trees on its new plantation in November 2005. The expenditure incurred on the plantation during the year ended 31 March 2006 amounts to K15,550,000. This expenditure has been capitalised and the current year is the company’s first year of working on the plantation.
 Other expenditure incurred on the farm during the year ended 31 March 2006, in addition to the construction of an extension to the barn given in note (2) above, was as follows:
 K’000Dwelling for new employee 5,400New cow shed 2,500Borehole 6,000
 Required:
 Calculate the company’s adjusted profit after capital allowances and the company income tax payable for the year 2005/06.
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Kasama Estates LimitedCompany Income Tax Computation for the Tax Year 2005/06
 K’000 K’000378,435
 ADD:Penalty 1,450Building Extension to barn 18,285Acquisition of new ten year lease 5,393Recovery of loan to former employee 1,250Loan to employee w/off 3,520Premium on ten year rights to property 3,200Donation to charity 1,165Entertaining special customers 5,850Penalty for late VAT return 2,880Depreciation 12,164Personal to holder cars:Farm manager’s car 20,000Farm accountant’s car 9,000Capital recovery on implements, plant & machinery (w1) 3,600
 ----------- 87,757 ------------ 466,193
 LESS:Employee loan recovered 3,552Decrease in General bad debtProvision (K3, 400,000 – K2, 250,000) 1,150Dividends received 10,250Profit on disposal of farm implements 9,540Premium allowance 1/10 x K3, 200,000 320Farm improvement allowances:Extension to barn @ 100% 18,285Dwelling for employee (Maximum) 1,000Cow shed @ 100% 2,500Farm works allowance:Borehole @ 100% 6,000Development allowance 10% x K15, 550,000 1,555
 ---------- (54,152)------------ 412,041------------
 Company Income Tax @ 15% 61,806------------
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WORKINGS
 1. Capital Allowances on implements, plant and machinery for 2005/06
 CapitalAllowances
 K’000 K’000Farm ImplementIncome Tax value b/f 0Disposal proceeds (9,900)
 ---------- 9,900 (9,900)----------
 Farm manager’s carIncome Tax value b/f 13,200Wear & Tear Allowance(20% x K16,500,000) (3,300) 3,300
 ----------Income Tax value c/f 9,900
 ----------
 Farm Accountant’s carIncome Tax value b/f 12,000Wear & Tear Allowance(20% x K15,000,000) (3,000) 3,000
 ----------Income Tax Value c/f 9,000
 ---------- ----------Net Capital Recovery (3,600)
 ----------
 ****************************************************************************************************
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UNIT 9
 VALUE ADDED TAX
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CHAPTER 13VALUE ADDED TAX - I
 After studying this Unit, you are expected to have a good understanding of the following:
 Meaning of Value Added Tax How the VAT system works Arguments for VAT Best practices in VAT system design VAT Registration Determination of Taxable supply Output Tax
 13.1 – INTRODUCTION
 The VAT began life in the more developed Countries of Europe and Latin America but, over the past 25 years, has been adopted by a vast number of developing and transition Countries. A recent IMF study concludes that the VAT can be a good way to raise resources and modernize the overall tax system—but this requires that the tax be well designed and implemented
 The rapid rise of the value-added tax (VAT) was the most dramatic—and probably most important—development in taxation in the latter part of the twentieth century, and it still continues. Forty years ago, the tax was barely known outside theoretical discussions and treatises. Today, it is a key component of the tax system in over 120 Countries, raising about one-fourth of the world's tax revenue.
 13.2 - THE MEANING OF VALUE ADDED TAX (VAT)
 Value Added Tax is a tax levied on all sales of commodities at every stage of production. Its defining feature is that it credits taxes paid by enterprises on their material inputs against the taxes they must levy on their own sales. Unlike a retail sales tax—under which tax is collected only at the point of sale to the final consumer—revenue is collected throughout the production process. Unlike a simple turnover tax—which levies tax on all sales, intermediate or final—producers can reclaim the tax they have been charged on their inputs. Because the VAT does not affect the prices firms ultimately pay for inputs, it does not distort production decisions and does
 T5 – TaxationAmendment Act 2006/07
 439

Page 411
                        

not create "cascading"—the "tax on tax" that arises when tax is charged both on an input into some process and on the output of that same process. This also makes the effects of the VAT transparent. All firms whose annual turnover exceeds a specified threshold of K200 Million must participate—not only those involved in making final sales to consumers. But, in the end, only the net value of those final sales forms the base of the tax so that the VAT—if it is functioning as intended—is thus a tax on final consumption. While there are other ways in which one can try to tax consumption—such as a retail sales tax—the feature of the VAT that tax is collected throughout the production chain gives it a considerable practical advantage.
 Suppose Firm A sells its output (assumed, to keep the example simple, to be produced using no material inputs) for a price of K100 (excluding tax) to Firm B, which in turn sells its output for K400 (again excluding tax) to final consumers. Assume now that there is a VAT with a 10 percent rate. Firm A will then charge Firm B K110, remitting K10 to the government in tax. Firm B will charge final consumers K440, remitting tax of K30: output tax of K40 less a credit for the K10 of tax charged on its inputs. The government thus collects a total of K40 in revenue. In its economic effects, the tax is thus equivalent to a 10 percent tax on final sales (there is no tax incentive, in particular, for Firm B to change its production methods or for the two firms to merge), but the method of its collection secures the revenue more effectively. If, for some reason, Firm A were to omit charging tax to Firm B, for example, the government would still collect K40 from B (which would have no credit to set against its output tax). If Firm B omitted charging tax, the government would at least collect the K10 from A. This last observation also illustrates a key advantage of the VAT over a retail sales tax. Imagine now that B is a retailer, and somehow manages to avoid paying any tax. Under the VAT, the government still has the K10 paid by A; under a retail sales tax, it has nothing.
 Before the VAT's introduction, domestic indirect taxes were typically limited to narrowly defined products, such as alcohol and tobacco, and to sales and turnover taxes. Distortions associated with turnover taxes, combined with governments' need to increase their revenues—particularly, in many cases, to replace import tariff revenues lost as a consequence of trade liberalization—created an incentive to seek less distortionary alternatives.
 For more than 30 years, the IMF has been a critical part of the global drama, advising member countries on how to design and implement the VAT. That is why it recently undertook a major study to answer key questions about the usefulness of the tax—which has been surprisingly little studied—and to crystallize best practices. The findings were encouraging, indicating that the spread of the VAT appears to have been broadly desirable. But they also underscored that the success of a VAT cannot be taken for granted: it requires good design and implementation, not only when first adopted but also for many years after.
 Judging efficiency and fairness
 Has the VAT lived up to its early promise as an efficient, fair source of revenue? Efficiency gains associated with the use of a VAT are hard to observe directly, so we tackle this question through the indirect route of asking whether the country has a higher ratio of total tax revenues to GDP—the idea being that if a VAT does indeed
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reduce the efficiency cost of raising revenue, then GRZ should raise more revenue. Holding other things equal—including per capita GDP and the openness of an economy—The VAT is indeed associated with a higher ratio of general government revenue and grants to GDP.
 When is the VAT most effective in raising revenue? The traditional measure of the effectiveness of the VAT in raising revenue is the "efficiency ratio"—the ratio of VAT revenue to GDP, divided by the standard VAT rate. But this measure has flaws, notably that errors in measuring GDP contaminate it. More important, the appropriate benchmark should be total consumption (the ideal VAT base), not GDP. A policy error that brought some investment into the tax base, for example, would increase the efficiency ratio even though it meant a worse VAT. The "C-efficiency ratio"—the ratio of VAT revenue to consumption, divided by the standard tax rate is the benchmark at which the IMF typically aims in making its VAT recommendations. Factors linked with relatively high C-efficiency include:
 A relatively high ratio of trade to GDP (presumably because it is relatively easier to collect VAT at the point of import than domestically); and
 The age of the VAT (the longer the tax has been in place, the better the performance). In Zambia, VAT has been around since 1995.
 Not just for rich countries
 Is the VAT suitable for Zambia? The VAT is often thought to be an intrinsically complicated tax, cumbersome for both taxpayers and the ZRA and thus ill suited to developing countries, where even basic record-keeping ability may be limited. The key question is not, however, whether developing countries gain less from adopting the VAT than developed countries; nor is it whether the VAT performs better in countries with greater administrative sophistication—presumably true of any tax. Rather, the question is whether the VAT does worse than available alternatives in developing countries. That is, does it perform less well, taking into account the administrative and compliance costs to all participants, than other taxes that would have to be used—or were actually used—to raise similar revenues in its absence?
 13.4 – HOW THE VAT SYSTEM WORKS
 At the end of each tax period, which for most businesses is at the end of each month, the VAT due is arrived at by deducting the total input tax on supplies received (purchases), from the total of output tax on supplies made (sales). Where output tax exceeds input tax, the difference must be paid to the ZRA and where input tax exceeds output tax a VAT refund is due. In practice only refunds in excess of K5
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million are done by cheque. Refunds, which fall below this Deminimis Limit, are just credited to the Tax Payer’s account and offset against future liabilities.
 A simple demonstration of how the VAT system Works.
 It has already been said that VAT is a tax on Consumer expenditure. To be more specific, it is a tax on three different classes of transactions, each of which has its own collection procedures: -
 Supplies of goods and Services Imported Goods Acquisitions
 In our demonstration case, we will look at how VAT works for supplies of goods from manufacturer to retailer.
 Manufacturer Retailer Customer / Consumer. (Cost + VAT 1) (Cost + VAT 1 + VAT 2) (Bears VAT 1 & VAT 2)
 This demonstration shows that although VAT is collected in Stages, i.e., VAT 1 and VAT 2, by a VAT registered business; it is a Tax on Consumer expenditure.
 We can clearly see that the Manufacturer charges Output VAT on his Supplies to the retailer. The retailer is able to recover the VAT by charging VAT on his supplies to the consumer – the final man in the line of consumption. Since the Consumer is not engaged in selling the Supplies, but to consume them, he bears all the burden of this type of Taxation.
 The demonstration also shows that VAT as a Tax, is fairly simple – a supplier of taxable supplies adds VAT, usually at 17.5% to the price he charges to customers and pays the total Tax added over to ZRA each month. This VAT is known as Output Tax. In making payments to ZRA, the Supplier is entitled to deduct the VAT he has suffered on Taxable Supplies made to him. This VAT is known as Input Tax. Thus each month of payment what the Supplier is paying to ZRA is his Output Tax less his Input Tax.
 As taxable supplies move from Manufacturer to wholesaler and then to retailer and the ultimate consumer, each trader in this chain pays Input Tax when he buys and charges Output Tax when he sells. The ultimate consumer pays the Tax when he buys and has no one to pass the Tax onto, and so finally bears the burden of the Tax – a sad but inevitable state of affairs!!!
 RATES OF TAXABLE SUPPLIES
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Taxable supplies are subject to VAT at one of the two rates: Standard Rate @ 17.5% Zero Rate @ 0%.
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ZERO – RATED SUPPLIES
 The current rate of VAT is 17.5% but certain supplies are Zero Rated. This means that Output Tax is chargeable at Zero rate but input Tax suffered by the supplier remains recoverable.
 EXPORT OF GOODS
 The second schedule section 15(1) of the VAT Act provides that Export of goods from Zambia by or on behalf of a Taxable supplier where evidence of such exportation is produced qualifies to be Zero-rated. The documentary evidence required to support exportation includes:
 Commercial Invoice Certified copies of documents presented to Zambian customs at
 exportation, bearing a certificate of shipment provided by the ZRA. Proof of payment by foreign customer for the goods.
 SECTION 15 (2) VAT ACT
 The supply of services, including transport and ancillary services, which are directly linked to the export of goods, are Zero- rated. This includes shipping, forwarding directly connected with the Export of eligible taxable goods.
 SECTION 15 (3) VAT ACT
 The supply of goods by a duty free shop, approved under the Customs and excise Act, for export by passengers on flights to destinations outside Zambia are Zero rated supplies.
 SECTION 15 (4) VAT ACT
 The supply of goods, including meals, beverages, and duty free goods, for use as aircraft stores on flights to destinations outside Zambia are Zero- rated supplies. However, for Zero- rating to apply, the airlines are expected to keep records to demonstrate that the stores have been used on international rather than domestic flights.
 SECTION 15 (5) VAT ACT
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The supply of Aviation Kerosene is Zero rated whether or not supplied to Airlines for use on domestic or International flights.
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SECTION (6) VAT ACT
 The supplies of Services, which are physically rendered outside Zambia, are Zero-rated. For Instance, if a vehicle is repaired in Lusaka for a transport operator from Zimbabwe, tax is chargeable on the service. But if the repair is undertaken in Zimbabwe there is no VAT Liability in Zambia. The general rule is that Services are regarded as supplied in Zambia if the Supplier of the services:
 Has a place of business in Zambia and no place of business elsewhere; Has a place of Business elsewhere but his usual place of residence is in
 Zambia; or Has places of business in Zambia and elsewhere but the place of
 business most directly concerned with the supply of the services in question is the one in Zambia.
 SUPPLIES TO PRIVILEGED PERSONS
 Goods imported by the President of Zambia are Zero rated while those purchased within Zambia by the President are taxable at the Standard Rate.
 Goods imported by Diplomats are Zero-rated. This Zero rating is only available to Diplomats whose sending Country provides reciprocal Tax Relief to Zambian Diplomats accredited to their Country of origin.
 Goods / services supplied or imported under a technical aid project.
 MEDICAL SUPPLIES
 Medical supplies and drugs are all along been Zero-rated but the 2004 Budget has announced the removal of this status. This means that now medical supplies are exempt from Value Added Tax.
 The supply to or importation by, a registered medical practitioner, optician, dentist, hospital or clinic, or to a patient, of equipment designed solely for medical or prosthetic use is Zero- rated.
 EXEMPT SUPPLIES
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Some supplies of goods and services (mainly services) are classified as “Exempt from VAT. Such supplies are outside the scope of VAT and hence “Input Tax” suffered by the supplier in connection with the supply is not “Recoverable!”
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Under the first schedule to the VAT Act, the following items are exempt from VAT.
 Livestock Animal products Dairy products Fish Agricultural products Infant food Pesticides and Fertilizers Health Supplies Educational Supplies Books and Newspapers Transport Services Conveyance, etc of Real Estate Property Financial and Insurance Services Gold Funeral Services Gaming and Betting Supplies Traveler’s effects.
 ZERO – RATED VERSUS EXEMPT SUPPLIES
 Both mean that there is no VAT charged on the supply, so what’s the difference?
 Exempt Supplies:
 The position of an exempt supply in the scheme of VAT is as follows: No tax is charged on it It is not taken into account in determining whether a trader is a taxable
 person. Input Tax is not available for credit The person making only exempt supplies will have no opportunity to
 reclaim Input Tax on his purchases.
 ZERO - RATED SUPPLIES
 Zero –rated supplies are taxable supplies The Person dealing in Zero rated supplies has the opportunity to reclaim
 “Input Tax” on his purchases. For instance, most farmers have Zero rated supplies which means that in
 most, if not all cases, “Input Tax” will exceed “Output Tax”, hence always claiming a refund from the ZRA.
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13.5 – ARGUMENTS FOR AND AGAINST VAT
 Other than the continued fine-tuning of Tax Policy measures, one of the most significant Tax Reform measures in Zambia was in 1995 when the Sales Tax was repealed and replaced with a Tax on Value Added Known as the Value Added Tax (VAT). VAT is widely used in the whole world because of its positive attributes. Some of this Include:
 VAT is largely Invoice based and therefore uniform and uncomplicated. VAT has a “Self –Policing” character, which in turn improves Tax
 Compliance. The Input Credit mechanism gives registered business back much of the
 Tax they pay on their purchases and expenses used for making Taxable supplies and, as a result, largely avoid the “Tax on Tax” which was characteristic of the Sales Tax.
 VAT is broad and has brought a significant number of traders into the Tax Net.
 Taxation of Savings is avoided VAT has a lower political profile – the tax can simply be incorporated into
 the overall price of the good or service. It is paid by Customers in small amounts, as when purchases can be
 afforded. Low visibility and broad base of the tax makes it less vulnerable to Tax
 Evasion by Customers. The broad base of the Tax also makes it less vulnerable to the political
 opposition of particular lobby groups. VAT is neutral in its impact on foreign trade flows. Exports are generally
 not taxed and imports are taxed at the same rate as domestically produced goods.
 VAT is administered by the Value added Tax Act of 1995 which forms Chapter 331 of the Laws of Zambia. The Act forms the primary or principal Law governing the issues relating to VAT. But there also exists subordinate law passed by the Minister of Finance and National Planning as well as administrative rules made by the Commissioner General at the Zambia Revenue Authority. Some of the disadvantages of this tax may be summarized as follows:
 It is not a progressive tax and scores low on the equity criterion. A comprehensive, single rate VAT is a proportional tax on consumption, neither progressive nor regressive. It is less equitable than an Income Tax with a threshold and rising marginal rates, and no exemptions.
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It is thought of administratively unworkable, except in advanced nations. – That is because it requires an ability to maintain records.
 May kill the informal sector because the existing Tax Machinery has not found a way to bring this sector into the tax net. The incentives of rebates on input may tempt the informal sector to join in the Tax net.
 Best practices in VAT design
 What are the key challenges in designing a VAT system? A survey of the IMF's advice and experience with VAT policy and administration in 37 countries showed that many issues in the design of the tax are not contentious. More striking, however, there were several areas in which IMF advice was consistent across countries but not fully accepted.
 Zero rating—under which sales are not taxed, but tax paid on inputs can nevertheless be reclaimed—is recommended only for exports, but, in practice, is used more widely.
 Provision of input credits for capital purchases is often less timely than advised. Exemptions—situations under which tax is not charged on output but also cannot
 be recovered on input—are more common than advised, undoing the VAT's good work in avoiding distortions of input decisions and compromising its transparency.
 A number of countries use multiple tax rates rather than the single rate that the IMF generally prefers—although the 1990s saw a definite improvement.
 Countries tend to set registration thresholds at much lower turnover levels than advised.
 The threshold issue is of great practical importance, given that the low initial threshold in several countries has been cited as one of the VAT's key weaknesses. It is considered a prime reason why Ghana's VAT failed when first introduced in 1995 (at a registration level of $20,000, compared with $75,000 on its successful reintroduction in 1999). It is also one of the reasons Uganda's VAT nearly failed when it was introduced in 1996 (at $20,000, later raised to $50,000). Clearly, if there were no administrative or compliance costs, the most efficient threshold would be zero. But, of course, this is not the case. A simple rule of thumb is to set the threshold at the point where the collection costs saved are balanced against the revenues lost. Given that, in most countries, the value-added base is concentrated among relatively few firms, a high threshold is, by far, the most efficient approach. Countries seem to have resisted this for various reasons—particularly, the perception that excluding smaller firms is in some way unfair and a belief that covering more firms will bring in more revenue. While there is some truth in these concerns, they are, in my view, often outweighed by the advantages of focusing the VAT on relatively few, large taxpayers.
 A tool for poverty reduction
 Is the VAT inherently regressive or is it a powerful instrument for poverty alleviation? It is commonly feared that the VAT adversely affects the distribution of real income. But, rather than any one tax, it is the tax system as a whole, taken in conjunction with
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public spending policies of the GRZ, which affects poverty and fairness. In theory, a regressive tax could be the best way to finance pro-poor spending, which more than offsets any anti-poor effect of the tax itself. The question, of course, is how the situation plays out in practice in most developing countries with a VAT.
 Studies of the VAT in developing countries are still few, but there is growing evidence that the VAT is not an especially regressive tax. For example, studies for Côte d'Ivoire, Guinea, Madagascar, and Tanzania all show that the poor pay less than their share of total consumption as their share of total VAT revenues. Notably, the VAT proved more progressive than the trade taxes it often replaced. Many of those who perceive the VAT as particularly regressive are likely to be implicitly comparing it to a progressive personal income tax—a comparison of little relevance given the great difficulties that developing countries experience in administering an effective personal income tax.
 More generally, few taxes are well suited to pursuing equity objectives. Expenditure policies are often a far better means of achieving these aims, though the capacity for well-targeted spending measures is very limited in many low-income countries. While the scope for pursuing distributional objectives on the spending side should not be taken for granted, experience has clearly demonstrated that the first duty of taxation must normally be to raise needed revenues with as little distortion of economic activity as possible.
 Simple is best
 What are the main administrative problems? The introduction of a VAT can facilitate substantial improvements in overall tax administration, particularly the establishment of more integrated tax administration organizations and the development of modern procedures based on voluntary compliance. But there have been some significant weaknesses in the VAT's implementation in Zambia particularly:
 The lack of coordination of the direct and indirect tax administrations, which are not yet fully integrated. The Implementation of the Integrated Tax Administration System (ITAS) at the ZRA will solve this problem for many years to come.
 The difficulty of implementing workable self-assessment systems, under which taxpayers declare and pay taxes on the basis of their own calculations, subject to the possibility of later audit by the ZRA;
 The need for effective audit programs based on risk-analysis selection methods; and
 The need to give prompt refunds of excess credits to certain taxpayers, particularly exporters. (Because exports are zero rated, exporters will have no output tax liability but will be entitled to a refund of the tax paid on their purchases.)
 The refund issue has become increasingly problematic in recent years. There is a troublesome tension between the importance of assuring prompt refunds—without which the VAT loses many of its economic merits—and the desire of governments to guard their revenues against fraud and the temptation they face to strengthen revenues by simply delaying refund payments. Refunds are the VAT's Achilles heel. Tax policy advice in this area has been greatly influenced by tax administration
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constraints because adoption of best practice (which is the prompt refunding of all excess credits) is simply not possible in countries with weak administrative capacity. The lack of effective audit mechanisms is usually the primary cause of these problems, and the importance of developing such capacity may have been underappreciated. The IMF currently tends to advise paying refunds only to exporters and, sometimes, businesses importing large quantities of capital equipment, with streamlined procedures for those with established, reliable records in their tax dealing, while imposing some delays and carry-forwards of credits on other taxpayers.
 13.6 - VAT REGISTRATION
 Section 28(1) of the VAT Act states that:
 “Every supplier who is carrying on a business in Zambia whose Taxable turnover exceeds the turnover prescribed by the Minister, by statutory order, shall make application to be registered.”
 A business for the purposes of VAT is any pursuit that is engaged in trade, whether by manufacture, production, wholesale, retail or the provision of a service.
 The current turnover limit required for mandatory registration is K200 million. This means that if a trader is going to make taxable supplies in the course of business in any 12 months in excess of K200 million, then the law compels him to register for VAT.
 Another interpretation is that the trader is required to register for VAT if his Taxable supplies are likely to exceed K200 million in the course of the 12 months period.
 Effective Date of Registration (EDR)
 Amendment Act No.2 of 1997 (Insertion) provides that the date when a business becomes registerable for VAT is as follows:
 In the case of a NEW Business: - The Date of Commencement of trading. In the case of a Continuing Business: -
 I. Within one Month of an application being made or from the Date the application was received by the Commissioner general; or
 II. If the application is not made within one Month of the Taxable turnover becoming due, on the Day following the first period during which the K200 million Limit was Exceeded.
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Meaning of Taxable Turnover
 Taxable turnover means that part of the turnover of a business that is attributable to Taxable supplies.
 Who should register?
 All legal entities that deal in Taxable supplies can as a matter of fact register for Value Added Tax. These include the following:
 Individuals (Sole traders) Companies Partnerships Trusts Groups of companies; and Joint ventures
 Special rules exist for Government Agencies such as:
 Ministries or Government Departments Statutory Corporations or Boards; and Local Authorities.
 TYPES OF REGISTRATION
 There are two types of registration namely: Statutory / compulsory/ mandatory registration Voluntary registration
 Statutory Registration
 This was alluded to above.
 Businesses are required by law to apply for VAT registration if they deal in Taxable Supplies and their turnover exceeds the three threshold limits stated below:
 K200 million in any 12 Months; K25 million in any three (3) consecutive Months; or Taxable turnover is expected to exceed either of the above limits in the
 subsequent 12 or 3 Months respectively.
 Procedure for VAT registration
 All VAT registration applications should be made using the official application form called VAT 1 obtainable from the VAT Advice Center or the nearest ZRA office. VAT registration is free. The application will be processed and a VAT number allocated
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within two working days from the date the application form reaches the VAT Registration Unit, and a VAT Certificate will be issued within five working days from the date the VAT Registration number is allocated. 
 Pre –registration necessities
 Before registering for VAT the Individual/ Business must ensure that they are registered for Tax Payer Identification Number (TPIN) before submitting their application form. This Number is becoming increasingly important at ZRA as they move closer to the implementation of the Integrated Tax administration System (ITAS) that will link all the Taxes.
 Obligations after Registration
 All Suppliers who have been registered for VAT are required to do the following: Display their VAT registration Certificate Submit VAT Returns and make payments as required Provide Tax Invoices Maintain sufficient records and retain them for a minimum of 5 years for
 VAT purposes. Advise ZRA of any change in business (name, address, telephone
 number, ownership, cessation of business, etc. Allow Officers of ZRA to enter their business premises and examine their
 goods and records.
 Group VAT Registration
 Section 27 (4) of the VAT Act requires that where several Companies constitute a recognized group, registration may be effected in the name of the Group or Holding company and such registration displaces any requirement under the VAT Act for individual group members to apply separately.
 Other types of Registration
 Partnerships: - Where two or more individuals in partnership carry on a business involving the supply of goods or services, registration may be effected in the name of the firm - S.27 (2) of the VAT Act.
 Clubs and other unincorporated organizations: - For clubs, associations, and other unincorporated organizations, which carry on a business involving the supply of goods or services, registration may be effected in the name of the organization – S.27 (3) VAT Act.
 Branches / Divisions: - The registration of a Company carrying on business in several divisions may, if the Company so requests and the Commissioner General sees it fit, be effected in the name of those divisions, and such registration displaces any requirement under the VAT Act to apply for or effect registration of the Company – S.27 (5) VAT Act.
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Check Vat Registrations forms overleaf.
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Example: a) Jack commenced self-employment as a Tax consultant on 1.04.98. His
 Income for the first 12 Months of trading is forecast to be K225 million
 b) After graduating with a distinction in Auto Electrical, Leevan started trading as a restorer of Toyota Corollas on 1.04.98. On 4.04.98, he bought a dilapidated Corolla and proceeded to restore it. The restoration was completed on 30.6.98, and the car was sold for K30 million. He bought three more cars on 10 October 1998, and the restoration was completed on 20 February 1999, the same date on which he sold them for a total K205 million. On 31 March 1999 he decided to cease trading.
 Answer:
 JACK MULU
 Jack will become liable to compulsory or Statutory VAT registration when his Taxable turnover during any 12 months period exceeds K200 million. He will also be liable to compulsory registration if his Taxable turnover exceeds K25 million in any consecutive three months. This will happen on 31 January 1999 when the taxable turnover is expected to exceed K200 million, i.e. 1/12 X 225,000,000 = K206, 250,000.
 Since this is a new business, the effective date of registration is the date of commencement of trading which is 1.04.98.
 On 01.04.98 Jack is required to apply for VAT registration at the ZRA VAT office in his area or district.
 LEEVAN
 As per Section 28(1) VAT Act, every Supplier who is carrying on a business in Zambia whose Taxable turnover exceeds or is expected to exceed K200 million, shall make application to be registered for VAT.
 On his first car, Leevan is to make K30 million so he will not be registered unless this is sustained for the next six months.
 He will, however, be liable to register in respect of, and account for output tax on the sale of his restored three cars on 20.02.99, as the taxable supply amounted to K205 million.
 Since this is also a new business, the effective date of registration is the date of commencement on 1.04.98. At this date, he is expected to notify the ZRA of his obligation to register.
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Voluntary Registration
 A person may decide to voluntarily register for VAT where Taxable turnover is below the K200 million limit. This will often be beneficial when customers are VAT registered. This is because such customers are able to reclaim the VAT charged on any supplies. Inability to register in such circumstances would mean that the actual cost to customers might be increased, as the supplier’s costs will include VAT for which relief is not available. However, the 2004 Budget has announced the removal of voluntary registration.
 Intended Trading
 New businesses may apply to register during the start up phase of a business, before they make any taxable supplies, provided there is a clear demonstrable and ongoing intention to make supplies in future. This is described as intended trading. It enables the business to claim Input Tax incurred before supplies are made.
 De-registration
 A person ceases to be liable to be registered when: At any time ZRA is satisfied that the annual turnover will from that date be
 less than K200 million. There is a change in the legal status of an entity e.g. when a partnership is
 dissolved. If the business ceases trading permanently. If the business is sold as a going concern. If the person registered as an intended trader and his intention to make
 supplies ceases.
 Effective Date of De-registration.
 Deregistration will normally take effect from the last day of the month in which deregistration application is approved by the Commissioner General.
 Assets Held on Deregistration
 Stock in trade, plant and other assets held by a taxable person when he deregisters are deemed to be supplied by him at that time. He is therefore required to pay VAT on the Value of any such Stocks because as far as the ZRA is concerned the person is in effect, making taxable supplies to himself as a newly unregistered business.
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13.7 – DETERMINATION OF TAXABLE SUPPLY
 The Zambian VAT system is invoice driven and reasonably pure, with the widest possible range of “Taxable Supplies”. The system operates as follows:
 A Taxable person (both commercial and non-profit making, except those who make exempt supplies) charges VAT at the rate applicable on the Supplies made by him to his customers. This is known as Output VAT or better still VAT on Sales.
 A Taxable person pays his suppliers the VAT charged on the goods or Services purchased. This is known as Input VAT or VAT on Purchases.
 In the final analysis, a taxable person pays to ZRA or receives a refund from the ZRA that is the net difference between Output VAT and Input VAT in the Tax period concerned. This net difference amounts, in essence, to Tax on the Value added to inputs by the Organization concerned.
 DEFINITION OF SUPPLY
 “Supply” is the all-embracing term given to the infinite variety of transactions met in the commercial world. In its ordinary meaning “Supply” means to “Furnish or Serve”. Certain events are or may be deemed to be supplies:
 Self Supplies – where a person acquires or produces goods or does anything for the purpose of that business which would be a supply of services if made for a consideration- those goods or services are deemed to have been both supplied to and by him.
 The private use or disposal of assets is deemed to be a supply of services or goods respectively.
 On ceasing to be Taxable person all goods forming part of the assets of the business are deemed to have been supplied as we saw above. However, this will not apply where the business is transferred as a going concern to another Taxable person.
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TYPICAL TAX PEROID INPUTS AND OUTPUTS FOR A TRADER UNDER A VAT SYSTEM.
 GROSS VAT(17.5%) NET K’000 K’000 K’000
 INPUTS:Raw materials 15,000 26,250 123,750Stationary 50,000 8,750 41,250Office Rent 200,000 35,000 165,000New Machine 350,000 61,250 288,750Salaries (Exempt) 400,000 - -
 ------------ ----------- -----------1,150,000 131,250 618,750------------- ------------ -----------
 OUTPUTS:Sales 2,000,000 350,000Exports 500 -
 ------------- -----------Total Output Tax 350,000Input Tax (131,250)
 -------------Net Output Tax Paid to ZRA 218,750
 ========
 EXEMPT SUPPLIES
 The position of an exempt supply in the scheme of Value added Tax is as follows: No Tax is charged on it. It is not taken into account in determining whether a trader is a taxable
 person. Input Tax attributable to it is not normally available for credit.
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13.8 - OUTPUT TAX
 The tax chargeable on Supplies made is referred to as Output Tax. There are currently two rates of Tax – a Zero rate and the Standard rate of 17.5%.
 PLACE OF SUPPLY
 To be within the scope of the Zambian VAT system a Supply must be made in Zambia. Supplies that are made outside Zambia are outside the scope of Zambian VAT.
 The place of Supply is not always as obvious as we would like to assume, especially where Supplies of services are concerned. But there are rules in ascertaining the Place of Supply.
 GOODS
 The place of Supply is the location of the goods when they are allocated to a customer’s order.
 Where a trader supplies goods that are assembled or built for the first time on site, then the place of supply is the place where the assembly or building takes place.
 SERVICES
 The simple general rule is that a trader supplies services in the place where he belongs. And a trader belongs where he has a business or some other fixed establishment – e.g. a Branch.
 Where services are supplied wholly or partly in Zambia, the Commissioner General may determine that such services are supplied in Zambia where:
 I. The business supplying the services is registered in Zambia; orII. The business operates on a De facto basis in Zambia; or
 III. In such other circumstances as the Commissioner General may consider relevant.
 The place of supply of Radio, television, telephone or other communication services, where the signal or service originates outside Zambia, shall be treated as being supplied at the place where the recipient receives the signal or service, provided that a consideration is payable for receiving the service or signal.
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NON TAXABLE SUPPLIES
 Certain supplies are not considered to be supplies for VAT purposes: Sale of repossessed goods Transactions within a VAT Group of Companies. Goods lost or destroyed- however, this does not cover the situation where
 cash is stolen, as the supply will already have occurred!
 The rescission of a voidable contract as in HB Litherland & Co. Vs CCE annuls the Supply. However, the disposal of stolen goods as in CCE Vs Oliver, or sale subject to the reservation of the title as in Vermitron Vs CCE, is considered to be supplies.
 TAX POINT
 The obligation to account for VAT on a supply is determined by the prescribed accounting period in which the Tax Point falls. The Tax Point is the time when the taxable supplies are made.
 The Tax Point is important because it is an indication of when the Tax becomes payable to or recoverable from the ZRA.
 The Tax Point for goods is different from the Tax Point for Services. For VAT purposes the time when a supply of goods or services takes
 place can, as indicated above, have far reaching effects not only because it may determine a person’s liability to registration, but also because it helps to indicate the amount of Tax (VAT) which must be paid in a particular period. Hence, the Tax Point is very important in Tax Planning circles.
 TAX POINT FOR GOODS
 Section 13 (2) VAT Act stipulates that the time of supply of goods is the earliest of the following times:
 The time when goods are removed from the premises of the Supplier; The time when the goods are made available to the person to whom they
 are Supplied; The Time when payment for the Supply is received; The Time when a Tax Invoice is issued.
 TAX POINT FOR SERVICES
 Section 13 (5) VAT Act stipulates that the Time of supply of Services is the earliest of the following times:
 The Time when the payment for the services is received;
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The Time when a Tax invoice is issued; or The time when they are actually rendered or performed.
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TAX POINT FOR PARTICULAR TRANSACTIONS
 DEPOSITS
 Most deposits serve primarily as advance payments and will create Tax Points when the supplier of the goods or services receives them. However, it must be noted that deposits which have the character of a Lien, i.e. Which are not a consideration for the supply, do not by themselves create a Tax Point, e.g. when a deposit is taken as security to ensure the safe return of goods hired out and the deposit is refunded when the goods are returned safely.
 Example:
 On 30 November 2000, Kandeke Ltd ordered a new machine, and on 16 December 2000, paid a deposit of K25 million. The machine was dispatched to Kandeke Ltd on 31 December 2000. On 12 January 2001 an Invoice was issued to Kandeke for the balance due of K10 million. This was paid on 20 January 2001.
 What is the Tax Point for? a) K25 million deposit; and b) The balance of K10 million.
 Answer:Kandeke Limited.
 (a) The basic Tax Point for a deposit is the date of dispatch, 31 December 2000. As the deposit was paid before the date of dispatch, this is the actual Tax Point, that is, the date when the deposit was received by the Supplier which is 16 December 2000.
 (b) Section 13 (2) VAT Act stipulates that the time of supply of goods is the earliest of the following times:
 The time when goods are removed from the premises of the Supplier; The time when the goods are made available to the person to whom they
 are supplied; The Time when payment for the Supply is received; The Time when a Tax Invoice is issued. This falls on 12 January 2001 –
 the date when the Tax Invoice was issued. Although 16 December 2000 falls before this date, the full payment was not made. The final payment of K10 million was received on 20th January 2001.
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DRAWINGS
 If a person takes out goods for private purposes, the Tax Point is the time when the goods are taken or set aside for this purpose.
 SALE OR RETURN CONSIGNMENTS
 Where a person supplies goods on sale or return agreement, the goods have not been supplied or sold because that person still owns the goods until such a time as the customer adopts them.
 Adoption means the customer pays for them or other wise indicates his wish to keep them. Until the time of adoption, the customer has an unqualified right to return them at any time, unless a time limit has been agreed.
 The Tax Point for these consignments is the earliest of the following Times: Date of Adoption Date of payment; or Date of invoicing.
 METERED SUPPLIES
 Where Electricity, water or any other commodity measured by meter is supplied, the Time of supply is the earliest of the following Dates:
 The Time when the meter is next read after consumption of the commodity, except to the extent that payment is sooner made; or
 The Time a Tax Invoice is sooner issued, in respect of the supply.
 PROPERTY AND LEASEHOLD
 If a person receives periodic payments of rent or ground rent, the Tax point is that prescribed by the contract, i.e., when the Service is performed, or the date when he receives the payment, or the date of the Tax invoice, which ever happens first.
 SECTION 10 OF THE VAT ACT – VALUE OF SUPPLY
 A preliminary principle concerning the value of supplies is that VAT is charged on the Taxable Value of the Supply, at the prescribed rate of Tax. This is the Standard rate of 17.5%.
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Section 10 (1)
 Where goods or Services are supplied for a monetary consideration, the amount by which that consideration exceeds the Tax payable in respect of the Supply shall be the Taxable Value of the goods or Services.
 This means that the Taxable Value represents the Trader’s Tax Exclusive selling price less the amount of any cash discount offered to the buyer. For example, if Mr. Lupindula’s Tax exclusive selling price is K10, 000 and he offers a Cash discount of 5 % for payment within a week, VAT is charged as Follows: K10, 000 – K500 (0.05 x K10, 000) = K9, 500 x 17.5 % = K1, 662.50.
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Section 10 (2)
 Where goods or Services are supplied: Other than for a monetary Consideration; For a consideration that consists only partly of Money; or For a consideration that is less than the open market value of the goods or
 services;
 The amount by which their Open Market Value exceeds the Tax Payable in respect of the Supply shall be the Taxable Value of the Goods or Services. Open Market Value is the Tax exclusive amount, which a customer would pay if the price were not influenced by any commercial, financial or other relationship between himself and the Seller.
 VARIATION OF THE BASIC TAX POINT
 We established above that as a general rule, goods are treated as supplied when they are collected, delivered or made available to a customer and services are treated as supplied when they are performed. This is known as the basic Tax Point.
 The basic Tax Point may be Varied or Amended in two situations Namely:
 A Tax Invoice is issued or a payment is received before the Basic Tax Point. In these circumstances the date of issue or date of payment is the time when the supply is treated as taking place.
 A Tax invoice is issued within 14 days after the basic Tax Point. In these circumstances the Date of issue of the Tax Invoice is the time when the Supply is treated as taking place.
 An Invoice is issued when it is sent or given to a customer. Thus, preparing an Invoice does not by itself create a Tax point until something positive is done with it, such as posting it to the customer.
 BAD DEBTS RELIEF
 The general Rule is that all VAT registered suppliers, except those authorized to use Cash Accounting, should remit to the ZRA any VAT charged on Taxable Supplies made in the course of their business irrespective of whether payment has been received or not. However, VAT paid to ZRA but not received from an Insolvent customer can be claimed back.
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RULES FOR CLAIMING BAD DEBT RELIEF
 VAT paid to the ZRA but not received from the customer can be claimed back if: The claim is made on or after 27th January 1996. The Debt has been outstanding for 18 months or more. The Debtor has been declared insolvent by the Court of Law.
 HOW TO CLAIM BAD DEBT RELIEF
 There are three steps to follow by a Supplier who wishes to claim Bad Debt relief:
 STEP 1
 Make a claim to the Administrator, receiver or liquidator against his Debtor for the VAT inclusive amount that he is owed by the Insolvent Debtor.
 STEP 2
 Obtain a written statement from the administrator, receiver or liquidator to the effect that the Debtor is Insolvent and that he cannot pay the debt.
 STEP 3
 Claim a credit for the payment of the VAT remitted in respect of the bad debt by adding the bad debt relief to the Input Tax incurred on domestic purchases in Box 2 of the VAT Return.
 *****************************************************************************************
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CHAPTER 14
 VALUE ADDED TAX - II
 After studying this chapter you should be able to understand the following:
 Input Tax Link between VAT and Direct Taxes Partial Exemption Methods Tax Treatment of Imports and Exports Special Schemes VAT Control and Credibility Checks VAT Penalties
 14.1 - INPUT TAX
 Input Tax is the Tax on the supply to a Taxable person, of goods or services and on the importation of any goods used or to be used for the purposes of any business carried on or to be carried on by that Taxable person.
 In other words, Input Tax is the Tax incurred on supplies such as Purchases and business expenses.
 CONDITIONS FOR OBTAINING INPUT TAX CREDIT
 The strict wording of the legislation, and the case law from it, indicate that a number of conditions must be met before VAT is available for Credit as Input Tax. This is intended to ensure that only Input Tax, which relates to Taxable Business activities, is claimable as well as to protect the ZRA from inappropriate claims, which may lead to Revenue Loss.
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BUSINESS USE
 The expenditure must be for business purposes, i.e., not for private use. If purchases are partly for business and partly for private use, only the business proportion can be claimed. For example, if a business pays for Diesel for a Car used by a director on a 25:75 private use basis, only 75% of the Input Tax on the Diesel may be claimed.
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ONE YEAR L IMIT
 Input Tax should be claimed within one year from the Date of the Tax Invoice or for imported goods on the appropriate VAT import document. And it must be noted that Input Tax cannot be claimed on a Return for a period before the Date on the Tax Invoice.
 DOCUMENTARY EVIDENCE
 A Tax Invoice or Form CE 20 showing the amount of VAT paid at Importation must be held before any claim is made. Photocopy documents are not acceptable. The general practice for imports is that form CE 20 must be accompanied by the relevant Asycuda ++ processed papers at the point of entry into Zambia.
 INPUT TAX ON IMPORTS
 When goods are imported into Zambia, VAT together with any import duties is payable at importation. VAT is chargeable on all imports except Zero rated or exempt goods.
 Where goods are removed from an approved bonded warehouse, form CE 20 is used. Goods in bond do not attract VAT, but VAT is payable when goods are removed from bond.
 VAT on importation is chargeable and payable as if it were a Customs Duty.
 INPUT TAX MUST RELATE TO TAXABLE SUPPLIES
 Purchases or business expenses on which VAT Input credit is claimed must always relate to Taxable and not Suppliers. Businesses that deal only in exempt supplies are not eligible to register for VAT and therefore get no opportunity to reclaim any Input Tax.
 Input Tax Excluded from credit
 Input Tax on the following goods and Services is excluded from credit, that is, to say that VAT cannot be reclaimed:
 Telephone Bills:
 Input Tax credit is not allowed on telephone bills except on: Interconnection fees and services provided by another telephone service
 provider.
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Telephone services provided by a hotel, lodge and similar establishment to its clients if such an establishment accounts for Output Tax on the supply of the Telephone Services to its clients.
 MOTOR CARS
 Input Tax credit is not allowed on Motor Cars, however, Car Dealers who buy Cars for Selling or leasing may claim VAT Input Tax in the normal way.
 Maintenance and repairs to Motor Cars used solely for business purposes can be claimed. Where a Motor Car is used partly for personal purposes, e.g. to transport business executives, VAT incurred on vehicle maintenance and repairs must be apportioned and only that part which directly relates to business can be claimed.
 DEFINITION OF MOTOR CAR
 Motor Cars are defined as Motor Vehicles that have side windows or a seat to the rear of the driver’s seat.
 Worked Example:Janja Plc is to provide Mr.Kasede – a long time serving director with a new 5000 cc Company Car that will cost K225 million. The Car will be used for both business and private mileage on a 70:30 basis.
 Janja Plc has also undertaken to pay for all the annual running costs of the Motor Car as follows:
 K’000Diesel 12,337Servicing and Repairs 5,287Insurance and Road Tax 7,500
 Mr.Kasede will not at any time be required to reimburse Janja Plc for the cost of private fuel.
 The above figures are inclusive of VAT where applicable.
 Answer.
 MOTOR CAR
 The Vat incurred on the purchase of the Motor Car will be computed as follows:
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17.5 / 117.5 = 7/47 x 225,000,000 = K33, 510,638.30. This VAT cannot be reclaimed because the question has not specified that Janja Plc is a Car Dealer. However, Janja Plc can still claim capital allowances based on the VAT inclusive amount of K225 million.
 D IESEL
 Input Tax suffered on the purchase of Diesel is claimable. Janja Plc will therefore be allowed to claim the Input VAT suffered but only to the extent that the Diesel is used for business mileage. The total Input Tax may be computed as follows:
 7/47 x 12,337,000 = K1, 837,426. But not all of it can be claimed because of the 30% private use. Therefore only 70% x K1, 837,426 = K1, 286,198.20 can be claimed.
 SERVICING AND REPAIRS
 Maintenance and Repairs to Motor Cars used solely for business purposes can be claimed. But in cases where a Motor Car is partly used for both private and business purposes as in this case VAT incurred on Motor vehicle repairs must be apportioned and only that part which directly relates to the business can be claimed. The total VAT suffered on Servicing and Repairs may be computed as follows:
 7/47 x K5, 287,000 = K787, 426 but only 70% x K787, 426 = K551, 198.20 may be claimed by Janja Plc.
 INSURANCE AND ROAD TAX
 These are not subject to Value Added Tax.
 Note:When computing the adjusted Taxable Profits, Janja Plc will use the net of VAT figure.
 BUSINESS ENTERTAINMENT
 Business entertainment is defined as entertainment, including hospitality of any kind, provided in connection with a business. This includes the supply of meals, drinks, entertainment at clubs and the provision of recreational facilities.
 Input Tax may not be reclaimed on business entertainment. However, Input Tax can be claimed on business hotel accommodation as
 from 1st July 1999 but not the Tax incurred on the supply of any food, beverages, transportation or hospitality of any kind.
 Input Tax Incurred for the benefit of Directors, Employees etc.
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VAT incurred on any food, beverages, transportation or hospitality of any kind, or goods provided for Directors, Managers, Partners, Proprietors, Employees, Customers or potential Customers etc. cannot be claimed e.g. the VAT on furniture.
 14.2 – LINK BETWEEN VAT AND DIRECT TAXES
 When computing the adjusted Taxable Profits, the fundamental question to be answered in relation to a claim to deduct Tax is whether the Tax is charged on the profits of the business or whether it is incurred in the carrying on of the business. If the latter is the correct interpretation, further questions arise as to whether the Tax is wholly and exclusively so incurred and whether it is incurred in relation to a capital transaction and accordingly a capital item. In this case such Tax on the profits may not be allowed as a deduction in arriving at Taxable profit.
 In relation to VAT, the position depends upon whether the trader concerned is registered or not or is partly exempt and whether the Input VAT is deductible in the VAT account.
 NON- TAXABLE PERSON
 This covers persons whose Output is wholly exempt from VAT. Those whose taxable supplies does not exceed the K100 million limit and have not voluntarily registered for VAT.
 Such persons will normally suffer VAT on their business expenditure and purchases. Where an item of expenditure is allowable as a deduction in computing business Income for Tax purposes, such as repairs, the VAT related to that expenditure should also be allowable.
 If the expenditure qualifies for capital allowances, those allowances should be based on the cost inclusive of the related VAT.
 TAXABLE PERSON
 A taxable person is one whose output is not wholly exempt from VAT. His supplies might be standard rated or Zero Rated.
 In computing business income for direct Taxes purposes in these circumstances, both income and expenditure is taken into account exclusive of related VAT. VAT on inputs is set off against VAT on Outputs whether it relates to capital or Revenue expenditure and it follows that capital allowances should be computed using the cost exclusive of VAT. Students are strongly advised to take note of this treatment.
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NON- DEDUCTIBLE VAT
 We have noted in this chapter that there are certain categories of VAT on inputs, which are non-deductible against VAT on Outputs – notably that relating to the cost of the following:
 Motor cars Business entertainment Telephone Bills Petrol (except when supply is for resale).
 This VAT will be included in the accounts of the business as part of the expenditure to which it relates.
 MOTOR CARS
 Capital allowances should be computed on the cost inclusive of VAT.
 BUSINESS ENTERTAINMENT
 Entertaining expenditure, which is not allowed as a deduction for direct Taxes purposes, should be the expenditure inclusive of VAT.
 TELEPHONE B ILLS
 Telephone Bills are allowable for direct taxes purposes, thus the expenditure to be included in accounts should be inclusive of VAT.
 PETROL EXPENSES
 These are allowable for direct taxes purposes, thus the expenditure to be included in accounts should also be inclusive of VAT.
 EXERCISE
 DAMBO LIMITED
 Dambo Limited has been in the manufacturing business for a number of years now. Their business influence spans over the entire country. In 1999 they managed to clinch a multi-million Tender with Ziame sugar Estates for the supply of heavy-duty spares and industrial equipment. In 2000 Dambo Ltd entered into a debt swap arrangement with Ziame Estates, which included the following:
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Some of the invoices to Ziame estates were to be paid for in kind- i.e. an equivalent quantity of sugar in tones was to be delivered at the Dambo warehouse to defray the debt.
 Dambo Ltd was to resale the sugar to Babido Agencies, a company specialized in wholesale supplies.
 This debt swap arrangement was not communicated in writing to the Zambia Revenue Authority.
 In the month of August 2002, the following results were reported.
 K Sales: Standard rated (Inclusive) 125,000,000 Zero-rated 28,000,000 Exempt 30,000,000
 Expenses:
 Standard rated (Inclusive) 5,000,000 Zero- rated 11,000,000 Exempt 4,000,000 Purchases (Gross) 12,000,000 Imports (Exclusive) 5,000,000
 The following additional information is also made available.
 Sales to Babido Agencies amounted to K 15 million VAT inclusive. This figure is included in the standard rated sales above. For this sale to be possible 500 tones of sugar were received from Ziame Sugar Estates as part payment for an invoice, which was standard rated. On the release of the sugar, Ziame sugar Estate raised a tax invoice.
 The accountant at Dambo has Zero-rated the sale to Babido Agencies as he is worried about the possibility of duplicating his VAT liability. He contends that the sale of sugar to Babido Agencies is not a sale for VAT purposes but a mere conversion of the payment in kind made by Ziame sugar estate into cash.
 Required:
 a) Compute the vat liability for Dambo Limited: As per the company Accountant AS per the ZRA computation.
 b) Advise Dambo Limited on the possible course of Action to minimize their VAT liability.
 Answer: Dambo Limited
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Dambo will charge VAT at the rate applicable on the supplies made by them to their customers, i.e. the standard rate. This is known as output VAT.
 Dambo will pay their suppliers the VAT charged on the goods purchased. This is known as input VAT.
 In the final analysis, Dambo will pay to ZRA or receive a refund from ZRA, which is the net difference between output vat and input vat in the tax period concerned, i.e. August 2002.
 VAT LIABITY – AS PER ACCOUNTANT.
 Gross VAT (17.5%) Net
 K’000 K’000 K’000
 INPUTS
 Purchases 12,000 1,787(note1) 10,213
 Imports 5,000 875 4,125
 Expenses
 Standard rated 5,000 745 (note2) 4,255
 Zorro rated 11,000 - -
 Exempt 4,000 - -
 ----------- ------------- ----------
 37,000 3,407 18,593 ------------ --------------
 -----------
 OUTPUTS
 Sales (125m -K15m) 110,000 (note3) 16, 383
 Zero-rated sales 28,000 -
 Exempt sales 30,000 -
 --------- ----------- 16,383
 Less: input VAT (3,407)
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----------
 Tax paid to ZRA 12,976 =====
 Note 1:
 The question has stated that the purchases figure is Gross, i.e. VAT inclusive. To find the VAT portion of the K12 million, we use the 7/47 fractions. Therefore VAT= 7/47 X 12,000,000 = K1,787,000.
 Note 2
 The standard rated expenses are also VAT inclusive thus the 7/47 fractions is also applicable here. VAT = 7/47 X 5,000,000 = K745, 000
 Note 3
 The question has stated that the sale to Babido Agencies was zero rated and since it was included in the K125 million it should be deducted to arrive at the gross vatable output.
 VAT LIABILITY – AS PER ZRA
 The VAT computation as per ZRA will be much the same as that prepared by the accountant except for the treatment of the sale to Babido Agencies.
 The Accountant zero rated this sale without a written notification to the ZRA. From the Question, we can also establish that Ziame sugar Estates issued a tax invoice for the 500 tones of sugar they supplied to Dambo as a payment in kind. This means that Ziame sugar Estates are able to claim input VAT on that sale.
 ZRA will not allow Dambo Limited to Zero-rate the sale to Babido Agencies unless the supply qualifies for Zero- rating thus the amount of output VAT will be based on the VAT inclusive amount of K125, 000,000, not the K110, 000,000 that the Accountant has used.
 K’000
 -------- Output tax: 125,000 X 7/47 18,617 Less: input tax (as per (i) above) (3,407)
 --------- Net output tax paid to ZRA. 15,210
 =====
 Possible courses of action to minimize tax
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The receipt of 500 tones of sugar should be treated like a normal purchase on which input tax may be claimed.
 Alternatively, Dambo Limited may ask for guidance from the Zambia Revenue Authority on the possible Zero- rating of the supplies to Babido Agencies. But this process has to start from Ziame sugar Estates who must be included in the negotiations with the Zambia Revenue Authority.
 14.3 – PARTIAL EXEMPTION METHODS
 In principle, input tax incurred on purchases used to make taxable supplies is deductible, but input tax incurred on purchases that are used to make exempt supplies is not. The Standard method is a simple way of calculating how much input tax incurred on purchases used to make both taxable and exempt supplies (residual input tax), can be attributed to taxable supplies and deducted. It apportions residual input tax in proportion to the values of taxable and exempt supplies made in the period in which it is incurred.
 This chapter will attempt to look at how Suppliers making both exempt and taxable supplies can claim their VAT incurred on taxable supplies as determined by the VAT Law. We will then proceed to demonstrate this by way of a worked example.
 It is perhaps obvious that a person may only recover Input Tax where it relates to Taxable supplies. A proportion of the Input VAT may therefore not be recoverable where a person makes both Taxable and Exempt Supplies.
 VAT registered suppliers making both taxable and exempt supplies are referred to as partially exempt suppliers. To deal with this situation, there are several partial exemption methods that will all be covered in this Chapter.
 To enable partially exempt suppliers reclaim Input Tax on their Purchases and Expenses that correspond to the proportion of their Sales (outputs) that are taxable, four methods are available which they can use to claim the right proportion of Input tax
 For consistence purposes, partially exempt suppliers are required to choose a method of their choice for one accounting year after which they may decide to change to a different method (accounting year ends on 30th June for this purpose). 
 At the end of each accounting year a supplier using any partial exemption method is also required to determine the attribution in respect of supplies effected during the accounting year and on the next return (July Return) adjust any difference in input tax previously attributed to taxable supplies during that accounting year. 
 PARTIAL EXEMPTION METHODS
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As we have already alluded to it is possible that a business could conduct several activities, some of which fall within the charge to VAT as standard rated or zero-rated, and some of which fall in the category of exempt supplies. Such businesses are partially exempt which means that their right to offset input tax is restricted.
 To calculate the proportion of input tax which deductible, a method, which is practical, accurate and fair, must be used. In Zambia, we have four possible methods that can be used and each of these methods is explained below.
 Method 1
 Step 1 - Calculate the value of the taxable supplies made in the accounting period. 
 Step 2 - Calculate the value of all supplies made in the accounting period 
 Step 3 - Calculate the amount of Input tax payable on Purchases in that accounting period.
 Step 4 - Divide the Amount obtained in Step 1 by the amount obtained in Step 2, i.e.  Taxable supplies in period / All supplies in period 
 Input tax that can be claimed in the accounting period is the product obtained by multiplying the amount obtained in step 3 by the amount obtained in step 4. 
 (Taxable Supplies in Period) X VAT Payable on purchases in period / All supplies in period
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KABWE KASONDE
 Kabwe’s input tax and supplies made in the quarter to 31 December 2002 are analyzed as follows:
 K’000
 Input Tax wholly re-taxable supplies 23,250 Input Tax wholly re-exempt supplies 14,000 Non-attributable input tax 28,000 Value (excluding VAT) of taxable supplies 250,000 Value of Exempt supplies 100,000
 Calculate the deductible input tax assuming that Kabwe uses method 1 of attributing input tax.
 ANSWER
 KABWE KASONDE
 Step 1 - Calculate the value of the taxable supplies made in the accounting period = K250,000,000.
 Step 2 - Calculate the value of all supplies made in the accounting period = K250,000,000 + K100,000,000 = K350,000,000.
 Step 3 - Calculate the amount of Input tax payable on Purchases in that accounting period= K23,250,000.
 Step 4 - Divide the Amount obtained in Step 1 by the amount obtained in Step 2, i.e.  Taxable supplies in period / All supplies in period 
 = 250,000,000 / 350,000,000 = 0.714
 Input tax that can be claimed in the accounting period is the product obtained by multiplying the amount obtained in step 3 by the amount obtained in step 4. 
 (Taxable Supplies in Period/ All Supplies ) X (VAT Payable on purchases in period)
 = 250,000,000 / 350,000,000 = 0.714 X 23,250,000 = K16, 600,500
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METHOD 2
 Step 1 Divide input tax for the accounting period into Categories: - 
 Input tax directly attributed to taxable supplies: This is wholly available for Credit.
 Input tax directly attributable to exempt supplies: This Tax is wholly disallowed for Credit.
 Input tax that is paid for the purposes of the business but is not directly attributable to either taxable or exempt supplies. This is famously called Non attributable Input Tax. It is usually incurred on overheads such as Electricity and Internet costs etc. The amount available for Credit is found by using the fraction in Step 4 below.
 Step 2
 Calculate the value of taxable supplies made in the accounting period. 
 Step 3 - Calculate the value of all supplies made in that period.
 Step 4 - Divide the amount obtained in Step 2 by the amount obtained in Step 3, i.e. 
 Taxable supplies in period All supplies in period 
 For Simplicity, Non-attributable Tax is deemed to be attributable to taxable supplies and may be claimed as a deduction with the amount of tax in Category 1 above.
 Example: In the Example of Kabwe Kasonde above, calculate the value of input tax that deductible input tax assuming that Kabwe uses method 2 of attributing input tax.
 Answer
 Step 1 Divide input tax for the accounting period into Categories: 
 Input tax directly attributed to taxable supplies: This is wholly available for Credit = K23, 250,000
 Input tax directly attributable to exempt supplies: This Tax is wholly disallowed for Credit = K14, 000,000
 Input tax that is paid for the purposes of the business but is not directly attributable to either taxable or exempt supplies. This is famously called Non attributable Input Tax. It is usually incurred on overheads such as Electricity and Internet costs etc. = K28, 000,000. The amount available for Credit is found by using the fraction in Step 4 below.
 Step 2: - Calculate the value of taxable supplies made in the accounting period= K250, 000,000.  
 T5 – TaxationAmendment Act 2006/07
 484

Page 456
                        

Step 3: - Calculate the value of all supplies made in that period = K250, 000,000 + K100, 000,000 = K350, 000,000.
 Step 4: - Divide the amount obtained in Step 2 by the amount obtained in Step 3, i.e. 
 Taxable supplies in period = 250,000,000 /350,000,000 = 0.714 All supplies in period 
 Therefore the amount available for credit can be found as follows: (0.714 X 28,000,000) + K23, 250,000 = K43, 242,000.
 METHOD 3
 Step 1: - Calculate the value of taxable supplies made in all accounting periods in the accounting year. 
 Step 2: - Calculate the value of all supplies made in that period. 
 Step 3: - Calculate the amount of tax payable on supplies made to the supplier.
 Step 4: - Divide the amount obtained in Step 1 by the amount obtained in Step 2. 
 Taxable supplies made in periods in accounting year All supplies made in accounting year. 
 Input tax that can be claimed as a deduction or credit in the prescribed accounting periods is the product obtained by multiplying the amount obtained in Step 4, less the amount already reclaimed in earlier accounting periods in that accounting year. 
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METHOD 4
 Step 1 - Divide input tax for the prescribed accounting year into categories:-
 Input tax that is directly attributable to taxable supplies
 Input tax that is directly attributable to exempt supplies
 Input tax that is paid for the purpose of the business that is not directly attributable either to taxable or exempt supplies.
 Step 2: - Calculate the value of taxable supplies made in the prescribed accounting year. 
 Step 3: - Calculate the value of all supplies in that year. 
 Step 4 - Divide the amount obtained in Step 2 by the amount obtained in Step 3, i.e. 
 Taxable supplies in period All supplies in period
 A proportion of input tax in Category 3 above, equal to the proportion mentioned in Step 4, is deemed attributable to taxable supplies and may together with the amount in Category 1 be claimed as a deductible or credit for the prescribed accounting year, to the extent that is exceeds any amounts already deductible or credited in earlier prescribed accounting periods in that accounting year. 
 Example:
 MANDE WAMUNDILA
 Part A
 Mande Wamundila has a market stall in Ndola’s North rise, and sells mostly fruits and vegetables and a small amount of other foodstuffs and groceries. She started trading on 1 December 2005 and she is positive that her turnover will take the following pattern:
 K’000One month ended 31.12.05 11,000Quarter ended 31.03.06 153,000Quarter ended 30.06.06 196,000Quarter ended 30.09.06 210,000
 Assume that the amounts accrue evenly.
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You are required to advise Mande if she should register for VAT, and if so, when the ZRA should be notified.
 Part B
 Assume that Mande’s input tax and supplies made in one quarter were as follows:
 K’000Value of exempt supplies (for the quarter) 20,000VAT Exclusive taxable supplies (for the quarter) 150,000Non-attributable input tax 35,000Input tax on exempt supplies 3,500Input tax on taxable supplies 22,340Value of exempt supplies (for the other quarters) 45,000VAT exclusive taxable supplies (for other quarters) 380,000
 Required
 Calculate the deductible input tax assuming that Mande uses the Fourth method of attributing input tax.
 ANSWER: MANDE WAMUNDILA
 Part AVAT RegistrationUnder the Zambian VAT laws a supplier must apply to register if the value of taxable supplies in the course of business exceeds or is likely to exceed K200 million in any 12 months. For Mande’s business it was becoming rather obvious by the end of the June 2006 quarter that the K200 million threshold was going to be exceeded. If in that quarter the value of the taxable supplies was K196 million it was more than likely that in the next three months the K200 million mark was going to be reached and perhaps even exceeded. Strictly speaking the requirement to register falls in the quarter ending 30 September 2006 when the value of taxable supplies exceeds the K200 million threshold.
 Mande started trading on 1 December 2005. Therefore this is not a continuing business but rather a new business. The date when a business becomes registerable for VAT for a new business, if the turnover threshold is likely to exceed K200 million, is the date of commencement of trading i.e. 1 December 2005.
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Part BDeductible Input Tax
 Step 1 - Divide input tax for the prescribed accounting year into categories: -
 Input tax that is directly attributable to taxable supplies = K22,340
 Input tax that is directly attributable to exempt supplies = K3,500
 Input tax that is paid for the purpose of the business that is not directly attributable either to taxable or exempt supplies = K35,000
 Step 2: Calculate the value of taxable supplies made in the prescribed accounting Year = K150,000 + K380,000 = K530,000
 Step 3: Calculate the value of all supplies in that year. = K530, 000 + 20,000 + 45,000 = K595,000. 
 Step 4: Divide the amount obtained in Step 2 by the amount obtained in Step 3, i.e.  = 530,000 / 595,000 = 0.89
 Therefore the deductible input tax available for credit can be computed as: (0.89 X 35,000 = K31,150) + K22,340 = K53,490
 14.5 – TAX TREATMENTS OF IMPORTS AND EXPORTS
 Imported goods are liable to VAT. This is to ensure that manufacturers in Zambia are not placed at a disadvantage as compared to foreign suppliers. Like Customs Duty, VAT is chargeable on certain Vatable goods. As can be seen in Chapter 18 VAT on imported items is computed on the total cost of the item in question, that is, the CIF + Duty.
 When goods are imported into Zambia, VAT, together with any import duties is payable at importation to ZRA's Customs Division. VAT is chargeable on all imports except zero-rated or exempt goods. There are also some exceptions for goods imported under Regulations 6, 7, 9, 11, 13, 14, 15 and 16 of the Customs and Excise Rebates, Refunds and Remissions General Regulations.
 Where goods are removed from an approved bonded warehouse form CE 20 is used. Goods in bond do not attract VAT, but VAT is payable when goods are removed from bond.
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IMPORT DEFERMENT SCHEME
 The Import Deferment Scheme was in 1999 abolished by Government but after a general Public outcry it was reintroduced in the 2001 National budget much to the delight of importers. The scheme is intended to cover capital goods, tractors, and specified raw materials as listed in chapters 84 and 85 of the Customs and Excise Act.
 Objective of the Deferment Scheme
 The Scheme is intended to provide cash flow advantage to businesses and to immediately free their resources for operations.
 Who can defer payment?A person can defer the payment of his tax liabilities if:
 He is an importer He is an agent who enters goods for importers or owners.
 How a Deferment Scheme Helps Importers
 Mainly, it helps because: The Taxpayer is able to put off paying the charges for an average of 30
 Days The Tax payer does not need to pay cash each time he wants to clear his
 Goods Normally this also implies that the Taxpayer is able to clear his Goods
 more quickly because the ZRA do not have to handle cash issue at importation.
 Requirements to obtain the deferment Scheme: The business must have a Tax Payer’s Identification Number (TPIN) The business should also be registered for VAT The Goods or materials being imported should be listed among those that
 qualify for the Scheme (Eligible or Deferrable Goods).
 Is there need to Apply for the Scheme?
 Previously business houses were expected to apply for the deferment Scheme. This is not so after its reintroduction. The requirement is that the above-mentioned requirements are met and the goods are eligible for deferment.
 Claiming Import VAT
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There will be no Import VAT on deferred goods and materials and this means that there will be nothing to claim.
 Goods that are not affected by the deferment will have the VAT attributable to them claimed in the normal way.
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Advantages of the Scheme
 It is designed to assist the cash flow of importers It reduces the time and expenses of verifying VAT returns of a
 repayment nature. It is beneficial to VAT registered importers; and It permits importers to defer Import VAT, i.e., the VAT registered
 business become Tax-free rather than pay the Tax.
 Is Deferment Beneficial to ZRA?
 The ZRA is not only interested in collecting Taxes from Taxpayers but also keen to undertake Speedy clearance at Boarder Posts. The Deferment Scheme, apart from assisting Tax Payers’ Cash Flow management, also does facilitate speedy clearance of goods that have been imported into the Country.
 Following the abolishment of the Scheme in 1999, the VAT Division at ZRA in the year 2000 recorded as K15 Billion collection drop. The collections in that year were K97 Billion or 29% below the target of K330 Billion. The major factor underlying this outturn was the incidence of higher refund claims arising from the Import VAT as a result of policy change regarding the discontinuation of Import Deferment scheme.
 The lagged impact of VAT refund claims was heavily felt in 2000 after all the deferment schemes expired. Although the gross output and the local input tax claims were in line with the economic parameters, the Import VAT claims grew out of proportion by 101%, thereby adversely affecting the net domestic VAT collections.
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EXAMPLE KANEMBA MULEVU
 Kanemba Mulevu is engaged in both local and international trading. For the month of November 2002, she has recorded the following transaction.
 K’000
 Sales:Spares 25,000Chemicals 15,000
 Cost of Sales:Spares 15,000Chemicals 9,000
 Gross Profit 16,000Expenses:Stationary 1,000Repairs 1,500Wages and Salaries 7,000Telephone Bill 900
 -------- (10,400) ----------- 5,600
 ======
 Exports:Chemicals K25, 000,000Spares K30, 000,000
 Imports:Tractor (VAT Deferred) K50, 000,000Spares K10, 000,000
 Note: all the figures above are VAT inclusive amounts.
 Required:Compute the amount of VAT payable or claimable by Kanemba Mulevu.
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Answer:Kanemba Mulevu
 VAT COMPUTATION FOR NOVEMBER 2002
 Gross Amount VAT (7/47) NetK’000 K’000 K’000
 Output TaxSpares 25,000 3,723 21,277Chemicals 15,000 2,234 12,766
 --------- --------- ---------40,000 5,957 34,043===== ===== =====
 Input Tax
 Spares 15,000 2,234 12,766Chemicals 9,000 1,340 7,660
 --------- -------- ---------28,000 3,574 20,426===== ===== ======
 Imports Claims
 Spares 10,000 1,489 8,511Tractor 50,000 - 50,000
 --------- -------- ---------60,000 1,489 58,511====== ===== ======
 Input Tax on Expenses:Stationery 1,000 149 851Repairs 1,500 223 1,277
 -------- ------- --------2,500 372 2,128===== ==== =====
 VAT PAYABLE / (REPAYABLE) K
 Total Out Put Tax 5,957Less: Input Tax (Local Purchases) (3,574)
 Input Tax (Expenses) (372) Input Tax (Imports) (1,489)
 ----------Tax Payable 522
 ======
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Notes: Import VAT relating to the Tractor has been deferred so we cannot claim it
 because it was not paid in the first place! VAT on Telephone Bills is non deductible Wages and Salaries are not subject to VAT. They are assessed under the
 Pay As You Earn.
 TAX TREATMENT OF EXPORTS
 Subject to certain condition being fulfilled, the Export of Taxable goods and services is Zero – Rated for VAT purposes. All Export Sales made should be supported by Customs Acquittal Documents if Zero Rating is to apply to the exports in question. Any unsupported sales are deemed to have been sold locally and hence output Tax is charged on them at the Standard rate of 17.5%.
 A Taxpayer normally prepares an Export Invoice and Customs & Excise Declarations that are forwarded to the ZRA. Once approved for Export, the ZRA issues a Computer – Generated Customs & Excise Declaration Release Order. The taxpayer then proceeds to issue necessary dispatch notification and consignment notes which together with the above ZRA documentation are presented to ZRA for Customs Acquittal.
 It is Vital to note that there is a required time frame of Six Months within which Export Sales should be acquitted otherwise they will become Stale.
 14.6 – SPECIAL SCHEMES
 CASH ACCOUNTING ('PAYMENTS BASIS') 
 The cash accounting or 'payments basis' requires that the Tax Payer declares the Output VAT (the VAT he charges on his sales) on the amounts actually received from his customers. 
 Similarly, he should only claim input VAT (that which he pays on his purchases and business expenses) on payments he actually made to his suppliers of goods or services.
 The Tax Payer is also required to submit his return by the 21st day following the end of your chosen tax period. This is irrespective of whether any business was conducted during the period or not. 
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CONDITIONS 
 In order to qualify for this facility, the Tax Payer must meet the following conditions:
 The Tax Payer’s taxable turnover must not exceed K300m per annum. The effective date of adjustment from K200m p.a to K300m p.a. is 1 July, 1998; 
 He also should provide his Bankers' address, Account No. (s) and latest statements.
 ELIGIBILITY
 The facility is available, to registered suppliers, provided they meet the conditions stated above, on application to the VAT Advice Center. 
 EFFECTIVE DATE 
 The effective date will be the date that the application has been approved and notified to the Tax Payer in writing. 
 OPTIONAL LONGER TAX PERIODS 
 The standard tax (accounting) period runs from the first to the last day of each calendar month. Tax Payers now have a choice of a longer tax period if they satisfy certain conditions. 
 The Options available 
 If the Tax Payer’s turnover does not exceed K200m p.a. He will be allowed 3 monthly tax periods provided he has demonstrated to be tax compliant. The effective date of adjustment of the taxable turnover limit from K100m p.a to K200m p.a is 1 July 1998.
 If the Tax Payer is voluntarily registered, he may be allowed a longer optional tax period of six months. In other words, as a voluntary registered supplier, he can have a choice between three or six months.
 DURATION OF THE TAX PERIOD 
 Once the Tax Payer has chosen a tax period of 3 or 6 months, it will remain in force for a period of 12 months. The actual months forming his tax period will be allocated to him. 
 CHANGES TO THE TAX PERIOD 
 Application to change a tax period should be made at least 3 months before the effective date of change. The Commissioner-General can change a Tax Payer’s tax period if in his opinion there is good reason to do so. 
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14.7 – VAT CONTROL AND CREDIBILITY CHECKS
 The Inspectors of Taxes will need see most of the Tax Payer’s Business Records such as:
 Books of Accounts – Purchases and Sales Day books, Cash Books and Ledgers.
 VAT Records – showing sources of figures included in the VAT Return
 Daily Gross Takings for Retailers
 Original Copies of Purchase Invoices
 Sales invoices and Receipt Books
 Most recent Audited Accounts and sometimes monthly management accounts
 Import Records (VAT 200 documents) where applicable.
 Documents to provide proof of exportation where applicable.
 WHY ARE VAT V IS ITS MADE?
 Apart from enforcing compliance, VAT Inspections Visits are made to ensure that the full amount of Tax Due has been accounted for on the VAT Returns of the business. Officers from the VAT Division at ZRA will often Examine the Tax Payer’s Business Records stipulated above, VAT Computations and in certain circumstances the Tax Payer’s Business Premises to ensure that his VAT Return are accurate.
 14.8 – VAT PENALTIES
 Late Submission of Tax ReturnA Taxable Supplier who fails to lodge a Return within 21 Days after the end of the prescribed accounting period to which it relates is required to pay additional tax consisting of:
 One Thousand Penalty Units; or One-half of One Percentum of the Tax payable in respect of the
 prescribed accounting period covered by the Return;Whichever amount is the greater, for each day the Return is late. The value of a Penalty Unit is K180. This means that for one Thousand penalty Units the monetary equivalent is K180,000.
 Late Payment of Tax A Taxable Supplier who has correctly lodged a Tax Return but has not
 paid the Tax due on the Return within the time allowed, is required to
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pay additional Tax of one and half of one percentum of the Tax payable in respect of the prescribed accounting period covered by the Return for each day following the day when the Return was lodged to the date that payment of the Tax is made.
 This additional Tax is payable 21 Days after the date on which it is incurred.
 Late RegistrationA Supplier who being required to apply or Register for VAT fails to do so within One month after becoming liable to apply is required to pay a late registration penalty fee of 10,000 fee Units for each standard Tax period the Supplier remains unregistered after qualifying for the registration threshold.
 Interest on Over due TaxWhere any Tax due and payable under the VAT Act is not paid within the time allowed, interest at the existing Bank of Zambia Rate Plus 2% is payable.
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CHAPTER 15
 VALUE ADDED TAX – III
 After studying this chapter you should be able to apply the following Special Retailer Methods:
 Method A
 Method B
 Method C
 15.1 – SPECIAL RETAILER METHODS
 Generally a taxable supplier is required by law to record each separate supply of goods and services in the period in which the Tax point falls or at the time of supply. But a retail shop cannot always keep separate record of each supply as it is made, although with VAT it may be making standard rated, zero-rated and exempt supplies. Three methods of calculating output tax on standard rated supplies have been designed which greatly simplify VAT accounting for retailers (Method A, B, and C). The three methods are described in this chapter with the aim of providing a useful insight on the prerequisites of applying any of the methods by retailers.
 Method A requires the retailer to separate sales into the exact amounts sold in each category (i.e. standard rated, zero-rated, or exempt).
 Method B requires Sales to be apportioned in the same proportion of the standard rated and zero-rated/ exempt purchases.
 Method C allows a retailer to calculate the estimated sales of zero-rated/ exempt items by the uncomplicated method of listing all such purchases and adding a flat 10% mark-up onto them. The balance of sales is deemed to be the total daily gross takings less the estimated zero-rated/ exempt sales obtained by this method. 
 If for any reasons a Retailer cannot use any Retail Method then he must use the normal way of accounting for output tax, that is, Invoice basis and record each separate supply as it is made. 
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QUALIFYING RETAILERS
 Only retailers who sell directly to consumers may use a Retailer Method and only for those supplies made directly to the consumers. This means that:
 Wholesale supplies and supplies to associated businesses made by a Retailer who uses a Retailer Method should be accounted for outside the Retailer Method;
 Supplies of professional services such as accountants and lawyers who normally bill their customers are not eligible to use a Retailer Method;
 Supplies from restaurants, canteens, cafeterias and other similar businesses are not eligible to use a Retailer Method; and
 Manufacturing Retailers e.g. bakers, shoe manufacturers etc who sell directly to consumers or suppliers of services who sell directly to the public are only eligible to use Retailer Method A.
 Retailer Method C is only available for a retailer who has a retail sales turnover not exceeding K200m per year, and only covers retail sales where tax is accounted for using daily gross takings (i.e. it does not apply to invoiced sales where tax is calculated from a listing of their totals).  
 DOES THE RETAILER METHOD AFFECT THE TAX PERIOD?
 No. Where a Retailer has decided to use a Retailer Method he will still have to use the tax period allocated to his business, and he will be required to submit his VAT Return within 21 days after the end of that tax period. 
 Accountable Records 
 A Retailer Method will not relieve a taxpayer of the responsibility to maintain Tax records. He will be required to keep records and accounts to include:
 A separate record of daily gross takings;
 Till rolls; and
 A record of till readings (e.g. X and Y readings for tills A and B for each day). 
 The Zambia Revenue Authority may require the Taxpayer to maintain other additional records and accounts if they find it necessary.
 MULTIPLE BUSINESSES 
 Where a Taxpayer has used the Retailer Method but is engaged in other businesses he need not apply the retailer method exclusively.
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Other than for those particular Supplies, which are eligible for a Retailer Method, he is required by the ZRA to account for the rest of the Supplies outside the Retailer Method (using either Invoice Basis or Payment Basis), he can use:
 A Retailer Method for all his supplies if all of them are eligible;
 A Retailer Method for his supplies which are eligible and the normal way of VAT accounting for the rest; or
 A combination of Retailer Method A, Retailer Method B and Retailer Method C if his supplies are eligible. 
 DAILY GROSS TAKINGS
 What Are Daily Gross Takings? 
 Rather than record separately each supply as it is made, a Taxpayer keeps a record of his sales on daily basis. Gross takings means that all payments that are received for goods supplied must be included on the day the payments are received, and this includes payments made for supplies before starting to use a Retailer Method or before registration. Failure to include all payments will result in an underpayment of tax and will result in the Tax Payer incurring penalties and interest, in addition to the tax arrears. Particular care must be taken to add back into the day‘s takings any money taken out, for example, from the till to pay for cash expenses. 
 Some Basic Rules 
 If the Tax payer’s record of daily gross takings is wrong, his calculation of Output tax will be wrong; so he must:- 
 Add to the gross-takings any monies removed from the daily gross takings as owner's drawings or for making payments for purchases;
 Add to the daily takings the normal selling price of the goods he has taken from stock for personal use or the use of others; 
 Add to the gross takings the normal selling price of goods he has supplied but for which payment is not made in money, e.g. goods taken in part exchange;
 Deduct from the gross takings payments that are not being accounted for by a Retailer Method e.g. wholesale supplies; and
 Deduct from the gross takings any refunds made to customers when goods are returned.
 SPECIAL CASES
 a) Payment by Cheque or Credit Card 
 The Tax Payer should include in the gross takings payments made in these ways as if he were receiving cash for the full amount payable. That is to say that there should be no distinction between Cash and credit Card / Cheque payments. 
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b) Deposits 
 A deposit is usually an advance payment and should be included in the Tax Payer’s gross takings on the day he receives it. 
 c) Sales on Credit Terms 
 If the Taxpayer has given credit to his customers, thus giving them time to pay, but makes no additional charge for the credit, he may include all payments in the gross takings as he receives the payment. If he charges an additional amount for the credit, that additional charge is exempt and should be treated as an exempt sale in his Retail Method A calculations.
 D) Exports 
 Any exports that a Tax Payer makes are Zero-Rated if they are accounted for outside the Retailer Method using the normal way of accounting for VAT and subject to the normal requirements for exports. 
 e) Disposal Of Business Assets 
 If a Tax Payer sells any of his business assets, for instance a Motor Vehicle, he should account for it outside the Retailer Method, and pay VAT to the Zambia Revenue Authority using the normal way of accounting for VAT. 
 CALCULATING TAX FROM GROSS TAKINGS
 Separating the Tax in Gross Takings 
 Whichever Retailer Method a Tax Payer uses it will divide his gross takings for each month into standard rated and zero-rated /exempt gross takings. But retail prices of taxable goods or services include the tax and we need a way of separating the tax from the rest of the taxable gross takings. We do this by multiplying taxable gross takings by what is called the VAT fraction. 
 Computing the VAT Fraction
 The VAT fraction depends on the rate of tax, but whatever the rate the fraction is quite simple. It is computed as follows: 
 The Rate of VAT / Rate of VAT + 100
 17.5 = 17.5 = 7
 17.5 + 100 117.5 47 
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Example:
 Maluba Mulevu
 Maluba Mulevu has used the Retailer Method to arrive at her standard rated gross takings – which amounts to K6,000,000  
 Multiply the VAT fraction to standard rated gross takings figure for the tax period to find the output tax, if for instance the figure is K6,000,000
 Answer:
 K6,000,000. X 7/47 = K893, 617= Output Tax for the Tax Period.
 If there is another change in the tax rate you should recalculate your VAT fraction and use the new VAT fraction from the date of the change.
 15.2 – RETAILER METHOD A
 At the time of sale the Tax Payer must be able to allocate his takings between standard rated and zero rated /exempt supplies. He must be able to do this accurately which means that his partners or employees receiving payments, usually at the till or cash register, must know which goods are standard rated and which are zero-rated /exempt. Separate tills, or multi-total tills, are a good way of separating the Tax Payer’s takings as required. Another way is to use different color price labels so that the members of staff operating the tills can identify which supplies are standard rated and which are zero-rated /exempt.
 Having separated his takings of taxable supplies from gross takings for the tax period of the VAT Return the Tax Payer should: 
 Multiply his total taxable supplies for the tax period by the VAT fraction
 Then add on the tax due on any supplies gross takings on which he is calculating tax outside the Retailer Method;
 The total figure should be entered in Box 1 of the VAT Return (VAT 100). 
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Example:
 Step 1:
 Add up the Tax Payer’s daily gross takings from standard rated sales for the tax period - K6, 500,000.; 
 Step 2:
 Multiply these standard rated gross takings (step 1) by the VAT fraction - K6, 500,000. X 7/47 = K968, 085.11. This is the Tax Payer’s out put Tax.
 Step 3:
 Add the output tax charged during the month using invoice and payments basis; and 
 Step 4:
 Add the figures in Step {2} and {3} and insert it in Box 1 of the VAT Return (Form VAT 100). 
 15.3 – RETAILER METHOD B 
 This method divides the Tax Payer’s gross takings for each tax period between standard rated and zero-rated /exempt supplies in the same proportion as between the value of the Tax Payer’s taxable and exempt purchases for resale in the same tax period: there is an adjustment after twelve months, when the Tax Payer uses the same way of dividing gross takings for the tax year ending 30 June each year (this means that if his effective date of registration is other than 1 July, his first adjustment will come after less than twelve months). The Tax Payer is also required to make the adjustment if he ceases to be registered or stops using Retailer Method B. 
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Example: 
 Step 1:
 Add up all the daily gross takings for the month K20,000,000 
 Step 2:
 Add up the cost to the Tax Payer, including VAT of all standard Rated goods received for resale in the month K5,000,000. 
 Step 3:
 Add up the cost to the Taxpayer, including VAT of all goods (Standard rated and zero-rated /exempt) you received for resale in the month K9,000,000. 
 Step 4: Apportion the month's gross takings as follows using the figures above:
 K5,000,000.00 (step 2) x K20,000,000.00 =K11,111,111.11
 K9,000,000.00 (step 3) 
 Step 5: Multiply the taxable gross takings (Step 4) by the VAT fraction as follows:
 Output tax =K11,111,111.11 X 7/47 = K1,654,846.34  
 Step 6: Add the output tax on supplies that the Tax Payer accounts for Outside the Retailer Method and the Output tax in Step 5 above. The Total figure is then inserted in Box 1of the VAT Return (VAT 100).
 T5 – TaxationAmendment Act 2006/07
 504

Page 476
                        

ANNUAL ADJUSTMENT FOR RETAILER METHOD B 
 The twelve months adjustment is done following the same steps above. 
 Example:
 Step 1:Add up the daily gross takings for the last twelve months K90,000,000.  Step 2: Add up the cost to the Taxpayer, including VAT, of all the taxable goods he received for resale in the last twelve months K30,000,000.  Step 3: Add up the cost, including VAT, of all goods:
 (Standard rated and zero-rated /exempt) you received for resale in the last twelve months K60,000,000. 
 Step 4: Apportion gross takings for the last twelve months as follows
 (Using the figures above)
 K30,000,000. (Step 2) x K90,000,000. (Step 1) / 60,000,000 (step 3) =K45,000,000.
 Step 5: Multiply the taxable gross takings (Step 4) by the VAT fraction K45,000,000.00 x7/47 =K6,702,127.70= Output tax for the 12 months. Step 6 : Add up the tax calculated from the Retailer Method on each of the twelve months and compare it with the total figure for the twelve months, and adjust the difference in the VAT Account. 
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15.4 - RETAILER METHOD C
 This method enables a business to calculate the standard rated sales by listing the zero-rated and exempt purchases for resale and adding a flat mark-up onto them. 
 Example:
 Step 1 - Prepare schedules of zero-rated and exempt purchases for resale during the tax period (separate totaled columns for each are usually advised by the ZRA);  Step 2 -Sum the zero-rated and exempt schedules in Step 1 and add the totals: e.g. Total zero-rated purchases=K3,000,000; Total exempt purchases =K1, 500,000
 Total zero-rated and exempt purchases =K3,000,000 + K1,500,000 = K4,500,000.
 Step 3 -Add 10% mark-up to the total figure obtained in Step 2 to arrive at the estimated total sales at the zero-rate or which are VAT exempt;= 110 X 4,500,000
   100
 =K4,950,000
 Step 4-Total the gross takings from cash sales in the Tax period
 (Remember to add back to the daily gross takings any cash paid out for cash purchases, expenses, wages, drawings etc) e.g. = K10,950,000 
 Step 5 - Calculate the standard rated sales in the Tax period by subtracting the figure arrived at in Step (3) the zero-rated/ exempt sales) from the figure arrived at in Step (4) - the daily gross takings in the tax period
 = K10,950,000 - 4,950,000 = K6,000,000 
 Step 6 - Calculate the output tax on retail sales by applying the VAT fraction to the standard rated sales calculated in Step 5. With a 17. 5% VAT rate this means that the figure from Step 5 is multiplied by 7/47 to obtain the output tax amount K6,000,000 x 7/47 = K893,617. 00 
 N.B The 10% mark-up in Step 3 cannot be varied as this fixed mark-up percentage is a prerequisite of using a Retailer Method C.
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DEALING WITH VARIATIONS
 Variation in the rate of tax at the beginning of the month:
 It is possible that the Minister of Finance, through a statutory order, may vary the Rate of Tax that was obtaining at the beginning of the year during the charge year. In the event that this takes place, the Tax Payer is required to operate his Retailer Method as was done in the past, but use the new VAT fraction for the period which starts with the date of the change. 
 Variation in the rate of tax during the month:
 In this scenario the Tax Payer must divide the period into two parts - one part ending the day before the change and the other starting with the date of the change. Then he must apply the old VAT fraction to his taxable gross takings for the first period, and the new fraction to the later part. The tax calculated in the two part periods should then be added together to provide the total output tax from the Retailer Method in the month.
 Variation in the liability to Tax of Goods or Services
 Where there has been some variation in the Liability to Tax of the Goods or services, for instance where certain goods or services have become exempt in the course of the charge year, the Tax Payer is required to operate his Retailer Method in the usual way, but from the date of the change, the record of daily gross takings for taxable supplies must include takings from supplies which have become taxable, and exclude takings from supplies which have become exempt. 
 Where Registration has ceased
 In Chapter 13 we highlighted the various ways in which registration might cease. In the event of any of the factors that might lead to deregistration taking place, the Tax Payer must operate his Retailer Method up until the day he ceases to be registered. 
 Ceasing to use the Retailer Method
 In the event that the Tax Payer Ceases to use the retailer method he must follow the same procedure as if he were being deregistered for VAT, except that he will not have to pay tax on his business assets. 
 *************************************************************************************************
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UNIT 11PROPERTY TAXATION
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CHAPTER 17
 PROPERTY TRANSFER TAX
 After studying this chapter you should be able to understand the following: Definition of property Realized value of Land Realized value of shares Transfer of property to a member of the immediate family Realized Value in Groups of Companies Exemptions Property Held in a Trust Inherited Property Liquidators, Receivers and Trustees in bankruptcy Returns and Notices
 17.1 - INTRODUCTION
 In the United Kingdom, Capital Gains Tax (CGT) is charged when a chargeable person makes a chargeable disposal of a chargeable asset. Broadly, a disposal occurs where ownership of an asset changes hands. A chargeable person is one who is resident in the UK for the chargeable period in which the gain arises.
 In Zambia there is no capital Gains Tax. However, there is a Property Transfer Tax, which is charged on the Realizable Value of the Property being transferred. This tax (PTT) is payable by the transferor of the property to the Zambia Revenue Authority.
 The Property Transfer Tax is administered by the Direct Taxes under the provisions of the Property Transfer Tax Act, which forms Chapter 340 of the Laws of Zambia.
 Objective of the PTT Act.
 On 29 March 1984 the first PTT Act was given Presidential assent with the primary objective of charging and collecting Tax based on the value realized from the transfer of certain property in the Republic; and to provide for matters connected with the transfer of property.
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17.2 – DEFINITION OF PROPERTY
 Section 2 of The PTT Act defines Property as including:
 Any Land in the Republic (This Includes any buildings, structures, or other improvements thereon); and
 Any Shares issued by a Company Incorporated in Zambia.
 Property Transfer Tax (S.4)
 Whenever any property is transferred, there shall be charged upon, and collected from, the person transferring such Property a PTT. Therefore:
 This Tax only arises whenever there is a transfer of Property. The Seller is responsible for the payment of this Tax.
 What is a Transfer?
 The word transfer is impliedly defined in S.2 (1) of the PTT Act. Transfer:
 a) In relation to Land, excludes the following: Letting or Sub-letting of Property. In this situation, PTT does not arise
 but letting income may be the subject of income Tax under the Withholding Tax System – i.e., Taxation of Rental Income covered under Chapter 9.
 Leasing, under- leasing or sub-leasing for a period of less than 5 years.
 b) In relation to a share, a transfer of property excludes the allocation of the same by the Company to the member in whose name the share was first registered.
 EXAM ELERT
 Share includes any Stock or any Certificate or Warrant relating to any Share or Stock.
 Therefore, it is worth noting what does not constitute a transfer for purposes of property transfer tax. But it must also be noted that non-qualifying transfers for purposes of PTT may still fall within the ambit of another Tax!
 RATE OF TAXThe 1994 Amendment Act reduced the rate of PTT from 7 % to 2.5 %. This Rate has remained in force until 1 April 2003. The 2003 National Budget has increased the rate of Property Transfer Tax from 2.5 % to 3 % with effect from 1 April 2003.
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17.3 – REALIZED VALUE
 Realized Value means the value of a Property as Calculated in accordance with the provisions of Section 5, of any Property liable to PTT. This is to say that the Realized Value of a Property is to some extent dependent upon the nature of the Property being transferred.
 Realized Value of LandThe realized Value of Land is the price at which it could, at the time of its transfer, reasonably have been sold on the Open Market as determined by the Commissioner General.
 Example:Mr. Harrison Mwale owned a piece of Land in Makeni in the charge year 2005/ 06. He bought this Land from Mr. Mbeluko Phiri in 1996 at a cost of K2 million. On 30 June 2006, he decided to sell it to a group of Orphans for only K500,000 even though the Land could fetch as much as K3 million.
 Answer:
 The realized value of Land is the price at which it could, at the time of its transfer, reasonably have been sold on the Open market as determined by the Commissioner General.
 On 30 June 2006, the date of transfer, the Land could be sold for as much as K3 million. Since this is reasonably a possible price, the Commissioner General is likely to charge Tax on this reasonable Open Market Price.
 Computation of TaxPTT = 3 % X K3,000,000 = K90,000.
 Mr. Mwale (The Transferor) of the Property will be Liable to PTT of K90,000. The situation would, however, be different, if as per Section 6 of the Act, the Minister of Finance and National Planning approve Orphans.
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Realized Value of Shares:
 The realized value of a share is the price at which it could, at the time of its transfer, reasonably have been sold on the Open Market as determined by the Commissioner General or its Nominal Value, which ever is the Greater.
 Example
 --------------------------------------------------------------------------------------------------------------Mwami Ltd, a Company incorporated in the Republic of Zambia has the following Capital Structure:
 K’000Ordinary Shares of K1 each 100Preference Shares 7 % of K1 each 50Shareholders Funds 150
 ------ 300
 ------
 Additional Information:a) Mwami Ltd is not listed on the Lusaka Stock Exchange Market.b) During the charge year, Mwami disposes some shares with a nominal
 value of K1 per share. The number of shares disposed is 20,000.c) The Open Market value of the shares as determined by most financial
 market specialists is K1.50 per Share. The ZRA’s Valuation is in agreement with that of market Specialists.
 Required:Compute the Amount of PTT stating the reasons why the amount of the Computed Tax is as such.
 Answer:
 PTT is levied on the Realized Value of the shares is the higher of the Open Market Price as determined by the Commissioner General and the Nominal Value of that share.
 K’000
 Nominal Value of Shares: 20,000 @ K1 each 20,000Open Market Value of Shares: 20,000 @ K1.50 each 30,000
 The realized value of the shares is the higher of the two, i.e. K30,000.
 PTT is consequently computed as follows:3 % X K30,000 = K900.
 Mwami Ltd (The transferor) will be required to remit K900 to the ZRA.
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17.4 - TRANSFER OF PROPERTY TO A MEMBER OF THE IMMEDIATE FAMILY.
 Section 2 (1) of the PTT Act defines immediate family as a spouse, child, duly adopted child or step - child.
 Where a person transfers his Property to a member of his Immediate Family, i.e., his spouse, child, duly adopted child or step child, the realized value of such Property shall be the Actual price, “ If any, ” received therefore by such person. The Act says “If any”. This implies that it is possible for someone to transfer Property to a member of the immediate family at Nil Consideration. In such case no PTT will arise!
 TIME LAPSE – S.5 (3)Where the Commissioner General determines that there has been unreasonable delay between the date on which the Property is sold and the date on which it is transferred, and as a result of such delay the value of the Property is different at the two dates, the realized value of such Property shall be the greater of the two values.
 17.5 – REALIZED VALUE IN GROUP OF COMPANIES
 S.5 (5) - of the PTT deals with Group of Companies.
 Where, within a group of Companies, a Company transfers Property to another Company (Other than a Company which is Resident in the Republic) within the same Group and the Commissioner General is satisfied that such transfer was carried out for the purpose of effecting an internal re-organization of that group, he may determine that such transfer shall have no Realized Value.
 EXAM ALERT
 A transfer of Property to a subsidiary or Parent Company not resident in the Republic is not covered or does not qualify to benefit from the provisions of S.5 (5) of the PTT Act.
 The purpose of the transfer should be to effect an internal re-organization.
 The Act says that the Commissioner General “May Determine” that such a transfer shall have Nil Realized Value. Since it is a determination, the tax -payer may object that determination.
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The determination of Nil Realized Value is not automatic. If anything, it is Optional. The Commissioner General may determine that the transfer shall have a realized value.
 17.6 - EXEMPTIONS
 The following are Exempt from the Payment of PTT: The Government Any foreign Government Such International Organization, Foundation or Agency as the Minister
 of Finance may approve for the purpose of not paying PTT. Any charitable Organization or Trust registered as such under the
 Income Tax Act Any Co-operative Society registered under the Co-operative Societies
 Act
 The various Organizations Listed in Paragraph 5(1) of the Second Schedule to the Income Tax Act. These are:
 Registered trade Unions Local Authorities Agricultural Society, Mining or Commercial Society, whether corporate
 or un incorporate, or any other Society having similar objects, not operating for the private pecuniary gain or profits of its members.
 Approved fund or Medical Aid Society. Political Party registered as a Statutory Society under the Society’s Act Approved Share Option Scheme Employees’ savings scheme or fund, if approved by the Commissioner
 General. Club, Society or Association organized and operated only for Social
 welfare, civil improvement, pleasure, recreation or like purposes, if its income, whether current or accumulated, may not in any way be received by any member or share holder.
 THE PARADOX OF PTT EXEMPTIONS
 One of the cardinal principles of PTT is that the Liability is borne by the transferor. This principle has far reaching implications for the application of exemptions to qualifying persons stipulated in S.6 (1) of the PTT Act.
 A transfer of property by any listed person in S.6 (1) does not attract PTT. However, a transfer of property to any of the exempt organizations does attract PTT. Thus the exemption only applies where an exempt organization is also the
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one making the transfer! If it is the one buying the property, the seller will have to pay PTT with absolutely no regard to the fact that the buyer is an exempt Organization.
 17.7 - TRANSFER OF PROPERTY HELD IN A TRUST
 Where Property held in a trust or a constructive trust is transferred to another person to hold in trust or constructive trust for the same beneficiaries, such transfer is not liable to PPT.
 In this arrangement, what is changing is the trustee rather than the beneficiaries. If the property that has been transferred to a new trustee is not held in trust for the same beneficiaries, then the fundamental condition has been abrogated with the immediate consequence of attracting or giving rise to a Tax liability!
 Where property held in trust is settled for the benefit of a member of the immediate family of the settler, the transfer of such property to the trustees or the transfer by the trustees to such beneficiary is not liable to Property Transfer Tax.
 17.8 - TAXATION OF INHERITED PROPERTY
 Where Property devolves upon death, the resulting transfer of such property is not liable to PTT if the transferee is a member of the immediate family of the deceased; nor shall any intermediate transfer to or by an executor, administrator, personal representative or other person acting in similar capacity be liable to tax if such intermediate transfer is carried out to give effect to such devolution.
 EXAM ALERT
 Devolution means the transfer or passing of property upon death to an heir. This does not include the transfer of property acquired through inheritance at death to third parties! This means that if a widow who has received property from the Estate of her late Husband decides to dispose of that property to a third party, this
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transfer will be liable to tax while the initial transfer of the property to her is outside the scope of PTT.
 Powers of the Minister under the Act:The Minister of Finance and National Planning may, by statutory order, exempt from Tax any Person, Transfer or Property or any class thereof.
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Who is a Person under the Act?
 Under the Act, Person includes: Any body of persons, corporate or otherwise, a corporation sole, a local
 authority, a partnership, a deceased’s estate, a bankrupt’s estate and a trust.
 The distinguishing feature is that Person includes a partnership as opposed to the definition of the same under the Income Tax Act that excludes a partnership!
 17.9 – LIQUIDATORS, RECIEVERS & TRUSTEES IN BANKRUPCY
 Any transfer of property in his capacity as a liquidator is not liable to PTT. Liquidator includes a receiver, trustee in bankruptcy, assignee in bankruptcy or under a deed of arrangement, or any other person acting in a similar capacity.
 Where a person in his capacity as a liquidator holds any property belonging to a debtor, any transfer of such property by him to any person other than the Debtor is liable to tax and the amount of such tax shall be recoverable from the liquidator.
 The word Debtor is quite inclusive. It includes a Bankrupt or other person whose Property has been placed in the hands of a liquidator for the purpose of settling the affairs or Debts of Such Debtor, and in the case of a Company, for the purpose of winding up such Company.
 Transfer of Property by Agents
 Where an Agent, Attorney, Sheriff, or other person acting in the name of the owner or Holder of any property, the owner or Holder of such Property and such Agent, attorney, sheriff or other person, as the case may be are both jointly and severally liable for PTT in respect of such transfer.
 17.10 – RETURNS AND NOTICES
 Every person who transfers any property, whether such property was transferred on his own behalf or on behalf of another, is required to render a provisional return
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of tax giving details of the property and the transaction as may be prescribed by the Commissioner General.
 The Provisional Return shall be submitted as follows:
 In the case of Land – to the Commissioner of Lands together with the Application for Consent to transfer such Property.
 In other cases – to the Commissioner General within 30 Days of the Transfer.
 PenaltiesGenerally, three penalties may arise under the PTT Act. These are:
 Penalty for failure to comply with notices Penalty for incorrect returns Penalty for fraudulent returns
 These Penalties are covered under the Income Tax Act provisions, which apply Mutatis Mutandis – i.e., after the necessary changes have been made!
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EXAMINATION TYPE QUESTION WITH ANSWER
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LINDA CHILEYA
 Linda is now 45 years old. Her business life is now just coming to the fore. And her trading activities have spread across many disciplines. In 1970, she was one of the pioneer farmers who ventured into Irrigation farming. Over the years, what seemed as a gamble at first has culminated into a successful business empire. Linda has approached you in your capacity as a Tax Consultant over her various trading and business Activities.
 Linda owns virgin Land in the Lilayi Area. She has had it for more than 5 years now. Her initial plan was to construct a farming training center. But she has been constrained by reports of violence in the Area. When she acquired the Land 5 years ago, it was valued at K50 million. This valuation was effected by the booming demand in the area at that time, but the demand has since died out. The events of the past few years means that the land can probably only fetch K10 million, if she is lucky! The Property Valuation Department at a GRZ Ministry thinks that the Property can be disposed of at K15 million. But a Tax Inspector at ZRA has assessed her to PTT at the full purchase price of K50 million.
 Linda acquired a farm garage from the Ministry of Agriculture valued at K20 million. She is concerned that the 30 days period within which a Provisional Return for PTT is supposed to done has elapsed.
 Linda has inherited shares in Palm Oil Plc, a Company which was 50% owned by her affluent father. The total value of the shares inherited is K35 million. Linda knows that Property that devolves at death is not liable to PTT. As she has no faith in the operations of Public Limited Companies she decides to dispose of his Holding to Interested capitalists.
 Linda has transferred one of her Chisamba Farms to Dah Farms Ltd under a short lease arrangement of 4 years. The Lease Rentals per each of the 4 years is K4 million. There is a clause in the lease, which gives Dah Farms Ltd the authority to sub-lease the farm for a period not exceeding 2 years.
 Linda has during the year let out Property to a Government Ministry. The Rental value of the Property is K60 million.
 Required:Advise Linda of the PTT implications of the above transactions. You should also alert her of other Taxes that might affect some of her Transactions. Use the rates in force as at 31 March 2006.
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ANSWERLINDA CHILEYA:
 Land in Lilayi:
 The realized Value of Land is the Price at which it could, at the time of transfer, reasonably have been transferred or sold on the Open Market as determined by the Commissioner General.
 The land was acquired for K50 million but the Commissioner General is supposed to follow the valuation of the Property Valuation department at a Government Ministry of K15 million. The K10 million is unacceptable as far as the Commissioner General is Concerned.
 The PTT will therefore be computed as follows:3 % X K15,000,000 = K450,000.
 Property Acquired from a Government Ministry:
 PTT is levied on the Realized Value of Property transferred – not property Acquired! Further to this, PTT is borne by the transferor as long as that transferor is not an exempt person or Organization. In this case, Linda has acquired Property from Government, which is an exempt entity. Linda therefore should not worry about the lapsing of the Return period because she has no obligation or Liability under the PTT Act.
 Inherited Shares:Where Property devolves upon death, the resulting transfer of such property is not liable to PTT if the transferee is a member of the immediate family. The passing of the Palm Oil Plc Shares to Linda is not a taxable Transfer under the PTT Act. But the passing of the inherited Shares in Palm Oil Plc to interested capitalists falls within the ambit of PTT. Linda will therefore be assessed to PTT as follows:
 3 % X K35,000,000 = K1,050,000.
 Leased Farm:
 Leasing Arrangements that are for a period less than 5 years are excluded from the definition of a “transfer” for PTT purposes. The lease period in the question is 4 years so this lease qualifies to be excluded from the definition of a transfer under the PTT Act. Linda is therefore not liable to PTT on the transfer of her Chisamba Farm by way of a 4-year Lease.
 Letting of Property
 S.2 (1) of the PTT Act excludes the letting of Property from the definition of a transfer for PTT purposes. Therefore, this is also not within the scope of PTT. However, Linda is liable to Income Tax on her Rental Income of K60 million per annum. Rental Income is taxed under the Withholding Tax System as follows:
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K60,000,000 X 15 % (WHT) = K9,000,000.
 Linda ChileyaSummary of Tax Liability for the Charge year 2005/ 2006.
 KTax on Rental Income 9,000,000Property Transfer Tax:Land at Lilayi 450,000Property acquired -Inherited Shares 1,050,000Leased Farm -
 ---------- 1,500,000
 --------------Total Tax Liability 10,500,000
 --------------
 ************************************************************************
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UNIT 12
 CUSTOMS AND EXCISE DUTY
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CHAPTER 18
 CUSTOMS AND EXCISE DUTY
 After studying this chapter you should be able to understand the following: Functions of the Customs & Excise Division Official and Commercial documents Value for duty Purposes Valuation Clearance
 18.1 - INTRODUCTION
 The customs and Excise Division of the ZRA administers the Customs and Excise Act CAP. 322 of the Laws of Zambia and is composed of Two Sections namely the Customs and Excise Sections.
 The Customs Section is responsible for the collection of Customs Duty and the enforcement of the Imports and Exports Controls.
 The Excise Section is Responsible for the collection of Excise Duty and enforcement of Controls related to Excisable products. The Section also collects fuel Levy on behalf of the National Roads Board.
 The Customs and Excise Division is also involved in implementing bilateral, regional and international trade arrangements, and supporting global enforcement efforts against smuggling, the illegal importation and exportation of arms, drugs of abuse, etc as mandated through various international legal instruments. For example, Zambia is a member of both the SADDC and the Common Market for Eastern and Southern Africa (COMESA). Membership in these two regional blocs entails extending preferential tariffs to goods imported from SADDC and COMESA Member States subject to agreed conditions (the Rules of Origin). Goods originating in Zambia also enter into the countries in question at preferential rates.
 The Customs and Excise Division, as the agency of government entrusted with the responsibility to monitor and control imports and exports, is responsible for the implementation of the ‘trade and customs’ clauses of the regional trade agreements. This also applies to trade preferences that may not be mutually applying – such as the preferences extended to Zambia under the African Growth and Opportunity Act of
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the USA. At the international level, the Zambia Revenue Authority Customs and Excise Division is a member of the World Customs Organization (WCO).
 Membership in the WCO confers certain benefits to the country: e.g. participation in negotiations towards accession to customs agreements with international application (such as the Harmonized System Convention that forms the basis for tariff classification of goods traded in the international market). The links assist in developing best international practices through benchmarking, training of customs officers through the WCO or Member States, networking with other organizations with a stake in international trade e.g. the World Trade Organization, the International Chamber of Commerce, the United Nations Conference for Trade and Development (UNCTAD), etc.).
 Since Zambia is a member of the World Trade Organization (WTO), the Division also implements and enforces those WTO agreements to which Zambia has acceded. These include the Agreement on Customs Valuation (ACV) adopted by Zambia and the Agreement on Trade-Related Aspects of Intellectual Property Rights (TRIPS). The Division has also participated in negotiations and consultations toward the WTO Agreement on Rules of Origin.  The African Growth and Opportunity Act (AGOA) The African Growth and Opportunity Act (AGOA) is contained in the United States of America Trade and Development Act of 2000, signed into law by then President William J. Clinton on 18th May 2000. The Act provides for entry of Zambian (among other Sub-Saharan Countries) exports to the USA at preferential rates. Currently, only a few companies are eligible for this treatment.  A manufacturer who wants to take advantage of the benefits of AGOA has to obtain a Certificate of Registration for manufacture. The Certificate is issued annually to registered manufacturers in Zambia wishing to export merchandise to USA under AGOA.
  The manufacturer shall make an undertaking to preserve all records relating to the production of the goods to be exported such as records of the number of workers, actual quantities produced, work that is subcontracted (done outside the manufacturer’s premises) and the machinery used. The records should be kept for a period of at least seven (7) years.
   
 Objective of the Customs Act
 The Act was first enacted on 1/07/55 to provide for the importation, collection and management of customs, excise and other duties, the licensing and control of warehouses and premises for the manufacture of certain goods, the regulating, controlling and prohibiting of imports and exports, the conclusion of customs and trade agreements with other Countries, forfeitures and for other matters connected therewith or incidental thereto.
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18.2 - THE FUNCTIONS OF THE CUSTOMS & EXCISE DIVISION
 The Customs and Excise Division of the Zambia Revenue Authority is tasked with the following duties:
 REVENUE COLLECTION
 The Division collects Revenue on behalf of the Central Government through the following prescribed Duties:
 Customs Duty – a tax on goods imported into the Country. Import VAT – VAT paid on Imports at entry into the Country except where
 the VAT is deferred. Excise Duty – a tax on goods manufactured in Zambia and mainly of
 Luxury nature. But it is also levied on some imported goods. Fuel Levy – a tax collected on Petrol and Diesel. Dumping Duty – a tax on goods where dumping has been established.
 This is intended to protect the local companies from unfair foreign competition.
 PROTECTION OF LOCAL INDUSTRY
 The Division is charged with the Responsibility to protect local industry against foreign competition. The protection is achieved by means of:
 Protective Duties – high rates of customs duty aimed at discouraging the excessive importation of Target Goods; especially those that are also locally produced.
 Enforcing of alternative Duty Rates such as 25% or K2 million, whichever is higher, on Motor Vehicles.
 Import Licences Rebate of Duty on Raw materials for use in the manufacture of specified
 goods.
 This protection does not only allow the growth of industries in Zambia and provision of employment to local people, but it also makes the Country Self – sufficient in Goods.
 PROTECTION OF THE PUBLIC The Division is empowered to seize dangerous or harmful goods so that
 such goods do not reach the Zambian Market. All narcotic and psychotropic substances are prohibited, together with
 pornographic materials in whatever form.
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PROTECTION OF PLANT LIFE
 All plants imported into Zambia must comply with the Plant, Pest and Diseases Act.
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PROTECTION OF ANIMAL LIFE
 All animal products coming from outside Zambia must be free of disease or else they risk destruction or Quarantine.
 Quarantine means a period of time when someone or something that may be carrying disease is kept separate from others so that the disease cannot spread. For instance, animals entering Britain from abroad are put in quarantine for 6 months to prevent the spread of diseases such as Rabies.
 PREVENTION OF SMUGLLING
 Smuggling means causing goods to leave Zambia or causing goods to be brought into Zambia without the notice of the ZRA.
 PROTECTING ZAMBIA’S WEALTH
 Exportation of articles that are considered natural wealth for Zambia need export permits, e.g. Minerals, government trophies etc.
 PROVISION OF DATA FOR TRADE STATISTICS
 Periodically, the ZRA has a mandatory obligation to provide information to the Bank of Zambia and Central Statistics Office obtained from various Customs documents such as the Bills of Entry, which assist in the formulation of Trade Policy.
 18.3 - POWERS OF THE ZRA OFFICERS
 General Powers
 Officers of the Customs and Excise Division have under Section 9 of the Customs and Excise Act the Power to do any of the following:
 S. 9(1) An officer may stop and search any person, including any person within or upon any ship, aircraft, or vehicle, whom he has good reason to suspect of having secreted about him or in his possession any dutiable goods or any goods in respect of which there has been a contravention of the law.
 A person shall only be searched by a person of the same Sex.
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S. 9 (2)For the protection of the revenue and the proper administration of the customs and Excise Act an officer may:
 Without prior notice, enter any shop, office, store, structure or enclosed area for making such examination and inquiry, as he considers necessary.
 Demand for any book, document, or thing, which is required under the provisions of Customs and Excise Act.
 Examine and make extracts from and copies of such books and documents.
 Take with him onto such premises an Assistant who may be a Police officer or other person.
 S. 9(3)Any person who is in occupation, ownership, or control of any premises referred to in Subsection (2) above and every person employed by him shall at all times furnish such facilities as are required by an officer for entering such premises in the course of his duties and for the exercise of the powers conferred by subsection (2).
 S. 9(4)
 If any officer, after having declared his official capacity and his purpose and having demanded admission into any premises, is not immediately admitted thereto, he and any person assisting him may at any time, but during the hours of darkness only in the presence of a Police officer, break open any door or window or break through any wall on such premises for the purpose of entry and search.
 S.9 (5)
 For the purpose of search, if any safe, chest, box, or package is locked or otherwise secured and the keys thereof or other means of opening it are not produced upon demand, the officer may open such safe, chest, box, or package by any means at his disposal.
 S. 9(6)
 If a search reveals no breach of the customs and Excise Act, any damage done by an officer or person assisting him shall be made good at the expense of the Government, unless such officer or other person has been obstructed in the exercise of his powers under the Customs and Excise Act.
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S. 9(7)
 Where the Commissioner General has reasonable grounds to suspect that any person has contravened the provisions of the Customs and Excise Act, he may apply to the High Court ‘ Exparte’ for an order requiring any Bank or financial Institution to furnish him a statement in writing containing particulars of: -
 All Bank accounts – business or private, of such person. Deposits or sources of deposits made by such person. All payments made by or to any such person.
 S. 9(8)An officer shall have the right to put such questions to any person as may be required for obtaining all necessary information.
 OTHER SPECIFIC POWERS
 S.5The commissioner General may station an officer on any ship or train while such ship or train is within Zambia and the master of any such ship or train shall provide free of charge such accommodation and board as may be reasonable.
 S.6Any officer, when traveling on duty connected with the administration of the Customs and Excise Act in any Ship or Train, is entitled to free travel.
 S.7 (1)An officer may board any ship arriving at or being about to depart from any port in Zambia, or being within Zambian waters.
 S.7 (2)An officer may enter any aircraft or vehicle arriving in or being about to depart from Zambia and exercise the powers provided for in the Customs and Excise Act.
 S.8The officer has the power to seal up all sealable goods on the ship, aircraft or vehicle.
 S.10An officer may at any time take, without payment, samples of any goods for examination or for ascertaining the duties payable thereon or for such other purposes as the Commissioner General may consider necessary.
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S.11An officer may require the owner of any package imported into Zambia to open such package and may examine, weigh, mark, or seal such goods as are contained therein.
 18.4 - OFFICIAL AND COMMERCIAL DOCUMENTS
 All official transactions carried out by any business enterprise must be supported by written documentation to ensure accountability, logical flow of information, procedures and also maintain records for future reference.
 It is important that students of Taxation and accountants familiarize themselves with both official and commercial documents used in international trading transactions.
 Official DocumentsThese are documents designed and prescribed in legislation for use by persons transacting with the Customs and Excise Division of the ZRA or for use by the Division in accomplishing its objectives. The eighth Schedule to the Regulations outlines all the prescribed Forms, which are the main Official Documents:
 Commercial DocumentsDo traders when transacting amongst themselves issue Documents. Unlike the official documents, which are standard, this varies from trader to trader and includes the following:
 Commercial invoice Contracts Bills of lading Airway Bills Rail advise Notes Manifest or consignments Notes Correspondence Final Accounts, Statements etc. Letters of Credit or documentary Credit
 These documents show officers the value of the goods, description, weight, Country of Origin etc.
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Licences and PermitsThese are documents issued by concerned authorities for certain restricted or prohibited goods to intending importers or exporters.
 Other Books of reference by the ZRA Rules issued by the Commissioner General under the Customs and Excise
 Act The Customs and Excise Tariff Book – this is the major tool used by the
 Customs and Excise Division in classifying goods. It contains rates of duty to be applied when making assessments of outstanding amounts.
 The Commodity Index – which assists officers in classifying goods quickly. Items are presented in alphabetical order for ease of reference with appropriate tariff numbers indicated alongside each item.
 The H.S Explanatory Notes – which constitutes the official interpretation of the harmonized system as approved by the world customs organization.
 The Compendium of Classification Opinions – this book lists all the classification opinion adopted by the World Customs Organization resulting from the study of classification questions, which are referred to them by contracting Countries.
 The Compendium of Policies and Procedures – this Compendium is issued pursuant to Section 194 of the Customs and Excise Act for purposes of issuing procedures and instructions that are binding on all officers. Unlike other books of reference, this book is confidential and intended for use by officers of the Customs Division only.
 Ports of Entry and Routes Order – Which outlines the routes through which goods may enter or leave the Country and also specifies the hours of operations at the various Customs Ports through out the Country. It follows, therefore, that it is an offence for anyone to import or export goods using routes other than those specified in the Order.
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Detailed Guide on how to complete Form CE 20
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18.5 – DETERMINATION OF VALUE FOR DUTY PURPOSES
 When goods are imported into the Country, appropriate duties need to be computed and consequently remitted to the ZRA. In the process most duties are computed as a percentage of the value of the goods for the purposes of establishing the amount of customs duty or surtax payable on the goods imported into Zambia or manufactured in Zambia. Therefore it is important to assess and establish the correct value for the goods.
 This value for duty purposes is largely based on the CIF (Cost Insurance and Freight) price. We have already looked at what goes into the cost – commissions, brokerage etc. To cost you add the cost of Insurance and all freight charges to come up with the appropriate value for duty purposes.
 VDP FOR CUSTOMS DUTY
 The value for the purposes of assessing Customs Duty is the Sum of Cost, Insurance and Freight.
 Where Values have been expressed in a foreign currency, the commissioner General shall determine the Exchange Rate.
 VDP FOR EXCISE DUTY
 The value for the purposes of assessing Excise Duty on imported Excisable goods shall be the VDP for Customs purposes Plus the Customs Duty payable on those Goods.
 VDP FOR EXCISE DUTY AND SURTAX ON GOODS MANUFACTURED IN ZAMBIA
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The value for the purposes of assessing Excise Duty and Surtax on locally manufactured excisable goods shall be:
 The Factory Cost Plus 25% of Such Cost; The Selling Price; or The Open Market Value
 Which ever is higher.
 Factory Cost = The Sum of all the costs, direct and indirect, incurred by the manufacturer in the manufacture, finishing and packing of Goods.
 VALUE FOR EXPORTED GOODS
 The value for customs purposes of any goods exported from Zambia is: The Selling price Free on Board at the place of dispatch or port of shipment in
 Zambia, including the cost of packing and packages. In the Case of Goods for which there is no local selling price, the price
 realized Less the Cost of freight, railage, insurance and charges other than packing, incidental to placing the goods on board a ship, aircraft or vehicle; or
 In the Case of goods for which there is no selling price, the value assessed by the Commissioner General.
 INCOTERMS USED IN THIS SECTION
 CIF (Cost, Insurance & Freight)
 The seller has the same obligation as under CFR (Cost and Freight), but with the addition that he has to procure marine insurance against the buyer’s risk of loss of or damage to the goods during the carriage. The seller contracts for insurance and pays the insurance premium.
 FOB (Free on Board)
 The seller fulfils the obligation to deliver when the goods have passed over the ship’s rail at the named port of shipment. The buyer has to bear all costs and risks of loss of or damage to the goods from that point
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18.6 - VALUATION
 Valuation Rules
 This is one of, if not the most important topic in as far as Customs and Excise Duties are concerned. We will look at how to calculate the Value for Duty Purposes and other provisions of the Customs and Excise Act in the light of the World Trade Organization (WTO) Valuation Agreement. Zambia has generally adopted what is famously called the Brussels Definition of Value (BDV) but as an active participant in Globalization issues, it is steadily adopting the provisions of the World Trade Organization which more intent on harmonizing international Customs Practices and Procedures.
 The World Trade Organization Valuation Agreement
 This was formerly known as the General Agreement on Tariff and Trade Valuation (GVA) and was based on the principles of the multilateral Trade Negotiations Agreement on Customs Valuations of Article VII of the WTO concluded in 1979.
 Why Change from BDV to WTO Valuation?
 There are many perceived advantages of shifting to the WTO Valuation agreement:
 To improve the effectiveness and efficiency of the Customs Valuation System To provide a fair and equitable method of valuing imported goods in order to
 collect the correct amount of Customs Duty and other charges. To keep in touch with the rest of the World To meet international obligations brought about by Zambia being a signatory
 to the World Trade Organization
 Available Valuation Methods
 There are six methods available for computing the Value of Imported Goods namely:
 Transaction Value Method Transaction Value of Identical Goods Method Transaction Value of Similar Goods Method Deductive Value Method Computed Value Method Residual Basis (Fall Back) Method
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TRANSACTION VALUE METHODThis is the primary or main Valuation Method as stipulated in the Fifth Schedule Subsection (2) of the Customs and Excise Act which states that: ‘The customs value of imported goods shall be their Transaction.’
 Transaction Value may be defined as the price actually paid or payable for goods when sold for export to Zambia, adjusted in accordance with the provisions of Clause 3 of the fifth schedule. In this clause the Commissioner General adjust the value of the goods where he is of the opinion that the price has been affected by a special relationship between the Foreign Supplier and the Zambian Importer.
 Four Steps to Determining Transaction Value:
 Identify the Import Sales Transaction – a contract of sale for the imported goods that is entered into before the goods come under the Control of Customs. A valid Contract is evidence by the presence of an offer, acceptance and finally consideration. In other words, a valid contract must be legally enforceable against a defaulting party.
 Determine the Price – price in relation to imported goods, is the aggregate of all amounts actually paid or payable by the Buyer to or for the benefit of the Seller in respect of the goods – S.1(1) of the 5 th Schedule of Section 85 of the Customs and Excise Act. It must be noted that price is not the customs value but the legal starting point for determining a Customs Value for imported goods.
 Make Legal Deductions of Adjusted price – as we saw earlier, if a relationship has affected the price, the Commissioner General shall write, if so requested, to the importer informing him of the grounds why the price is suspected to have been affected by a relationship. The importer has however, an opportunity to satisfy the CG that the relationship did not affect the price. In that regard, Customs would then consider:
 The circumstances of Sale to determine whether the price was influenced by the relationship -; or
 Whether the price closely approximates one of the Test Values – Test values supplement the general examination of circumstances surrounding the Sale when the buyer and Seller are related.
 Price Averaging, Package Deals etc:
 Package deals, price averaging and similar arrangements usually involve purchases of different goods or services in the same or separate transaction at artificially lower prices constructed by the parties for some goods and Services.
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Value Unrelated Matters:
 Price is determined without regard to value unrelated matters: Rebates that have not been received by the Buyer when the price is being
 determined (retrospective discounts) e.g. goods found to be damaged in transit.
 Activities undertaken by the buyer on his own account, other that those for which an adjustment is demanded.
 Make the Legal additions of Price Related Costs
 This is the last stage in determining transaction value. Price related costs are only added to price in the following circumstances:
 The costing elements they refer to are not already in the seller’s Price The costing elements have been actually incurred by the buyer in connection
 with the Imported goods. They are based on objective and quantifiable data.
 Examples of Price Related Costs: Commissions and brokerages in respect of the goods incurred by the buyer,
 except buying commission. Packing costs Value of goods and services supplied directly by the buyer free of charge or at
 reduced cost Royalties and licence fees and payments for patents, trade- marks, etc Value of any part of the proceeds of any subsequent resale, disposal etc. Value of materials, component parts, and other goods incorporated in the
 imported goods. Costs of transportation and insurance, loading, unloading and handling
 charges etc.
 IDENTICAL GOODS METHOD
 Section 85 Clause 4 (1) dictates that where the Customs value of imported goods cannot, in the opinion of the Commissioner General, be determined under clause 2 (The transaction Value Method above) the customs value of the goods shall be the transaction value of Identical goods in respect of a sale of those goods for export to Zambia if that transaction value is the customs value of the identical goods and the identical goods were exported at the same or substantially the same time as the goods being valued and were sold under the following conditions:
 a) To a buyer at the same or substantially the same trade level as the buyer of the goods being valued; and
 b) In the same or substantially the same quantities as the goods being valued
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Clause 4 (2):
 Where the customs value of imported goods cannot be determined under Sub-clause (1) above on the grounds that the two conditions set out in a and b above were not met, then the identical goods should have been:
 a) Exported to a buyer at the same or substantially the same trade level as the buyer of the goods being valued but in quantities different from the quantities in which those goods were sold.
 b) Exported to a buyer at the trade level different from that of the buyer of the goods being valued but in the same quantities in which those goods were sold; or
 c) Exported to a buyer at the trade level different from that of the buyer of the goods being valued and quantities different from the quantities in which those goods were sold.
 Additions and Deductions – Clause 4 (3)
 In determining the customs value of imported goods, transaction value of identical goods shall be adjusted by adding or deducting amounts for:
 Adjusted price and price related costs in respect of identical goods Costs, charges, and expenses in respect of the goods being valued that are
 attributable to differences in distances and modes of transport Where the transaction value is in respect of identical goods sold under the
 conditions stipulated in Sub-clause (2) a, b, and c above, differences in the trade levels and quantities to the buyers of identical goods and the goods being valued were sold or both, as the case may be.
 If each amount can, in the opinion of the Commissioner General, be determined on the basis of sufficient information; where any such amount cannot be so determined, the customs value of the goods being valued shall not be determined on the basis of the transaction value of those identical goods under this clause.
 Two or more transaction values of identical goods – Clause 4 (4)Where there are two or more transaction values of identical goods that meet all the requirements under sub clauses 1& 2 of clause 4, the customs value of the goods being valued shall be determined on the basis of the lowest transaction value among those being considered.
 T5 – TaxationAmendment Act 2006/07
 544

Page 516
                        

SIMILAR GOODS METHOD
 Where in the opinion of the Commissioner General the customs value of imported goods cannot be determined under clause 4, the customs value of the goods shall be the transaction value of similar goods in respect of a sale of those goods for export to Zambia if that transaction value is the customs value of the similar goods and the similar goods were exported to Zambia at the same time or substantially the same time as the goods being valued and were sold under the following conditions:
 a) To a buyer at the same or substantially the same trade level as the buyer of the goods being valued; and
 b) In the same or substantially the same quantities as the goods being valued.
 EXAM ALERT
 Both clauses 4 and 5 require a previously accepted and established transaction value under clause 2.
 Hierarchical Order of Clauses 4 and 5
 Identical – same producer- same levelIdentical – same producer – different levelIdentical – different producer – same levelIdentical – different producer – different levelSimilar – same producer – same levelSimilar – same producer – different levelSimilar – different producer – same levelSimilar – different producer – different level
 The time element would never take precedence over the Orders of Clause 4 and 5. That is, a similar product exported close to the date of export of the goods being valued would not be preferred over an identical product exported at a time further removed from that date.
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DEDUCTIVE VALUE METHOD
 The deductive Value Method is a method used to determine the Customs Value by reference to the Unit Sale Price of the Imported goods or similar goods in Zambia, adjusted to the place of importation.
 Conditions:The following conditions are required:
 The goods should be sold in Zambia in the same condition as imported The imported goods or identical goods or similar goods should be sold in
 Zambia at the same or substantially same time as the time of importation of the goods being valued
 The price is the first sale in Zambia of the Imported goods or identical goods or similar goods
 The established unit price should be the one at which the imported goods or identical or similar goods are sold in greatest aggregate quantity
 There should be no relationship between importer and the domestic buyer in Zambia.
 The buyer at the first trade level in Zambia should not have supplied free of charge or at reduced cost of production.
 If there are no sales in Zambia of the imported goods or identical or similar goods sold in the condition as imported at or about the date of import of the goods being valued, then the price at which the imported goods or identical or similar goods are sold in Zambia should be considered.
 Deductions
 The price per Unit in respect of any goods being valued or identical or similar goods shall be adjusted by deducting:
 The amount of commission generally earned on a unit basis for imported goods of the same class.
 Additions usually made for profit and general expenses in Zambia for Imported goods of the same class.
 Post importation charges Value added that is attributable to the assembly, packing or further processing
 of the goods in Zambia.
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COMPUTED VALUE METHOD
 Computed value is determined by calculating the sum of all the costs which have gone into their production, profit, transportation and insurance costs to their place of importation.
 Defined in more detail, computed value is the sum of the following: The cost or value of materials and fabrication or other processing employed in
 producing the imported goods. An amount for profit and general expenses equal to that usually reflected in
 sales of goods of the same class as the goods being valued which are made by producers in the Country of Exportation for export to Zambia.
 The cost or value of all other expenses necessary to reflect the adjustments.
 Cost or Value of Materials and Fabrication
 Here we need to distinguish between Cost and Value of materials and fabrication.
 Cost of Materials – Clause 7 (2)Cost of Materials will include Costs to get the materials from their source to the place of manufacture. However, not to be included in the cost of materials are:
 Any recoverable amounts for either scrap or waste The amount of any internal tax imposed by the Country of production that is
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Ppohibited Imports
 Importation of the following goods is prohibited: False or counterfeit coins or bank notes Any goods which are indecent, obscene or objectionable material Pirated or counterfeit goods Prison made and penitentiary made goods Spirituous beverages which contain preparation, extracts, essences or
 chemical products which are noxious or injurious Qilika
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However, the Minister of Finance and National Planning may authorize the importation of these goods if they are for the purposes of Study, scientific investigation, or use as evidence in any court proceedings.
 Restricted Imports
 Importation of the following goods is restricted unless accompanied by the relevant licences, permits, Certificates and other legal documents:
 Agricultural produce Grain, Wheat and Seed Medicines and Drugs Mineral Ores and Precious Stones Firearms and ammunition; and Pets.
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TUTORIAL QUESTION WITH ANSWER
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PASCAL CHIBUYE
 Pascal Chibuye imported a Toyota Vista car from Japan during December 2005. The cost of the car, free on board (FOB), was $2,100. The cost of freight to the port of Durban in South Africa was $1,200 while the cost of Insurance to the same port was $180.
 In order to transport the car from Durban to the Zambian boarder, Mr. Chibuye spent an extra $400.
 The exchange rate at the time of purchasing the car was $1 = K4,680.
 Required:
 (i) Calculate the motor car’s value for customs duty purposes in Zambian Kwacha.
 (ii) Calculate the amount of Customs Duty, Excise Duty and Import Value Added Tax payable on the car.
 (iii) Calculate the minimum amount of Customs Duty that Mr. Chibuye would have paid on the car at its importation in December 2005?
 ANSWERPASCAL CHIBUYE
 (i) The value for duty purposes (VDP) is:
 $Cost 2,100Freight to Durban 1,200Freight to Zambian Boarder 400Insurance 180
 --------3,880--------
 Value in Kwacha = $3,880 x K4,680 = K18,158,400
 (ii) Customs Duty payable
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Duty = 25% x VDP = 25% x K18,158,400 = K4,539,600
 Excise Duty Payable
 KValue for Customs Duty Purposes 18,158,400Customs Duty 4,539,600
 ----------------22,698,000----------------
 Excise Duty = 5% x K22,698,000 1,134,900----------------
 Import Value Added Tax Payable K
 Value for Excise Duty Purposes 22,698,000Excise Duty 1,134,900
 ----------------Value for VAT purposes 23,832,900
 ----------------
 Import VAT Payable: 17.5% x K23,832,900 = 4,170,758
 (iii) The minimum amount of Customs Duty that Mr. Chibuye would have paid is K2,000,000.
 *********************************************************************
 THE END
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UNIT 10WITHHOLDING TAX SYSTEM
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CHAPTER 16
 WITHHOLDING TAXES
 After studying this Chapter you should be able to understand the following: Meaning and nature of withholding Taxes Tax treatment of Income subject to withholding tax Taxation of Income from Interests Taxation of Rental Income Medical Levy
 16.1 – MEANING AND NATURE OF WITHHOLDING TAXES (WHT)
 In order to ensure collection and to minimize administrative burdens to taxpayers, a withholding tax system applies in respect of certain categories of Income which is not taxed according to the normal assessment process.
 Thus it ought to be established right from the start that Withholding tax is not a tax but a means of collecting that tax. Withholding tax is deductible from a payment by the person who is liable to make the payment (the payer) at the point in time the person to whom it is due to be made (the payee) becomes legally entitled to it (date of accrual). The payer is required to pay the tax deductible to the Zambia Revenue Authority by reference to the date of accrual no matter how, when or where payment is made. If you are one of those that believe that Withholding Tax is a tax then time is now to put things in perspective.
 DEFINITIONS  Payer – This refers to the person who is liable to make a payment and who is responsible for deducting and paying tax to the Zambia Revenue Authority. The tax is recoverable from the payer whether he makes the payment directly or through an agent e.g. a bank.
 Payee – This refers to the person legally entitled to receive a payment.   Date of Accrual – The date on which the payee is legally entitled to claim payment whether paid or not. This is the date on which tax is deductible and determines the date by which the tax is payable to the Zambia Revenue Authority.
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Withholding tax is deductible under the Income Tax Act from the following payments: Interest Royalties Management and Consultancy fees Rents Commission (other than that paid by the employer to his employees) and Public entertainment fees (payments made to non- resident entertainers
 and sportsmen).
 Withholding tax is also deductible from dividends and payments to non-resident contractors.
 16.2 – TAX TREATMENT OF INCOME SUBJECT TO WHT
 INTEREST
 The amount from which tax is to be deducted is the total amount of interest payable before any deduction whatsoever.
 However, the first K750,000 per year or K62,500 per month of the bank interest or Treasury bill interest received by an individual is exempt from tax. The balance, if any, is taxed at 25% and it is the final tax. This means that the interest income will not be subject to further tax. In other words, the individual who is in receipt of interest income need not bring it in his year end Personal Income Tax Computation.
 As regards other persons other than individuals, the withholding tax rate is 15%. The withholding tax on interest is not the final tax. This means that companies and other persons (Not natural persons) will still have to pay further tax on their Interest Income at the appropriate rate.
 It should be noted that with effect from 1st April 2002, interest earned on government bonds is subject to withholding tax irrespective of when the bonds were entered into. The rate is 15% for both individuals and legal persons and is the final tax. Here you need to note that both individuals and companies are taxed at the same rate and equally benefit from the WHT being the final tax.
 When is withholding tax deductible from interest?
 Withholding tax is deductible on the date of accrual of any amount due to a payee.
  ROYALTIES, MANAGEMENT AND CONSULTANCY FEES
 The amount from which tax is to be deducted is the gross amount payable to the payee before any deductions whatsoever.
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PUBLIC ENTERTAINMENT FEES AND COMMISSIONS
 The withholding tax on public entertainment fees paid to non-resident persons was introduced as from 1st April, 2000.
 The withholding tax is deductible from all payments made to non- resident entertainers and sportsmen for performances within Zambia.
 In the case of commissions, the withholding tax was introduced as from 1st April 1999. The withholding tax is deductible from all payments of commissions other than those paid by the employer to his employees.
 When is withholding tax deductible on Public Entertainment Fees and Commissions?
 Withholding tax is deductible on the date of accrual from the amounts due and payable to the payee.
 RENTS
 Rent is income derived from the letting of real property. The amount subject to withholding tax is the total amount of rent payable before any deductions whatsoever.
 When is the tax deductible?
 Tax is deductible on the date of accrual of any amount due to a payee. The payee is the person granting the lease or tenancy of the property and who is entitled to the rent.
 What is the tax rate?
 Tax is deducted from the payments on the date of accrual at the rate of 15%.
 DIVIDENDS
 All companies incorporated in Zambia are required under section 81 of the Income Tax Act to deduct withholding tax from payments of dividends other than dividends paid to the Government of the Republic of Zambia.
 When is tax deductible?
 Tax is deductible on the date of accrual. Dividends accrue on the day of the resolution irrespective of what the resolution states.
 What is the rate of tax?
 The dividend payable to a shareholder is subject to tax at the following rates of tax:
 Resident and Non resident shareholders: rate of tax is 15% Non Resident Shareholders (Where the non – resident shareholder is
 resident in a country which has a double taxation agreement with Zambia). In such cases, if withholding tax has already been deducted and paid, the payer should be advised to ask for a directive from the Commissioner - General to restrict the deduction of tax to the rate specified in the respective double taxation agreement.
 T5 – TaxationAmendment Act 2006/07
 572

Page 544
                        

Special Cases: Where the dividend is payable to shareholders of mining companies involved in the production of copper and cobalt, the withholding tax rate is zero percent.
 Accounting for tax deducted:
 The company paying the dividend shall account for the tax deducted. The details of the gross dividend and the tax deducted are to be entered on a certificate (Form CF 81C). The form is to be prepared in duplicate for each shareholder. Original copies are to be given to the shareholders and copies summarized on a return Form CF 81R and sent to the Zambia Revenue Authority on or before 14th of the month following the date of accrual of the dividend.
 Credit allowable:
 Where a company paying a dividend has received a dividend in the charge year from which tax has been deducted, that company may take the tax deducted from the dividend received as a credit against the tax deducted from the dividend paid in the same charge year, and only pay the excess over to the Zambia Revenue Authority.
 Example:
 For the charge year ending 31st March 2003, Company A pays a dividend of K500,000 to Company B and withholding tax of K60,000 has been deducted. Company B pays a dividend of K1,000,000 to Company A and withholding tax of K120,000 has been deducted.
 Company A will account for withholding tax of K60,000 to the Zambia Revenue Authority as follows:
 Amount of withholding tax deducted from the dividend paid to Company ‘C’: K120,000 Less Amount of withholding tax deducted from dividend received by Company A: K60,000. Amount of withholding tax to be accounted For by Company B to the Zambia Revenue Authority K60,000.
 NON - RESIDENT CONTRACTORS
 The Income Tax Act requires all persons or partnerships making payments to non-resident contractors who are engaged in construction or haulage operations, to deduct withholding tax at the rate of 15%. The deductions are to be made from the gross payments before any other deductions whatsoever.
 When is tax deductible? Tax is deductible on the date of accrual of any amount due to a payee.
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TAXATION OF INCOME FROM LETTING OF PROPERTY
 With the Amendment of the definition of business in 1982, the “letting of property” ceased to be a specific component of the definition of ‘business’. Letting of property as an income producing activity, is now considered on its own.
 Where it is carried on in a strict business fashion, it should be treated as a business activity and all consequences as apply to the determination of income from business would apply.
 Where it is not carried on as the main business, any income arising there from is treated as investment income.
 What is rental income?
 Rental Income is simply Income derived from the letting of real property – i.e. rent. Rent is not defined under Section 2 of the Act but it can be construed to mean a payment in any form, including a fine, premium or any like amount, made as a consideration for the use or occupation of or the right to use or occupy any real property directly connected with the use or occupy such real property.
 How is rental income taxed?
 The Gross Rent, i.e., before deducting Withholding Tax at 15% is reduced by allowable deductions such as repairs, house insurance, rates, mortgage interest, up keep of gardens, wages employees concerned with estate management, payments for other services and amenities to tenants, of a revenue nature; legal and accountancy costs for preparing accounts and tax computations.
 Deductibility of Expenses
 To be deductible, expenses must generally satisfy three basic criteria: a) They must relate to the property b) They must relate to the period of ownership c) They must be reflected in the rent
 Responsibility to pay WHT
 The responsibility of deducting and remitting WHT to ZRA is borne by the Tenant.
 The incidence of tax if WHT is not deducted and remitted to ZRA falls on the Landlord since the tenant only deducts and remits the tax on behalf of the landlord. Therefore, it is the Landlord who actually pays withholding tax in the end.
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Rental Income: VAT Implications
 Domestic Rent does not attract Value Added Tax (VAT). However, income derived from the letting of business property is also subject to VAT.
 Provisional Tax on Rental Income
 Provisional tax is payable by any person (other than an employee whose income consists solely of emoluments subject to P.A.Y.E) who is in receipt of income liable to tax.
 EXAMPLE
 RICHARD MWABA
 Richard Mwaba owns a house in Mansa’s Low Density Area, which she lets furnished at K900,000 per month. During 2005/06 she incurred the following expenses:
 K’000Rates 100Outside Painting 310Insurance (note 1) 120Accountant’s Fees 150Construction of Swimming Pool 400Motor Mower 370Mortgage Interest 40Miscellaneous Expenses (note 2) 400
 ------- 1,890 -------
 Additional Information:
 1) The figure for insurance comprises: K’000Buildings 90Contents 30
 ------ 120 ------
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2) Miscellaneous Expenses include:
 K’000
 *Asphalting Drive 150 Garden maintenance 50 Repairs and maintenance 150 Rates on outbuildings 50
 ------ 400 ------
 *The drive was in a dangerous state at the time of first letting.
 Required:
 Compute Richard’s Taxable income.
 ANSWER:
 Richard Mwaba’s Rental Income
 K’000 K’000Rent (K900 x 12 months) 10,800
 LESS: ALLOWABLE EXPENSES
 Rates 100Outside Painting 310Insurance (90 + 30) 120Accountant’s Fees 150Mortgage Interest 40*Miscellaneous Expenses (400 – 150) 250
 ------- (970)
 ---------Taxable Rental Income 9,830
 ----------
 *Miscellaneous Expenses
 Asphalting Drive is more inclined towards improvements, which are deemed to be capital expenditure.
 Construction of a Swimming Pool and Expenditure towards the Acquisition of a motor mower is capital in nature and thus disallowed as tax-deductible items.
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Capital allowances
 Capital allowances may be available on certain capital expenditure. Items qualifying include:
 Furniture, if provided Equipment used for maintenance Swimming pools and other amenities
 Capital Expenditure
 The main distinction between capital and revenue expenditure is between improvements and repairs. Repairs are allowable expenses, whilst improvements are not.
 Further Considerations
 a) Specific bad debts are allowable, whilst a general provision for bad debts is not allowable. If a tenant leaves without paying the outstanding rent, the amount owed can be deducted as an expense. However, the Landlord could not make a general deduction of; say 5%, of rent due in case a tenant should default.
 b) Lease premiums are taxable in the year in which they are received.
 c) Rental income received from outside Zambia is exempt from Zambian Tax.
 d) Where WHT is deducted from Rents, the person making the deduction must according to Section 82(A) (7) issue a WHT receipt within 14 days of receiving payment. If this is done, the person making the deduction will pay a penalty calculated at the discount rate (Treasury Bill rate) published from time to time by the Bank of Zambia plus 2% p.a on the unpaid tax until such a time as the payment of the tax has been remitted (Section 78 (A)).
 e) Relief is available for any expenditure incurred before letting commenced, under the normal pre-trading rules.
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16.3 - MEDICAL LEVY
 This withholding tax was recently introduced in Zambia in an effort to raise additional revenue for the Health Sector, which has in recent budgets not received optimal funding. The operation of this new tax entails that Banks or Financial Institutions are now required to deduct the Medical Levy from gross interest earned by any person and partnership on any savings or deposit accounts, treasury bills or government bonds. And the levy so deducted will be remitted to the Zambia Revenue Authority.
 DEFINITIONS
 Bank:A company holding a banking licence under Section 4 of the Banking andFinancial Services Act.
 Charge year:
 The year for which tax is charged, that is, the period of twelve months ending on 31st March, and each succeeding such year (e.g. the income tax charge year 2003/2004 runs from 1st April 2003 to 31st March 2004)
 DEDUCTION OF MEDICAL LEVY
 Banks or Financial Institutions when making a payment of interest on savings or deposit accounts, treasury bills, government bonds or other similar financial instruments, to any person or partnership during a charge year, will be required to deduct Medical Levy at the rate of 1%. The deductions are to be made from the gross payments before any other deductions.
 The Banks or Financial Institutions will be required to remit the
 Medical Levy deducted to the Zambia Revenue Authority by the 14th of the following month in which the deduction is made.
 The Banks or Financial Institutions will be required to record the details of the interest paid, amount of levy deducted and other particulars as the Commissioner General may require on the prescribed form.
 The prescribed form on which these details will be recorded shall be submitted to the Zambia Revenue Authority within fourteen days from the end of each charge year. However, the Commissioner General may extend the period in which the form may be submitted.
 PENALTY FOR LATE SUBMISSION OF MEDICAL LEVY:
 Where the Medical Levy is not paid by the due date, a penalty of 5% of the amount of levy payable will be charged per month or part thereof for the period the levy remains unpaid.
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SAMPLE MEDICAL LEVY RETURN
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EXAMINATION TYPE QUESTION WITH ANSWER
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ALEXANDRINA WONANI
 Alexandrina owns a cottage, which she lets out, furnished at an annual rent of K12 million, payable monthly in advance. During 2005/06 she incurs the following Expenditure:
 May 2005 KReplacement of windows (note 1) 3,000,000 June 2005Insurance for year from 5 July (previous year K500, 000) 700,000
 November 2005Drain clearance 450,000
 December 2005Motor Mower 1,000,000 May 2006Redecoration (work completed on 31.3.2006) 480,000
 Additional Information
 a) Windows were replaced with new VVPC double-glazed units. It is estimated that the improvement element in the expenditure was K600,000.
 b) The tenant had vacated the property during June 2001 without having paid the rent due for June. Alexandrina was unable to trace the defaulting tenant, but managed to let the property to new tenants from 1st July 2006.
 Required
 Compute the taxable Rental Income assuming Alexandrina claims full capital allowances on the motor mower.
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ANSWERComputation of Taxable Income K K
 Rent (Annual Gross) 12,000,000
 Less: Allowable Expenses
 Wear & Tear Allowance on motor mower25% x 1,000,000 250,000Bad debt – June 2001 Rent 1,000,000Window Repairs (3,000,000 – 600,000) 2,400,000Insurance (3/12 x 500,000 + 9/12 x 700,000) 650,000Drain clearance 450,000Redecoration 480,000
 --------------- (5,230,000) ----------------
 Taxable Rental Income 6,770,000 ----------------
 Bad debts: Specific bad debts are allowable. If a tenant leaves without paying the
 outstanding rent, it becomes a specific bad debt and hence allowable as a deduction for tax purposes. Therefore: K12,000,000/12 = K1,000,000 per month.
 Improvement expenditure of K600,000 is not allowable as a deduction for tax purposes.
 Expenditure on motor mower is capital expenditure, and does not qualify as an allowable deduction, but the expenditure does in fact qualify to Rank for Wear and Tear Allowance on Plant and Machinery.
 ************************************************************************
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