




















































































































































































































Export duty on

diamonds 2.033 ' 2.6107 -0.5777

Customs and Exeise

duty 1.4562 1.954 -0.4978

|

The contribution of discretionary actions to the growth in tax revenue can be
assessed by comparing the buoyancies with elasticities of the various components of
the major tax and the tax system as a whole. Built-in elasticities vary from a high of
2.61 for export duty and 1.954 for customs receipts to a low of 0.99 for domestic
taxes (which is almost unitary) and of 0.877 for taxes on income and profits. Among
selected major taxes the lowest i.e. negative difference between buoyancy and
elasticity was for export duty on diamonds, the most elastic tax. Suggested that the
major cause for the growth of export duty revenue lies in the automatic changes,
particularly the increase in the development of new mines around 1989 in areas such
as Elizabeth Bay, 30 km south of Luderitz Bay and Auchas on the north bank of the
Orange River. Customs receipts and excise duty, which is also elastic, exhibited a
negative difference between buoyancy and elasticity again suggested that automatic
changes were responsible for the growth in yield (over the period examined) and to
lesser extent to discretionary measures undertaken by the government. This is true
given the role played by SACU- revenue, which are beyond the control of the
government, yet they contribute almost 27-30% to total revenue. Discretionary
measures had little impact on tax yield from foreign trade. In fact, its impact on
customs receipts & excise duty and on export duty had been negative. In contrast,
taxes on income and profits, the least elastic tax, exhibited the greatest difference
between buoyancy and elasticity. The major cause for the growth of taxes on income

and profits therefore lies in discretionary changes, particularly the increases in tax
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rates over the period. The strong influence of the discretionary changes can be
shown by the significance of most of the dummies. For domestic taxes on goods and
services, buoyancy was larger than elasticity, which again suggested that

discretionary changes were responsible for the growth in yield.

5.2.3.2 Elasticity of the Tax system

Elasticities of the total tax system and of the major taxes are presented in
table 5.3. The elasticity of the total system was 1.827 over the 1967-1997 period.
The elasticity of the individual taxes was rather divergent.
Table 5.4 Namibia: elasticity of major taxes and of the total tax system, 1967-

1997- short run results.

Elasticity Elasticity Adjusted ECM
coef. coef. Lagged | R? coefficient D.W
values

Taxes on | 0.8772 3.3995 0.947 -0.774
income& (9.510)** (3.703)* (-7.397)* 2.05
prof.
Export duty | 2.6107 0.5346 0.714 -0.7602
on diamonds | ( 3.135)** (0.714) (-6.249)* 2.54
Domestic 0.9965 0.1292 0.773 -0.8328
taxes (3.0136)* (2.6933)* (-4.9800)** 1.83
Customs 1.954 0.857 0.798 -0.8941
and excise | (2.462)** (1.851)* (-2.0157)** 2.00
duty
Total tax | 1.8279 1.195 0.9335 -0.8837
system (3.593)** (2.548)** (-3.689)** 2.07

Notes: ** Coefficient significant at the 1 and * at the 5% level.
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Before analyzing individual elasticities in greater detail, certain points should
be noted:

1) The overall elasticity of the tax system of 1.827 shows that the tax system is

elastic, which is desirable for the economy especially with the changes taking place

in the region.

2) Export duties on diamond, the evidence suggest that the yield from this tax grew

very rapidly, while a heavy dependence on international trade taxes is often

considered as undesirable attribute because it may leads to instability of receipts,

Namibia's dependence on export duties on diamonds actually had distinct

advantages for revenue growth.

3) Customs and excise, Namibia’s main source, given SACU- revenue being part of
this tax, had an elasticity above unity.

4) Elasticities of taxes on income and profits are below unity and confirm with
theory, that such taxes are considered inelastic in most developing countries.

5) The range of adjusted R? is rather wide for particular taxes, varying from high
level for domestic taxes, tax on income and profits, export duty to low level for
customs receipts and excise duty.

6) Most of the dummies included in the study tend out to be insignificant and

therefore were not included in the analysis that follows below.

5.2.3.2.1 A Decomposition of Elasticities
It has been shown that the elasticity of a given tax,( AT/AY x Y/Tk ), is
composed of two elements: the elasticity of the tax collected relative to the base and
the elasticity of the base to income. Thus the income elasticity of a given tax is a

product of tax- to- base and base-to- income elasticities. Since the legal base of



each tax is not available, the yield of four major types of taxes in Namibia-
accounting for about 95 percent of total tax revenue- have been related to GDP.

These relationships are summarized in Table 5.4 and are discussed below.

Table 5.5 Namibia: decomposition of tax elasticitities, 1967-1997

The unadjusted HTSTD with proxies for Dams approach

Tax & | Tax-to-income Base-to-income elasticity | Tax-to-base elasticity

proxy elasticity Coeff. AdjR? | Coeff. Adj.R® DWW

base Coeff Adj. R® |D.W.

D.W.
TOI &
GDPF 0.877 |0.947 | 205 |1.896 |0.810 1.43 0.492 0.846 1.70
6

EXD

&ED 2610 | 0.714 | 254 |1.634 |0.818 1.89 0.709 0.739 1.69

DT &

MOI 0996 |0.773 |1.83 |1.521 | 0.888 170 0.647 0.800 2.27

5

CUE &

IM 1954 |0.798 200 |1.773 | 0.911 1.68 0.875 0.650 2.08
3 7

a) Taxes on Income and Profits
This includes all taxes on income and profits from (a) diamond mines,
(b) other mining companies, (c) other non-mining companies and (d) individual

income. The results shows that the GDP at factor cost- the base for all this direct
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taxes is income elastic. Or in other words GDP at factor cost income grew at a faster
rate than the GDP in Namibia. Since the built-in income elasticities of direct taxes
were less than unity , high income elasticity of the base to these taxes meant that
their corresponding built in tax to base elasticities will be even lower as can be noted
from the table. But theoretically the direct taxes particularly the income tax, is very
progressive in Namibia. Therefore, tax exemptions, evasions can be pointed out as
the primary cause of low built- in tax to base, and clearly, tax collections have lagged
behind the growth of the tax base, making it an inelastic source of revenue.
Nevertheless the adjusted R? is quite high for all three equations, indicating that the

function assumed is a good fit for the data.

b) Export duty on Diamonds

Diamonds are the most important minerals in Namibia, contributing about 25
per cent of its exports. Export duty on diamonds show an interesting pattern in that
the base — export — rose more or less proportionately to GDP(1.634 base- to income
elasticities), but the tax —to- base elasticity was low(0.709). Exemptions from export
duties, given deliberately to help exporters when market conditions warranted,
account for the low and random nature of the tax to base coefficient. It is interesting
to note that, the overall elasticity‘for export duty was 2.607 and adjusted R? statistic
is relatively high for all three coefficients, indicating that the function assumed is a

good fit of the data.

c) Domestic taxes on goods and services
The built- in income elasticity of this tax is slightly less than unity at 0.996 and

hence the corresponding built-in tax- to- base elasticity is also quite low at 0.647.
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Obviously, elasticity of domestic taxes on goods and services could be higher if the
tax to base elasticity had not been that low, because the base to income elasticity i.e.
manufacturing output plus imports (1.77) elasticity is quite high.

Here again lack of efficient tax administration and tax avoidance would seem
to be the primary problem. Another problem is that when the GST and ASD are
combined, too many rates result. Cumbersome tax rates comprising of wide array of
concessionary rates duty rates granted to certain industrial units, and more general
concessions for producers in less developed regions, tax rate for a particular good
being dependent on end use and the regional location of user etc. make tax
administration very difficult and tax avoidance easy as taking advantage of the
complex tax structure and various loopholes becomes easier.

The adjusted R? statistic is relatively high for all three coefficients, suggesting that

the function assumed is a good fit for the data.

d) Customs and Excise duty

This tax has been always the Namibian main source of revenue. The inclusion
of Namibia as a member of SACU has strengthen this source since the SACU
receipt were treated as taxes and they contribute almost 30 percent of the revenue.
It's base, the imports fob has grown at a slightly faster rate than the GDP i.e. stands
at 1.52. Although the tax to base elasticity is low at 0.875 this can be explained by
Namibia's loss of fiscal freedom to use excise taxes for distributional and revenue
purposes due to the their inclusion in the SACU revenue pool. But the overall
elasticity tax to income elasticity is quite high at 1.9 showing a very interesting
pattern, and this mainly explained by the SACU receipts. The tax-to-base adjusted

R? was quite low indicating no systematic correlation, due to the failure to incorporate



discretionary actions implemented by South Africa, which have a direct impact on
other SACU- members. These could not be incorporated due to their immediate
unavailability. Nevertheless the Adjusted R? statistic is high for the other two

equations.

5.2.3.2.2 Summary of Decomposition analysis

Analysis of the components of the overall tax elasticities brings out the
importance of the generally low values of tax-to-base elasticities as the key factor in
explaining the fairly low elasticity of the system. This conclusion follows from the fact
that the bases for domestic taxes,customs& excise duty, export duty(accounting for
the bulk of tax revenue ) grew more rapidly that GDP. If tax collections had grown at
least proportionately with these expanding bases, overall elasticity would have been
much higher. Improvement in tax —to-base elasticity arises from a variety of
elements, such as simplifying the many current rates on domestic taxes on goods
and services, including better tax administration and prevention of evasion, as well
as elements of tax policy, such as using ad valorem rates to increase revenues as

the value of the base rises(Mansfield,1972;439).
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CHAPTER SIX

6.0 Conclusion and Policy recommendations

6.1 Conclusion

The overall budget deficit anticipated for the fiscal year 1999-2000

amounts to N$779 million or 4.2 per cent of the projected GDP of N$19 billion.
This is a trend in contrast to other countries of Sub-Saharan, where according to
recent World Bank figures fiscal deficits since 1993 on average shrank from 4.3
percent to 2.9 percent of GDP(The Namibian budget:1999-2000, In review). Namibia
shows an adverse direction, which is not so much worrying presently for the
dimensions of both, budget deficit as well as debt, but more so because of the
dynamics of the process. While the proportions of deficits and debt seem still to be
within manageable margins, the short period of time in which liabilities have been
accrued is a matter of concern.

Overall public debt rises during the fiscal year from N$3.9 to N$ 4.5 billion or
23.5 per cent of GDP. Namibia ought to undertake serious effort to a halt before the
size of both, budget deficit as well as overall debt burden becomes unmanageable.
In the current budget debate on the importance of SACU revenue, The Minister of
Finance made extensive reference to the SACU arrangement and ongoing
negotiations for modification of the agreement. He refrained, however, from any
concrete forecast except admitting that “the many uncertainties and factors beyond
Namibia's control ..could lead to revenue losses”. Notwithstanding a bleaker future,
SACU revenue income for this financial year increases to 32 per cent. In other

words, almost one third of state income for 1999/2000 is made up of this revenue.
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This is a matter for concern as SACU revenue is likely to decline markedly in
the medium to long-term. While the Minister indicates awareness of this fact, he is
not yet in the position to come up with any forward-looking deliberations how to
address this problem. It would certainly be too soon to expect him to offer solutions
(The Namibian,1999). But it could be on the other hand too late to start tackling the
issue only when the financial constraints have materialized. All these point towards
the need for the government to act quickly.

An estimate of income elasticities of individual taxes and total taxes, in this
study suggests that the Namibian tax structure is elastic. An elastic tax structure is
appropriate in a developing economy because it implies that tax collections will grow
automatically with growing income without the need to resort to any politically
sensitive increase in tax rates (Osoro, 1993). Since elasticity is as important element
of taxation in a developing economy, the authorities must be able to identify those
taxes, which are elastic, and those, which are not. To raise the overall elasticity of
the tax system requires focusing on those taxes, which are most income elastic. This
does not mean that inelastic taxes should be ignored, ways on how best to improve
them should be considered.

The empirical evidence also shows that Namibia can reasonably be
categorized as being at its middle stage of development, that is, a stage where the
importance of foreign trade taxes as well as internal indirect taxes increases.
Although the concentration on indirect taxes indicates that rate and base changes in
direct taxes were not tried. This is probably because they were less likely to produce
certain revenue gains without the prospect of significant accompanying
administrative effort. It has been noted in this connection that the necessity of raising

tax revenue in developing countries may lead to a lopsided development of the tax
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system through the frequent raising of rates on easily administered taxes while taxes
that are difficult to administer are neglected ( Hart,1970).

In considering the individual taxes performance, the analysis shows that, all the
tax base (legal and/ or proxy) are quite elastic with respect to national income, hence
the low tax to base elasticities seem to have been a result of sloppy administration
combined with the existence of generous exemptions and tax avoidance, especially
by major companies and also the corporate taxes of 38% compared to that of South
African rate of 35% can be major cause of tax evasions. In the case of personal
income tax the current number of rates is too high and reduces its effectiveness.
These show the extent to which tax authorities can influence the tax-to-base
elasticity. Base-to income elasticities is influenced by the structure of the economy
as it grows, therefore there is very little leeway for the authorities to improve these

elasticity since the growth of the tax base is outside their control.

6.2 Policy Recommendations

While there would be revenue implications which Namibia cannot ignore, the
likelihood of Namibia being unable to recover lost revenue from SACU could be
minimized by proper preparation for tax reform along the lines outlined in this section
that follows. Firstly, even a reformed SACU does not mean that revenue from tariffs
will disappear: there will be some tariff rates, although more modest than at present,
as well as some SACU pay out. Secondly, in a reformed SACU, Namibia will have
regained its ability to set its own excise rates. Thirdly, Namibia could in principle,
combine the General Sales Tax and Additional Sales Duty into one tax, preferably a
value-added tax, set at rate to generate the required revenue. The setting of excise

tax rates and one VAT rate would also remove another SACU-related administrative



complication-that of mulitipie sales tax rates, one tax being a proxy for excise taxes

which Namibia has been unable to set under the terms of the SACU Agreement.

Since the primary function of the tax system is to generate revenues, the first
goal on any reform of the tax system is to ensure that this function is discharged
effectively. The second goal is to raise the efficiency of taxation by ensuring that, for
a given level of revenue, taxation interferes as little as possible in decision made by
firms (on production, trade and investment) and by households (about consumption
and savings). A third goal of tax reform is to lift the tax burden on the poorest
households and to ensure that actual tax structure become more equitable both
horizontally and vertically. A fourth objective of any reform is to simplify tax
legislation and structure, and strengthen tax administration to achieve these
objectives. A good tax is critical to achieving these objectives. The good tax should
be relatively easy to administer, low enough to avoid creating an incentive for

evasion and should not introduce serious economic distortions.

6.2.1 Changes in the Tax Structure

The study recommends that the VAT be the cornerstone of the tax reform,
primarily because it will be more efficient. The increased efficiency will arise from its
administrative advantages and its economic neutrality. It should be noted that VAT is
not a genuinely new form of taxa.tion, but merely a sales tax, which is administered,
in a different form. An appropriately designed VAT should ideally have the fooling
features. It should be based on consumption as this is a broad-based measure, and
use the destination principle in which exports are zero-rated (transactions for exports

are exempt) but imports are taxed. VAT should preferably have a single rate
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because multiple rates engender administrative complexity and increase costs. In
addition , single rates are easier to enforce than multiple rates. While there may be
scope for limited exemptions because of the potential regresivity of VAT, these
should be carefully assessed for their effects on the overall revenue collected; the
need to maintain a uniform VAT; the probability of them benefiting the targeted
group; and not be numerous enough to force the VAT rate to a high level which
would encourage evasion or make it too complicated administratively. It would be
better to address any remaining regressity through mechanisms other than
exemptions, for example by increasing luxury excises.

A revenue-neutral VAT rate would not affect the price level. The final VAT rate
will have to be set in relation to an empirical analysis of yield, and bearing in mind
that compliance declines at very high tax rates, and given the VAT rate in South

Africa (14 percent).

6.2.2 Personal Income taxes

The current number of rates under the personal income tax(6), while
representing a reduction, is still high and reduces its effectiveness. The fewer the
number of rates, the simpler and more transparent the tax will be, thereby facilitating
compliance and administration. Fewer rates also mean that the adverse impact of
inflation (which pushes taxpayers into higher tax brackets independently of what is

happening to their real income) is reduced.

6.2.3 Company Tax and Fiscal Incentives
In general, fiscal incentives should be used sparingly because they can

cause revenue losses and distort economic behavior. While the revenue implications
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of the current fiscal incentives iﬁ Namibia have not been quantified, it is clear that
their existence offends against the good tax from an efficiency viewpoint. They are
complex and difficult to administer. The corporate tax level should be reduced from
the current 38 percent to a level closer to the South African rate of 35 percent. The
reduction of the corporate tax to a rate below the top marginal personal tax rate

would break a link between the two that has been present in Namibia.

6.2.4 Tax Administration
This paper has argued above that the generally low tax-to-base elasticities
seem to have been a result of poor tax administration combined with the existence of
generous exemptions. Accordingly, the authorities should direct their efforts towards
improving administration and reducing, or totally eliminating, tax exemptions, which
often erode the effective tax base. The discussion of the proposed changes in the tax
structure highlighted the importance of efficient tax administration for the success of
any reform. It evident from the study that tax administration requires strengthening.
To summarize: in the short-term the Inland Revenue Department (IRD) must be
strengthened, operations in the regional offices must be improved, measures should
be implemented to increase the cost of non-compliance, and preparations should be
initiated to computerized IRD. In the medium term, the recommendations center on
creating a modern tax administration. Specifically, inter alia preparations would be
continued for eventual computerization, collection functions would be transferred to
commercial banks, and regional offices would be organized along functional lines.
With respect to Customs and Excise Administration, some progress has been
made towards introducing ASYCUDA (Automated System for Customs Data). The

system is designed to assist customs administration with the clearance of goods and
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the processing of customs documentation. The system’s success will be a critical
determinant of how efficiently taxes and duties on import can be collected.
Nevertheless, the system will be an expensive error if staffs are not able to use it
properly and are adequately trained. Thus, training should continue to be
emphasized and strengthened. Qualified and trained staffs are required for customs
operations whether ASYCUDA is installed or not. With respect to Inland Revenue
Administration, which covers all other taxes, there is a backlog of assessments and
administration is seriously in need of overhaul. The IMF reports identified serious
weaknesses, and attached the highest priority to the recommendations it made in
this area. Sufficient funds should be allocated to the activities of tax administration.
The existing staffs are under- resourced in terms of numbers, experience and

training as well as in the tools to carry their work.
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