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TREASURY

|_|:m Oxford advanced English learners’ di c-

TS EEILIEY LRI :o:ma\.am::& .m,\mmo: asthe act of m,\o_n_:@
ECONOMIC AFFAIRS something that islegally or morally required.
DIVISION Tax evasion can therefore be loosely defined as
illega and deliberate failure to pay tax. But
why istax evasion a problem?
For the sake of argument, assumethe reis
i S 100 3_.___03 xémn:.moﬂ income tax evasion in
P.0. Box 30049, Malawi. Why isthis a problem? The answer
Lilongwe, may appear obvious and one could argue that if
LEET evasion were to vanish then the central gover n-
ment budget deficit would be 100 million kw &
chalower than would otherwise be the case.
Alternatively, government could spend an extra
100 million kwachamoreto financees sential
services such as health care, educationandi  n-
frastructure.

These, however, are not satisfactorya  n-
swersto the question. Reducing the gover  n-
ment deficit or expanding existing government
programs can be financed in a number of other
ways such asraising tax rates, broa dening the
tax base, or introducing a new tax. Therea
question is whether curbing evasion is superior
to alternative methods o f achieving our fisca
objectives.

Phone: (265)-789-355
Fax: (265)-789-173
Email: finance@malawi.gov.mw
Visit our web site at: http://www.finance.
malawi.gov.mw

PAY YOUR TAXES THE
NATION NEEDS IT

The Evils of Tax Evasion

Consider the following hypothetical example. If al
eligible taxpayers underestimate their tax liability
by say, 20 percent, then the government could s m-
ply raise the tax rate by the same margin to redlise
the desired revenue. In this case, spending money
on tax enforcement could be awaste of resources.
The problem, however, isthat not everyone evades
taxes and, indeed, those who do evade do not evade
by the same proportionate amounts. Furthermore,
different people have different motives for evading
taxes which include personal characteristics such as
one' s attitude towards government, one’ swillin g-
nessto gamble, etc. Secondly, others evade taxes
because of opportunities and potential rewards for
evasion. Therefore, aslong as these differenceso c-
cur, then evasion creates serious inequalities and
inefficiencies in the economy. For example, evasion
creates horizontal inequi  ty because people with
equal abilitiesto pay result in paying different
amounts. Moreover, if the rich can evade taxes more
easily than the poor, then evasion could defeat the
vertical equity principle of progressivity. It isclear
that widespread evasion endangers the fairness of
the tax burden and has substantial economic cost.
Therefore, it isthe duty and responsibility of al |
citizensto pay taxes for fairness sake besidesco n-
tributing the taxes for the nation’ s needs.

Understanding the Value Added Tax (VAT)

In the last issue, we wrote on the principles
of Value Added Tax (VAT) and its characteri s
tics. VAT isanindirect tax collected at various
stages of production or distribution based on the
value added at each stage. Value added isa proc-
ess by aproducer (manufacturer, distributor, etc.)
that adds value to the raw materials or purchases
that he/sheisusing to ma ke agood or aservice
before the new or improved good or serviceis

the baker is P3; then

P, isthe value added at the farmer level = WL+rK; where W=wage rate; L=Labour
hours; r=cost of capital and K=capita used,;

Suppose that the price of flour sold by the miller is P, and the price of bread sold by

Value added at the level of farmer =R,
Value added at the level of miller =R ~Ry

<ld. Vaue added at the level of the baker = P3 |/ﬂw

In thisissue, weillustrate how VAT is calcu-
lated by giving an example of a bread manufa c-

Consequently total value added =P3

turer. Arriving at the tax base using the crediting method gives the following;

First: Although in Malawi we have Su r-
tax, in al its characteristics and intent, it operates

Farmer pays= iﬂ_

likea VAT system. Aninvoice or credit method
for computing surtax or (value added tax) is used.
In this method, the output istaxed and a credit is
given for thetaxes paid on inputs. If t; istherate
of tax on output and t, istherate oninput and
tax liability isgiven by T, then;

T = t;* output- ty*input

Firm1 Firm2 Firm3
P: P, Ps

Farmer | > Mill er Baker Consumer

Miller pays = 1R, - ™=
Baker pays = ._.ﬂwl.?ﬁ
Total Tax Paid = TP;

Therefore, the advantage of VAT isthat it eliminates the cascading effect by remov-
ing out al input taxes paid during each transaction— no double taxation. This means
that the tax is effective at the last price or last point.

If wheat per loaf of bread was MK 18 and vale added at each stage of production
was MK 4 and we assume a 20 % surtax isimposed at each stage of production then
tax liability would be calculated as follows:

€) Miller = (20%)(MK 18) = MK 3.6

(b)  Baker = (20%)(MK 22 + MK 3.6- MK 3.6) = MK 4.4

(©  Retailer = (20%)(MK 26 + MK 4.4- MK 4.4) = MK 5.2

Final price= K18 + MK 5.2=K 23.2
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crease in collection effort by Malawi Revenue Authority.
| n September 2000, the revised tax Government funded MRA an additional sum of MK 20
revenue figure projected for 2000/2001 million to assist wit h tax enforcement. In addition, tobacco
was MK 18.2 billion. In December 2000, prices were relatively favourable in the 2000/2001 fiscal

this figure was revised and increased to Y& than in the 1999/2000 fiscal year.
MK 19.8 billion. This revision assumed

adepreciation of the Kwacha against the Janvary  Febray  Mach el M
US Dollar of a21% and aresultanti m-
port quantum of 2.52%. It also took into  Total Revenue 2255.14 1609.31  1509.79 2001.39 1925.81
account the mXUQOQ petrol Q._ cei N- " Total Tax Revenue 2131.38 149951 139229 1854.60 1732.84
crease. Following Hsm _sﬁw_jm:o:m_ PAYE 366.77 28365 30432 30273 35410
Monetary Fund Mission in March 2001, A t: 55.36 5285  90.75  109.76  110.40
the tax revenue figure was adjusted ssessments : : : _ _
Q_Q_#_v\ downwardsto MK 19.7 billion Provisional 473.93 113.93 114.72 451.90 51.38
and then re-adjusted downwards in May Withholding 164.66 12172 9424  107.87 20344
2001 to MK 19.45 billion as the true Import Duty 189.11 20176 15437 22193  216.56
effects of the changesin oil price m.:Q Miscellaneous 110.29 3090 9275 253  87.10
exchange rate movement were realised. Import Surtax 284.65 30580 14484  250.88  336.26
The average monthly collection for P ’ _ ’ _ _
H_._m w_d D_JQ k_.ﬁr QCQ_AQ\M Oﬁ NOOO\NOOH was Local Surtax 209.98 210.08 180.66 226.73 193.02
MK 1.76 billion. The 2000/2001 ou t- Excise Duty 24121 21069  246.80 13242  204.94
turn, however, put overall annual collec- Other Taxes 75.42 8.04 884  87.86 1565
t ons at MK 19.852 billion, MK 366 . Tax Refunds -40.00 4000  -40.00  -40.00  -40.00
million above the May 2001 target. This
. Non tax revenue 123.75 109.80 117.50 146.79 192.97
was, among other factors, duetoani n-
Tax Buoyancy
Any tax system should be adequately mmc_.m m.:a tax revenue are used.
buoyant in order to enable a country to meetitsi  n- So,if T. 7 Taxrevenueinyeari
creasing financial commitments as its gross domestic !
product (GDP) grows. If the tax revenue of a country <_ ? GDPinyesr|i

is stable and buoyant, there is ahigh probability that
its public expenditure needs will be adequately met
over time.

We define tax buoyancy and tax elasticity asthe
indicators which are used to estimate the change in
tax revenue with change in GDP. These provide good
revenue performance indicators because it is easy to
tell how well a country is doing based on movements
in GDP. If GDP isgrowing mor e than tax revenues
then it could be one policy indicator that the tax
structure needs reform. 05

Tax buoyancy isthe ratio of the percentage '
changein tax revenue, including changesin tax co |- 0
lection due to changesin the tax base or tax rates or
both, to the percentage change in GDP. To calculate &
thetax buoyancy, ex-post percentage changesin ’ 7 Year

(continued on page 2)
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