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Abstract

EEGSNYyLFE SO02y2YAO FTIOG2NAR FyR alfleairlQa R2YSada
Services Tax (GST) is likely to be introduceldenpcomingBudget2014. In this paper, wel)

assess if GST is a progressive or regressiy@)tstxudy the impact of GST on Malaysian households

3) estimate the total GST raisé®dm householdsn perfect condition vspracticalcircumstance4)
estimatethe expected inflation spike based dmet Consumer Price Index; and 5) discuss the wider
implications ofimplementingGSTDespite settingessential items like basic food, public

transportation, education and healthcass exempt or zero rated itemwe show that GST is a
regressivaax. Using7%as thestandardGSTrate, the averagenousehold is expected to p&/93%

of monthly income as GST (RM 104 per montbuig2013 values)Households will pay higher
percentage of their income &STif they are: middle and low income grougsvith those earning

around RM 2,500 per month paying 3.07%), engaged as technicians, clerical and services workers,
farmers and fishermerin single persormouseholdjn young housholds [ess thar24 years old),

Bumiputeraled householdsand households residing in Peninsular Malaysia

We find that it is not possible to make G&progressive taas long as we want to raise the same
amount ofrevenue. We experimented witl) a multitiered GST system whereby certain items

attract higher GST rate than the standard rate; and 2) inmgdsgh GST rate on fewer items, whils
exempting or zereating all remaining items. The high GST rate can be levied on transport excluding
public transportation (since higher income groups spendeaymr transport as a proportion of their
income) and restaurants and hotels (since they cannot be easily substituted). Both of methods
cannot make the highest income household pay a higher tax burden than the middle income
household. Indeed, given that a ftidtiered system is complicated to administer, it is not
recommended for Malaysia at this stage. The second method, when combined with tax rate
reduction for the middle income groups (annual income between RM 30,000 to RM 100,000), might
address the regresiveness of GSIgnoring secondary effects, inflah is expected to spike Uy an
additional3.86%and domestic consumption will be negativelffectedr & K2 dza SK2f Ra Q & LIS\
power isreduced GST is expected to raise RM fillion (inJuly 2013/alues) annually from

households irperfect conditions but lesser sintax collectionisimperfect.

Key wordstax policy, developing country



1. Introduction

Despiteassurancdroma I £ | eéS&cbrid Kidanddlinister, Datuk Seri Ahmad Husni Hanadzliah
May 2013 that the Government will not implement the Goods and Services Tax (GST) in the near
term?’, we believe thathe likelihood ofGSTbeing introducedn the Budget to be tabled mOctober

25" 2013is very highThis idriven bythe combination of everal external macroeconomic and

domestic factors

Firstly,several international ratings agencies are concerned withf | & & A | QacalWebtdyy G A y 3 T .
altlreaAirlrQa TAaol fcitcontzRaiSylsinds 19886 .bedot she red/lineRiSgtire

1), the fiscal deficit is structural rathénan cyclical in natureln July 2013Fitch Ratingsut

alflreairlrQa a2@SNBAIYy 2 dzi fe@uddrto anactufdteditralilgdS @ ¢ KA & A
downgradeunless substantive positive measures are undertakefi. 1 K2 dZ3 K a2 2 R@ Q& NBA
al flFeail Qa iNAugusty@3 I XiG adll 8y SR GKFG GKS NIXaGAy3a Oz

debt situation.

FigurelY al f | & SurpluSdefici ds a Gekcént of GEdurce: Economic Planning Unit, Malaysia; Bloomberg)

3 94 95 96 '97 '98 99 '00 '01 '02 '03 '04 '06 '07 : ! 12
MAFBGD% Index (Malaysia Budget Balance % of GDP) Yearly 31DEC1993-31DEC2012 Copyright2 2013 Bloomberg Finance L.P. 10-Sep-2013 12:41:28

1 http://www.thesundaily.com/news/714591



Secondly, loose monetary policy adopted in the US since the financial crisis in 2008 might be

reversing soof Thecumrent 10 years US Treasury yield is around 2.6%, but éversge 4.7%

between 1999 and 2008 seeFigure2. The normalisation of long term interesdtes in the US,

which are currently at historic losywill result in an outflow of capital from emerging markets.

Because a significant amount of Malaysian debt secuiiesld by foreigners (se€igure3),

Malaysia is vulnerable. Since the US Federal Reserve hinted on a reversal in monetary policy in June
2013,foreigners have reduced their holdings of Malaysia Government Securities (red cFaeria

3) andthe yield in Malaysian Government Securities has increaseddsdegrcle inFigure4). This

means that as US interest rates revert to its long termrat& S Fdzy RAy 3 T aefdital f | @ & A |

will cost morein years to come.

Figure2: USGovernmentlO yearsTreasuryyield (source: Blooberg)
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USGG10YR Index (US Generic Govt 10 Year Yield) Daily 25SEP2000-255EP2013  Copyright2 2013 Bloomberg Finance L.P.  25-Sep-2013 13:06:25

Figure3: Foreignholdingof Malaysian debt securitigs RM trillion(Source: Bank Negara, Bloomberg)
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Figure4: Malaysian Government Bonds 10 year yield (source: Bloomberg)
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Thirdly,the combination of the above two external factokdll increasehe cost of raising new
FAYlFIyOSaz GKSNBoeée yS3l A g Sthesustaifabil® Ofithe gulerfisdalt | & &4 A |

condition For example, an increase of 1% in yield on a RMarbdebt will mean an additional RM

10 million in interest payments. Given that th#icial Malaysiancentralgovernment debamounts




to RM 519 billiod, interest payments will increase significantly as the debts are rolled straining
the budget furher. Besides, since Malaysian sovereign notes act as the benchmark in pficing
Malaysian corporate bonds, the increase in yield will filter down to corporates and households,
making the cost of financing higher in Malaysiance, Malaysia will want toeiend its credit rating

as the increased financing costs will negatively impact the economy

Fourthly, aftera 2 2 R8€ Q4 | yR CAGOK wl idAy3a NIAASR 02y OSNYya
Government of Malaysia has issued strong responses and indicatethéh@&overnment is
committed to reforming the subsidy structure and broadening the tax base. Therédobe
credible in the financial markets, the Government would have to follow up with concrete actual
measures since the expectations have been set ifittancial marketsThe reduction of fuel

subsidyfrom 4 September2013 showed that the Governmenhderstood the needo reformfuel

subsidies. Howeveg 2 2 Ré Qa 3II @S 2yt & | 4 InnighiRripoRthdt®ea A G A 3S NB

financial markets are not convinced thitae reduction of fuel subsidy, albeit in the right directids,

sufficient to address théscal situation

Fifthly, tax raising can never be a popular government policy. Héineé€sovernment is very bky to

introduceGSTin the first budget after the thirteentlGeneral Elections.

All in all if the Government does not introducgSTunder the above mentioned circumstances
Malaysh Qa4 ONBRA G Ndreditkayingsicut wherh dombiné&d withtiziwébhdrawal of
loose monetary policy in the US, will result in signifiaautflow of foreign capitafrom Malaysiaand
an increase in the cost of financinbhis will severely impaseveral infrastructure projects that kia
been undepinning the growth2 ¥ al f I @aAl Qa SO2y2Yeéd . SaARSaszx GKS
YR ft2aa 2F ONBRAOAfTAGE Ay GKS SesSaqQ 2F (K

years to come. Hencgghe costs of not introducin@STare significantly high.

Ourpaper does not delve intthe motivation,efficiency,appropriateness or suitability of GST as a
tax raising mechanism. This has besplained andliscussed in other literature€fossen 1991,
McGee 1997, Emran and Stiglitz 20R@en and Lockwood 2008ird 2009, Mansor and llias 2013
The inequality and inefficiency of using GST to raise tax is discussed in Emran and Stiglit®(@007).

paper has five objectivesirstly,given that the Government has indicated that basic essential items

3Bank Negara Malaysia Q2 20h8p://www.bnm.gov.my/index.php?ch=statistic_nsdmd excluding any off
balance sheet debt.

4 http://www.theedgemalaysia.com/isthe-edgefinanciatdaily-today/253313moodysmalaysiasuel-hike-
credit-positive.html



http://www.bnm.gov.my/index.php?ch=statistic_nsdp

are not goingo be subject to GST, would GST be a progressive or regresS€&axwe remedy it?
Secondlywhat would be the impact of GST on households in Malayia®d a certain segment of

the Malaysian household feel the pinch harder than anoth@riedly, how much will GST raideom

householdsn perfect conditions van realistic situationsvhenthere are leakages in tax collection?
Fourthly,what isthe expected impact of GST on inflation as measured using the official method of
calculating inflation? Fifty, what are the implications of implementing GST on Mdlagdgaa S O2y2Yeé =

Ringgit and thevelfarepackages as indicated by the Government?

In our main analysis, we combine information from two sourées expenditure data, we rely on

the latest HuseholdExpenditureurvey conducted in 2009/1@ KA OK 02 GSNBR LINA G (S
expenditure in twelve main groups of goods and services in urban and rural areas throughout

Malaysigd C2 NJ Ay O2YS RI (I I ¢ghBusédh@didodicdexpenditu@® ysifBankQd O dzNIJ
Negara Malaysiastimates ohouseholdSimarginal propensityo consumeacross income groups

We do not rely on thédousehold Income anBasic Amenities Surve3009/10because: 1)

expenditure level data is not disclosed alongsideitttome levebtata, meaning one canndtnow

the level ofexpenditure froma givenincomedata, and vice versa; and #)e number of living

guarters being evaluated in botlusreys are different.

We aopt astandardGS rate of 7%exempt someessentiaitemsfrom beingliable to GST or assign
zero GSTo certain items based on the guidance provided by the Ministry of Financ¢hariRioyal
MalaysianCustoms DepartmeniThen,using the Household Expenditure Suraey our derived
household income/expenditure curyee estimate: 1)the GST payabla Ringgitand2) the GST
payable as a percent of income (GSHihggitvaluesthroughout the paper arexpressed in July
2013.

We summarise our seven key findings here:

Firstly, GST is a regressive tax. Thghest earnindiouseholds (average monthly inoe of RM

30,815) pay 1.56% GSWwhilst thelowest earnindhouseholds (average mthly income of RM 605)

pay 2.626 GSTIThe worst hit householdsay 3.07% GSTI. These househelts an average RM

2,579 per monthHousehalls earningan average monthly incomef less han RM 2,579 but more

than RM 66 per month pay GSTI of between 3.07% and%.6Whereas households earniag

average monthly income of more than RM 2,579 but less than RM 30,815 pay between 2.87% and

5 A tax is @emed regressive if as a proportion the tax payable is higher for lower income groups vs. higher
income groups.

8 Throughout our paper, we report Ringgit amounts in July 2013 valuesibgezing the March 2010 (the

month the Household Expenditure Survey concluded) values upwards using the official Consumer Price Index.



1.56% G3I. Therefore, the middle arldw incomehouseholds bear higher GST tax burdés a
whole, the average household pays 2.93% GSTI (RM 104 per month).

Secondlyyve find that it isnot possible to make G@lprogressive taand reduce the GST burden on

the low and middle income groupsSwe want to raise the same amount of tax revenue. We
experimented with 1)a multitiered GST system whereby certain items attract higheriG®Tthan

the standardrate; and 2) impose high GST rate on fewer items|svkexemping or zererating all
remaining items. The high GST rate can be levied on transport excluding public transportation (since
higher income groups spend more on transport as a proportion of their income) and restaurants and
hotels (since they cannot be ebssubstituted). Both of methods cannot make the highest income
household pay higher tax burden than the middle income household. Indeed, given that a multi
tiered system is complicated to administer, it is not recommended for Malaysia at this $tage.
secondmethod, when combined with tax rate reduction for the middle income groups (annual

income between RM 30,000 to RM 100,000), might address the regressiveness of GST.

Thirdly,households with the following profile will pay a high&8T: singlepersonhouseholds
young (ess than 24 years dlthouseholdshouseholds led by Bumiputerhpuseholds in €ninsular
Malaysiaandhouseholds working aderical workersskilled agricultural and fishery workers

Neverthelessmale or female led householgegy the same G&T

Fourthly,big spending, Chineded, large household$iead ofhouseholds between 35 to 44 years
old and households working as legislators, senior officials, managers and professitinal
contribute higher amounts of G&Trevenue This is consistent with GST being a tax on

consumption.

Fifthly, GST would raise RM5illion annuallybased on 7% G5By imposing RM 500,000 sales per
annum as the threshold for GST registration, excessive administrative burden on small retailers can
be avoided. However, the total GST revenue raised annually would RM#0L1billion. This

estimate ignores any fraud that might ocamd any demand destruction effect after GST

imposition

Sxthly, ignoring secondary effectthe official inflation based on the Consumer Price Ind@kspike
up byan additional3.86%after implementing GST at 7%eteris paribusBecauseésST will alter the

spending behaviour of households, the resulting inflation basethewfficial CPimight difer from

" Using 4% standard GST rate, the total GS€&mnue raised will fall to RM 4.3 billion.



our estimation.Following the introduction of GSWg expecthe economyto encountera period of

higherinflation as businesses and consumers adapt

Finally, @mesticconsumerspendingwhich has been underpinning recent economiowth, will fall

due to thedecrease ifK 2 dza S KperidiRgipOwer, resulting in slow&DPgrowth, ceteris paribus

Our paper is organised as follows: sectiescribes the source of data and our methodoldgy;
section3, we calculate the GST payable as a proportion of incomeepuit if GST is a regressive or
progressie tax;section4 evaluate ways to make GST a progressiveitesection5, we evaluate
alternative ways of implementatiomstimatethe impactof GST osubregional basis in Malaysia,
estimate the total tax collected taking into account the practicality of talecttbn and perform

some robustness testsection6 discusses the implications of implementing GST in Malaasdh;

section7 concludes.

2. Dataand Methodology

Data is sourced frorthe Household Expenditure Survey conducted every five years by the
Department of Statistics Malaysia. The latest survey was in 2009/2010, carriedtoveateineApril

2009 and Marcl2010. Aone month periodvas used taollectdata on daily expenditure incurred,
whereas the entire 12 months period was used as a reference period for items that were purchased
on an infrequent basis, such as consumer durables like refrigerators and washing machines and

semidurables like lothing and footwear.

The surveyracked24,768living quartersn East and West Malaysia. Institutional living quarters

such as those in hotels and hospitals were excluded from the survey. For every selected living
guarter, all households in the particular living quarter were surveyed. The survey data was
structured accading to six locationg Malaysia, Peninsular Malaysia, Sabah (including W.P. Labuan),
Sabah (not including W.P. Labuan), W.P. Labuan and Sarawak. The inclusion or exclusion of W.P.
Labuan does nanateriallychangeour findings, hence from heren, data lased on Sabah (including
W.P. Labuan) will be reported. The survey also divided households to urban (population of 10,000 or
more at the time of the 2000 Population and Housing Census) and rural (population less than
10,000). The survey was further dividey six social demographic characteristiexpenditure

class, household size, ethnic group of head of household, age group of head of household, gender of
head of household and occupation of head of househBighenditure items were classified into

twelvS YI Ay O2yadzYSNI SELISYRAGAZINE INRdzLJA 6 KSNBo @

i8S



Nations Classification of Individual Consumption According to Purpose (COTC@mP)ainCEGSs
were further broken downintegRS G Af SR / 9 D¢ @

To obtain more reliable estimas, we rely onthét RS (i I A ftoRI&ermir@ @iich expenditure

will be subject to GST. Unfortunately, the Ministry of Finatioe Goods and Services Tax Bill 2009
and theRoyal Malaysia@ustoms Department do not provide a list of items that are stathdared,
zero rated or exempt from GSTherefore, we rely on the following principles to determine if the
specific detailed CEG will bebgect to standard rate GST: the Ministry of Financstates thatbasic
food items like rice, sugar, floucookingoil, vegetable, fish and meat, eggs and essential services
such as health and education, public transportation, residential property and agriculturadand
exemptfrom GS¥Y; and 2)whether a detailed CEG is subjéztGSTdepends on whetheit has been
valueadded.For example, fresh meat and frozen meat have no processes done to enhance its
output, and therefore is not subjetd GSTWhereas, pocessed meaand food at restauranthave
been value added and therefore is subjemiGSTIf a good is an essential good and is vaddded,

the first principle will overrule the second principle and therefore the good will not be subjected to
GSTAppendixl shows which of the detailed CEG is subject to standard rate GST vs. zero rated and
exempt itemsWe adopt a standard GST rate786, as announced by Idris Jala, the Minister in the

t NAYS aiyAi a8 BydnultiphiSght sthiidatErstéi GST withe expenditure, we
estimate the total GST payable by househoWie. also evaluate alternative GST rates and the

results are discussed in sect&handb.

A progresive tax is a tax in which higiicome taxpayers pay a larger fractiohtheir incomeas tax

than do lowincome taxpayers; whilst the reverse is true for a regressive tax. Although the

Department of Statistics Malaysia also condubts Household Income and Basic Amenities Survey

2009/2010 around the same time as thiwusehold kpenditureurvey, he database of both

surveys canot be easilynatchred CANB Gf &3 ¢S OFyy2id (1y2¢ (GKS K2dzASH
of income, and vice versa. Therefore this impedes us from calculating the proport@®Topayable

out ofincome(GSTIl)Secondlythe sample sizdiffers ¢ there were47,360 private living quarters in

8 All monetary expenditure whether in cash or credit and the taxes associated with the purchases of goods and
services were included. Any free or concessionaire goods and services such as free food and ladgiuly rec

08 K2dzaSK2f Ra N8B O2yaARSNBR |4 SELSYRAGINBE® D22Ra Gl
imputed at retail prices. The net rental value of owszacupied house was imputed as rent according to the

present market value of similar type of hegiin the same area.

aAyYyAAd0GNRE 2F CAYylyOSQa C!lv
http://www.treasury.gov.my/index.php?option=com_content&view=article&id=1496%3Ad&kahsemua
barangdanperkhidmatandikenakangst&catid=186%3Acukhiarangdan-

pekhidmatan&ltemid=306&lang=en

10 http://www.nst.com.my/latest/gstimplementationto-add-up-to-rm27bto-malaysiasincome1.280974



the Household Income and Basic Amenities Survey 2009/2010; whereas the Housgteridittre
Survey 2009/2010 hae4,768private living quarters

Therefore, in order to evaluaté GST is a progressior regressive taxve need to derive a

relationship between income and expenditure. Bank Nedédataysia estimated th&lalaysian

K 2 dz& S Knardindl®rapensity to consurigMPCacross income segmendmd reported the

results in the®utlook and Policin 2013xection of the 2012 Annual Repdthe findings are re
produced inTablel). The MPC shows that for households with monthly income less than RM 1,000,

expenditure increases by 0.81 skm everyRM lincrease in incoméhence MPC of 0.81).

Tablel: Malaysian household marginal propensity to cons@ni®ss income groupsestimated by Bank Negara Malaysia

Income RMO RM1006 RM2000 RM3000 RM4000 RM5000 Above
group 1000 2000 3000 4000 5000 10000 RM1@MmO0O0
MPC 0.81 0.73 0.54 0.49 0.47 0.38 0.18

The red line irFigure5 shows the relationship between income and expenditure withvlPC of

one. This is because as income increases by one unit, expenditure also increases by one unit.
Whereas the blue line iRigure5 shows the relationship between income and expenditure using
MPC estimated by Bank Negdraprodued inTablel). The blue line is a concave function because

as income increasesxpenditureincreasa less tharproportionatelyandat a decreasingate.

Figure5: Income and expenditure lines using BankiNagk Qa S a G A YI (i SacosstntMP€ of oné 6ed)dzS v | Y R

11 Marginal propensity to consume (MPC) measures the amount of consumption upon receiving an additional
one unit of income. In a graph of incomegyis) and ependiture (xaxis), the MPC is represented by the slope
of the line.
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There are kinks iRigure5, hence we find the best smoothed out lines using polynomial
relationships of order 2. As the level of concavity changes when income incre@sese four
separate lines to describe the relationship between income and expendjtseeFigure6. Using
theseequations we would be able to know the amount of expenditure for any given level of

income, and vice versdable2 shows the income level and the estimated expenditure based on our

Li2fey2YALt Sljdzk G§A2y FyR olasSR 2y .lyl bS$S3lI NI

between using our polynomial equations and using the MPC method and find ffeaedices do not
exceed 3%. Hence, we use our derived income/expenditure relationship to estimate income.
BecausdBank Negara estimated MPC using data for Malaysia, the line represents only the
incomd expenditure relationship for the whole of Malaysia, amat the subregions of Malaysia or

sub-segments of the households.

al
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Table2: Estimatecexpenditurefrom polynomial equations of order 2 vs. valgatulated from I y{1 b S3aF NI Qa SaidA VYl
MPC

Expenditure (estimated from Expenditure (using
Income polynomial equations of order 2) Bank Negara's MPC’ Difference % Difference
1000 827 810 -17 -2.1%
2000 1523 1540 17 1.1%
3000 2017 2080 63 3.0%
4000 2565 2570 5 0.2%
5000 3050 3040 -10 -0.3%
6000 3473 3420 -53 -1.5%
7000 3833 3800 -33 -0.9%
8000 4225 4180 -45 -1.1%

9000 4565 4560 -5 -0.1%



10000 4862 4940 78 1.6%

11000 5118 5120 2 0.0%
12000 5332 5300 -32 -0.6%
13000 5480 5480 0 0
14000 5660 5660 0 0
15000 5840 5840 0 0
16000 6020 6020 0 0
17000 6200 6200 0 0
18000 6380 6380 0 0
19000 6560 6560 0 0
20000 6740 6740 0 0
21000 6920 6920 0 0
22000 7100 7100 0 0
23000 7280 7280 0 0
24000 7460 7460 0 0
25000 7640 7640 0 0
26000 7820 7820 0 0
27000 8000 8000 0 0

Since the Household Expenditure Survey was conducted in 2009/2010, the amount of GST in Ringgit
reflects 2009/2010 prices. The Consumer Price Index (CPI) was useddexé¢he expenditure

values from March 2010 (survey concluded in that month) to M8 Drices (latest available CPI

index); whereas the average annual income growth keveen2009 and 2012 from the

Household Income and Basic Amenities Surveys was usedrtdene the income values from March

2010 to July 2013.

3. GST¢ a regressive orrpgressive tax?

Descriptive statistics

According to the Household Expenditure Survey 2009/2010, an average Malaysian household spends
RM 2,356 per montlinflation adjusted taJuly 2013)Table3 shows the effective GST rate on

different categories of expenditure and shows that the top two categories that contribute to GST are
transport (22.2%) and restaurant and hotels (17.3%). Towesehold Expenditure Survey documents

the expenditure segment of the households and we use these to help interpret and explain the

burden of GST.

Table3: Total GST raised and effective GST rate by categories of expendilaiaysia

Effective Total GST RM collecte % of Total GS

Categories GST % (in July 2013 value’ RM collected

Food and noralcoholic beverages 1.49% 513,598,871 6.8%



Alcoholic beverages and tobacco 7.00% 258,672,174 3.4%

Clothing and footwear 7.00% 407,232,329 5.4%
Housing, water, electricity, gas and

other fuels 1.66% 637,778,449 8.5%
Furnishings, household equipment

and routinehousehold maintenance 7.00% 484,183,787 6.4%
Health 0.00% - 0.0%
Transport 6.58% 1,671,360,319 22.2%
Communication 7.00% 672,977,671 9.0%
Recreation services and culture 6.88% 539,243,932 7.2%
Education 0.00% - 0.0%
Restaurants and hotels 7.00% 1,300,405,905 17.3%
Miscellaneous goods and services 7.00% 1,032,779,964 13.7%
Total 7,518,233,403 100.0%

According to the Tenth Malaysia Pland reported inTable4, 83% of Malaysian households reside

in Peninsular Malaysia. However, they contribute 87% of the total GST revenue. Whereas, Sabah
contributes 5% to GST revenue raised, but with 9% of houReliol NS a A RAYy 3 GKSNB® { I N
contribution in GST revenue is 8%, proportionate to the number of households residing there.

Therefore, Peninsular Malaysia contributes the bulk of GST revenue and pay higher GST per

household.

Table4: GST raised by region in Malaysia

No. of % of % of
Location households households Total GST RM raised  Total GST RM raised
Malaysia 6,024,500 100% 6,990,761,461 100%
Peninsular
Malaysia 4,998,200 83% 6,108,251,199 87%
Sabah (including
W.P. Labuan) 515,900 9% 374,906,574 5%

Sarawak 510,400 8% 555,477,606 8%



Analysis byncomeandexpenditurelevel and by occupation

A tax is deemed regressive if as a proportion of income, the tax payable is higher for lower income
groups vs. higher income grougsable5 reportsthat the GST payable afdSThcross monthly

income and expenditure class@he line inFigure7 shows that as expenditur@nd income)
increasesGSTinitially rises but therallsrapidly¢ hence GST is a regressive liétking the low and

middle income groupmorethan the higher income groups

Applying a GST rate of 7% and assigning certain basic food and services as zero rated or exempt, an
average household will pay RM 104 per month, equivalent to 2.93% GST on incomeT@Eb&h!).

shows that he lowest income householda/ho earn RM 605 monthly and contribute RM 12.76 GST)
pay GSTI at 2.62%. Whereas the highest income households (who earn RM 30,815 monthly and
contribute RM 407.66 GST) pay the lowest GSTI at 1.56%. Generally, the middle income (around RM
5,000 per monthearnings) and low income (around RM 1,500 per month earnings) households pay
higher GSTI than the upper and upper middle income househbidsworst hit segment is the
householdearning around RM 2,579 per mondis they willpay 3.07% GSTI.

The upperanduppermiddle income householdend to belegislators, senior officials and managers
and professionalsTable6 shows that hese households earn betwe®&M 8,497 and RM 10,114;

and spend between RIg,883and RM4,374per month Although the upper and upper middle
income grougin these professions contribute the most in GST tax revenue per household, they
enjoy the lowest GSTI of 2.53%2®7%(Table6). This is significant abiése GSTI rates arese to
thosepaid by the loweskearninghouseholds (2.62%).

For households in the lowest earniggoup (less than RM605 per month), the proportion of
expenditure on food and nealcoholic beverages and housing, water, electricity, gas and other fuels
is 33.9% and@®5% respectivelyDespitehaving70% of their expenditure on categories with low
effective GST rate (1.49% on the food and-atooholic beverages, 1.66% on housing expenditure
seeTable3), GST is still a regressive tékerefore althoughthe Government stipulated thadiasic

goods, essential items, public transportation, healthcare and education are zero rated or exempt
from GST, implementing GST will hit the midaie low income households hardeosmpared tothe

higher income groups

Tounderstandwhy GSTisa regressive tax, we look further intlbe Household Expenditure Survey
Table7 presents the incomandexpenditure profile alongside the GSTI and effective GST rate on
categories of expenditure where households spend most of their expenditure. We chioose
subgroups of households: e two lowest earning households classes (who spend less than RM

600 per nonth); 2)the income class suffering the highest GSTI (3&T8earns RM 2,579 per



month); 3)the upper middleincomeclass who pay similar or less Gth@h the lowest earning
households and who are likely to be the legislators, senior managers andgmials; and 4) the

highest earning households who enjoy the lowest GSTI of 1.56%.

Looking across the categories of expenditur&able7, we findthat the proportion of income spent
on threecategories; food and nonalcoholic beveragesiousing, water, electricity, gas and other
fuels and restaurants and hotetsdecreasessthe income/expendituréncreasesOn the other
hand, expenditure on transport increasesiacome/expenditurencreasesUsing the amouh
reported in the Household Expenditure Suryeymbersnot reported here) we find thatthe upper
middle income class and highest earning householdsadpt least 20 times more on transport

compared to those on the lowest income groups

Delving further into the expenditure pattern of households earning around RM 2,500 per month, we
find that these households are mostly likeskilled agricultural and fishery workers (who earn RM
2,343 per month; seeTable6) or sinde person households (who earn RM 2,414 per mayglee
Tablel0Q). The skilled agricultural and fishery workers tend to spend more on transport (7.8% of total
income); whereas single person households tend to spend more restaurathtsoaels (9.4% of

total income).To reduce the degree of GST being a regressive tax, we evaluate some possibilities in

section4.



Table5: GST payable (RMhd GST paydb as a percentagef income(GST)lacross different income and expenditure clageed/alaysia

Less

than RM500 RM600 RM700 RM800 RM900 RM1000 RM2000 RM3000 RM4000 RM5000
Expenditure RM500 ¢599 b cdib Tdib ydib ppib Mpb Hdb odib ndcandover

GST (RM) 12.76 18.56 22.92 27.64 32.59 36.33 63.79 116.00 170.91 225.35 407.66
Expenditure

(RM) 421.06 594.03 699.88 808.28 916.61 1022.63 1590.77 2620.62 3691.89 4784.18 8084.56
Income (RM) 605.49 867.23 1031.63 1203.55 1379.24 1555.17 2579.15 5014.71 7876.98 11543.41 30814.80
GSTI (%) 2.62% 2.66% 2.76% 2.85% 2.93% 2.90% 3.07% 2.87% 2.69% 2.42% 1.56%

Figure7: GST payable (RM) and GST payable as a percentage of income (GSTI) across different expenditure classes for Malaysia
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Table6: GST payable (RM) and GST payable as a percentage of income (GSTI) across different occupation for Malaysia

Services
workers
and
Legislators, shop
senior Technicians and Skilled Craft
officials and market agricultural and
and associate Clerical sales and fishery related
managers Professionals professionals workers workers workers workers
GST (RM) 205.95 182.97 132.33 108.38 95.01 58.01 88.40
Expenditure
(RM) 4374.36 3883.23 2844.03 2407.88 2164.02 1467.10 2049.24
Income (RM) 10114.10 8496.77 5549.06 4528.26 3994.11 2342.90 3750.51
GSTI (%) 2.53% 2.67% 296% 2.97%  2.95% 3.07%  2.93%

Plant and
machine Occupation
operators not
and Elementary elsewhere
assemblers occupations classified
87.22 69.44 79.19
2007.20 1673.56 1966.30
3662.47 2984.14 3577.38
2.96% 2.89% 2.75%



Table7: Expenditure as a proportion of income across different income/expenditure classes in Malaysia (source: HouseholdExpendiNdZ S & wHnndpkmn YR | dziK2N&EQ Ol

Spending Spending Spending Spending Spending Spending

less than RM500- RM1000 RM3000 RM4000 RM5000

Monthly expenditure RM500 599 b Mdcb odcb n dcandover
GSTI (%) 2.62% 2.66% 3.07% 2.69% 2.42% 1.56%
Income (RM Jul '13) 605 867 2579 7877 11543 30815

Effective

Categories GST rate Proportion of total income spent on
Food and noralcoholic beverages 1.49% 22.0% 22.3% 15.2% 7.4% 6.0% 2.5%
Housing, water, electricity, gas and oths
fuels 1.66% 23.9% 21.6% 14.2% 9.6% 7.9% 4.6%
Restaurants and hotels 7.00% 7.4% 5.5% 5.9% 5.4% 4.5% 2.5%
Transport 6.58% 2.0% 2.9% 6.7% 6.4% 6.0% 5.8%

Alcohol beverages and tobacco 7.00% 1.3% 1.5% 1.4% 0.9% 0.7% 0.3%



Analysis by ethnic group

Table8 shows thatBumiputeraled householdgay2.98% GSTI and Chinese led households pay
2.79% GSTIl.dd-Malaysian households suffer the highest GSTI {8)IBhe reason for the uneven
GSTl is due to GST being a regregaid he Chinese led households earn 46% more than
Bumiputeraled households andBumiputeraled householdanake 70% more than nellalaysian
householdsSincethe marginal propensity to consume falls as income risggenditure increaseat
a slower rate as income rises. Therefareen though Chinese led householg&isd more and pay

more GST in Ringgi&STis lowerg seeFigures.

Table8: GST payable (RM) and GST payable as a percentage of income (GSTI) across ethnic groups for Malaysia

Non
Total Malaysian
Total Citizens Bumiputera Chinese Indians  Others Citizens

GST (RM) 104.00 107.35 97.59 132.65 101.92 84.91 61.48
Expenditure
(RM) 2355.64 2423.58 2200.28 2984.49 2356.34 1969.50 1495.01
Income (RM) 4411.83 4563.47 4072.08 5898.92 4413.39 3584.01 2395.48
GSTI (%) 2.93% 2.92% 2.98% 2.79% 2.87% 2.94% 3.19%

Figure8: GST payable (RM) and GST payable as a percentage of income (GSTI) across ethnic groups for Malaysia
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We investigate if spending pattern could explain the uneven GSTI across ethnic gronpshe
Household Expenditure Survey 2009/1@& &xtract the categorieswhere households spend more
than 10% of their total expenditure and calculate the proportiothaf expenditure over the
estimated income. We presethe percentagealongside the effective GST rate (after exempting or
setting zero rates for essential items)Tiable9. We find thatthe spending pattern cannot explain

why nonMalaysians pay higher GSTI tHammiputeraled household; and whyBumiputeraled



householdgay higher GSTI than Chinese led househé&ldisexamplecomparing across all three
ethnicgroups,we find that although nomMalaysian households spend more of thigital income on

low effective GST rate items (39.2% on food and housing related expenses) and less of their total
income on high effective GST rate items (15.3% on transport, restaurants and hotels), they still pay
higher G3I. Likewisecomparing Bumipuwgra and Chinese led househol@sjmiputeraled

households spend more of their total income lom effective GST item&8.7%vs. 26.2%n food

and housing related expenseand less on restaurants and hotels (6.8867.5%compared to the
Chinese led howholds Therefore, we conclude thdhe tendency to spend less as income increases

dominates the effect of differences in spending pattamsulting in GST being a regressive tax

Table9: Proportion ofincomeby expenditurecategories and their respective GST rat@dedby 3 ethnic groups in
al I 8&8AF 0&2dz2NOSY |1 2dzaSK2f R 9ELISYRAGAZNE { dzZNBIS& wHnndkmn

Effective Proportion of total income spent on

Categories GST rate Bumiputera Chinese Non-Malaysian
Food and noralcoholic beverages 1.49% 14.8% 10.6% 18.8%
Housing, water, electricity, gas and other
fuels 1.66% 14.0% 15.6% 20.5%
Total 28.7% 26.2% 39.2%
Transport 6.58% 11.1% 8.6% 5.7%
Restaurants and hotels 7.00% 6.9% 7.5% 9.5%
Total 17.9% 16.1% 15.3%

Household size and age analysis

Tablel0shows thatGST hits the single person households hardest (GSTI of H6B8&$ Tfalls
gradually as the size of the househ@uahd income)ncreases. Accordirtg the Household
ExpenditureSurvey, the average household size is 418 typical for a fouperson household
structure to consist of families with parents and children and/or elderly person to care for. With this
profile, the income earner, and hence the head of the househslikely to be in the age range of
35-64. This is substantiated by the Household Expenditure Survey 2009/2010 which found the
monthly income/expenditure of a four to fivgpersons household virtually matches the monthly
income/expenditure of those in the 364 years old range monthly income around RM 5,000 and
expenditure around RM 2,500 herefore, the four to fivg@ersons household and the 38! years
old age range are analysed simultaneously, and regarded as the average-imégaiee household
in Malaysa. Tablel0 and Tablell shows thatthe GSTI burdefor 35-64 year olds anébur to five
persons householdis between2.86% and 2.3

Tablell shows that households in the 35 to 64 age range have the highest monthly household
income (RM 4,702 and RM 4,769) angenditure (RM 2,485 and RM 2,514) and pay the highest



GST amount of abd RM 111 per month among all age groups in Malaysmavever the GSTI for
35-64 year olds is lowebétween 2.93% and 2.8§%ompared to the under 24 year olds because: 1)
the 3564 year olds arn more than those under 24 years oldeencewith the incomeand

expenditure relationship being a concave functitheir expenditureis proportionately less than

their income and 2)the proportion of expenditure on food and beverages away from home-is 43
52% less than households below Years old, TheGSTtange for 35-64 year oldss consistent with

our earlier finding that the GSTI for an average household is 2.93%.

Tablel1 show the monthly income and expenditure across different age groups. We note that the
income/expenditure of under 24 year adnd over 65 yealds are fairly similar (RM 3,127 / RM

1,745 vs. RM 3,197 / RM 1,780)kt, the GSTI suffered diffeysinder 24 year olds suffer 3.25% vs.
2.75% for the over 65 year olds. Thus, althotlgheffect ofthe concave relationship between

income andexpenditureis strong,in this casespending pattern does alter the tax burderer

elderlypay lower GSTI because thgyend proportionally 57% more on food and ralicoholic

drinks and 49% less on food and beverages away from home as compared to those below 24 years
old.

Tablel0shaows that the single person households suffer the highest GSTI (3.58&%) expenditure

of RM 1,505er month is quite similar to those under 24 year oldsaddition to having lower
earnings, these household@pend a higher proportion of their expenditupn alcohol beverages and
tobacco and fod and beverages away from homeesulting in high GSTTherefore, we can

conclude that under 24 years old adults in single person households, who might have just entered

the workforce, pay the highest GSTI rateang all age groups due to their expenditure pattern.



Table10: Monthly expenditure, GST (RM & %) payable by household size in Malaysia

Ten and
Two Three  Four Five Six Seven Eight Nine over
GST (RM) 69.68 8458 9759 111.19 11898 117.13 115.21 117.25 128.71 139.65
Expenditure
(RM) 1504.93 1946.28 2223.28 2506.43 2667.12 2669.26 2673.77 2688.74 2909.36 3181.39
Income (RM) 2414.26 3535.93 4121.77 4751.07 5123.84 5128.89 5139.54 5174.95 5710.37 6410.02
GSTI (%) 358% 297% 2.94% 291% 2.88% 2.84% 2.78% 2.81% 2.80% 2.71%

Tablell: Monthly expenditure, GST (RM & %) payable by age group in Malaysia

<24 25-34 3544 45-64 >65
GST (RM) 81.75 103.07 111.10 109.82 70.82
Expenditure (RM) 1745.38 2254.53 2484.70 2514.31 1780.15
Income (RM) 3127.22 4189.64 4701.58 4769.09 3197.05

GSTI (%) 3.25% 3.05% 2.93% 2.86% 2.75%



Analysis by gender
The GSTI incurred Inyale and femalded households are similgr2.926 and2.91%respectively.

The monthlyGST payable gmaleled households in Malaysia is on average less as compared to
maleled household¢RM 81 vs. RM 108)

4. Making GST a progressive faxless regressive)

Section3 shows that GST is agressive taXWe assess if it is possiblerttakeGST to ba
progressive taxr change itto be less regressiyavith the important caveat that aimilar amount of

taxrevenuemust be raised

Implementing multtiered GST rates
We evaluate the method used by some countries, such as the UK and Norway, where there are two
GST rateg a standard and a reduced rate.the UK, the standard rate is 20%, while the reduced

rate is 5%, with some goods exempted from @62Zero rated

Weintroduce multitiered GST rates and vary the composition of items subject to GST. Our main
analysis in sectiordand 3 adopts 7% acrosall standard rated items and zero rate for other
essential items like food, education and healthcare. Inemaluationhere, we keep 0% for essential
items like basic food, medical and educational expensskjcethe standard rateGST but impose
higherrate on transport(excluding public transportationYhis is becausé)as income increases,
the proportion of spending on transport also increases (Babkle7); and 3 transport is one of the
largest categoryf expenditure, hence levying tax on it will raise reven@e, Kearney, Robinson
and Thierfelder (2005) found thaly increasing tax on items normally consumed by the higher

income groupsGSTwill beless regressive andore progressive

We experimentd this multirtiered GSBystemusing threescenarios 1) transport(excluding public
transportation)is GST rated at8%and the standard>STrate is 44 2)transport (excluding public
transportation)is GST rated at 25% and the stand@3lTrate is 2%and 3)transport (excluding
public transportation) is GST ratedZi% and the standar@STrate is3%.

Tablel2 Panel Aeports GSTlinder base casé% GST ratesSTI undatifferent multi-tiered system
and the change vs. the basase FromTablel2 Panel A, we see that GST has become less
regressive because GSTI has increased in the top two groups of income earners; and GSTI has fallen

for all remaining income grougsseealsoll KS W/ K Iy 3 SFigdrd9dlots theXGST) oviikBhg ®



different expenditure/income groups. We find that the mttitred GST can make GST less
regressive becaus# all the linesthe GSTI line for the base case GST 7% (blue line) is generally
higher forthe lower income groups (left side of the graph) bosver forthe highest income group

(right side of the graph). Froffigure9, we find that scenario 2 which imposes 25% GST on transport
(excluding public transportation) and 2% on stardlitems willmake GST less regressive because of
all lines, itsGST(grey line)is the lowest for the lower income groups and highest in the highest

income group.

Wereportin Tablel2 Panel Bhe total revenue raised in perfect vwhen tax collection is simplified,;
the expected inflation spike as measured by the Consumer Price Index (both methodalegies
elaborated in sectio®); and the contribution fronthe top two sources of GST revendablel2

Panel Bshows that the revenue raised are within the base case scenario of RM 7.5 billion but
inflation/CPlis expected to spike up more than the base cafs®8.86% By imposing high GST rate on
transport, transport as a category contributes more than 50% of the total GST revenue (right most

column inTablel2 Panel B).



Tablel2: GSTI, total tax revenue rai expected inflation/CPI spike when implement riidted GSVs. base case GSTI

Less
than RM500 RM600 RM700 RM800 RM900 RM1000 RM2000 RM3000 RM4000 RM5000
Panel A: Expenditure RM500 -599 Lt c¢cdb T1db ydb ddb mMdpb HPL odb nd andover
Expenditure
(RM) 421 594 700 808 917 1023 1591 2621 3692 4784 8085

Income (RM) 605 867 1032 1204 1379 1555 2579 5015 7877 11543 30815

Scenario 118% higher GST GSTI (%) 1.84% 2.02% 2.21% 2.35% 2.50% 2.55% 2.94% 2.86% 2.66% 2.45%  1.86%
rate on transport (excluding

public transportation); 4% Change vs.

standard GST rate base -0.78% -0.63% -0.55% -0.51% -0.43% -0.35% -0.13% -0.01% -0.03% 0.02%  0.30%
Scenario 2: 25% higher GE GSTI (%) 1.31% 1.59% 1.83% 1.99% 2.19% 2.30% 2.82% 2.83% 2.61% 2.43%  2.04%
rate on transport (excluding

public transportation); 2% Change vs.

standard GST rate base -1.30% -1.07% -0.93% -0.86% -0.74% -0.60% -0.25% -0.04% -0.08% 0.01%  0.48%
Scenario 3: 21% higher GS GSTI (%) 1.56% 1.79% 2.00% 2.14% 2.32% 2.40% 2.84% 2.80% 2.60% 2.40%  1.92%
rate on transport (excluding

public transportation); 3% Change vs.

standard GST rate base -1.05% -0.87% -0.76% -0.71% -0.62% -0.51% -0.24% -0.07% -0.10% -0.02% 0.36%



Total GST

Total GST Revenue with tax Additional spike in Top 2 sources of GST
Revenue

Panel B: Revenue (RM) collection simplification (RM inflation/CPI (%)

Scenario 1: Higher 18% rate or

transport (excluding public GST Revenue (RM 7,638,854,012
transportation); remaining 4%

standard rate Change vehase 120,620,609
Scenario 2: Higher 25% rate or

transport (excluding public GST Revenue (RM 7,639,679,164
transportation); remaining 2%

standard rate Change vsbase 121,445,762
Scenario 2: Higher 21% rate or

transport (excluding public GST Revenue (RM 7,519,883,708
transportation); remaining 3%

standard rate Change vsbase 1,650,305

7,024,326,241
11,907,093
6,960,425,503
(51,993,645)
6,884,617,673

(127,801,475)

4.17%

0.30%

4.32%

0.46%

4.18%

0.31%

Transport (56%); Restauran
and hotels (10%)

Transport (78%); Restauran
and hotels (5%)

Transport(66%); Restaurant
and hotels (7%)



Figure9: GSTI using multiered GST vs. base case GS3dregated by expenditure classes
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Although thismulti-tiered GST system can make GST to be less regressive and raise fairly similar
amount of GST revenue in Ringgit, Tanzi and Zee (2000) has argued that timésarditive burden of

a multitiered GSTsystem is high, complicated to account for and require a higher level of
manpower. Hence, Malaysia is recommended to adopt a single tier standard rate GST regime
initially. Nevertheless, we show that it is possible to shift the tax revenue profile towexois
consumption rather than taxing income without GST beingwerlyregressive tax a policy that

can be pursued in the future so that income taxes can be reduced.

Increasinghe standardGSTrate from 7% but limiting the scope of chargeable goods
We evaluateif a higherstandard ratecan beimposed on a limited number of goods, with the rest of
goods and services exempt from G Eero rated This regime has the benefit of simplifying the tax
administration as the number of goods and services araote is lower, hence lower administrative
burden and involve fewer entities. Besides, it can be targeted ahiceundesirable expenditure,
expenditure on goods and services that cannot be easily substitoteeikpenditure where the

higher income earnerproportionately spend more of their incomeowever, thisystemwill not

broaden the tax base widely and will affect certain industries negatively.

In our analysis here, wexperimented with three scenarios: ihposel6% GST otransport

(excluding pblic transportation) alcoholic beverages and tobeo, restaurant and hotelsyhile
everything elsas zero rated or GST exempt; 2) set 17.5% GST on transport (excluding public
transportation), restaurant and hotelgshile everything elseas zero rated oIGST exempSo

alcoholic beverages and tobacco are zero rated despite having negative externalities libeause
consumption falls as income increases ($able7); and 3) levy 2% GST on transport (excluding
public transportation ad motorcycles), alcoholic beverages and tobacco, hotels, while everything
else is zero rated or GST exeme reintroduced alcoholic beverages and tobacco because of their
undesirable effect on health but exclude restaurants as the occasional me& eggtaurant will

increase the enjoyment in life.

We report our findings in similar layout asthe multitiered GST sectioM.ablel3 Panel Ashows

that compared to the base case of 7% @&& across all items, imposing higher Gf8ifewer items

can make GST less regresgj\&STI has increased in the highest income group and GSTI has fallen
for all other income groups with the GSTI falling more in the lower income groups. This can be seen
TNRY G(KS W/ KI yEBeldPanel Bd/é pioShe GSIBvér diffeyent

income/expenditure groupd Figurel0. We find thatof all linesthe base case GST 7% lithe(



blue line) is generally high&or the lower income groups and lowésr the highest income group.

Hence, targeting fewer items with higher GST rate can help make GST less regressive.

Tablel3 Panel B shows that the total revenue raised in perfect conditions is within the base case
scenario of RM 7.5 libn. However, after taking into account the need to simplify tax collection,

some GST revenue will be uncollected. We find that in scenarios 1 and 3 (when alcohol and tobacco
are included)asignificant amount of GST revenue will not be collected. $lie¢ause alcohol and
tobacco are purchased from retailers unlikely to be registered forc@&Iwill discuss this further in
sectionb. For example, in scenarioTablel3 Panel Bthe total GST revenue ixpected to increase

RM 445 million vs. the base case. However, after taking into account the practicality of tax

collection, total GST revenue is expected to fall by RM 9 million.

Figurel0shows thatthe third scenario of imposing®26 GST ratéhe yellow line)ertainly makes

GST least regressiidowever there are several reasons againstimplementation 1) tax collection

and administration will be more complex as alcohol and tobacco are sold in maerysottence,

taking intoaccount the practicality of tax collectioa,significant amount of G$&venueis not

collected (about RM 4Bmillion). Leaking too much tax revenue will incredlse need to set a

higher GST rat® maintain the same tarevenuevs. the base case; 2) 29% GST rate is very high and
is unlikely to be accepted by tax paying households; 3e#pected additional increase in inflation

will be higher (4.63% vs. base case of 3.86%); 4) imposing higher tax on alcohol and tobacco will
enwurage even more smugglingnd 5) the GST revenue is highly reliant on transport, which

contributes 85% of total revenue

Therefore, scenario 2 where 17.5% GST is imposed on transpdridiry public transportation)

and restaurants and hotels, whilst ather items are zero rated or exempt from GSm@e

realistic The grey line ifrigurel0shows that most low income groups will pay lower GSTI than the
top two highest earning groups. Besidd expectecadditionalinflation increase is les.01% vs.
the base case of 3.86%%usinesses involvadansportation, restaurants and hotetge usually

larger and more likely to be able to cope with the tax collectiotal GST collected is more evenly
spread between transport (56%ihd restaurants and hotels (43%)d the total GST collected is

almost the same as the base case.



Tablel3: GSTI, total tax revenue raised, expected inflation/CPI spike when higher GST rate is imposed on fexgebasmcase GSTI

Less
than RM500 RM600 RM700 RM800 RM900 RM1000 RM2000 RM3000 RM4000 RM5000
Panel A: Expenditure RM500 -599 Lt cdb T1Tdb ydb dpdb mMpb HPL odb nd andover
Expenditure
(RM) 421 594 700 808 917 1023 1591 2621 3692 4784 8085

Income (RM) 605 867 1032 1204 1379 1555 2579 5015 7877 11543 30815

Scenario 1: 16% rate or GSTI (%) 2.28% 2.08% 2.37% 237% 252% 2.49% 2.90% 2.82% 2.64% 2.31% 1.68%
transport (excluding

public transportation),

alcohol& tobacco,

restaurants & hotels;

everything else exempt Change vs.

or 0% rated base -0.34% -0.58% -0.39% -0.49% -0.41% -0.41% -0.17% -0.05% -0.05% -0.11% 0.12%
Scenario 2: 17.5%te GSTI (%) 2.18% 1.93% 2.21% 2.18% 2.40% 2.38% 2.84% 2.80% 2.67% 2.37% 1.77%
on transport (excluding

public transportation),

restaurants & hotels;

everything else Change vs.
exempt/0% base -0.43% -0.73% -0.55% -0.67% -0.53% -0.52% -0.23% -0.07% -0.02% -0.05%  0.21%
Scenario 3: 29% rate or GSTI (%) 1.27% 1.64% 1.98% 2.17% 2.32% 2.43% 2.99% 2.99% 2.68% 2.45% 2.10%

transport (excluding

public transportation &

motorcycles), alcohol &

tobacco, hotels;

everything else Change vs.

exempt/0% base -1.35% -1.02% -0.78% -0.68% -0.61% -0.47% -0.08% 0.12% -0.01% 0.03% 0.54%



Total GST Total GST Revenue with tax Additional spike in  Top 2 sources of GST

Panel B: Revenue (RM) collection simplification (RM inflation/CPI (%) Revenue

Scenario 1: 16% rate on transport GST Revenue

(excluding public transportation), (RM) 7,383,859,195 6,854,141,165 3.10%

alcohol & tobacco, restaurants &

hotels;everything else exempt or 0% Change vs Transport (51%); Restaural
rated base (134,374,208) (158,277,983) -0.76% and hotels (40%)
Scenario 2: 17.5% rate on transport GST Revenue

(excluding public transportation), (RM) 7,429,415,561 7,022,551,743 3.01%

restaurants &otels; everything else Change vs Transport (56%); Restaural
exempt or0%rated base (88,817,842) 10,132,596 -0.85% and hotels (43%)
Scenario 3: 29% rate on transport GST Revenue

(excluding public transportatio& (RM) 7,963,377,421 7,003,263,491 4.63%

motorcycles), alcohol & tobacco,

hotels; everything else exempt 686  Change vs Transport (85%); Alcohol &

rated base 445,144,019 (9,155,657) 0.76% tobacco (13%)



FigurelO: GSTI using higher GST rate on fewer items vs. base casse@&lated by expenditure classes
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Ouranalysis in this section shows thiits not possible to mak&STto be a progressiveax whilst
raising the same amount in revenuBy targeting transport, GST can be a progressive taxeotwo
extremes on the income/expenditure scale. However, thossmg aroundRM 2,500 to R\8,000
per month will stillpay highetGSTI compared to the highest earning group. This is bedtaeise
expenditure on transporas a proportion of incomes even higher than the higist income group
Therefore, b remedy thisthe Government can consider grantirgfundabletax credisor lowering
the income taxate around the RMB30,000 to RML00,000annualincome band; equivalent to RM
2,500 and RM 8,33Bicomeper month,

Of all thesixscenarios evaluated, the imposition of 17.5% GSTaatémited items and zeroating
everything elsas the least regressivend practicabf all. However, igen that 17.5% GST is higher
than 7%, there will be resistance iniitsplementation Sq if 7% is introduced on a broad range of
items as analysed in secti@the Government should consider reducing income tax rates and
granting refundable tax credits to encourage people to register on the tax sydtampossit# that
acombination of tax policies can help make GST less regressive, whilst at the samagamax

revenue androadenthe tax base bynoving taxation towards consumption rather than income.

5. Robustness anfensitivityAnalysis

Leakages in GST reuencollection

The first form of GSievenue collectiodeakage occurs due to simplificatiomtax administration
Even if a good is subject to standard rate GiSwight not be practically feasible to colledb avoid
administrative burden on businesses and ®eyal Malaysian Customs Department, the Ministry of
Finance has proposed that businessaldngless tharRM 500,000 in annual sales revemesed not
be registered for GSThis policy will focus GST ealion on businesses making the most sales. As
such, this will avoid a small provision shop having to set up a bookkeeping system to account for
input and output GSTand the Royal Malaysian Customs Department having to audit the GST
accountsof these smadlentities Hence, GST on items subject to standard rate GST (e.g. clothes)
purchased from the small provision shaeydl not be channelled to the Government. The second
form of leakages from fraud.Harrison and Krelove (2005) identify that one avenu&afd might

occurbecauseexporters suffer input GST whilst exports are GST exempt, hence GST refunds are due

21n the Assessment year 2012, the individual relief per annum is RM 9,000 and the first RM 2,500 is tax free.
There are also other reliefs such as Life Insurance and EPF (max RMree@id€g)]| etc. So the income
chargeable to tax is less.



from the Government? Our paper attempts to estimate the amount of GST not collected due to the

simplification of tax collection and not from freu

To estimate the amount of GST not collected, we ascertain the amount of sales chargeable to GST

which falls below the RM 500,000 annual sales threshold. We adopt two approaches.thastly,

Preliminary Report Census of Distributive Trade 2@p®rtsthe annual sales turnover for different

establishment types that engaged in retaild motor vehiclesrade in MalaysiaWe calculate the

average annual sales by each establishment type to ascertain if it falls within the RM 500,000

threshold.

Tablel4 shows thatthe average revenue dfrovision store€and‘dther retail sale in non

specialized stores n.&€Xall below the threshold to be registered for GST, hence no GST will be

collected from sales made through these establishments. Eliminating these two types of
establishmentthe remaining 9,403 establishments, accounting7@®®o of all retail saleare
registered for GST.ablel5 shows that he average motor vehicles sales made by each
establishment exceethe threshold. Hence, all motor vehicles and related sernestgblishments

are required to be GST registerégbing through thaeletailed CEGs, we restimate the amount of

GST that will be collectedecognsingthe practicalityof purchasing thatype of goods fronthe type

of retail establishment. For examplejusical instruments are not commonly purchased from

provision stores, whereas toiletriege. Our analysis shows that the total GST that can be collected

after accouningfor the practicalityof GST collection is RRIO1billion.

TableldY wSGl At Sadlot AdaKYSyil o0az2d2NOSY ¢KS

calculation)

NB@ZSydz2S oe

% of
total

Average revenue

No. of Total revenue per establishment GST

Establishment

Type establishments (RM) (RM) register? revenue
Provision stores 49,046 12,337,857 251,557 No 26%
Supermarket 966 6,152,019 6,368,550 Yes 13%
Mini market 5,261 4,933,926 937,830 Yes 10%
Convenience

stores 1,125 1,218,923 1,083,487 Yes 3%
Department

stores 873 3,963,681 4,540,299 Yes 8%
Department

store and

supermarket 724 18,891,632 26,093,414 Yes 39%

t NBf AYAY

13 Keen (2007) suggests several fraud prevention measures such as reverse charging and opening separate VAT

accounts.



including
hypermarket
Newsagent and
miscellaneous

goods store 454 234,446 516,401 Yes 0%
Other retail sale

in non

specialized

stores n.e.c 2,944 539,753 183,340 No 1%

Tablel5: Motor vehicles and related services sale by establishment (source: The Preliminary Report Census of Distributive
¢ NI RS H nnapleulatonl K 2 NB Q

No. of Total revenue Average revenue per
Type of business establishments (RM) establishment (RM)
Sale of motor vehicles 3,529 58,665,777 16,623910
Maintenance and repair of motor
vehicles 18,819 9,613953 510,864
Sale of motor vehiclgsarts and
accessories 10,583 19,732513 1,864,548

Sale, maintenance and repair of
motorcycles and related parts and
accessories 10,468 9,183874 877,328

The second approach attempts to improve on the first approacélloying theproportion of retail

trade madethrough GST registered reteilsto vary across the different categories of detailed CEGs.
This is becauseis unreasonableo assume each detailed CEG will have similar purchasing pattern
according to establishment. For example, cereal préslotay be more commonly purchased in
supermarkets, whereas spices may be more commonly purchased in provision stores. The difference
in purchasing pattern will result wifferent proportions of GST collected feach detailed CEGs.
Therefore, we adopt deiiled data on purchasing pattern for retail goods and services from

Euromonitor

Euromonitor separates retail goods into six types of establishmentedern grocery retailers,

traditional grocery retailers, nogrocery retailers, nostore retailing, norretail channels and other
store-based retailing. Similar to tHest approach the average sales turnover per establishment was
calculated to determine whether an establishment type is registered for GST, with RM 500,000 being
the threshold. For establignent types vhere average sales turnover per establishment was not
available, theyare assumed to be not registered for GST. Tljissi#fiablebecause these

establishment typically consist of internet retailing and direct selling, of which average sales

turnover per establishment is difficult to quantify
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only a small difference (0.5% apart) between these two approaches, thereby justifying the usage of

the data from the Preliminary Report Census of Distributive Trade 20€0%ce, ve show that

potentially 67% of the total GST revenue cannot be collected due to practical reasttastaking

into accountGSTraud, the actual amount raisedill be even less.

Standard GST rate set at 4%, instead of 7%

The Government hinted on setting the standard GST rate at 4% several years ago. Henganwe re
our analysis in sectioBusing standard GST rate at 4% rather than 7%fiNdethat the total

revenue raised will fall to RM 4.3 billion. Taking into account the practicality of GST collection but
ignoring fraud, the total raised is expected to fall to RM 4.0 billion. The average household will pay
GSTI of 1.67%. This translatedfRM 59.43 per monthOur findings in sectioB that GST is a

regressive tax, and the findings across occupation, gender, ethnic group, age and size of household

remain the same.

Impact of GST on sub regions of Malaysia

The anaJsis in sectiord covers the whole of Malaysitn this section, w analyse the impact of GST

on households across different regions in Malaygigban/rural; Sabah, Sarawak and Peninsular

Malaysia. In sectio, we overcame the problem of not having income data that corresponds with

GKS SELISYRAGAINBE t S@St o6& NBfeaAy3a 2y . Fyl bS3k NI
consume (MPC) across different income groups. We used the MPC to derive our

income/expenditure relationship. However, as the MPC covers the whole of Malaysia, it is

unreasonable to assume that the same relationship applies to rural and urban areas as well as to

Sabah, Sarawak and Peninsular Malaysia given the disparity in theirexmmomic development.

Becauseave cannot reliably estimatexpenditure/income or GSTI for the sukgions in Malaysia, we

usethe proportion of expenditure payable as G&ISTHD discuss thémpact

Figurell shows the GSTE across ethnic groups in rural/urban sub regions of Malaysia. Apart from

rural Sabah, we find that thiefluence of sub region is more dominant as the GSTE rates are similar
among all ethnic groups within the same location, but differ aclosation. This might imply that
households residing in the same sub region adopt fairly similar lifestyles, thus incurring fairly similar
GSTE. Besides, although rural households in Peninsular Malaysia spend on average RM 800 less than
their urban counteparts, the GSTE discrepancy between them is small, implying that their spending

mix are on categories with similar effective GST rates.

Figurell: Ratio of GST payable to expenditure (GSTE) in sub regional Malaysia segregétadlgroup
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Figurel2 andFigurel3plots the GSTE by age and sizéhefhousehold Figurel2 shows that GSTE
falls as the head of the household gets older. Likewise, we fiRtjurel3that GSTE falls as
household size increases, but GSTE then starts to incf@aseban Peninsular Malaysia and urban
Sarawak householdbat have more than eight persons. Rural Sabah (dark blue lirfégumel2

andFigurel3) exhibits differentbehaviourto the other sub regions.

Figurel2: Ratio of GST payable to expenditure (GSTE) in sub regional Malaysia segregated by age
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Figurel3: Ratio of GST payable to expenditure (GSTE) in sub regional Malaysia segregated by size of household
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Range estimates incorporating standard errors

The household survey data was collected with 95% confidence level. Using thtedegtandard
errors from the Household Expenditure Survey 2009/2010 on the twelve main CEGs, we re
computed the range of GST estimates. The total GST revenue raised ranges betw&mbiRivh

to RM 79 billion annually

Alternative specification to @@me/expenditure relationship

In section3, we used our polynomial equation of second order to estimate the level of income for a

given expenditure. Although the specification adopted has minimal estimation error relative to the

ind2YS tS@St a LINBRAOGSR dzaAAYy3I .Fyl bS3IAFNF alfle
estimates are less than the income level found in the Household Income and Basic Amenities Survey
2009/10.We adopt the relationship in sectidhas our main results because using Bank Negara
alftlreairlrQa YIFINBAYFf LINRPLISyaaAdule -establisiidd gbricay S | £ f 2 ¢ 3

relationship between income and expenditure.

Neverthelessyve evaluate alternative specification, weddzOS R (KS | 2dzaSK2f R 9 ELISy
expenditure by 10% anek-fitted the polynomial equationThis revised income/expenditure

relationship results in income estimates that are closer to the Household Income and Basic

Amenities Survey 2009/10. We-ran our computation and found that overadlll ourfindings are

robust For exampleiGST remains a regressive tax. For households whose income is around RM

2,500 per month, instead of suffering GSTI of 3.07%, they pay-2vi¥h is still the highest across

all income segmest and substantially below GSTI of 1.31% paid by the highest income group.

Likewise the findings across occupation, gender, ethnic group, age and size of household remains the

same.

Different standardsST rates in East and West Malaysia

Our last scenario analysis involves the possibility of introducing different GST tax rates in East and

West Malaysia. Although the administrative burden of a dual rate system is high, if it is imposed on
services that canot be easily arbitraged between East and West Malaysia (e.g. expenditure on
NEBAGFdzZNI yi FyR K2(iSftaos GKSy aavdza3aftAiAy3aeg akKzdzZ R
such policy which differ by region has been implemented before, e.g. the mininaga in West

and East Malaysia are different, it is possible that such differential GST rate can be implemented.

We set the standard GST rate for Peninsular Malaysia at 7%, and the standard GST rate for Sabah

and Sarawak at 6%. Our results show that \&itt?6 decrease in GST imposed on East Malaysia,



there is only a 1.2% reduction in total GST payment collected (total amount: RM 7.4 billion). Hence,

it is not a recommended policy unless the rate differential is higher.

6. Implications

Our analysis thus far has focusedevaluating if GST is a regressive or progressive tax and the
remedial actionsthe impact of GST on different segments of the Malaysian househaoldi®n
estimating total revenue raised taking into account leakadésertheless, the impact of

implementing GST is wide ranging.

Inflation

Using the official Consumer Price Index (@Rd) ignoring secondary effectimflation is expected to

spike up by an addition&.86%upon the introduction of GST, ceteris paridi§hi increase is

calculated based on the weights on the CPI basket. For example, the typical household spends
wao®dHn AY WwSadldNI yida | yR HFORMKRR A0y B S@SNF BSE QA
expenditurebasketof RM100) After the introductionof GST at 7%his is expected to increase to

RM3.42 and RM30.75 respectively. The expected additional inflation is calculated assuming that

the spending pattern of households remains the same. The expected additional infladlayhtty

lower than thefindings froma study in Canada where each 1% increase in costs induced by taxes

leads to approximately a 1% increase (or sometimes a bit more) in the price paid bynesagBird

and Smart 2000

Nevertheless, households are likédyalter their spendig pattern due to price increases and the

reduction in their spending poweTherefore, the degree of higher inflation is difficult to estimate
accurately a priori and the economy is expected to encounter a period of high rate of inflation as
consumers and businesses adapt dynamically to higher pBessdes, the Government has

indicated that the Sales and Services Tax will be abolished after the implementation of GST. Hence as
argued by Cnossen (1991), the inflationary effect from GST implementation is difficult to disentangle

during this transition process.

Malaysia has traditinally adopted price controls to control inflation. Measures available include th
Anti Profiteering Act, enforcement action throughe National Pricing Council anthking the

hypermarkets act as price setters. Heavier fines and penatirslsde impased toensure that

¥ We also analysed three other scenarios: 1) If 4% is the standard GST rateninfiditincrease by an
additional 2.21%. 2) If 20% is imposedadcoholic beverages and tobacco; and restaurant and hoteld 7%
levied on the remaining standard rated items, inflation is expected to spike up by an additional 4.57%. 3) If
20% is imposedn alcohol and tobacco; and restaurants and hotels while all other items are exempt/zero
rated, then inflation is expected to spike up by 1.08%.



businesses comply with tharices andules.Whilst these measures are aimed at changing the
profit-centred attitude and unethical practices of the businesg#slonged implementation of these
in an era of high inflation will result the withdrawal of labour and capital from the production of
these goods. This is because unprofitable businesses are unsidé&amthe long run and capital
and labour might beeallocated to the production of othaurofitable goodswhich arenot subjet to

price controls.

Fiscal deficit

GST is expected to raise RM billion from householdsceteris paribus® This idower than the RM

20- 27 billion that the Government expects to ratééecauseour study focuses on households and

we do not includeGSTraised from businessé&s Neverthelessthis will go towards plugging the

Federal Government fiscal deficit and help allay the concerns of international rating agencies.
However, introducing GST so soon after the reduction in fuel subsidies in SeptemBgmich

will save subsidy or cause consumers to pay additionally RM 3.3 billion iff)2@ilUseverely

AYLI OG K2 dza S K svér Bnd €ausé dddaniRreddciiam thi2short term. On the other

hand, introducing GST gradually will not help addresgititeriorating fiscal condition and might
demonstrate weak resolve from the Government in addressing a pressing issue. Hence, it is possible
GKIFG GKS FTAYEFYOALFE YINJSGa oAttt y20 loddydaey OAYy OSF

GST shoultbrm part of a wider fiscal reform.

Besides, under the overwhelming wave of withdrawal of foreign capital from emerging markets due
to tapering of quantitative easing in the US, it is possible that the introduction of GST will only make
smallmarginaliad- OG 2y Ay ©@Sai2NBRQ O2yFARSYOS Ay alfleaail

continue to increase with Ringgit Malaysia continuing to depreciate and import inflation.

GDP growth

Introducing GST will have a negative impact on GDP growth, ceteris pditiisiss because since the

financial crisis in 2008, growth in the Malaysian economy has been driven muctbyawoenestic

02y adzYLIiA2y ® C2NJ SEFYLI ST .yl bS3aFNIQa aS02yR |

demand has continued to support deniamid weak demand from the economies in the West.

15 GST raised from business are not included in our analysis.

16|dris Jala, the Minister in the Prime Minise&d 5 SLJ NI YSy X &F AR GKIFIG D{¢ O2dzZ R
billion at maturity.http://www.nst.com.my/latest/gstimplementationto-add-up-to-rm27b-to-malaysias-

income1.280974

17Using 10% GST rate, Narayanan (2007) estimates that RM 14 billion,&KRMilich and RM 17.5 billion will

be raised in 2005, 2006 and 2007 respectively.

18 http://www.theedgemalaysia.com/isthe-edgefinanciatdaily-today/253313moodysmalaysiasuel-hike-
credit-positive.html












