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ABSTRACT
Among, the fzctors that enable to promote development incluce,
a wéii presare. development plan, generating and mobilizing
resources, proner alloceation of these resources, particularly
the allocation of financial resources among investment(capitsl)
and consum tion(recurrent), and an efficient utilization of Tne
meagre resources that can be mobilized from external end doiestic

SOUI'CESe

In Ethionia, a2 tremendous growth in Budgetary expenditure naos
peen obscrved. 4t the same time, this increase in Government
expenditure »aos been going to the recurrent and from it a greater
provortion to the non-productive sectors, such as defence and
to sustain and run the state machinery. This has been accorpii-

jed by 2 lerse deficit in the budget of the Government.

The objective of this study is to find out the factors that =re
considered to be resvornsible to bring about the tremendous grov-
th in Government expenditure and also to assess Treasons for the
allocation of Covernment fund among alternative prcgramsSe To
meet this end, stepwise regression analysis is employed. This
is further suv-—orbted by additional analysis of factors like in-
stitutions rnd vprocedures in expenditure allocation. As the

case is in the hipghly developed and least developed countries,

o

1

Government ex—menditure in Ethiopia also was affected more by
non-ecorouic facters. However, different components of expendi-

ture behaved dilfcrently.



Fin=lYy, verious sugcestions are forwarded to mitigate the existing
protle. Hven thourh recommendstions to increase revenue by texX

are to be suv ported, particular consideration should be made on the
role of the Government in promoting socio-economic development rnd
the allocation of expenoiture among alternative programs. Ihe Gove
ernment cenmobi continue depending on foreign sources and deilicit-
financing as the maojor and permanent sources of financing its exren-
diture witheutt; crusing sewer conseguences to the over all deve-

lopment of ih.z country.
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4.4 ST.ILMENT CF Tib 1KCBLEM

There 15 & seneral agreement in the developing countries thal,

develovment is an urgent pr¥oritye. But the task to bring about
development nas vemained an @lusive and difficult onee. This is
so partly due To the excessive scarcity of financial resourcCes,
and alsc on ~1location of these resources which usually doesnt't

correspond to the need of the countrye

Countries ac different levels of development and adhering to
different socio-economic systems, apply different means to inic—-
jate development oOr to maintain a high level of development they
have alrecady ~Ltzined. #is far as the developing countries like
Ethiopia aie concerned, 2 sipnificant amount of investment fund
is required to initiate developmente Almost all studies mad.e

in relation to the source of ipvestment fund of the poor nations
agree thot o taslk as difficult as development, can only be pCo=
formed by the airect participation of the government through

state budict ()

In genertle rovernment budget is the annual financial plan of o
government. It is composed” of revenue‘and expenciture, 1aCey

it conteains tie {asks to be performed DY the government in a
given year, and the means(revenue) required to meet those taslSe
A government can nortly regulate and control the activities of

the private sccior and its public enterpriscs through its fiscel

activities included in the budget. Discussion related to ve
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role of fovernuent bucget the scope of the budget in different
Systems nnd levels of development are relevant issues in the

study to he vndertaken, but is delayed for later Sections,

48 has been elaborated in other Studies(21), revenue(tax) colle-
ction has many objectives., 7To mention some, it erables the
government to run strte affairs(state security, law and order,

to meet intconationgl oblifations etec.,) and to allocate fund rop
investment, Te Lthiopian Government has been mobilizine reve-
nue, the overriding objectives of which are to motivate aond
enhance f0cilo-econonie development together with running state

objectives 1il-o naintaining the unity and security of the countlry,

However, it should be realized that socio-economic develo ment
depends not oenly on how much revenue can be mobilized, but :lso
on how the re esources so mobiligzed are allocated ang utiligzed,

In other werds, it depends on how the revenue is allocated
between recurvent and capital expenditures, and also on the

allocation ctiucture of capital expenditure(sectoral priority),

In Ethiop dia, an jncrea81nn‘ amount of budgetary expenditure h-

been allocnied to the recurrent expenditure, and from it to the

E
non-produciive “eciors, such as defence and running the state

*

machinery, This has been accomnanied by a large growing deficit

5

in the buiget of the Government, The difference between reveonue
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From the 0inis raised above, it pecomes apparent that the

allocetion of Government expenditure seems to be at utakKee

An incuiry into how the Government's budgetary ex:;endituxe

are allocnted scems pertinent specially at this time, wherc
the desire “or survival and develonment 18 high, theé level

of deficit finsncing s growing trewendously,’and the Gov-

ernment is 1 need of on increasing amount of domestic

and foreign,financial resourcea

1.2 ﬂﬂVIEH OF LITERATURE

411 nations, cnpitalist or socialist; poor OT rich, sh&re

some coumon featuresS. They all require certain basic

ipstitutions of sLate machinery to Tun their state sffcirse
of couxrsc, the role of the stote in the errly days has
under:-one o crestic change in comparison to the presente
In the enrly Joys the state was thought to act in a miven
orderly wiy vith minirum interference in the econorny 2nd
soeial affsirs of the peonle. Lven today in many of the
advanced copitelist countries, direct government interfer-
ence in the economy is Very limitgd(ﬂB).'

Y
However, covernments in the developing world and in thes

socialist countiies assume some additional tasks, such as

promoting development through state budget. Thus to have
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a clenrr uvnderstanding of the subject pm povernment expen-
diture, the review of litersture will assess the place of
governwent expenciture in public finance, the role of gov=
ernment expenditure in economic development, and the deter-

minants of rovernment expenditure.

As Trr as oublic finance 1is concerned, government expendi=-
ture remaincd weripheral to the literature for a long timee.
The main concerns of the classics regarding the issue of
government expenditure in public finance were related to
the division between public and private expenditure and how

to mobilize revenue.

The trcmendous growth in government expenditure in many
capitalist countries since the ¢ econd World War, and the
Great Devpression, coupled with the controversy on how to
determine the distribution of the tax burden among citizens,
attracbed the ~ttention of many econorists and politicians
to the obtudy of covernment expenditure. The following

quotation Trom Fusgrave is a typical example:

siven the principle that the cost of public services
should be allocated sO a8 to cause least total sac-
rifice, it was, but a brief step to the dictum that
the distribution of income available for private

use should be arranged so as to secure maximum toteol
satisfactiion. Provided that the expenditure gide of
the budcet is determined independently of the taxX
side, thore 18 1ittle lowic in limiting the specific
doctrine to the fraction of income reqguired to sustein
total services(2, Pe 16) .
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The weakness of the principle of disgsributing the tax bur-
den on eoual marginal sacrifice was well recognized. Thus
to mitigate this short-coming, it was sugpested that, it
has to be supplemented by the principle of allocating exXpen=
diture on equal marginal benefits. Cne such example sugg—=
ested to rmend the weakness is that given by idolf Vagner
(17). In the first place, he identified two functions of
taxation. Mirst, the purely fiscal function of taxation

was exnpected to supply revenue needed to pay for public
services. The other function of taxation was for social
welfare. This constituted government expenditure for soc-
ial welf-re. It is this second function which was exvected
to correct deiiciencies on the distribution of the tax

burden.

However, the ubove argument, i.e., how to distribute the
burden ond benefit among citizens brought some fundement:l
theoretic~l end practical problems. Some of the basic
ones are, the cuestion of efficiency in the allocation

and utilization of covernment expenditure and its measure=-
ment. low are the benefits from nublic services to be
measured? There sre various studies in the field of
welfare economics, which attempt to explain and deal with
this cortrovorsy. llowever, welfare cconomics failed to
come out wWith svecific solutions on how to determine the
optimun Jor the sublic sector and how to measure =nd dis-

tribute socil Lenefits(17). As a result, Burkhead notes,
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"the field of nublic expenditure is in somewhat unsettled
state in bosh theory and practice and the authors(includl-
ing. nwinaelf) find themselves writing into and about 2
number of oreas uvhere neither doctrine nor practice has

yet been resolved. "(2).

L distinct bubt related area of study in government exven-
diture involves the analysis of fiscal policy. Some of
the mcin fiscal objectives of povernments in all countries
are, economic prowth, full employment, price stabilization,
and 'fair' income distribution. The main fiscal instrum-
ents nt the disposal of governments to achieve the above
stated objectives are taxation, government expenditure and
borrorinr. o detailed analysis will be made here to show
which instrument is apyropriate for which objective. 1t

is generslly agreed in the developing countrics that, the

"~

overriding Ifiscel objective of governnents,is to initiate
develo icite Thus to bring about development a combination
of the figse=2l instruments mentioned here have to be apnlied.
This, "owever, should not be taken to mean that there are
no instruments other than fiscal ones. In fact, the ins-
truments have to be syncronized with the mornetory, adnmini-
strative and nlanning instrumentse. But as fer as the in-

strument of expenditure is concerned, covernments should be

able to sllocste large amounts for the investment funde
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One wey Lo attein this is recommended by Lewis(?7), and this
¥ J »

is to cvrb movernment consumption expencditure.

This brings vs to the issue of the determinants of govern-

The growth of government expenditure in absolute terms and
in reletion to GDI' has been tremendous in the rich and
poor nationse. This fact has led researchers to study the
factors bechind the tremendous growth in government expen—

diture.

Despite bthz tremendous irnterference of politics and the
difficul®y in measuring the benefit of =overnment expond-
iture, 7cetical analysis of this, using positive economics
has much 1li;ht on the understending of its behevior and

in identifying the determinants of government expenditure

(13, 9 Jo

Fryor contends thst positive theory of ;wublic expenditure
can be . -lied to answer the following questions(19)s
a) whet goods 2nd services are publicly finenced?
b) vhat cre the determinants of these expenditures?
¢) whot cre the behavioral properties of these
ex enditures? and the econonmic factors underlying
sucn properties?
d) what difference does it make whether a particular

good or service is financed by the public or the



private sector?

Questions about what expenditures should be made or whether
certain public expenditures are beneficial or not, belong
to the sphere of normative economics and were not applied
in his study. In the analysis of the determinants of gov-
ernment expenditure, the literature survey will be limited

to the essential aspects.,

Though not a pioneer, Adolf Wagner. was one of the leading
figures who snalysed government expenditure(17). Accord-
ing to him, the basic reason why government expenditure
grows is, because state activity grows or expands overtime,
This assertion has been criticised by many, on the ground
that it doesn't help one td make any analytical exercises

It doesn't angwer the question of why state activity expands
and what the determinants for the expansion of government

expenditure are.

Peacock and Wiseman(17), in their study of the growth of
public expenditure in the UK, have dealt with the subject
thouroughly. One basic point in their study was, their
effort to identify the 'permanent' influences, il.€., the
determinants for the growth of government expenditure at.
2all times and in all societies. They were not satisfied
by what Wagner observed in his time, " as the economy
develops, the tasks of the organs and institutions of the

government must both change in character and become more
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intricate and difficult."” Tt is the belief of Ppacock
and Wiseman. that,some Of the points raised DY Wagner are
certainly true. But the nature and extent of the growth
in government expenditure must depend upon the specific

circumstances being considerede.

Even though it is acceptable to think of growth in expen-=
diture of the general public as the economy grows, there
is no renson to presuppose that the expenditure financed
by the government to grow in the same Woaye Indeed, as the
experience of the Western capitalist countries show, as
the economy grows the additional expenditure required may
be financed by the private sector rather than by the gov=
ernment. Another point to be raised is that there is no
reason to expect 21l items in government expenditure to

grow in the same way as the economy EIOWS.

Having exomined the various fectors that they consider to
have influence on the growth of government expenditure,
Peacock and Wiseman concluded that, " government expendi-
ture are perhaps more likely than not to increase in abso-
lute real volume as 2 COumtry develops economically."
Further, " changes in the size of government sector and
hence of public expenditure are bound to be affected by the
political nature of the society concerned and by current

views about the role of government."(17).
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Another leading writer to discuss the factors responsible
for the growth and behavior of government expenditure was
Pryor( 19 ). In order to analyse public consumption expen—
diture, he sets three factors: economic system, level of
economic development and other factors. In so far as the
economic system is concerned, by examing government expen-—
diture of socialist and capitalist countries, he identified
some basic differences between the two. In the first place
in the centrally planned economies, due to the existence

of comparatively more institutions mnd organizations, soci-
alist contries face large expenditures. Secondly, the
state budget is part of the overall national plan, which

is binding for its fulfillment.

On the other_hand, however, in a market economy, governmcnt
interfercnce and controlling mechanism doesn't require huge
organization and expenditure, and government expenditure

enjoys flexibility.

Turning to the second group of factors, i.e., the level of
economic development, reflected in GDP, technological change
urbanization, industralization, taste and attitude of the
people, price level are some of the main ones that affect.
the demand for expenditure. Pryor suggested that, in the
highly developed and highly underdeveloped countries, non-—
economic factors play mcre important role in influencing

public consumption expenditure.
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iﬁ'é similar way, S.Lall( 33 ), has also dealt with the
subject of government expenditure, specially in identif-
ying the deterninants of government expenditure in develo-
ping countries His findings showed a respectable statis-
tical support for the follawing:
ae the share of total government expenditure in the
GNE of developing contries increanses with per
capita GNP;
v, current expenditures as 4 whole increase their

share of the national product with rising incomes;j

As has been stated several times, the involvement of gov=
ernment in running the economy of ~ developing coumtryy
had earlicr been justified on the ground that either the
market doesn't exist or due to externalities, it doesn't
lead to proper rcsource allocation. Unlike the earlier
discussions, lusgrave points to the failure of the public
sector to be the main reason behind the growth of govern-—
ment expenditure. To use his words, -'"the traditional
concern with the market failure came to be replaced by &
preoccupntion with the public sector failure. Indeed g
such failure has come to Dbe viewed as a major, if not the

major source of budget growth." .(36) »
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1e% ORJECTIVES OF THE STUDY

Broadly speaking, SOME of the major means of promoting
dewslopment are by adhering to a well preparecd develop-
ment plan, generating and mobilizing resourcces, proper
allocation of expenditure AMONE capital(investment) and
recurrent expendituré(consumption), ond an efficient uti~

1ization of tThe meagre resources that could be mobilizcde

Despite the above stated facts, studies on the role of
gcvernments in the generation and allocation of resources,
financial resources in particuler, have mainly concentrated
on the mobilization of revenues, iprespective of where.
this revenuc 18 goinge. Nevertheless, ©T0day, government
expenditure canl not be seen as & side issuc. The aim of
this study is to analyse the pattern and behavior of gov-—
ernment expenditure. To e more specific the study has

the following objectives:

4. to review and analyse the structure of the pudgete
The components of revenue and expenditure, the
structure of capital and recurrent, and the allo~-
cation of expenditure ot service and sector level
are dimoussed. This lays the ground tO analyse
the dterminants of government expenditure shich
is the main objective of the: study. This ig supp-

orted by a review of thé& institutions and the
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procedure that is @mnvolved in the allocation

of expenditure;

2. by amplysing Government expenditure,

a) to identigy the determinants for the growth
of total government expenditure;

b) to identifly the determinants for the growth of
recurrent. - and capital expenditures separately;

¢) +to identify the determinants for the growth
of recurrent expenditures for administration
and defence, sociil services and economic
services. The second objective explores the
factors responsible for the growth in Gover-
nment expenditure during the period under .

studye.

The two objectives together will help us to see whether

the Government's allocation of resources was consistent

to its stated objective of promoting development. In
addition to this, we will compare the results of the study
with the case of developing countries menticned in the
literature. In general, government recurrent expenditure
is financed through domestic tax, while capital expenditure
depends more on foreign borrowing. To study and analyse
the determinants of governmen®s recurrent expenditure is

to attempt to understand how well the government is managing
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that area of expenditure which is within its greater con=-
trol. As noted before, a proper management of recurrent
expenditure can be a vital force in the development process
of the country. Therefore much emphasis is made on the
study of recurrent expenditure. Bascd on the above analysis

the study gives some recommendmtion.

1.4 METHOD CF STUDY

As has been indicated in the previous sections there are
two approachs to the study of government expenditure. The
fipst one is the normative analysis, while the other one
is the positive analysis. The idistinction between the
two approachs is well known to economists, but all too
often not well communicated. Yo illustrate the distinct-
ion between the two:

positive statements concern what is, was or will be
and normative statements cconcern what ought to bee
Positive statements, assertions or theories may be
simple or complex, but they are basically about

what is the case. Thus disagreement over positive
statements are appropriately settled by an appeal to
the 1acts. Normative statements concern what ought
to be. They are thus inextricably bound up with our
whole philosophical, cultural and religious position;
they depend upon our judgements about what is good
and what is bad. We say that normative statements
depend upon our value judgement ( 13, Pat) e

Thus, the prescnt study is based on positive analysis.
Mo meet the first objective, statistical methods, ratios,
growth rates arc used. This 1is supplemented by a review

W e

L i L

o
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of the procedure in the allocation of government expendi-
ture =nd the institutions involved. The use of some sta-
tistical methods like ratios and percentages without
qualification, have some shortcomings. Some studies try

( 43 ) to compare countries by the percentage of expendi-
tures allocated to certain activities out of the total
expenditure, or in proportion to GNP. However, this method
has a najor weakness. In the developed western countries,
we may find large percentage of expenditure going into -
defence, health,&education. This is so, because, the
governments in these countries may leave other areas of
activities tc the private sector. Even in countiies which
are on similar levels of development, because of difference
in policy, they may have different ratics. For instance
governuent expenditure for health in a given country may
take small proportion while the overall expenditure on
health may be greater than in other countries. Therefore,
great care should be made when one tries to make interna-

tional comparison using simple ratios and percentagese

The seccnd objective of the study was indicated to be the
identification of the determinants behing the growth and
allocation of government expenditure. To meet this objective
several studies have applied the Least Square Regression
L ISR). To mention some, Peacock and Wiseman for the UK;

Pryor for a group of capitalist and communist countries;
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S. Lall for a group of developing countries; and J .B.Lionge
for Nigeria ( 17, 19, 33, 32, 13 ).

The model will Dbe:

Yi = bo - quq + b2X2 +b3X5 +b4X4 +b5X5 +b6X6
where Yi is the ratio of the expenditure under examination
to GNP

X,l = per capites GNP

X, = domestic revenue/GNFP

X5 = exporti+ import/ GNP

X4 = ratio of recurrent government expenditure on

education to total government expenditure

X5 = ratio of external loan and domestic borrowing

to total revenue

X6 = dunmy variable for the change of government

and bq, Doy b5’ By s b5, b6 express the relationship
between the respective independent variables and the

dependent variable.

Tn the model to be applied, total government expenditure
or/and its disaggregated components for the 20 years will
be taken s dependent variables. The hypothesis we pursue
is that government expenditure and its components increase
with per capita GNF, the availability of domestic revenue,
the volurme of foreign trade, the literacy rate(X,). How-
ever, with regard to X5 and X, different expenditure

components will behawe differently.
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Besed on the results of the regredsion equations, we will
see the magnitude, directicn ond significance of the
determinants of government expenditure in Ethiopia. To
explain the determinants of defence and war expenditures,
non-econonic variables have greater significance. How-—
ever, a country'd capability to defend itself and conduct
war partly depends on its economy and at the same time,
its expenditure on defence and war has strong bearings on
its economy. The extent to which we can explain the
political factors behind defence expenditure being low and
not the direct objective of the study, the paper will
assess only the economic behavior of defence expenditures.
What is meant by this is , to look at defence expenditure
if it has ony 'displacement effect' ( 17 ) on development

expenditure.

15 DATA BASE , SCOPE AND SIGNIFICANCE

Data on Government expenditure is available on the annual
Negarit Gazzeta proclaimed by the Government. Budgetary
changes in the middle of the fiscal year are incorporated
and finally .the Ministry of Pinance prepares annual
budget report. This report consists of 4 columns: the
first column shows the annual original planned budget; the
second one shows the revised one, the third shows the
actualexpenditure and the final one shows saving or excess}

l.es, the difference between revised and actual.
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For different purposes comparing the planned and the act-
uszl is essential. If we 100k at table 1, ratior of actual
to planned indicates a wide gap, speaialny_ for capital
expenditure and domestic borrowing. Due to the wide
variance between the planned and actual, the present study
is based on the actual dat=x. When the present study was
started actual report was available only upto 1977, and
because of this the regression analysis uses data only
for the years from 1958-1977. The Ethiopisam calender(EC)
is uscd in this study, because, it is closér to the
Ethiopian fiscal year, which runs from Hamle(July)

to Sene(June).

It is necessary to give the reader sone explanation regar=
ding the type and quality of data. In the first place

the budget consists of Ttwo categories; revenue and expen-—
diture. Governnment expenditure 1s composed of recurrent
(consumption), and capital (investment) expenditures.
Under the recurrent expenditure, we find four groups:
Administration and general services( state organs, defence,
foreign affairs and information etc.,), Social Services
(education, health etc.,), Economic Services(agriculture,
industry, transport etc.,) and Transfer Payments like

debt payment and pension payment. Equally under the
capital expenditure, we £ind eccnomic services sad social

servicess
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Another spproach to the data could be on sectoral basis,
i.e., by adding up recurrent and capital expenditures for

a given scctrr, ZFor instance, we can amalgamate the eapital
and recurrent expenditures for agricultural sector. How-
ever, since allocation between recurrent and capital expen-—
diture and not between industry and agriculture lies at

the center of the objective of the study, we will follow

the former approeach.

Since the arrangement of the data requires consistency,
reclassification was made based on the present arrangenente
In the course of time, some ministries expand and others
disappear. But the annual expenditure data report doesn't
go back and make rearrangement. For instance expenditure
for relief programs is currently put under Social Services,
while scne years back, it is put under Administrative
Services. Another importent example to be mentioned here
is, expenditure for Malsria eradication is currently con-
sidered capital, while in earlier years, it is put under
recurrent., Thus, to have confiidence in the data, it was
collected on subhead level from the disaggregated annual
budget report from the Ministry of Finance. It is impor-
tant to mention here that, it is not reasonable to use data

aggregated on services level fron the annuak budget report.
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Data related to GNP was obtained from the Office for the
National Cormittee for Central Planning (ONCCP). As far
as the quality of data regarding national accounts 1s -
conerned, it is not different from the problen faced by
nany researchers. For instance population figure has been
revised based on the 1984(GC) census( 27), and this has

direct effect on the per capita GNP.

A definition of public sector may be helpful to spwecify

the scope of the study. The public sector in Ethiopia has

been defined in the Third-Five-Year-Plan as follows:
all the ministries, agencies and other organizations
whose accounts are included in the Central Government
Budget, the chartered nunicipalities, and those
corperate enterprises in which not less than 56% of
the shares are held by the Government or its financial
intermediaries. Although, these enterprises enjoy
autoncny, the Government, as the principal shatfe
holder, bears final responsibility for their opera-
tions snd sets their broad pelicies and rules of
operations( 39 ).

After the nationalization of major enterprises, the size

of the public sector has increased. However, it should

be clear that the present study is concerned with the

Gentral Government expenditure and net with the public

sector as a whole,

The present study will have at least two significance. By
reviewing somc government policies, the procedurec in the

zllocation of expenditure, and institutional fackors, the
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study will be helpful in understanding and improving sone
deficiencies. It will be essentioal in determining future
expenditures and in formulating fiscal policy. Another
importance of the study will be to fill the research gap

in resource mobilization.
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CHAPTER TWO

IT. GOVERNMENT BUDGET AND TITS ROLE

In this chaptef, we will discuss, &) the role of gavernment
budget in differemt socio-economic systems, and levels of

developnent; b) different types of budgeting.

To give clarity to the discussion, it is essential to begin
it by including the meaning, essence and purpose of budgete
The word budget is derived from the French word 'bougette',
meaning a small bag or pouch (8). The Oxford dictionary
defines a budget as " = statement of the probable revenus
and expenditure for the ensuing year with financial propo-
gals founded there-on." Alternatively, it is also defined
s " a financial and/or quantitestive statement prepared
prior to a definite period of time of the poliey to be
pursued during that time for the purpose of attaining a
given objective. "(8). The meaning of budget becomes clear
when one discusses the role of budget and the types of

budgeting.

2e THE ROLE OF GOVERNMENT BUDGET

Historically, the practice of budgeting as it is now under-
stood, originated in the Celtral Government of Great Britain

around the year 1217 (8). Hbwever, an entirely new
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approach to government budgeting was initiated during the
19%0's econonic depression in the advanced capitalist
countries. During thet period, new Possililiities of using
fiscal measures to regulate the level of employment and

econonic activity were recognized (8).

While reviewing the literature on the subject, we have seen
the role cf government expenditure in economic development
and the place of government expenditure in public financee
Some of the main roles a budgetcan play include: a) it cam
serve as a good instrumcnt in the implementation of plansj
b) it can be used to authorize the collection or the use of
fund for certain activities or programs by certain units of
the government; c) it can be useful to forcast future expe-
cted results; d) it can elso be used to measure activities

within the public sector ( 8, 12, 22, 2).

The role of gaevernment budget becomes more clear when we
analyse what the goals of a budget are, and the instruments
(within budget) to attain the goals. The main goals include:
@) economic growth, b) stabilization of price, ¢) full emp-
loyment of resources and manpower, d) 'fair' ineome distri-
bution (12,2®, 15, 2). And the instruments are: &) revenue
(taxation), b) expenditure, ¢) debt management. As we can

see from the goals, they Pefleet eeonomic aspects of a
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country. The importance of the instruments should be seen
in relation to others, like monetary, administrative and
planning instruments. In fact, at times and in certain
countries, non-budgetary instruments may have greater impor-—

tance in attaining the given objectives.

Due to differences in economic systen ( i.e., capitalist®
end socialist) and level of development (developed and
developing countries), there exists difference in the
importance of the goals and in the use of the methods to
attain theme. This is so, not only among countries, but
also within a given country. The role budget can play may

change, depending on the specific issues of the daye.

Tn the developing countries, the most important issue 18
economic growth. The ungique nature of the problem in
this countries is that, development has to be initiated
by the government. Despite the general agreement on the
main issue of development, there can be a lot of contro-
versy. on the means. Is 1% figeml (like taxation, expen-—
diture and debt management) or monetary (expanding bank
credit facilities, manipulation of interest rate) or
administrative measures or planning that best suit these
countries? There a@an not be general agreement by all for
211 nations. But one thing is agreeable, the absence of

market forces makes monetary instruments inactive. As a
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result, we sce heavy relisnce on budgetary means to bring
about development. Similarly, but for a differnet reascum
the main objective in socialist countries is economic
growth. We nmay squally stress incone distribution to be
an important goal désired by these countries. This is not
to say that,goals like priceastabilization and full emplo=
yment have no importance. The difference lies not in the
goals, but in the means. In the socialist countries the
state budget is an instrument of the overall nationsl plan
( 19, 4)e ihus, the state budget has to ensure the allo-—
cation of fund among alternative programs and the means

of financing ite. It is here where allocation of resources

between levels of censumption and investment has to be

decided, =nd the budget is a reflection of ita

One starts to have an appreciation of the role of budget
as the goals and means mentioned earlier are applied to
the econony of the advanced capitalist countries. This
is: so sinply because they are developed as @& result of the

need in these economies (2, 22, 12, 15). In simple form:

Goals Instruments
1. econcmic growth 1. taxation
2. price stabilization 2. governnent expenditure
3, full employment 3, debt management

4, income distiribution
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The goals and instuments are interrclated to each otheTe
Except for theoretical interest, we can not separate the
impact of each, for instance the effect of taxation on
economic growth and income distribution. Similarly, €co=
nomic growth nay be promoted using @ combination of the
instrumcnts. Howewel, it will be lengthy to include hoy
each goal is pelated to any other goal and equally to the
means., QTherefore, we will give only some brief aspects

of the goals and neanss

Tn the realm of economic growth, governments, as mentioned
earlier either directly or through the market, have the
responsibility to bring about cconomic growth. In courntries
where the econorlyy has reached high level, the issue becones
one cof naintaining the attained level. If no effort is

made to maintain it, the consequences that may arise have
been pointed out by one author as follows:

If the portion of national income used to purchase
consunption gords 18 too great, the quantity of

saving and new investment will be insufficient to

nake use of the new technical developments and s1s0
replace wornout capital goods. If the portion of
national incone intended for consumptior ‘'is too
1ittle, intended gaving becomes greater than inten—
ded investment and as a result national income falls,
bringing about & decrease of employment and inefficient
wtilization of resources (12, pP.56)s
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The second goal ol fiscal policy, i.e, price stabilization,
is mainly the concern of the developed capitalist countriese
Tn this countries the economy syffers from inflation and
defla~jiom... In general, the most common test of the degreé
of economic stability is the level of prices and their >
movements. It is. to e understood However * that, stable
prices are, the result of stable relationships and not the
cause, Thus, budgetary instruments,to the extent that they
maintain desirable economic conditions, can be considered
to have contiibuted to price stability. What should be
added to this is that governments can not remain silent

in the event of ups and downs in prices, for the effect

of it on the economy and the nation at large could be fatale

As mentioned earlier, the priority of each goal depends

on the severness of the problem, the country is facing.
Thus, in countries where there is acute unemployment
problem, resources can be diverted towards solving ite
When we say full employment, it refers to human as well

as material resources. We should remenber the fact that
the level of employment will have repercursion on the price

levels and finally on economic growthe.

Coming to the issue of income distribution, it is surrounded
by a lot cf controversy. The controversy ranges from whether
an egual or unequal distribution is desired, and mOreover,

how to bring about 'fair' distribution, i¥ that is the
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desired goal. The fact that the levél of income distribu~
tion affects levels of consumption, saving, investment and
directly or indirectly economic growth, makes one pawae
whether governments should give it less attention. If
required, there are budgetary instruments like taxation,

end expenditure inorder to solve the problem.

The main objective of the study being government expendi-
ture, it is important to add some more statements regarding
this instruments. How can economic growth be promoted?

How can it be used to stabilize prices and promote emplo-
ment? Is it possible to use it for purposes of income
distribution? or, are there other instruments better than
it to obtain the above objectives? No claim is made here
to give fair answer to all questions. Some of the perints
that have to be clear as far as this case is concerned are,
unless there is clear governmment fiscal policy, it may be
difficult to indicate the purpose of any expenditure.
Expenditures for running state affairs are outside fiscal
objectives, But it should be clear that, financing it
through taxation will have an impact on economic growth
and other factors. H owever, government expenditure can
directly affect economic growth on the bases of fund allo-

cated to development purposes.
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We have alreoady seen in the survey ~f litsrature that,
incorme distributicn is related to taxation and expendituree.
Governnents can inflitemge: the level of income distribut-
ion through the allocation of fund for services run by ite.
TIncreasing or decreasing levels of expenditure can deter-
mine the level of unemployment in a countrye Compared to
other purposes of government expenditure, its contribution
to conbrol or stabilize prices is less. But when there

is inflation caused by deficit in the budget, cutting ex-

penditure can be helpful to solve the problen.

Primarly, the mechanism of financing expenditure has =
direct effect on the price level, Expenditure financed

by a deficit increases the existing price level. If on.
the other hand , expenditure is financed by tax collection
the effect is very little. Whatever fornm of financing
being used, the additiocnal expenditure increases the income
of individuals. Its effect on price is very significanta
In general terms, government expenditure which goes to

consumption has the tendency to cause inflatione.

However, government expenditure for investnent hés the
opponsite effect on price from that of consumption. The
additional investment results in increased productive
capacity and finally increased productione. Consequently,

as production or supply of certain commoditiies or services



- 30 -

We have already seen in the survey ~f litsrature that,
incore distribution is related to taxation and expenditures.
Governnents can inflitemge: the level of income distribut-
jon through the asllocation of fund for services run by ite
Tncreasing or decreasing levels of expenditure can deter=
mine the level of unemployment in a country. Compared to
other purposes of government expenditure, its contribution
to conbrol or stabilize prices is less. But when there

is inflation caused by deficit in the budget, cutting ex—

penditure can be helpful to solve the prceblena

Primarly, the nechanism of financing expenditure has =
direct effect on the price level, Expenditure financed

by a deficit increases the existing price level. If on.
the other hand , expenditure is financed by tax collection
the effect is very little. Whatever form of financing
being used, the additional expenditure increases the incone
of individuals. Its effect on price is very significanta
In general terms, government expenditure which goes to

consumption has the tendency to cause inflatione.

However, government expenditure for investment hés the
oppnsite effect on price from that of consumption. The
additional investment results in increased productive
capacity and finally increased production. Consequently,

as production or supply of certain commoditiies or services
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increases, it depresses price. During the 19%0's depression
governuent expenditure played great role to manipulate
prices. On the one hand, public expenditure helped to
promote consumption so that prices of certain commodities
can increase. Consequently, investment for such commodi-—
ties .dincreased, On the other hand, the high prices fop
certain commodities were made to decline by reducting
investnent on them. To sunmarize the relationship between
governnent expenditure and prices, government expenditure
should be increased during depression and reduced during

prosverity( 12).

Here now, we turn to the relationship betwee governnent
expenditure and economic growth. We can broadly split ex-
penditure into inwesimeit and compunptiiom. The first type
is expenditure for investment which is elated to the use
of government funds to finance socio-econonmie projects,
This type of expenditure myy either stimulate and promote
further investment by other groups or sectors through its
multiplier effect or nay end up in consumption. The second
type is government expenditure for consumption. This
includes expenditure for the provision of education, health
social activities and running state machinary. The problenm
faced by many governments lies not in choosing one by

ignoring the other, but in determing the level of each.
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If for ianstence there is a tendency to favour "equal"
distribution, this will lead to increase consumption

and depress investment. However, if current consumption
is not curbed to a certain level, ivestment is unthinkable
unless foreign sources of investment are obtained. But
replacing domestic effort by foreign sources could be
difficult in the first place, and even if possible may

not be desired on many groundsS.

The desire to bring atiout economic growth in the defeloping
countrices is stronge. The reality in these countries ref-
lect charaterstics like low per capita incomes, heavy
relisnce on subsistant agriculture; heavy reliance on

one export commodity; disappointing levels of soci'l
indicators like literacy rate,,mortality rate, life-
expectancy etc., and slow rate of growth of the economy

for @ long period (25 )

Paus, to bring about a change in the appoling situation
of these countries, governments should through budgetary
dxpenditure among other things, encourage and increase
capital formation. It is not easy to give specific
recormendation on what areas the government should invest.
But, we can , in general terms say that, government

investment should focus on improving educational and
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heglth conditions, construction of infrastructure like -
roads, houses, bridges, dams; changing the subsistance
way of life in agriculture and improve the industrisl

base of a country.

Another area where government expenditure can play great
role is in solving problems related to enployment. Full
employment is understood to mean the full utilization of
human ond material resources. There are wide ranging
arguments on how to bring about full employment. The two
basic ones are the balanced budget approach and the unba-
lanced one, What is meant by the balanced budget is the
annual expenditure of the government should not exceed the
tax collected. In other words, it should not resort to
debt situation or deficit financing. The unbalanced budget
approach favours to increase spending by borrowing. The
underling assumption is that if “surrent taxes are incre-
ased to finance expenditure,it may be counter productive
te private investers and also financing expenditure by
borrowing will immediately improve the unemployment problen,
The fact is that if deficit financing goes to finance
-productime areas of investment, the problem of inflation
can be less. Government expenditure influences employment-
by providing or not by providing an effective demand for

goods and services. The increase in government expenditure
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brings about an expansi~n in the effective demand for goods
and servies., Thisg €Xpansion results in providing better

employment opportunities,

Now let us look at the mechanism of how governnent expen-
diture can influencerincome distribution , If there exists
unequal distribution of income among income groups or
regions, the government can influence it by resorting to
Progressive taxation. But here, we are interesteq in how
to use expenditure to serve such rurpose. The government
¢an consider such matters in its decision on alloeating
fund,

It should be emphasised that, the achievemént of the
objectives depends on the strengh of & government ruling
in a country, This is so because administration of budget
Tequires strong gcvernnent departments and diisdifTime in

its implementation.

It has already been mentioned that , governments can
inffluence their cwn activities and glso that of the private
sector through fiscal policy, monetary policy and other
administrative fneasures, like direct control and quotas,

At this point it is essentioal to include a brierf aSSesSS=-
nent of the relationship between nonetary and fiscal

instruments°
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Monetary measures are those activities conducted by the
banking systern, and this include the determination of
interest rate and the availability of bank credit. Yhe
rate of interest affects investment =nd eventually the
rate of growth of the econony. At the same time, the
bank's lending policy affects the money supply and this

is reflected in the ecenomy ( 5 ).

The mrgument of either or i.e, menetary or fiscal is dead.
This has been proved Dy experience of the last four to five
decades. Before the experience of the 193" 's economic
depression, there was a belief that monetary poliey could
be successful to stabilize the economy. This was based

on the belief that governments should leave the affairs of
the economy to the market. But the 1930's depression
proved the inacequazy of the market to stabilize the eco-
nony, eand governments through their fiscal measures, inter-
fered to salvage the economy that had practically collapsed,
Gbnsequentely, the successful application of fiscal policy
during thai period led to a tendency to neglect the impor-
tance of monetary policy. However, again s the experience
of many countries proved that fiscal measures alone were
not enough and & combination of the two was necessary.

Some favour monetary policies to fiscal, on the ground that

they are more flexible and politically more acceptable,
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But the application of monetary policy requires a monetized
economy. Money markets should be strong and the manipula-
tion of interest rate and chamging credit facilities should
heve an immediate effect if monetary policy is to operate.
Banking activities should play an active role in speeding
up investment., In the developing countries nonetary ins-
truments play very little role, because, the econony is
based on subsistance traditional agriculture, banking
activities are limited to commercial purposes. But these
countries. should give strong attention to improve such
defeciencies, dinorder to take advantage of the good merits
of monetary policies and to reduce heavy reliance on

administrative and fiscal measures.

2.2 TYPES OF BUDGETING

Budgeting as 2 process and system has different features
and application. Even though meny of them have common
features, they also manifest significant differences,
These differcnces can assume decisive nature, reflecting
differences in substance. The objective of this section
1s to present some of the main types of budgeting. The
immediate benefit is to make later readings o +the subject
clear, and subsequently will be helpful to analyse the

Ethiopian case.



include, line-iten budgeting, piece-meal budgeting, perfo-
rnance budgeting, ?lanning-Programing-Bhdgeting(PPB), and
Zero~-Base-Budgeting( 8, 14, 9, 20). Budgeting has always
been concieved as & process for Systematically relating
expenditures of fund to accomplishment of certain objectives,
Every budget systen, even rudimentary ones, comprises

Planning, managenent and control,

Line®iten budgeting is a way of allocating fund in a very
detailed woy, It concentrates on the goods and services

to be supplied by the government. Thisg system has the -
merit of becoming good for accountability, However, its
demorit lies on the fact that it fails to make any relatione
ship between the goods and services rrovided and the overe

all program,

Another type of budgeting, with no much difference,is the
pEece-meal budgeting. Fund is allocated for certain type

of activity and results are evaluated on & piece-mesl basis.
There is no much to be said about the above two types of
budgeting, because, they are traditicnal ways and loosing

ground, unable to core-up with modern activity.

Performance budgeting is management oriented type of

budgeting. Its main principal aim is to help administrators
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to assess the work-efficiency of operating units. Generally,
its method is particilarly interested in reducing work-cosgt,
The demerits of performance budgeting become. clear when

we consider FPB and ZBB.

Planning, Programming and Budgeting(PPB), is a recent inn-
ovation in the process of budgeting. Tt started in the
USA, and during its two decade of existence, a lot of
Progress has been made. Some of the factors that led to
use PPB aref 14 ):

Ts economic analysis, maero and micro has had &n
increasing part in the Shaping of fiscal and bud-
getary rolicy;

2. the development of new informational and decision
technelogies has enlarged the applicability of
objective analysis to policy making;

5« fhe gradual convergence of planning and budgeting

process,

FPRB: involves the determination of objectives, the evalua-
tion of alternative courses of action and the authorigation
of selected Programs. It is Planning oriented, its main
goal is to rationalige policy-making by providing costs

and benefits of alternative ways of attaining proposed

public objectives and also the overall impact of the process,
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Plannins is linked closely to budget Preparation. But it
would be a mistake to disregard the managenmefrtt and control
aspects in budget preparation. As far as management is
concerned, it involves the programming of approved goals
into specific projects and activities, the design of orga-
nizational units to carry out approved programs, and the
staffing of these units and the way to obtain necessary
resources, Budgetary control involves the process of bin-
ding operating officials to the policies and plans set by

the policy makers.

Unlike the other types of budgeting, FPB, focuses on expen-—
diture aggregates. Details are also analysed, but ohly to
contribute to an analysis of the total or of marginal trade-
offs among conpeting proposals. However, the PPR approach,
is not without criticism. Three basic problems associated
to the above method are( 13, 9, 20):

1« The first rroblem emanates from the enormous
technicalities involved in. PFB, According to its
critics, PPB gives more weight to technical anal-
Fsis at the expence of pelitical analysis in
reaching decision. In line with this, the infor-
nation requirement of this method surpasses the
capability of many public organizations. It pre-
Supposes the existence of sufficient recording of

informatien by all rublic atithorities. Moreover,
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the skill and staff requirement for the application
of PPB is enormous.

2e Hhe second rroblem is relsted to application of
the method. Any organizaticon or country applying
other methods may find it trowblesome to abandon
the others alteogether and adhere to FPB. The best
woy may be to mix the best of all as one authority

on the field has suggested:

while a PPB maybe the best format for making deciw-

sions about effectiveness, the per formance budget

nay be far superior in dealing with questions con-

cerning the efficient use of resocurces and the

line-item budget nay y#ield the most appropriate

infermation for decions cencerning accountability(14).
3o The third type of problenm is related to the ana~

lytical methods to be used in selecting projects.

This is concerned with whether to apply econrnmic

criteria or others.

The most recent type of budgeting in application is Zero—
Base~Budgeting(ZBR). This type of budgeting is similar
to PPB. The most basic concept behind ZBB is that all
programs and expenditures are re-evalucated every year,
Another feature of ZBB is that the responsibility to pre-
sent and defend programs falls into the hands of managers
of respective institutions. Moreover, according to the
method of ZBB, "decision Packages" have to be develnped.
The key to ZBB lies in the identification and evaluation
of alternatives. This is followed by ranking of the
“decisﬁon;pachages”, the most cruecial stage in the

application of this method.
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Despite the obvious advantapges of ZBB, there are some pro-
blems assccisted to the practical applicaticn nf it.

Given enourh time and manpower, there would not be any
contrcvergy on the application of 7BB. However, if such
problems exist, reviewing all programs every year would

be cumbersome and some times impossible. In fact, another
more serious problem is, the ranking of programs. Initi-
ally, the concept of renking helps to give priority to
prograns that have greater importance in relatinn to the
means. This methed is well Jjustified on the gearcity of
fund. However, the ranking process, apart from its time
consuning and tough exercise, may suffer a serious setback

for lack of objective ranking critericne.

The prosent exercise is not =m effort to recormend any .
best way of budgeting. The whole effort is to familiarize
the reader with the methods. Application of any one of
then depends on the historical, econonic and technical
facters at any given period of time in a country or

organization.
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CHAPTER THREE

ITI. GOVERNMENT BUDGET IN ETHIOEFIA

This section gives general frames-work of the economny in
relation to government budget. Often, the underdeveloped
nature of the economy exerts strong influence on the budgete
Next to this a review of revenue, expenditure and deficit
financing is presented. This is followed by similar review
of the procedure and instituticns involved in the alloca-
tion of Grvernment expenditure. Finally, detailed presen-
tation of the structure, composition of government expen=
diture is given. It is believed that all these reviews
will enable us to analyse the determinants of government

expenditure, which is the subject of the next chapter.

el General Background of the Ethiopian Econony

Ethiopia , on the basis of various socio—economic para &
meters, manifests basic features of underdeveloped econcnye
It is an economy dominated by agriculture. The role of
agriculture in the economy can be shown by its contribut-
ion to the livelihond of the majority of the people, its
contriBution to export earning, raw material supplier to
nany of the processing plantss I¥.8hould be mentioned hare

that the monoculture in the export of coffee, the declining
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fertility of the land in nany parts of the country, compe
ounded with fast growing pepulation, the contihiiBution of
agriculture to the overall econony was very low. The avail-
ability of minerals and oil has not been promising =and

even if available, prospecting will'not be an issue of tHe
near futures Thus, dependence on agriculture will be there

for a consicerable time in the future ( 7, 43 ),

The situation with the other economic paraneters like per
capite GDP, is also dim. It is one of the lowest in the
world. World Bank report indicntes that, GDP annual ave-
rage prowth roate for the last decade was 2.5% , while popu=
lation growth rate for the sanme reriod was about 2.8% per
annurts Life expectancey , infant nortality are the worst
even by African standards: However, we should not forget:
the progress made in the elimination of iliteraey, increas—
ing skhool enrcllement rates fof the young, despite the
recurfence of draught, famine and war, during the last

decades,

The extent to which the overall economy is in bad shape
can be seen in the deficit in the balance of payment and
Government budgct. The foreign exchange earning of
Ethiopia comes mainly from the export of coffee, hides ond

skin and o0il seed. As far as the foreign trade sector is



concerncd, the last decade has witnessed the continuous
decline in the price of exports and at the sane time an
upward trend in the price of exports. A remarkable episode
during that pericd was the galloping in the price of oile.
This, apart from its indirect effect on causing recession
in the world econony, was responsible for a number of eco-
nomic problens in the country. While the country still
depends om inported oil, the fact that its price has fallen

down to relatively reasonable level, can benefit Ethiopiaa

Deficit in the government budget is the result of the gap
between domestic revenue and expenditure. This gap is

financed by loan, assistance and domestic henk borrowinge

The present study believes that the mentioned current
macro-econonic problems are the result of many years. ' :
Thus, we should assess the past in light of what has been

discussed abhove.

Unlike almost all Efrican countries, Ethiopiz has had no
significent experience of colonialism. At the end of the
Second World War, i.e, after the brief Italian occupatiom
the country was without any kind of modern economy. Sone
of the initial acticns taken by the Government were, the

centralization of government administration, drafting of
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the constituticn, and in the socio-econcmic field prepara—

tion of =& general plane Lg far as the plans are concerned

shey conabinmed general indicators of objectives and also
the means TO attain them. Even though there is no much

to say about the First—FivewYear—Plan, it laid the ground

for the Second—Five—Year—Plan. The decond-Five~I gar-Plan

was =et to address the followilng objectives( 39):

1e to achleve egreat economic results through the rational
utilization of available capital and laborj

2 to nake use cf qifferent means of develpment in order
to narrow down the economnic divergence between Ethiopia
and. the econonically advanced countries;

%4 to economize neney as much as possible and invest it
on sone useful project in order to bring about an
independent growth of the Ethiopian ecORONy;

4. to obtain palanced and uninterupted economic growth
in order to raise the standard of 1iving of the
peoples

5. to improve and expand cducation, public health,

fine-arts and industrial projects more intensivelye

The Third—Five—Year-Plan, which covered the years upto
the enc of The earlier regine, wWas not aifferent from its
predecessor in nany resnectse. Some sinle difference one

cem observe wWas in their priiority getting. In Phe Second—
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Fiveaxear-Plan, agriculture and industry pot Priority,
while in the Third—Five—Year—Plan, infraestruetural develop-
ment such as roads, schools, health Services were the ones
which got Priority. In Ethiopia, as in other devedoping
countries, plansg give high pPriority to economic growth,
However, locking at the low-level of economic growth,

nass poverty, low coverage of health services and high
illiterack rate at the end of three five year plans, one
would really wonder what the situation would have looked

like had there been no plans,

After the Military Government took over power, it started
tc change and inprove the situation with & new spirit,
Socio~economic andpolitical thinking were reoriénted on
non-capitalist line. Major industrial and financial
activities came under state control. Reforms were enacted
in the field of agriaculture to solve the land tenure
System. Yet, hirh segment of agriiculture remain under
private peasant ownership., Moreover, state farms and
subsequently Cooreratives were formed. This increased the
direat intervention by the Government in all major socio-

econonic activities,

On the other haﬂﬁ, public enterprises were organized under
i
respective minisﬁires, These consisted in sone long stan-

ding publicly owned entities, enerprises ‘nationaligzed



.

Since 1967, and sore new enterprises( 35 i They pravide
about 95 percent of theouxputin larpe scale nanufacturing
and account for mnore than 60 percent of the total manufac-—
turing cutput, They are also important in the narketing
of agricultural products like coffee, they Provide a var-

iety of services including transportation, communication,

power and construction.

As a result of the non-capitalist re—or#ientation of the
econony, the public sector started to EroWwe This is pefe
lected in the finance of the government, On the bas - of
proclamation HY 163 of 1971 ( 37 ), anong” the main objec—
tives for establishing public enterprises, as far ag finance
is concerned were:

T the establishment of an effective system of financial
control is an exXpenditous way of ensuring the formu-
lation of coordinated Operational bPrograms by various
Governnent bodies and proper nobilization of resources
for investnent activities with a view to achieving
overall sccial ang economic development of the country,

2. to achieve this, it is necessary to regulate and coor-
dinate the Planning and financial operations of Publie
agencies, enterpriges and financial agencies. Accor—
ding to the same proclamation, it was stipulated that;
a) the Government shall have state capital in every

pPublic enterprise, with the Ministry of Finance

qnd’supervisinm Ministry deciding the amounty
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b) each enterprise shall establish a general reserve
upto an amount of 30%( 60% for financial agencies)
of capital from annual contribution equivalent

to 10% (30% for financial agencies) of its surplus,

¢) the Gouncil of Ministers(COM) decides on disolving

amrienterprise due to financial loses,

Currently, enterprises are required to fulfil the follow-
ing finaneial obligations:
1o they pay 5% of the State Capital as ewpiital charge;
2s  they pay 50% of theip gross profit as busdiness
tax;
2. after keeping 10% of their profit as a reserve,
the remaining prart is submitted to the MOF as

residual surplus.

As a result of the existing financial policy, enterprises
suffer enornousg financial burden and linited autonony,

In addition to this, we explicitly see the concentration
of resources, i.ey the pulling of resources to one pool,
the Central uovernment. After subnitting almost all
financial Tescurces, public enterprises should get the
pernission and resources for expanding an existing one op

to establish a neyw one. The process to et the permission
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goes in the following way; enterprises and corporations
Prepare capital expenditure budget, @overimg empenditures
On on—-going project sud new investmend projects. Project
proposals are then examined at their respective ninistries,
When it is finally submitted to the planning body y 4%
shmehow, is weighted against other programs withinm the
sector or service. The conpetition for resources dosme not

stop there, but it is further complicated by the competition
for Tesourees “etween recurrent and capital expenditures,
Decisions made outside an enterprise are based not only

on economic criteria, but, & number of variables come to
Pley. Hhus, it should be emphasised that the progress of
the econony and industralization in particular, mainly

depends on the success or failure of the public sector.

3«2 Review of Revenue, EXpenditure and Deficit—Financinq

Revenue can come from external and domestic sources. The
sources of domestic revenue are tax and non-tax. The non-
tax revenues include prefits from Governmental activities

fees and charges,

The inadequacy of domestic revenue to finanme Government:
expenditure in size and type, forces the Government to use
domestic borrowing/ and external loan and assistance. The

share cf domestic Tevenue, externsl loan and domestic
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borrowing in the total government exXpenditure is shown in
table 6., The share of taw fropm domestic revenue was nore
than 80 percent upto 1972, éhis share declined for the
last few years of the study period. Similarly, the share
of domestic revenue in the total financing has declined.
As table 6 indicates, loan ang borrowing accounted for 52%
in 1967, 35%in 1968, 40% in 1977, and 42% in 1975 out of
the total financing of governnent expenditure. These two
forms of finaneing are unstable, showing drastie change

from year to Year.

Within the structure of tax revenuen there are two types

of tax; direct ang indirect tax., Aig the study by Teame

( 21,p.56) indicates the share of direct tax from the total

has grown from 249% in 1959/60 upto 39% in 1974/75,. The

two basic components of the indirect tax are, taxes on

domestic goods and taxes on foreign trade. Some of the nain

features of the Tevenue side can pe mentioned to bex

a) the declining share cf domestic Tevenue in total fina—
ncing

b) the high share ( more than 70% ) of indirect tax fron
the tax'revenue, which is typical in nany developing
countries

c) heavy dependence on import duties as source of revenue,
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We have already seen the role of revenue in general terns,
Initially, it is important to finance state activities,
Moreover, revenue has also a role to Ployy dn promoting
econenic growth, controlling inflation, reducing unenmploy-
ment and redistribution of income, How has taxation been
helpful in attaining the above objectives in Ethiopia?

If one #ries to lnok 2t the reascon why each type of tax
has been introduced, it becomes vivid that almost al1l were
introduced to nebilize revenue at a time when the Program
of the Government and the existing structure of taxation
show big gap. Thes, the basis forp the existing tax
structure was prinarily revenue motive. But the notive
behind taxation is not revenwe alone, However, since there
is , sc far no comprehensive fiscal policy in Ethdopia

( 28 ), we can not develope swy kind of stated relatiop=
ship between the existing taxation and fiscal objectives
like stablizing price, solving unenployment problems: and

incone distribution.

However, this shoulg not be interpreted to nean there is
no cennection at all between the present tax system and
fiscal objectives, PFor instance the current income tax
fareaid to be cne of the most bregressive taxes in the
world ( 21 ), Tt ig pPossible to attach two reasons for
this. 1In the first pPlace, the fact that it is highly pro-

gressive, ehmbles the gsovernment to tap taxes from the



- 52 -

Table 1. Ratio of Actual Budget / Planned Budgetin %
Recurrent Capital Total Domestic
fxpenditure |Expenditure ! Expenditure Revenue Borrowing

1958 101 80.4 96.9 101.0 1644
1959 98.4 65.1 91.1 92.0 39.0
1960 91.p 63.4 85.6 86.6 69.8
1961 9.1 49.0 81.1 84.0 38.3
1962 95.7 81.0 92.7 93.9 673
1963 9746 89.6 95.9 100.0 24.2
1964 97 .6 T4e4 91.1 90.3 20,2
1965 93.5 86.9 94.5 96.3 39.8
1966 93.5 72.3 87.6 93.6 3.5
1967 92.0 81.9 89.5 93.0 T6..3
1968 9145 6541 83.5 83.4 84.0
1969 90.6 T4e1 86.0 93.0 5341
1970 94.4 81.0 914 96.4 7645
1971 9747 60.6 87 .1 9945 2242
1972 101.9 | 63.0 90.4 96.7 58.5
1973 101.4 | 55.3 97 .1 95.5 4.2
1974 103.8 | 69.7 5747 109.4 3.4
1975 103.4 7549 92.5 96.5 81.9
1976 97 .7 70,8 88.0 93.0 6445
=17 11346 63.5 91.8 95.4 755
over
-all |

ever | 97.3 T1.3 90.3 94.5 52:5

~-age
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Table 2. Lotual Government Expenditure in million Birr

E R 2 CU B R BN T : C A P I Y AL

ﬁ%ar % %ﬂﬁiﬁﬁi'g Soeial i Eoonomy ‘ Cthers Total | Economy | gocial Othe®s Total gﬁiﬁg
! 1

958 | 180.8 |  64.9 E 28.6 115.7 390.0 684 4.0 7.9 | 80.3 1 470.3
1959 | 188.8 | 7806 ) 357 | 1126} 4159 | 5649 7.3 13.1 | T7.3| 493.2
1960 ; 206.6 ' 77.0 ; 39.0 11343 441.9 62.4 1146 7.0 ! 81.¢ 522.9
11961 ! 211.2 | 80.1 ) 36.0 127.2 45445 4247 27 o 1 641 l 7548 530.4
11962 | 213.0 i 96.5 42.5 126.9 | 478.9 64.7 | 30.1 1.3 | 106.1 | 585.0
hoes | 2167 | 107.9 1 45.4 137 41 507 o 1 90.5 19.0 14.8 | 12431 631.4
19€44 f 229.4 | 118.7 | 45.9 | 114 1 521.5 108.7 | 27.2 151 ; 154.0 1 672.5
1965 | 240.5 , 138.2 52.0 | 132.5 56342 103.1 | 34.&8 . 15.2 15341 71643
1966 | 2625 | 149.9 | 587 | 1261 599.2 | 124.1 | 413 13.1 178.5 1 7777
4967 | 353.4  208.5 } 67 .6 181.8 811.3 17241 ; 4343 22.2 | 237,6 | 1,048.9
11968 | 495.1 i 1997 | 809§  141.9 917.6 | 229.3 ! 51.1 2.4 282.611,200.4
11969 | 588.4 | 208.7 | 87.1 135.6 | 1,019.8 | 272.7 g 4448 P2 324.7 |1, 34445
4970 | 925.0 | 223.5 | 95.5 | 133.3 | 1,367.3 | 2941 | 32.6 10.7 33744 ) 157047
1971 | B38BT L 2526 | 9T.d 2946 | 1,477 318.8 | 45.7 4.3 368.8 | 1,846, 1
978 | 917.4 | 279.T | 106.3 | 391.3 | 1,694.7  381.9 ' 56.0 504 443.3 | 2413840
f1973 i 950.7 | 325.7 | 111.7 § 403.3 | 1,791.4 | 431.6 E 68.5 5.0 | 505.112,296.5
1974 1,097.8 | 3629 | 1242 | 350.1 | 159346 | 6011 § 105.0 1 29, 7150 2,649.6
21975 51,335.6 | 42644 ; 150.0 650.5 | 2,562.5 |1,142.8 | 88.9 | 13.6 | 1,e45.3}3,807.6
14976 11,2491 | 455.0 | 1346 | 4264 | 2,265.1 | 79644 L 409.6 27.0 | 933.0] 3,198.1
{1977 | 152319 i 546.6 |  138.8 820.3 | 2,737.6 {1.077.6 ! 87.8 21.6 l 3,987..6 | 3,924.6

Scurce: Annual Actual Budget revort by the MOF



Teble 3 Annual Growth rates %
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VR

Year
1 2 3 4 5 6 7 8 9 16 11

1968

19591 4.42 24l 24.83 | -2.68 6.64 | —16.81 8255 65.82 - 3.76 4487 6.03
1960 | 9.43 -~ 2,28 9.24 5.95 6.25 9.66 5849 ~46 .56 4479 6.02 6.58
1961 | 2.22 4402 -7 .69 G468 2.85 | =31.57 33.62 | -12.86 -6.29 1.43 6.06
1962 | 6.85 20. 47 18,06 | =0.24 e 3T 51.52 11.07 85.24 39.79 | 10.29 9.21
1963 ] 1.74 1451 6.82 8.04 5.88 39.87 -36.87 30.97 1T+45 T.93 567
1964 | 5.86 10.00 1470 T 4O 2.84 20419 43.16 2.03 21.48 6.51 | -0,02
1965 | 4.84 16.4 13.29 4.00 8.00 | = 5.15 27.94 0.66 1.39 Be 51 4.43
1966 | 9.15 8.46 12.88 | =3.32 6.40 | 20.36 18.67 | -13.82 16,59 | 8.57 | 135P
1967 | 34.63 3941 15416 | 41.92 35440 38,67 4484 69 .46 33411 | 34.87 | 0.7




Table 3 Continued
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Year 1 24 3 4 5 6 T 8 9 10 114
1968 | 40.1 B2 19.67 10.77 13+10 33.23 18.01 -89.19 19.02 14.44 8.33
1969 | 18.81 4F 7.66 | = 444 1113 18,92 12:33 300,00 14.82 12,00 | 11.62
1970 1 5b+51 7.09 9.64 | = 1.69 34.07 T.84 | =27.23 48 .61 391 26479 610
1971 |-8.34 | 13.02 - 4.29 21.00 8.04 8.39 40.18 59.81 9.31 8.29 9.16
1972 9,38 | 10.72 16.30 32,62 14.71 19.79 Oy 2558 20.02 1581 7.94
4973 | 3.68 | 16.44 5.08 3.06 5.70 | 13.01 21.45 | — Te41 13.94 7«84 4493
1974 |15.42 | 11.42 11.19 | -13.19 8,00 40,66 53,28 -42.0 414+55 15437 243
1975 |21.71 | 17.49 20.77 85.80 32.45 88,24 | =15+33 468,96 B 3.0 937
1977 =1.38 | 20.13 Aeq2 92.38 20. 86 35,31 | =19.89 -20, 2 22 22.71 0.79
Annual
Average 10 11 8.8 9.5 11« 155 145 3.5 1545 1) 545
e
Key ¢ for Table ‘
1e Administration Recurrent
. 6= Boonomy Capital
o, Social .
- T= Secial 1
3, Economy
4, Others = Others n
5- To-ta:l 9: Total I
10=  GeTotal "
11 = &P
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Table 4. Percential ®istribution of Expenditure Among Bervices.
omputed from the fnnual Actual Budget Report of the MOF
! R E €6 {4 R R 3 ¥ T g L F 4 T & W
t ¥ B }J [ T v :
erar!1T2§3f4§5*6"7‘8'*9;10?11512513114!15:
* s e —— : I S NS e :
:1958v46.4~38.4 b 16,6+ 13,8+ 7.3 s 641 129.7 1 24,6+ 82,9 1 85.2 .14 5 :55.0. 0.9 4 9.8 ,17+1 , 1. Share of admi-
' . ' . ' s ; b , 1
: : : : : ’ : ' : ) ' . N : : : ; stration from
: : b : ' ) ‘ : ‘ ' ' . ; : i ,  reourrent
' ' ] ' ' ¥ ¥ ; ' ‘ '
;1959*45.4*58 311904 16,0 8.5 7.2 127.1! 22.81 84.3173.6 111251 904, 145 }17.0 | 15.7 12, Shave of Admi-
1 ] [} 1
' ; I ¢ ’ t y : ' ' : } : : i : nistration from
! i ! ' } ' ! ' ' ‘ , : ! ' )
S50 00 TR SN SO S FA TR SRS DU SRR SO SIS DS DS L Sy i
} ; : : : i : ' ,, ; ) i i ) : | " for Reoarrent
1961, 46.5,39.8 | 17.6‘!15.1;7.956.81280 24. 0? 857*56 3¢ 8,1:35.7: 5¢1 ; 8.@:14-3I . Reecurrent
| 1962 44.5!36.4{ 20,2} 16,5} 8.8 743 [ 26.5] 21.7] 81. 9; 61.0 '11.1° 28.41 5.1 £10.6  18.1 | 4. Share of Sceial
y b . ) : i h ; ? - From total
i ] b
'1963* 42.7 34. 3121 3£17.1E9.o!7.2ﬁ2’{ 0, 21, 7t80.3t72.8 :14.3315.3, 3.0 11149 | 1947 ES- ShareRof Economy
' ' \ from Recurrent
' P +' » b b b ' ! f t ;
;1964. 440 34. 1« 22.8! 1747} 8. 8'6 8 124 4* 18. 9' 7745 ! 72.0 116.2 + 18,0 | 4.0 21@-0 L2245 (6. Sg;z; %itffmomy
' b toq.4 "
;q965 42, 7 33. 6 34.5 4 1943, 9 3 Te2 23 5 '+ 18, > T8 61 67.3 .‘14 4 : 22.7 : 43 :10'0 221 * :% Share ¢f others from
g r o ¢ i- ! : : : ; " : :' ' : : : Recurrent.
‘ \ : » 4 A the:
1966+ 43.8?33.?? 5.0 19+ 3% 9. 8 7.5 ) 21.4} 16.5¢ 7.0+ 6945 11620 §23et) 5o 4 T hy2s e Rl K iy
; ) ’ _ i t i h E i !
- ' . . Sh f from Total
1967{ 43.6,k 33-7' 25 7£ 19 3E l §22.4£ 17.35 Ti<32 12 4Ei 16, 4!: 18.2} 4.1 ‘ 9. 4! 2247 ' 9,Share of fr
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E CURZREBUYXNT

R ¢c AP I T AL
Yezr | 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15
1968 |54.0 141.3 121.8 16.61 8.8 | 6.7 1544 | 11.8 1 76447 811 1 1941 18.1 1 4.3 | 0.0 }23.6
1969 57'7 43-8 20.5 15.5 8.5 6-5 13-3 J}O-‘] 75.9 8400 20,3 13-8 3-3 2.2 24.1 10. Sha.re 5t
1970 16649 15347 | 1644 {131 645 546 9.8 | 7.8 180,21 87.2 1743 ] 94T [ 19 | 31 l19-8
. 11» Share of
% econony from
i total
971 156.8 |45.4 | 17.1 13,7 ] 6.1 | 4.9 | 2040 } 16,0 80.0 86.4 {173 {12:4 | 2.5 | 1.2 | 2047
1972 54.1 142.9 116.5 13e1{ 63 | 5.0 53.1 | 18.3{79.3 7 86.2 {17.9 (12.6 [ 2.6 | 1.2 120.7 )
i 12.Share of Scocial
1973 B3.1 | 414 ' 18.2 14.2] 6.2 | 4.5 22,5 {17.5 | 7840 85.5 | 18.8 |13.5 3.0 | 1.0 122.0 _
. . i from Capital
1974 56,7 |41.4 (18,8 13,7 6447 4.7 18.1 " 13.2 1730 84.9 {22.9 [14.7 | 4.0 ; 0.4 '2(-0
1975 f52-2 3501 ‘16-6 i12-2 5-9 3-9 V 25-4 :1?-1 67 -3 91-8 30.0 T.‘] 243 b :32.7 130 Share of Social
| ! . i } From Capital
1976 5.2 39.1 ;20.1 {14.2" 5.9 | 4.2 | 18.8 13.3 170.8 85.4 | 24.9 {11.7 |34 | 2.9 [29.2
! 1 t i : 14. Share of cthers
1977 4540 !31.4 !20.0 g3.9 5.0 | 3.5 | 30.0 j20.9 169.7: 90.8 127.5 ; 7.4 12.2 ! 1.8 530'3 fron SEELEEL
l l 15. share e¢f Sczial
i from total.
; !
. | | l




Government REVINUE & EXPENDITURD (PLANNED BUDGET ) IN M
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Table 5

ILLICN BIRR

1978 1979 1980 1981 1982
A. Total CGovernment Zxpenciture 4398.4 | 4593.9 | 5133.2 6042.7 653941
1. Recurrent Zxpenditure 2466.8 | 2638.8 | 3097.1 3759.0 |4153.5
~ Share from total % 5641 57 « 4 60.3 62.2 63.5
11 Administration 125449 1294,6 1426.0 #865.8 2132.2
— Share from recurrentd 50.9 49 .1 46 .0 49 .6 513
1e141 State Organs 18:7 83.3 87.5 87.8 103.9
1.1.2 Defence &Securlty 1072.9 | 1104.4 1232.6 | 1655.5 | 1903.2
1e143 Foreign LAffairs+ ;
Information A1.6 43.5 43.0 48.1 48 41
1.1.4 Finance &Planning 61T 63.4 62.9 T4-4 77 .0
1.2 Socigl Services 57C.9 602,9 637.2 703.51 T17+5
— Share from Recurrens® 22.1 20 B 20.6 1847 17 3
1.2.1 Education 353.9 383.9 409 1 439.8 | 470.6
1.2.2 Health 115.7 125.8 4335 141.4 | 149.8
1.2.3 Community Development| 82.5 7367 T4.4 100.9 73.4
1.2.4 Culture+ Housing 18.8 19.9 20.2 o O 237
1.3 Beonomics Services 169 .2 178.4 205.2 224.8 | 23771
—~  Share from Recurrentfh 6.9 6.8 6.6 6.0 5eT
1.3.1 Agriculture 7119 119 106.5 116.8 | 124.0
1 a3l Industry 339 36.5 40.6 41.9 46 .0
{e3.3 Transport 63.4 644 56 .1 66 .1 67 o7
1.4 Others 471.8 56249 828.7 964.9 | 1066.1
_ Share from Recurrentd 19.2 2443 26.8 2547 2547
% 4.4 Pension 108.6 1169 19641 135.0 | 148.2
{.4.2 Debt Payment 23645 2191 433,5 538.1 | 617+5
1.4.3 Allowance fro
unforseen expenses 66.7 106.3 195.6 174.8 | 209.2
1.4e4 Subsidy 60.0 60,0 T3:5 117 .0 91.2
2, Capital Bxpenditure 4931.5| 1955.1 | 2036.1 2283.7 | 2385.6
~ Share from total % 43.9 4246 39.7 37.8 36.5
2.1 Economy 175642 | 176548 1827.5 | 2011, 2 2135,7
2.2 Social 155.6 144.7 198.1 256.2 | 208.6
2,3 Others 19.8 14.6 105 16.7T 4163
B. Revenue 4398.4 | 4593.9 | 5133.2 6042.7 | 653941
{. Domestic Revenue 2479.0 2697.8 | 2894-4 3047 .9 | 2985.4
Share from total® 564 58 o7 56 .4 50.4 45.7
1.1 Tax revenue 1620.2 | 1892.4 1984.8 1864.31 2190.4
1.2 Non-Tax L 858,8 80564 909.6 1183,6 795.0
o, Loan and Assistance 1046.7 98441 1101.3 1280.2| 1432.2
~ "Share from total % 23.8 21.4 2.8 24,2 21.9
3, Demestic Borrowing 87247 942.0 11375 1714.6 | 21215
. Share from total % 19.8 19.9 22.2 | 28.4 32.4
Souroe : Bogarit Gazetta for each fisogl yoar
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Table 6. Actual Revenue jn Million Birr

Domestic Revenue Loan and Borrowing
Year Tax % Non— |% Tot.) |%Pro | Exter— % Borro- |% Total |% gi o e

Share Tax share total rﬁ:;n : wing B |
1958 283.0 85.7 47«2 |14.3 330.2 | 701 143.1 19749 3.0 2o 14641 | 299 4703
1953 309 .7 83.7 60.2 {16.3 369.9 | 15.0 119.4 |96.8 3.9 3uid 123.3 | 25.0 493.2
1960 316.1 81.8 T70.5 |18.2 3B6.4 (739 113.5 [83.2 | 23.0 16,8 136.5 | 261 522.9
1961 F32.1 81.9 73.3 (1841 405.4 | T644 4108.8 |87.0 | 16.2 |13:0 125.0 | 23.6 530.4
1962 371.8 8646 57.3 {134 42941 1 T3e3 136.3 |87.4 19.6 | 12.€ 155.9 | 2647 585.0
1963 407 o1 87 .4 58.9 |12.6 46640} T3.8 15441 193.2 | 113 6.8 165.4 | 26.2 631.4
1964 433.2 | 8745 61.5 | 125 494.7 | 7345 155.4 |8T<4 | 22.4 12.6 177.8 | 2645 | 672 <5
1965 483.8 86.9 7244 | 13.1 55642 | TT<6 450,6 {937 | 1041 6ol 160.1 | 22.4 | T#6.3
1966 537 o1 86.9 81.0 | 13.1 618411 795 161.6 198.8 | 2.0 1.2 163.6 | 20.5 TTT T
1967 589.8 | 82.9 |121.8 | 17.1 711,61 67.8 | 21041 | 6242 | 1272 37.8 | 337.3] 32.2 | 104849

Soarce : Annual Actual Budget Report of the MOF
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Domestic Revenue

|

; Total

Year Tax % Non— | % i

| Share__ Tax Share )
1968 613.3 | 78.5 167.7“2165 78100
19¢9 855.8 84.6 | 15C<3} 15.4 {10111
1970 938.9 79.0 | 248.4 ] 21.0 1187 .3
1971 1146.5 83.0 | 235.0| 17.0 [1381.5
1972 1298.2 82.8 | 269.5 | 17+2 156745
1973 1360.1 T77+5 | 395.1 | 22.5 11755.2
1974 143543 76.5 | 440.3} 23.5 [1875.6
1975 1558.0 71.6 | 616.4 | 28.4 |2174.4
1976 1730.6 | 75.5 1562.5 | 24.5 |2293.1
1977 16775 72.2 | 645.8 | 27.8 12323.3

|

I
Exter— | %
/ nallcan

A e A e R T

199 o1
187 <9
161.2
387.2
340.4
33746
7575
T703.5
49240
1008.2

4745
5644
3.1
83.3
59«7
62.3
97.8
4341
5443

62.9

T Tova

Loan and Borzowing
. : % Total % Bsan-
 Wing i . Olifm__d
2203 i 525 419.4 {35.0 { 1200.4
145.5 | 436 333.4 |24.8 | 134445
356.2 | 68.9 5174 |30.4 | 1704.7T
7.4 | 16.7 464.6 125.2 | 1846.1
230.1 | 40.3 570.5 |26.7 | 2138.0
203.7 | 377 541.3 |23.6 | 229645
16.5 | 2.2 774.0 |29.2 | 264945
929.9 | 56.9 | 1633.4 429 3807 .08
41340 | 45.7 905,0 128.3 | 3198.1
593.9 | 37.1 | 1601.3 |4C.8 3924.6
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high incone bracketse. This build-in progressive nature
of the tax system allows the government to earn high tax
revenue, Secondly, the progressiveness of the tax system
has a levelling effect on incone, narrowing down the income

gap between the rich and the pPoOCT.

Another effect of taxation in the economy can be its
impact on effective demand. Taxation has the power to

reduce effective demand, and as a result reduce consunptions

Bxsically, before any type of tax is introduced, condider-
ation should be made on the possible effect of ezch addi-
tional type on productivity, on its rewenue yield capacity,
its effect on inflation, on the depressing effect on con-—
sumption and investumenti. There are sScie divergences and
conflict among all fiscal objectives. Thus, any policy

should try to minimize the negative effects of eache

One vexry controversial issue raised in relation to revenue
is, whether the existing taxation 1is enough or not Since
this is a normative statement, all approachs are subjective,
meaning we can not definitely prove cT disprive the Tainte
But it is not a point to be left aside. One general approach
applied to assess whetPer any existing level of taxation

is large or small has been to use the "tax effort " concepte

npax effort" is the ratio of actual taxX colBected to the
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potential taxable capacity. For the period upto 1966,
Eshetu has - this to say: " Looked at comparatively, i.e,
in comparison with other domestic sources of revenue, it
has played an undeniable crucial role. However, in con=-
parison with what was potentially possible, and with the
performance of other countries in comparable situation,it

left much to be desired." ( 28y p.7101 )

Hbwever, the above approach, i.e, the analyels on the basis
of tax effort, has been criticized on many grounds. One
such criticisnm is, its failure to consider the demand for

governnent expenditure, in determing the level of tamations

Governnent expenditure being the main concern of the pre-—
sent study, it is discussed in detail in later sections.
But here, we will see the relationship between revenue,

expenditure and deficit financing.

Government expenditure is composed of recurrent and capitale
Among; other sources of fund, these expenditures, are fina-—
nced by the general tax. But, the nature of capital expen-—
diture requires modern capital goods that heve to come from
external sources through foreign exchange. Thus, a signi-
ficant portion of capital expenditure is financed by loan.
The contribution of domestic: saving in financing investnent
is insignificant. In fact, domestic revenue being inadequate

to finance the recurrent expenditure, is supplemented by
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domestic bank borrowing. Deficit financing is a situation
where the governnent obbaing an important portion of its
budget by borrowing from individuals and commercial bankse
If the government obtains its revenue fron borrowing, it

is likely to bring about an increase in the effective denand

for goods and Services.

The application of deficit financing becomes greater during.
war periods, to fight deflation and to fight problens of
unenmploynent ( 12, P.30 Ji Increasing tax inorder to finance
wars may be possible in the long run. But, it is politically
Tess risky to obtain additional funds through dfficit
financing rather than jpercasing tax. HowWewveT, deficit
finance does not mean complete avoidance of tax. The money
borrowed by the governnent plus the interest has* to Dbe

paid back from future year's taX.

If we look at table 1, the ratio for domestic revenue is
gere than 90 percent. This may he &8 a pesult of under-
stating rewenue for g given fiscal years On the other hand
borrowing is low and inconsistent. This cauld a@lso be

due to better revenue collection or/and reduced government
expenditures. It is possible for a number of government
investment programs tO be canceelled in the middle of the
vear. The low ratio of borrowing could be one of the

reasons for the low ratio of capital expenditure. But, it
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could also be due to other reaspns like pooTr project imple—
mention, problems sssociated with obtaingng loan and
agsistance. The possibility to re—zllocate funds from
capitrl to pecurrent at amy time of the year, BaY also be
mentioned as one factor for the low ratio of bhorrowings
Even though 1t may not be possible to say any definite
thing on the. level of deficit in any fiscal year, 1ts usc

for a long period can cause great damage to the economyoe

3.3 Procedures in the Allocation of Government Expenditure

The collection of taX has a long history in Ethiopia( 58} »
However, it was taxX in kind, which was not based on SyS—
tematic financial regulationsa The history of contempor=
ary government budget in Ethiopia started after the end

of the Second World Wars.

Under this section, government budget in 1its historical
setting is reviewedo This 18 supported by 2 review of
the institutions involved and procedure and technique
commonly applied in the allocation of expenditure. Obvi=
ously the objective of this secticn is to show how insti-
tutions and procedures influence the allocation of expen=

diture among alternative programnse
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Tn Ethicpia, as well as in other countries, government

pudget has two main features:

a) it is the legal suthorization for the expenditures
conteined in it and,

b) it is the means for bringing together a comprehensive:
estimate of those expenditures and of the governmentﬂs

anticipated revenues ( 7, p. 261 ).

The first published budget for Ethiopia appeared for the
fiscal year of 1945, and on the basis of 1955 constitutio,
the present format of government budget was.formulated(?,ES).
The constitution specified the definition of power of the
Ministries, Council of Ministers, and legislative Bodye
Gradually, governnent budget has undergone significant
changes, in the field of technical preparation off expen~—
diturej in revenue estimation and collection and overall
financial controls. Ls far as the comparison between pre-
and post-revolution is concerned, there is moTre pronounced

government participation in the later pericd.

Yet, the estimation of revenue and expenditure; the con-—
tinued overuse of deficit financing and the country's
experience in the use‘of foreign loan require critical
analysis. HoOwever, &s has been spelled out at the begin-

ning of the study, the concern here is more on expendituree



R

As has already been stated, government expenditure does
not include the public sector as a whole, As far as recu=
rrent expenditure is concerned, it is mainly about minis-—
tries and their departments and agencies. Public enter—
prises that generate income are outside the Central
Treasury. iHowever, any investment for expansion of an
existing one or a new public enterprise, should be accoma=

dated on by the government's capital expenditure.

The process of allocation of recurrent expenditure starts
with the establishment of ministries and departments. I
is not clear where the propesal for opening up of a new
institution starts. Onee the proposal has been accepted
by the Council of Ministers, the organizational structure
of that particular institution has to pass through the
Ethiopian Management Institute (EMI). Any proposal to
restructure an office in a ministry or any budgetary orga—
nization is refered to the EMI, which will review the

new structure and the manpower implication. If satisfied,
the EMI, reports to the Council of Ministers, before
details are forwarded to the Central Personnel Agency(CPA),
for the jobs to be classffied and graded ( 35 Ja

Consequently, the CPA on its part, based on the responsi-
bility rendered upon it, issues, alters and supplements

rules and regulations on personnel matters, like recruitment,
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selection, app@ntment, training rights and duties for workers'
leave, promotion, transfer, resignation, retirement and
dismisal. It alsc issues principles and standards for pos-—
ition, classification, salaries, =sllowances and other benefitse
Even though no spegific study has been made to show the

emse, it can in general be said that the implementation of

1

the above functions can afi{’ect the grewth of governmnent:

expenditurce

One= any ministry or department 1s allowed to be establi~-
shed, that particular institution prepares proposal on
expenditure requirenents. The basis for estimating the
expenditure propesal has TWO features. The first one 1is
personnel requirenent with the salary scales approved by

the GPA. The other one is concerning materials and supplies

with many details on line-item basise.

After compliting the above Process, the proposal is sabmitted
to the Ministry of Finance. Here, the Budgel Departnent
studies the details of the proposal. It 1s very essential

to make critical asgessment of the methods of approprating.
fund, It is believed that, the appropration technique itself
has significant contribution to the growth and allocation

of fund among services and sectors. However, it is erro-
neous to suggest that the technique or the MOF to be the

cause for the growth or allocation of expenditures.
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Based on my personal experiencee at the Budget Departmeﬁt

in the MOF, it can be said that, the nethods and techniques:
applied are more or less a combination of line-item, and
perfornance bucgeting, which have sone nerits for accoun-—
tability, The process of alloeating fund,at the MOF level,
ig, carriediout by a committee conmposed of relevant depaw
rtment headse. A4 lot of discussion, negotations and bargain-
ing is done before agreeing on a certain level for any
expenditurc item. In the first place, expenditure proposals
are presented on detailed items. Based on this, members
of‘the connittee, witﬁhﬁelpibﬂ an expert on each, review
the request, No one can deny the subjectvity of some of

the techniques applied. It should not however lead one

to conclude that the whole process 1s based on subjectiwe

techniquese.

Ls far as tapital expenditure is concerned, the request

is presented to the planning body. The negotation, bam-
gaining seen concerning recurrent are repeated there more
less in a similar way. As the COM, EIMI, and CPA clear the
ground for any department to be ineluded in recurrent expen—
diture, the caggjgﬁpital expenditure appears to be differente
Each ministry works out plans based on the overall national

plana

Finally, recurrent and capital together, whth the finaneing

of each, i.e, domestic revenue, external loan and domestic
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borrowing, are decided at the Council of Ministers and

finelly has to be approved by the legislative bodye.

is mentioned earlier, the ocbjective of this secticn was

to show the institutions involved in the process of budget
sllocation, theiz power, the techniques they applys Failure
to apply good technique can cause failure in tﬁe overall
processs However, = good technique alone, cannots, guarant
success in the budget of the Governmente. %e will see inm
section 4.10% how such procedure and technique cause

increases in government expenditure

3.4 STRUGTURE OF GOVERNMENT EXPENDITURE

In broad terms, Gevernment expenditure has two conponentsy
recurrent and capital. There is no definite line dividing
the two. However, capital expenditure nay loosely Dbe

tasken to mean gowernmeht expenditure for economic and
social development expressed in finemcisl termse. Invest-
ment by the non-public sector is based on clear benefits
(profit} objectives. Some government investments may hawe
the same objective as the private sector, but in most case$
this is not a necessary condition for government eapital

expendituree.
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Table Ta Actual Recurremt Government Expenditure for
Administrative Services in Million Birr Computed

From the Annual Actual pudget Repor? of the MOT

1 o 3 4 5 Totall+2+3+4+D
Year % Birr % _J BirrYy % % % 7,
1958 13.2 7.3 12.0 | 6.6 i 7647 42.4 Ve3uz | 35.0 15T | 8T 180.8
1959 141 Ta9 14.6 |77 73.5 38.9 | 69.3 36.7 17.3 | 9.2 188.8 o

1960 14.4 740 14,0 | 6.8 ‘ 86.8 42.0 | 69.5 33.6 24,9 [10.6 206 .6 9.4
1961 16 .8 8.0 13.9 | 6.6 86.8 41.1 | 151 35.5 18.6 1 8.8 i 2 e
196¢ 13.4 6.3 16.4 | 1.1 853 40.0 | 8@.9 38.5 16.0 | T+5 213..0 0.9
1963 157 T2 15.2 | 140 87 o4 40.3 | 813 375 17.1 | 8.0 2167 Ha]
1964 1645 7.2 16.2 |70 92.8 A0.4 | 861 37 .6 17.8 | 7.8 229 .4 5.9
1965 16.0 6a7 17.9 | T.4 96.1 39.9 | 90.8 376 197 8.2 2405 4.8

r—

1966 16wl 641 17.7 | 648 10%.8 40.3 1103.0 39.2 | 1949 1.6 262.5 2

1967 10.1 2.9 17.8 | 5.8 | 184.9 52:3 | 120:5 3461 K 1 Gl 353.4 |34:6
I I | l

1o State Organs 4, Internal Affairs & Judiciary

o, Foreign Affairs + In/Ornation 5. Finance and Planning

3. Defence 6. Annual growth Rate of the Service

Te Percential Share from the Service



Table 7 Continued
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1 142+ 3+445= Totas
Year Birr % Birr | % Birr % % % ' %
1968 1845 24 20.1 | 4.4 315.6 63.7 427 o7 25.8 | 24.2 | 4.3 49541 ! 40,1
1969 16.3 2.8 24.8 | 4.2 383.1 65.1 | 1389 23.6 | 25.3 | 4.3 583.4 | 18.8
1970 205 Do 27.3 | 3.0 703:4 76.9 | 136.3 14,9 1 27.5 | 3.0 915.0 | 55.5
1971 2F.4 3.0 25.2 1 3.0 627 .6 74,9 | 1277 15.2 | 32.3 | 3.9 838.2 |~ 8.4
912 2C.6 2.5 27.8 | 3.0 695.7 T75.9 | 1343 14.7 | 361 | 3.9 9165 9.3
1973 26.4 2.8 29.6 | 3.1 T2 76.5 | 128.6 i3.5 | 38.9 | 4e1 950.7 3.7
1974 62.9 Bl 31,0 | 2.8 835.6 76.4 1 12841 14.7 | 39.8 | 3.6 1097 -4 | 154
1975 52D 3.9 35.3 2.6 1062.3 79.6 1441 10.6 44,5 { 3.3 1335.5 | 21.7
1976 55.7 4.5 | 38.9 | 3.1 | 939.1 | 75.2 | 1619 | 13:0 1535 4.2 | 1249.9 1 -0
197? 48'3 3-9 3907 3-2 926:3 751:2 165::8 13-5 51:8 4.2 1231.9 —']t:[l-

e —



Table 8. Actual Reourrent Covernment expenditure for Economic & Scecial Ser

- TR e

vices in Million Birr

ECONOMIGEC BEBRVICES SOCIAL SERVICES
= :
1 2 3 o 1 , 2 3 4
Birl % Birr | % Birr| % Birr| T |BirT |% Biry % Birr| % |Birr| % Birr| %
e l— 2 i

1958] €.6 3ot | 4.9 |17.1 |171 |59.8 | 28.6 10.7 %62.7 e 9lor.6 | 401 | 6.3] 2.213.4164.9
1959t 8.4 P3.5 | 603 1746 [21.0 |58.8 { 35:7 {248 {53.0 ;67f3‘18<6 23.6 | 4.8 | 6.51 2.3 12:.91788 |21.4
19601 9.0 3.1 | 6 |15.9 |23.8 |61:0 1} 39.0 19.2 1504 :65:5;'9.5 25,30 4.8 | 6.212.3|3.0[77:0 % 2.3
1361| 10.0 3.8 | 6.0 114.3 [26.0 {61:9 | 42.0 | 7.7 {54-4 167.91i8,8123,5} 5.5 | 6.8) 2.5 |3 i 1801} 4.0
9621 10.5 {247 5.4 '12.7 26,6 |62.6 | 42.5 | 1.2 }68.6 E7¢c1§?3‘6 21.3| 5.2 | 5.4 2.1 12.2]96.5 205
1963 1-305 25c3 64:0 13.2 2709 61\‘-5 45(*4 6c8 '|T6L2 ;70::7 ‘?:}%4 21‘7 5‘8 5-"4 2‘4 2"2 -10759 1-:(-8
1964 ) 12.4127.0 | 6.7 |14.6 |26.8 |58.41 459 { 1.1 i85co i71¢6zﬁqf 20.9 | 6.3 | 5.3| 2.6 |2.2[,18,7 110.0
1965| 13.7 £6.0 | 7.5 {14.4 |32.4 {59.6 { 52:0 | 3.3 {965 g6 ;813001297 | 940 | 6.5 2.7 | 2:0 136.2 | 16.4
1966 | 14.9 {234 | 8.8 |15.0 [35:0 |59.6 | 58.7 [13-0 ji07 .4 i'mc.’f &3-;.\9‘!21«3 7.8 | B2 2.8 [ 1.8 [149.9 | 8.5
19671 18,1 126.8 | 8.9 [13.2 |40.8 |60.0 | 676 [15:0 |:38.2 | Go 31750 8!16Q2 33T 116.21 2,8 | 1.3 [208.5 [39(1
19681 24.2130.0 111.6 |14.3 [45.1 |55.7 | 80.9 0.0 }i32.9 {66.514°2.9127:518.2 | 9.2, 5.5 | 2.81199.T | 4.2
1969 | 25.8 [29.6 | 10,7 [12.3 |50.6 |58.1 87+1 | Teb |i 34T 6405;49.45233? 16.8 | 8.5 7:8 | 3.7 [2C87 4o
1970 | 29,2 [30.6 {115 [12.0 |54.8 |57+4| 95:5| 9.6 [i28.5 {62, ibi-S 5340 | 22,3 V0.4 |02 | 4.6 [223:5 | J&f
1974 1 32,0 |36 | 141 |15.4 14443 | 4851 91.4 1 43 {1559 61,73§9¢4‘23L5 25.5 11041 [19-9 | 4T [252:6 | 150
5972 1 35.9133.8 | 21.5 |20.2 [48.9 | 46.0 (1063 [16.3 1.79.6 164.2]05.7]23.3 | 2349 8.5 711 | 4.0 [279.T ; i0.T
19731 37.2[83:4 25.9 [23.2 [48.5 | 43.4[1147 | 5.0 [205.4 | 6311769 23,6 1 31.3 | 9:6 721 | 357 |325.T | 16.5
1974 | 43,1 1347 126.6 [21e4 |54.5 | 43:9|i24.2 |11.2 [238.2 | 65.6175:3 20.8 | 37.0 1102 }i2.4 | 3.4 3629 | 114
1975 | 50.033.3 | 36.8 |24.5 |63.3 | 42.2|150.0 [20.8 |269.4 | 63.2 83,0119.5 1 5942 [13:9 [i4:8 | 3.4 |4264 [ 175
1976 | 52.7139.2 1 283 |21.0 |53.6 | 39.8{134.6-10.3 (296.7 | 65.2[84:911847 | 57.8 |12.7 [156 | 34 4550 6.7
1977 ! 56.7140.9 | 28.7 | 20.7 [53.4 | 38.41138.8 3u1i325.3 59.5]98,8[18.2 [105.7 |19.2]i6.8 3,1{54606 20,7
i | A
" Key . ,

1« Agriculture y

2. Industry Mining Bnergy , Water, Trade ;' ggiﬁiﬁlon

i Diggregue o Shaliltl Scdok 3. Community Development Sccial Affairs

r. Annual growth rate 4. Culture & Housing

%  Percential share from the Service re Annual rate of growth

Percential share from

the Service
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Table9., Government Expenditure for Public Bebt

Internal Debt Paym |BExternal (Principal) Externalﬂinterst Total Public Debt
Year ment
whE a Million Millica 5

el I v % |"Biee | # 4 R | % Tota
1958xx 14l 2:9 Dol
1959xx 27 «9 6.7 P
1960xx 338 T 6.5
1964xx 36.1 7.9 6.8
1962xx 33.7 7.0 5.8
1963xx 35.2 6.9 5.6
1964 T o 1.4 27.0 el & - 34.3 6.6 5.1
1965 B 1¢5 27 .0 4.8 - - 35.2 6.3 4.9
1966 B.4 1.4 45:9 2.7 9.3 135 33.6 5.6 4e3
1967 105 13 16.0 2.0 19.6 12 36.1 4.5 3.4
1968 22,6 2.5 1746 1.9 0:3 [ 50.5 5.5 4e2
1969 30.6 3,0 18 ok 1.8 11.8 1.2 60.8 6.0 4.5
1970 36.6 2.7 15.9 1.2 12.6 0.8 64.1 AT 3.8
1974 457 31 1541 1.0 12.7 0.9 73.5 5.0 4.0
1912 48.4 2.9 15.8 C.9 15.1 0.9 7943 4.7 3.7
1973 61.9 3.5 14.9 0.8 15.9 0.9 92.7 5e2 4.0
1974 66.1 £ 193 1.0 177 1.0 103.7 5.4 3.9
1975 70.5 Zald v 0.8 20.8 0.8 112.9 &4 3.0
1977 196.4 T vl ol 1 5 29.1 1.0 266.7 9.7 6.8
1978x 13641 Beh 62.0 2.5 38.4 14 236.5 9.6 5.4
1979x f33.2 51 92.5 3.5 5440 244 279.7 10.6 64
1980x 209 .6 6.8 14541 4.7 78.8 S 433.5 14.0 B.5
1981x 25445 6.8 195.9 5e2 87 .7 2.3 538.1 143 8.9
.1982x 26643 64 2584 b 61 99.5 Dok 617 .4 14.9 9.4

X= Planned

XX= Only aggregate data is Available R= Reourrent

Source: Computed Annual Acyual from the buéget reports of the MOF
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On the other hand, recurrent expenditure is related fo
financial outlays by the government to run state machinery,
sdminkstration of government, defence and security, pTo-=
vision of social and econonic services. The general
feature of such kind of expenditure is that, they have 2
nature to repeat themselves every fiscal year. Unlike
capital expenditures, recurrent expenditures are nainly
for consunption. Some problems regarding the consunption
behavior of recurrent can be raised in the case of educa-—
tion and hcalth. Recurren expenditure for these two sub-
sectors of the social sector play very signifi®emt role
in improving the quality of the latier force. Therefore

they are partly investment.

In this section government expenditure and its structure
is discussed. What we mean Dy structure is the relation-
ship between recurrent and capital, distribution of expen-
diture amcng different programs( services and sectors) s
Phe moethod of analysis at this stage is:
1. locking af the absnlute amount of fund allocated
to each program;
2, wprking out percential ratio fer each expenditure
con;onent
a) ratio to total government expenditune;
b) ratio to GNP.
annu =l

%, working oul..Ludth rates and smnual average

growth rates.
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Some of the objectives for using the above meblhods are:
T1e a look at the absolute figures has an inportance
which is not expressed by ratio and growth ratese.
No matter how large or small a growth rate or ratio
is, it by and large depends on the absolute figure.
2a unless the above method is supported by comparison
of each expenditure item against others, the nagnitude &
weight attached to each can not be clesr. For instonce
it may be pointless to say any smount of money is :
sllocated to any specific progran in a given fiscal
year, unless we know its percential share in the total
expenditure or : im GNP,
e shifts in the allocation of expenditures oOver time
can be explained using growth rates. Annual growth
rate, and annual average growth rate are used, the
second one having the merit of showing the overall
behavior of each expenditure item during the 20 ycars
in one figure, ipcoring the ups and downs in annual

growth rates.

TOTAL GOVERNMENT EXPENDITURE

Tadtal governnent expenditure for 1058 was 470.% million
Birr. This is 14.7 percent of GNP. In 1966, the final
year for the earlier regime, the figure was 777 ,7 million
Birr, which accounted for 15.1 percent of GNP, Quite re-

markable change in government expenditure occured since:
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the change in Government in 1967. The ratio of government
expenditure to GNP for 1967 was 20.6 percent, and after
ten years, i.e, in 1977, this ratio reached to 44 percent
of GNP, Annual average growth rate of government expendi-
ture from 1958 upto 1977 was 12 percent. Tf we consider
the behavior of the growth on annual basis, we observe
annual growth rates as high as 43.7 percent for 1975,

A .8 percent for 1967, and 26 percent for 1970; and as
low ag minus 16 percent for 1976, 1.4 percent for 1960 .
hes far as the annual growth rate for GNP is concerned,
decline bas been recorded for 1964, 1976, and 1977. Sig—

nificant growth in GNP was observed for 1966, 1969 and 1975

RECURRENT EXPENDITURE

Tnorder to get a better insight of the total,government
expenditure, a closer look at its two components: 1is
essential, Recurrent expenditure for 1958 was 390

million Birr, taking 12.2 percent out of GNP, and 82.9
percent out of the total government expenditure. The

share of recurrent out of the total continued to claim

more than 80 pereent for the period from 1958 upto 1962,
ad also for the years betwee 1969 upto 1972. For the years
1975, 1976 and 1977, the figure showed a decline, at around
70 percent. In fact ; 1f we look at “able 5, the share of
recurrent for 1978 was 56.1 percent, for 1979 it was 57 4

percent, for 1980 it was €7%. percent, for 1981 it was B2el
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the change in Government in 1967. The ratio of government
expenditure to GNP for 1967 was 20.6 percent, and after
ten years, l.e€, in 1977, this ratio reached to 44 percent
of GNP, Annual average growth rate of government expendi-
ture from 1958 upto 1977 was 12 percent. Tf we consider
the behavior of the growth on annual basis, we observe
annual growth rates as high as 43%.7 percent for 1975,

3.8 percent for 1967, and 26 percent for 1970; eand as
low as minus 16 percent for 1976, 14 percent for 1960 .

Ag far as the annual growth rate for GNF is concerned,
decline bas been recorded for 1964, 1976, andi 1977. Sig—

nificant growth in GNP was observed for 19606, 1969 and 1975

RECURRENT EXPENDITURE

Tnorder to get a better insight of the total,government
expenditure, a cloger look at its two conponents: 18
essentials. Recurrent expenditure for 1958 was %90

million Birr, taking 12.2 percent out of GNP, and 82.9
percant out of the total government expenditures. The

share of recurrent out of the total continued to clain

more than 80 percent for the period from 1958 upto 1963,
amd also for the years betwee 1969 upto 1972. For the years
1975, 1976 and 1977, the figure showed a decline, ab around
70 percent. In fact ; if we look at “able 5, the share of
recurrent for 1978 was 56.71 percent, for 1979 it was 57 4

percent, for 1980 it was 67, . percent, for 1981 it was 62.2
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and for the current year of 1982 it ig 6%.D peraent.

Ls far as the pehavior of recurrent expenditure pefore and
after the revolution 18 concerned, in the pre—revolution
period, governmant exrenditure was rainly for recurrente.
Public investment was mininal,during that period. Thus,

the share of recurrent was Very large, as we can see it

from table 4y colmun 9. _hfter the change of government,

the budget gosuned greater responsibility in promoting sSOC~
igl and econonic investmento. 1f we conpare the trend of the
budget during the 20 years and that from “9V8 upto 1982,

we see & remarkable gale For instance, the share of rec—
urrent(actual) for 1977 was 69.7 percent and for ﬂ978(planned)
it was 5661 percent. The later figure cive Wrong impress—
ion, bhecause it gives high share of 4%.9 percent for capitale
What it all shows is that when budget allocations are deci~
ded initially, there is a tendency to rarour. inwestnent.
However, erperical evidence shows that,in the course i
implementation, due to various factors, allocation for rec—

urrent expenditure grows up VEIY fasto

Another area of concern in this study should be the growth
rate recorded by the two expenditure conponents. The enymal
average prowth rate of total expenditure(ﬂz%) ig very nuch
the same to thaﬁ:of’recurrent(ﬂﬁ%), while that of capital

was 15.5 percents This: is another jndication of the heawy
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pressure of recurrent in the total expenditure. To give
some examples, 1et us look at the growth rates for 1974
and 1975 During these Two years, capital expenditure
grew by 41,5 percent and 74.2 percent, while totzl expen—
diture grew only by 154 percent and 43.7 percent respec=
tively~ The reason for the large g&P between the two is
as a result of the depressing effect of lower annual

growth pates recoréed DY pecurrent for the two yearsSe

Tn order to simplify the sanalysis, 1¥ is importemt at this
point to 1lock at what gervices and sectors the recurrent
and capital expenditures conprise of.

A. ADMINISTRATION LND GENERAL SERVICE

1. state organs
2, defence and internal security
3, foreign affairs and information

4, finence and planning

B. SOCIAL SERVICE

1., education

2. health

%, community development and gocial affairs
4, enlzure and housing

Ce E@ONOMIC SERVICE

1. agriculture

2, industry, nining & enersy, water, trade
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transport and communication, construction

OTHERS ( TRANSFERVPAMMENTS)

1o
2e

De
40

pension
public debt
provision for unforseen expenses

miscellenous

The share of Ldpinistrative gervice(table 4 column 1 and 2)

out of wecurrent, amounted to 44

percent on the average

for the years upto 1967. Fron 1968 upto 1977 the share ofl

Administrative;Service inereased to 55 percent. This. lar:e

share 1

s due to the huge expence for defence. This is

indicated in table 7 colurn . The share of defence and

security out of Ldministrative Service was less than 40

percent for the years before the revolution. Since 1967,

the share of defence out of

Service has been nore than 80 percent.
Percential share of Defence and Security(Planne@l-

expenditure for idministrative

i =~ empenditure fron ﬂ978—4982(E9Ql ' 11
1 1
T Fiscal year f share from Administrative%share from phare fromf’
8ervice lrecurrent | total !
L1 T
L1978 85 | 4% -l
1979 85 4% Ul
1980 1 86 & 40 . 2 i
1981, 88 Io44 : 27 "
1082 ! 89 It 45 w29

Source: worked out fron table 5
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Social service takes around 20 percent out of recurrent
expenditure and around 15 percent out of total government.
expenditure. The structure of Social Service 18 given

in table 8o Faucation takes between 60 tO 70 percent

out of the Socizl Service, with a declining trend. Ihe
share of health ¢uu of the Sogial Service has been more
consistenty revolving around 20 percent. Lmong The gsectors
with in the. Soeizl Serviee, expenditure for community
developnent and Social affairs has heen FTLOWiNgG faste
Before the revolution of 1967, the share of conmunity deve=
lopmenﬁ:and qocizl EITEIS renained 1ess than 6 percent

on the averagCe However, in 1977, it ook 19 percent out
of the recurrent expenditure. fhe nain reason for this

growth was due TO relief and rehabilitation progran

Governnent recureent expenditure for Economic gervice takes
very little proportion, Tor the years under study, the
share of Economi@.Service was around A0 percent. out of
recurrent exy enditure. This share has in 1977 been dropped
o0 5 percent sut: of recurrent exyenditure and to 3.5 per—
cent out of the total government expendituree. On the other
hand howeverjlarge yroportion of carpital expenditure Foes
o Economlc Service. Within the structure of recurrent
for Econonic Service, the share of agriculture increased
fron 25 percent, at the beginning of the study period TO 40
percent in 1977 On the other hand,the share of transport

gsector daropped from 50 percent in 1958 to 40 percent in 1977a
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I component of Government recurrent exrenditure but Flways
not given sufficient attention isy the exyenditure on

group D ( others or Tranfer payments). The pattern of this
group of expenditure can pe observed fron table 4 column

7 and 8. We can seec sharp annual changes in this: type of
expenditure. To give a sinrle example, 1ts 155 percent
share in 19076, increased to 209 pcrcent in 1977« Within
the D groul of expenditure, We get Paaaion,payment, expenses
for public debt, provision for unforseen expenses<and obher

micellenous expenses.

In earlier sections,we Saw the contribution of loan and
porrowing in the total financing of government expenditures
Phis: source of fund is no?b without coste It all has to

paid pack cut of the tax the country collects. If we look
at table 9,fpub1101debt pigyment takes: less than 10 percent.
out of the tobal government expenditure. Lnother jmportant
point one can not fail to observe is, deficit financing

started to e significant source of financing since 1967 «

Lg far as the s1llocation OF structure within capital expen=
diture is concerned, Economic Service takes more than 80
percent out of eapital expendituree. The share of Social

Service is very low and inconsistente.
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To sumnarize the discussion on the structure of government
expenditure, we saw the pattern and share of expenditure
components growth rates and the shate of total government
expenditure in GNP, It is also to he remembered thaty
shifts in the compostion of expenditure were observed.
However, the above format of analysis and review does nots
snswer the question why government expenditure behaved thats
way. what are the factors behind the growth and allocatiom
of governmenﬁ:expenditure? The next chapter ig then cOII=—

cerned with auch issuesSe.
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Qi PTER FOUR

IV. TDENTIFICLTION AND ANALYSIS OF THE DETERMINANTS

OF GOVERNMENT EXPENDITURE

In the preceding chapter, Government budget was discussed
in general Termns. We saw that recurrcnt expenditure took
more than 70 percent nf the totala We alsoc pbserved that
expenditure on Administrative Service accounted for around
half of the recurrent. In what. was allocated as capital
expenditure, Econonic Service had the highes?® and fastest

increasing shares.

We shall now try to uncover the reasons for the observed
growth rates and ratios of sectoral distribution. Speci-
fically we shall relate the distribution of expenditure
with socio—economic variables using the tecdhnique of

Multiple Repressione.

4.7 IDENTIFICLTION OF DETERMINLANTS

4.1.4 The lMultiple Regression

In Keynesian macro—econonic analysis, government expenditure
ig taken as an €XOgenous faetor, simply designed to alter
short-tern cyclical fluctuations. This does not mean,

however that, it ig not necessary or possible to explain
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the level or pattern of governnent expenditure. The neces~
ssity to explain expenditure haggg%but due to, anong other
things, the enormnous proportion of national resources it
is claiming and the speed of its growthe lMoreover, gover-
nment expenditure has become a strong and essentiel ins-—
trument at the disposal of pocor nations. #&t the same time,
studies to explain government expenditure are facilitiated
by the availability of shitable techniques. One of these
is regressiocn analysis, in which expnediture components:

s percentage tO GNP are the dependent variables.

As far as the identification of explanatory variables is
concerned, each expenditure componemtiéependent variable)
will be related to a selected list of explanatony variables:

1. Per capita GNP

Each dependent variable will be related tn per capita

GIP. One reason ( 2, 15, 17, 19 ) for using per capita
GNP is the positive relationshiip observed between the level
of per capita GNP and level of government expenditure for
advanced econoniese. Another basic reason for relating gov—
ernment expenditure to per capite GNP is , a8 = result of
the increased demand created following greater 1ncomesSi
However this increased demand is not homogenous fbr alk
goods and gervices., As GNP increases, we T&y expect the
provision of nore roads, hospitals and schools. HoweweT,

there is nc reascu to expect governnent expenditure for
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defence and nationzal security to increase. Government:
defence expenditure may increase in absolute terms but not
as a proporticn cf totel expenditure or of GNFP. Secondly,
even thourh we nay accept that as GNP prows so does the
denand for goods. and services, there is no reasen for these
to be provided by the governnent. It is possible that,

as GNI' per capita increases, people will have a better
health standard and can afford to do their own affairs,
with little government interference. But, in countries
like Ethiopia, where per capita GNP is low, high illiteracy
rate, poor health conditions, and the absence of infra.
structure, means these functions cannot be performed by

narket forcese

2. Domestic Revenue

The second explanatory variable considered is the avail—
ability of domestic revenuee. Usually, when expenditure
decisions are proposed initially, they are based on the
svailability of domestic revenue. External loan and done—
estic. borrowing or in general deficit financing are adjust-
ment factors, when domestic revenue fails to meet expen-—
diture requirement and the sssurnption held is, as the avoil-—
ability of dometic revenue gIrows, needless to say, the

tendency to spend more is therec.
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3, Economic systen

We have seen already that Pryor ( 19 ) regards the econonie
systen as one of the determinants of the growth of gowern-
ment expenditure. In particular, the socialist economis
systen tends to bring about far greater growth in govern-
ment expenditure.thsn in capitalis?t countries. This nay
not be directly applicable to Ethiopia. However, since we
have seen two types of governmeﬁtﬁw, the earlier non-
gsocialist and later on the non—capitalisty we will consider

the effect of this change in policy orientation.

4, Other Variables

Other varisbles to be considered include, the degree of
opennes of the econony, the literacy rate of the population
snd the amount of loan and borrowing( 32, 2 ). The degree
of opennes of the econony is measured by the ratio off the
volune of export and import to GNP. Increasing integration
of @ country into the internstional market, 1s often found
out to be associated with increased government expenditure.
This , however, is the result some researchers have mneas-—
ured the degree of literacy the community has attained,

or is expected to attain, by the ratio of government expen-

diture on education to total governmnent expenditure. 5Since
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the justificatien given for including this variable is
surrourdcc. by comgroversy, the use of this variable in the
regression model should be interpreted with caution.

Finally, Burkhead suggests the use of government loan as

an explanatory veriable for expenditurea

On the basis of the above considerations, the following
relationships can be formulated:

where Ii stonds for the ratio of an expenditure conpoments

to GNP; The expenditure ratios of interest are:

ﬁﬁ - the ratio of total government expenditure to GNP;

Y2 - the ratio of recurrent expenditure to GNP3

Y5 - the ratio of capital expenditure to GNP;

Y, = he matio of recurrent expenditure on Administrstive

service to GNP;

Y5 - the ratic of defence expenditure to GNPj;

Y6 = the ratio of recurrent expenditure on Soaial Service
to GNP;

Y7 = the ratio of recurrent expenditure on edueation to GINP;

Yy = the ratio of recurrent expenditure on healtlr to GNPj

Y9 - the ratio of recurrent expenditure on Economia:
Service to GNPj

Yqo= the ratio of capitael expenditure on Economic Bervice
to GNP

Y1q= the ratio of capital expenditure on Socigl Service
to GNPj

Y12= the ratio of recurrent plus capital expenditure om
Econonie Service to GNP;

Y15= the ratio of recurrent plus capitel expenditure omn

Sociial Service to GNP;
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g for Dependent Variables

Year| ¥, | o T, Y, |¥s Te [0 s | Yo Yo | Y11 Vo |¥43
1958 [ 14.7 |12.2(2e5 5.7 |2.4 [2.01.7 0.6 0.9 .5 | 0.1 B0 |201
1959 |14 .5|12.2 |25 5.7 | 2.2 |2.2 |16 0.5 1.0 .7 |0.2 Ro7 2ol
1960 | 14.5 [12.5 (22 5.7 | 2.4 |2.2 .4 0.5 (1.1 1.7 (0.3 B 2a
1961 11%.8|11.812.0 5.5 [2e3 |2 T4 0.510.9 .1 | 0.7 <O 2.8
19621 14.0 [11.5]2.5 {51 5.0 (2.3 1.6 (0.5 |11 |15 0.7 .5 |30
1963 | 14.%|11.5]2.8 4,9 | 2.0 |2.411.7 105 4.1 1.0 | 0.5 B.1 |2.9
1964|152 |11:8{ 34 |51 5.1 (2.7 1.9 0.6 |11 |24 0.6 o5 |32
1965|15.5|12.2{ 37 5.2 | 2.4 |3.0[2.1[0-6 4.0 2.2 | 0.7 Batt |37
1966 |15.1 1117134 | 207 5.1 |2.92.1]0.6|1.2 |24 0.8 3.6 |57
1967120.6|15.9 |47 |69 3.6 |4.1{2.7{0.7{1-3 3.4 | 0.9 fe7 |49
1968 21.7 {16.6(5." 9.0 | 5.7 |3.6|2.4(0-8 1.4 .2 | 0.9 5.6 [HeD
1969121.8|16:5(57 9.5 | 6.2 |3.4]2.2(0.8 A4 .5 | 0.7 a9 [He
1970|26.0{20.915.2 14..0] 10.8 (3.4 {2.110.8{1.5 .5 | 0.5 6.0 |29
1971]25.820.6(5.2 | 117 g.8 |3.5]2.200.8|1.3 |5 0.6 5.8 |4e
1972(27.8122.0|5+8 11.9|9.0 |3.6]2.3]0.8 Aol 5.0 | 0.7 otk [HeD
197%| 28, 4122.2]6.5 11.7 9,0 |#.012.5]0:9 4.4 15.3 | 0.9 .7 |48
1974 31.9|23.4|8.6 |15.2 10.4|4.412.910.9{1:5 (73 1.% 8.8 |57
1975|42.0|28.2(13.8 aa,7l 11.7214.713.0 109 1.6 112.6 | 1.0 42| 5.7
1976 35.9|25.4|10.5 M. 0010.5 5.1 (3.3 1015 9.0 | 1.2 [10:5{6.3
97T bk i} 310 15 B 1%.9| 10.5]6.2 3.7 1.111.6 |12.2 | 1.0 1%,8] 72
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10b Values for Independent; Variables

Year

/I

X

X5

Xy

Xs

Se

1958
1959
1960
1961
1962
1963
1964
1965
1966
1967
1968
1969
1970
1971
1972
1973
1974
1975
1976
1977

1199
1245
12945
Totkar
143.2
147,09
44 .5
1475
16045
15547
16465
17971
18561
1969
207 « M
21«4
210.6
22%.9
2140
206.5

10 o4
10.9
1067
10.6
102
10.6
1161
12.0

121

129
127
15eD
166
17,9
16 o
ad
2L
24,0
25.8
265

267
2605
24.2
2%e2
2%.8
2%.2
24 o2
26.2
28.9
20.0
2846
30.8
32.7

32 .4

38.4
30.4
36.7
34.6
40.2

8.6
10 77
9.6
10.3%
117
121
Tl
g
1%5.8
1%.2
111
10.0
&.T
8.0
8.4
8.9
2.0
Aol
9.3

38.2 8&.F

21 471
25..0
26,71
2% .6
26.7
26.2
26.4
22 M4
21.0
el
3 G
24 .8
%0 .4
25.2
26.7
23.6
29,2
42.9
28.%
40.8

0
0
0
0
0
0
0
0
0
1
1
1
4
1
f
1
1
v
1
A
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The explanatory variables considered are the following:

Xq -~ per capitm GNP in Birr;

X, = Domestic rewenue/ GNP;

X5 = Export plus import as a» ratio of GNP;

X, = the ratio of recurrent government expenditure
on education to total government expenditure;

Xé = +the ratio of externsl loans and domestie
borrowing to total revenue;

XG = dummy warisble for change of government;

As we can see from above, the derendent variables to be
explained are totel government expenditure and its com-
ponents, such as recurrent and capitsl or distkibution
among services such as Administ@ation, Social and Economye
The excrcise can be extended to include more detailed
sectoral bresk-down. But, since it is necessary to limit
oneself to o nanapgesble degres, we will limit sectoral

analysis to defence and security, education and health.

4:.1.2 REGRESSION RESULTS

1. Total Government Expenditure

A result of the stepwise regression analysis reported

in table 11 i=
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Y, = ~15.397 + O.OE"IX,‘I + 1,245X2 + O.47OX5

1.698  0.015 0,098 0.0%7(s*andard error)
9.067 8.084 12.632 12.561( t values)
adjusted R° = 99.%3%

Variables X5” X4, and X6.were found to be not significemt
gnd! were dropped by the stepwise procedure. Lecording to
the estimated egquations, X, ( domestic revenue) explained
9%.88%0f the wariation in Y, , and X5 (loam) improvesaR’2

by Se4% , and Xﬂ(per capita, GNP) only by 0.15%. The over—
all adugsted R2 for the equation is very large. Moreover,
the @vefficients in the egquation all have the correct sifme
Tt is an obvious point that the availability of revenue

in a country determines the level of expenditure. Newen-—
theless, it should not lead us also to attribute the growth
in expenditure only to the availability of domestie revenuc.
In fact, as the coefficient of domestic rewenue indicates,
% one percént increase in the ratio of donestic revenue

to GNP, is 4ssociated with more than a 1.24 percent
increase in the ratio of total expenditure to @GNP. This

i an indication that borrowing and loan play an import=nt
role in the determination of government expenditure. Omn
the other hand , the per capita GNP variable(Xq), thogghn

statistically gipnigicants is very smallu . Variables like
the dggree‘of openness of the egonony and Jliteracy are .
not significant influences. '



Tabhle 1. Rep2ession

o B

Results, Coefficients,

B?values:and-Rz

%, T X5 X, X Xg RE

Y, c| 0.031| 1.243 0.470 99.%3
s|  2.084112.6%2 h2.561

.y 0 0.807 —0.047 | 0.195 | 1.612| 9849
- 14,686 5.082 | 5.304 | 2.887

Y o 0.71% |-0,184 0.285 {0219 97.97
b 10.575 | 2.965| 3.652 |8.722

Y, @ 0,320 —0.486 2.729{95.31
% 5,476 3.916 4,622

Yo o 0.062 ~0 B0 1.64%]96.0
£ 66305 510 2.503% ‘

Yo © ~0,012| 0.23%% Q.20 |0.043 | 0.773]97.86
&1 %,00%|10.491 9.519 |5.108 | 5.046

Y, o| =0.005 0,136 0.186 |0.026 | 0396|9943
! 4.491120.26% ol 10 0,340 | 8.558 B

Yy © 0,021 0.1%8]92.87
% 6,587 3,929

Ty © 0,004 | 0.023 |0.008 8.1%3|89.66
sl 4,681 5.229 |2.624 |2.099

Tyoe | 1 0.638 F0.164| 0.152 {0,212 97 .40

Pt ‘ 8.784 ' 2,456 1.805 |7.849 a

.0 | 0.061 0,101 72 .23
t | ‘ 7 L5 4,168

1,50 0.652 F0.142| 0.176 |0.222 97.3%8
W | 8,469 | 2.003] 1.979 7,758

¥, 5 0,009 | 0,307 | 0.047 0.342 |0.0%2 0.980 {97.95
ol 1,920 | 7.986 | 1.563111 190 |3.631 | %590

gggg: e = coefficient

t = t value
22 - mijusted RS
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Table 11. Reglession Results, Coefficients, ¥ values and Rz

Z X, X5 X, X, X R

Y, c 0.0%31] 1.24% 0.470 99455
£ 2,084 118,632 12,561

I, ¢ 0.807 ~0.047" | 0,195 | T.612|98.49
¢ 14,686 2.082 | 5.3%04 | 2,887

Yy c 0.713 |-0.184 0.285 |0.219 97.97
% 10,575 | 2.965] 3.652 |8.722

Yy, e 04320 -0.486 2.729(95.37
t 5,476 3.916 4,622

Yo f 0.062 ~0.604 1.643[96,0
% 64305 5.615 2.503|

Y. ¢| -0.012| 0.233 0.244 |0,04% | 0.773|97 .86
% 2,093 [10.491 | 9:519 [5.108 | 5.046

Y7 c| =0s005| 0.136 0.186 |0.026 | 0.396(99.43
% 4.491{20,26% 24,107 {0,340 | 8,558

T e 0,021 | 0.138]92,87
t 6,587 5.929

Ty c 04004 0.02% 10.008 | 08.1%33189.66
% 4,681 2.229 [2.624 |2.099

Yot 0.638 0.164| 0.152 [0.212 97 40

it 8,784 ' 2.456] 1.805 [7.849

B | ' 0,061 0.101 72.2%
t ! 7 U5 4,168

¥, 50 - 0.652 10,142| 0.176 [0.222 97.38
£ L 8.469 | 2.003| 1,979 [7.758

T3¢ | =0,009 | 0,307 | 0.047| 0,342 [0.042 |0.980 (97.95
t ] =1.920 | 7.986 | 1.563{11 190 {3.631 |4.350

Note: ¢ = coefficient

t = t value
R? = adjusted R2
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2. Recurrent Expenditure

Ls in the case of total expenditure, the most important
explanatory variable is domestic revenue(lg), contributing
94 percent to adjusted Rg. The other important weriables
on the basis of their contribution to RS are, loan and

borrowing(XE), dunmy variable(X6) and literacy proxy(X4).

The estirmated equation is ¢

YE = Olng + 05807X2 L 00247X4 + 00195}{5 + 1.:6(] 2X6
2,04 D55 Q=118 0,036 0558
. b B 5 .. (standard error)
Ol46 14,688 2,082 50 304 2.887(t waluses)

adjusted RZ = 98.5%

As far as the relationship between domestic revenue and
recurrent: expenditure is concerned the relevant coefficientt
indicates that as retio of domestic revenue increases by
one percent, recurrent increases by 0.8 percent. It thus
confirms the tendency of allocating additional domestic
revenue to consunption. 4 comparison of recurrent and
domestic revenue for each year shows that domestie revenue
mwannot: cover evem the consumption expenditure, let alone:

supporting investnmenti.

S o S
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The coefficient of the dummay variable ( for the change

of povernrient ) is large and significant, indicating

that the growth in recurrent expenditure is very nuch
influenced by it. However, Xy, though significant, should
be interprated with great caution. In general, as the
rate of literacy increases, government supplied demand
for goods and services should also increase. But, in this
particular equation, the variable's contribution to R©

is too low to indicate that the growing ratio of recurrent
to GNP was not asso&iated with a proportinate increase of
government expenditure on education. The declining share

of education will be explained later on.

Some inportant difference® that ean be observed hetween the
behavior of recurrent and total expenditure are. the
following:
Te per capita GNP is a significant influence on the
totzl but not omw recurrent expenditure;
2. the dumny variable is a significant influence on
recurrent expenditure but not em the total expenditures
5 the ratio of povernnent expenditure on education
to total is a significant influence on recurrent

expenditure but not in the total.
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3o Cepital Expenditure

The regression equation of this component is:
1766 0.067 0.062 0.078 0.925(st.error)
5.285 10.575 2.965 5652 8.772(t values)

adjusted R® = 97,97

The variables included are Xg, XS} X4 and X.3 in that order
of importance., Variables like Xq and X, are not signifi-
eant influendees. 4s in the case with the total and recurr-
ent expenditures, the most important variables are domestie
revenue(Xe) and loan and borrowing(X5)n Though significant:

the contribution of X4 and X5 to R2 is very small.

50 far we have seen the results of the Tregression analysis
of the recurrent and capital expenditure components. Of

all the explanatory Vvariables considered, domestic revenue
and loan & borrowing appear to be the most significant

ones in each of the three equations. The bpercapita GNP
variable appeares only in the equation for total expenditure,
while @he dunny is important only in explairing recurrent:
expenditure, Even though we notice a growing share of
capital expenditure during the study period, the fact thats
the dummy variable is not important in explaining it,

indicates that no significant change has occured in the
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&llocation for capital following the change of government,
Despite some differences in standard errors and % values,
the adjusted R2 for the three equations is almost the sane

and large,

In order to get more insight into the nature of recurrent:
expenditure, we will decompose it into hdninistratiwe Ser—
viee, Social Service and Econonie Service conponents. The

results are:

Administrative Service

Ty, = 7.387 4 0.320%, - d.486X4 + 2.720%,
14807 0.058 0124 0.590 ( st. error)
4,086 5.476 2.916 4.622 ( ¢ values)

adjusted R = 77200

Socizgl Service

- P ‘ t g - i O
e -t - + e L - " Y oNf el

Eé = =2,268 - O¢012X1 + 0.23522,H~O¢244X4 + O.O46K5 +O'77X6‘

0.597 0004 0.022 0.025 0.008 0e15%
( st. error

%800 %.093 10 .49 %.519 57108 5,046
( t values)

adjusted RS = ~n .
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Econonic Service

Yy = -0.033 + 0.004X, +0n, 023X, +0.008X5 +0.13%%

0.2%6 0 0.010 0.00% 0.06% ( st, erromn)
Oe 142 4,681 2.229 2.624 2.099 ( ¢ values)

adjusted R = 89.66%

Qf all the variables considered in relation to Adninistrea-
tive Service, only domestice revenue, dummy and literacy
ProxXy are significant. Indeed, we observe large coeff-
icient for the durmy variable y fonfirming the already
stated fact that under the post-revolution period the
allocation of fund for administrative activities has beem

tremendous,

The negative sign associated with X.L1L ¢can be explained only
by 'displacement effect', i.e, the fact that as the allo—
cation for Administrative Service increases, education -
suffers proporational decline in perecentage share. With
the exception of XE‘ all other variables are significant
in the equation for Social Service. We also observe =
negative coefficient for rercapita GNP, This is because,
while percapita has more or less shown am upword growth,
the ratio of recurrent expenditure on Social Service to GNP

remained almost the Same.
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Remarkably enough, X2 is not significant in the equatiom
¢f ‘requrmemtt for Economic services. As in the other
equations, X5 is not significant either. Loan =md
borrowing thourh significant, has a very snall coefficient,
Even though still large, the equation for economic

services has a snaller R2 then the others.

Defence and Security

The tremendous growth recorded in government expenditure
isi due to that in recurrent, which in turn, is dominated
by growth in funds claimed by administration inelusive

of defence expenditure. The regression result for defence

iy
Ty = 0,333 +70.062X, + 0.604%, + Ta 640X
2,079 0.009 Q207 0.656 (st. ernor)
Ou161 6.305 5615 2.503 ( t walues)

adjusted B = 96y

Looking at the variables included, we find per-capita

to be sifgnificant with a positive sign. The positive sign
contradicts results: by other studies. As: Pryor has sugge-
ested, the society does not necessarly increase its

demand for defence as percapita GNP increases. However,

the supply for increasing defence expenditutie may increase.
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The supply fof funds may be nmatched by domestic revenue

or borrowing, but these are not significent in our
equation. We also see that a strong competition for funds
between education and defence is reflected in the negative
sign of the coefficient of X4. Growth in government exe
penditureon defence has been tremendous: in the postsrevo-
lution pericd, as can be seen from the larpe coefficient

of the dummy wariable for change of governmentt.

Bducation

411 other variebles except XB are significant here as in
the equation for Social Serviceis The equation for
education is:

Y, = =1s85 =0.005X, +0.136X, +0.186X, +b.626x5 +0.396X

0,180 0.001 0.006 0.087 0.002 0.046
( ste error)

10263 4,491 20,263 24,101 10 . 340 8.558
( t values:)

adjusted RS = 99.43 %

Health
fThe pegression equation for this component is
YS = 0.313 + 0-021X2 + 05138X6
0.038 0.003 0.035 ( st. error)

8100 6.587 3,929 ( t values)

adjusted RS = 92.87 %
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In contrast to the yreceeding equations, only donestic
revenue and the dummy are significant here with a very

small value of the coefficient of the former.

To better understand our regression results, one thing
should be noted, This is that, in the allocation of funds,
the capital and recurrent expenditures; are conpetitive,

A prowth in one of then is rossible in & number of ways:
either at the expense of the other, (decline, constant or
less increment) or by nobilizing large additional resource
to effect high growth in bath . However, the conm-
ponents nay also be complimentary. For instance, if

there is continuous and sufficient investment on roadssy
the need to allocat capital can eventually decline, and
only naintenance cost will be needed. It will be other—
wise in other cases such as the building cof schools or
hospitals. Hence capital expenditure will induce growth

in recurrent expenditure.

In the light of this, regressions were estimated for 5 OV
ernnent expenditure on capital and recurrent together for

Social Services and Economic Services. The equations are:
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Te Social Services

Recurrent expenditure

Y6 = =2,268 —0.012X1 +O.2§5X2a+0¢244X4 +Oq046X5+O-77X6

adjusted R® = 97.86 %

Capital expenditure

qu = = 1,288 + O.O61X2 + 0,101X4
adjusted R = 72,03 4
(Recurrent+ Capital) expenditure

Y15 = -2,88 ~O.OO9X1 +O°307X2 -0.047}{5 +O.342X4 +O.O42X5

s O.98X6
adjusted R® = 97.95 %
The equations for Y6 and an are sinilar in all respects
except for the appearance of X5 in Y15 only. We can
understand fron qu that recurrent expenditure is nore

inportant than capital in Sncial Services,

2. Econocnice Services

Recurrent expenditure

Y9 = =0,03% +O.OO4X1 +O.OB§X4 +O.OOBX5 +O.155X6

adjusted R° = 89.66 %

Gapital expenditure

YﬂO = ~8,138 +O.638X2 +O.’?64X3 +O,152X4 +O.212X5
adjusted RZ = 97,4 9

¥ Recurrent + @apniteld dexpenditure

qu = =8.3%06 +O.652X2 *0.142X3 +O.ﬂ76X4 +O.232X5

adjusted RZ - 97.38 %
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Unlike the case with Social Services, capital expenditure
is nore inportant in Economic Services. This can be seen
from the sinilarity of the equations for YﬂO and qu.
The coefficients. in the equation of Yg.are very small,
indicating the weak relationship between recurrent eXpen—-

diture for Beconomy and the regressors considered.

4,1.3 Additional Factors Gonsidered

There is no doubt that political, gocial, economic and
other natural factors have major roles to pley in deter-
mining government expenditure. Other than the variables
included in the regression analysis of the last section,
factors like war, drought, and other natural calamites,

do affect the behavior of gevernment expenditure. Planm-
ing is known to have influence on the sizme of the govern-
ment budget, the allocation procedure or technique, the
lewel of technology, efficiency in the working of the publie
sector, expansion of institution, the history of a country,
the nunmber and harmony of nationalities and other ethnic

groups( 19 ).

& detailed and successful analysis of all possible factors
that can affect government expedditure is very Aifficult,
We can nevertheless explore some of the relations ignored

by our regression analysis.
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a8 far the effect of planning in rovernment expenditure

is concerned, Pryor indicated that the two are related
directly, government expenditure being an instrument cornmne-
only applied in the implementation of planning. The real
relationship between the two lies in the fact that, plenm-
ing influences the process of priiority setting in the
econonyy and the overall developnent. Thus;, if planning
gives priority to the growth of agriculture , industry, etCay
the allocation of funds and resocurces will reflect this,
In the experience of Eghiopieay the @Government has been
setting priorities of this kind in = series of plans under

both types of regines.

Another point where planning can influence government
expenditure is, the tendency to incorporate all significantt
activities within the publie sector, which creates signi-

ficant pressurc on government expenditure,

fis mentioned in earlier chapters, the allocaticn procedure
and' techniques applied do also influence the overall size
and structure of government expenditure. The origin ef
the idea of establishing any ninistry or departrent is

not always clear. The advantage o2 disadvantapge of the
existence of any institution at a rarticuler period of
time % not looked at in terms of budgetary implication

until the institution has already been established. It
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will be very difficult to give enpirical evidence of the:
nagnitude of the contribution of this factor to the growth
in governnent expenditure, because it will meemn studying
the history of government institutions. However, it can
remsnoably be arpued that at the EMI and CPA level, finan-

cigl issues pet less importance.

flthough the final buget has to be approved by the higher

legislative body, the framework of it is formulated at The

MOF. If we are to make critical assessment of the system

and technique applied at the MOF level, it is necessary to

note the following:

1+ The basis for allocating funds to any expenditure iten
of a particular department is narrowly related to the
previous year's grant, irrespective of how it has been
inplemented. This often leads to wrong decision, ovexn
or less grant;

2. The objectives and targets i.e, the overall prograns
of = certain department for a given fiscal year are
formulated by each respective ministry, and the MOF
doesn't have meitber the tradition nor the capacity
to review and evaluate them in totslity. In other
words, there is no techniwue to weight the importance
of two or more depaftments within a ministry and anong
ministries. What the 'budget committee' does or can

do is to prant funds to each in an adhoec fashione.
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hs far as recurrent expenditure is concerned the

budget cormittee are not sure on how ruch they should
offer to each item or department. One criterion for
saying whether or not any level of expenditure is large
or small is the availahility of revenue for allocation,.
It is connon experience at the Budget Department to
revise the original allocation for each y after looking
at the overall gap between revenue and expenditure

proposals,

Qur ERegression analysis has shown that domestic revenue
is @& significant variable in determining expendiiture.
This is: true a@s far as actual revenue and expenditure
is concerned., However this factor is not considered

at least at the lower level of decision naking.
Probably the granting of funds to institutions and
programs without knowledge of the revenue constraint
is one basic reason for the big gap between the original
budget and actual implementation. One may argue that:
whatever allocation has beenmgd@is eventually Y“Wound
to be limited to the availeble fund, Knowledpe of

the estimated level of revenue for a coming fiscal
year at the time of decision may not then be important.
This is true for the overall expenditume. But the
allocation of fund among alternative programs will be

affected very rmuch. This is proved by the low ratio
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of original to actual for capital as cbmpared to recurrent
expenditure. Wwhat this means is that when actual revenue
falls Bhort of the estinated level and/or expenditure
itens also grow more than the originally allocated, it

is capital exrenditure that suffers the conseqguences.,

Histony is full of instances of war causing tremendous
growth in government expenditure. The First and Second
World Wars' experience of most European countries: is. a
clear exanple for this. Countries can allocate any level
off fund for defence even if the country is not at war.
This can prohably be justified on the ground that to safe-
guard or, as the name indicates y to defend the eountry
from any future enemy or threat requires enough readiness,
But a war situation is marginally different from defence
in that, war is a decleared or not, hugh military activity
( 19 )e War situation can also terminate after certaim
period while defending the inteprity and security of a

country is a continuous experience (17).

Even though there may arise & lot of controversy on how
to differentiate expenditure for defenee anﬁaf it is clear
that the two combined claime large resources in Ethiopian.
History, Ethiopian history y starting from the time of

Tewodres upto now is rich in conducting war against foreig
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and/or internal op;ogtion by successive governments. In
the last three decades, Ethioria has mone into war against:
Somalia, for two times. These wars did not pass witthout
scaling up the level of defence expenditure. In addi-
tion to thisy we can see some parallel between the change
of governnent and large growth in deflence expenditure in
1967, and the war situation with Somalia in 1969/70.

Dhe internal war in the North of the country has caused

g junp in government expenditure in 1974.

Emperical evidenge from countries with war experience
indicate that no decline was observed in government: expen=
diture after the war is ovemw ( 19, 17, 32 ). The guestiom
that, inmediately comes to the mind is what is the case

in Ethiopia. One vivid amswer will be, government expemw
diture and specially that of defence has never shown a
slight decline. In fact there was = fast growth during
the study period. It is possible to argue that, we should
not expect governuent exjenditure to show a decline,
sinply because the war hag not come to an end. But am
the experience of bvther countries indicate, it is also
rossible not te exreet a decline in defence expenditure,
even: 1f the war comes to an end. One 1ossible reason for
this will be the country's defence requirement may eont-

inue to demand the existing level of expenditure.
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It will be hard to show the effects of technoclogy on gov—
ernnent expencditure in this study, However, we can men-—
tion some of the ways in which it can affect growth in

expenditure. It is possible to give numerous examples

as far as this roint is concerned. The tyre of buildings
used by the government, the type of equipment used in the
construction of roads and houses, equipment used in hos-—
pitals, in transport and communieation, moderm equipment
for war, all do influence th cost of supplying gocds: and

services by the governmenti.

No less than the effect of technology, efficiency in the
supply of goods and services by the government also play
an inportant role in causing growth in expenditure.
Although we cannmot formally prove the above case, we cam
see the sanme factor claiming & large number of nrersonmel
to produce or perform the same function. It should be
understood that the introdeetirn of modern working systens
that increase efficiency for &ll government units plays

& great role in controlling government expenditure.

Along with this we should consider the expansifin of ins-—
titutions under the public sector. Many small units or

departments of the past huve now grown to become bhig
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institutions or ninistrdies. Moreover the size of each
uait under each ministry has prown tremendously. The
nunber of sub-~heads in 1958, for Administrative Services
was 58, for Social Services 27 and for Economic Services
22, coming to a total of 107, In 1966y the respective
figures reached 68, 46, 40 and 154. In 1977 the figures

were 74, 62, 56,192 respectively.

o2 ANALLYSIS OF MAJOR FINDINGS OF THE STUDY

4.2.1 Analysis of the Results

In the preceeding chapter, an effort was made to identify-
factors that could be responsible for the growth of gove
ernnent exypenditure. Using the regression model, statisw~
tical results were obtained. This was further supplemented
by @ consideration of additional factors that were not

included in the regression.

It is important to stress at this point the relevance of
identifying and r%ating variables behind the growth and
allocation of fund among functional categories. In private
sector activity, expenditures( costs ) are measured againet
results. Even in the rublie secteor, it is possible to
relate costs and benefits. However, expenditures incurred

for running state affairs often do not directly result im
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immédiate tancible benefits and are hard to evaluate on

this basis. The identification of determinants of expe—

nditure is a neans of creating an alternative basis forp

evaluating the behavior of government expenditure. The

108t common analysis made on government expenditure is

to relate it to per capita GNP. So far the experience

is that, this factor plays significant role in explainim:
T I S B I t o7 s i total government

expenditure, recurrent expenditure for Social Services

and deflence expenditure. Even though it is also significamt

in relation to recurrent expenditure for Economic Services

the slope is very small. Per capita GNP is not at all

& significant. factor in the total recurrent, capital,

Administratiwe Services, education, health, capital for

Economic and Social Services.

Per capitz GNP is an important economic variable. But,

a8 we can see from the above cases, the expenditure con-
ponents failed to show any relationship to it. There are
two points that might follow from this. First, that per-—
papita GNP is not a significant determinant of many Cone=
ponents of exjenditure may indicate the greater importance.
of non-economie factors in explaining the componentss,
Secondly, we should note that many euthors have been con-

cerned only with total government expenditure, which ig am
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approach rejccted by Musgrave ( 15 ), who argues that _
governnent expenditure should be divided into its components:
before it can he explained. The fact that per capita GNP

is significant only with respect to few conponents confirns

Musgrave's coneerms

With the help of table 11 , we see the "degree of openess'
of the economy measured by the ratio of import plus export
to GNP(XB) to be significant in explaining the overall
capital expenditure, particularly for Economic Services and
also the recurrent expenditure plus capital for Social(
(equaticn T3 )e ks a whole, however, it is a weak var-

iable in the nmcdela

The dunmmy variable for the change of government is an
important explanatory factor in all components except total
expenditure and capital. There is not any significnat
difference in the ratio of capital expenditure to GNP
before and after the change of governmestt. There is how—
ever sicnificant change in the ratic of recurrent exXpen-—
diture to GNP after the change of government despite the

declining share of recurrent in the total,
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In many studies, the ratio of total government expenditure
to GNP, has been used as an explanatory variable in expen-
diture components. The exercise helps to shogmgéch expen—
diture component hehaves against total expenditure. It

is clear this variable is & significant influence’ im in-
dividual components in the Ethiopian case. However total
expenditure is financed by domestic revenue and/or extermal
loan and domestic borrowing. In the Ethiopian case, we
are interested more in its finaneing, i.e, how each expen-—
diture component.is related to demestic revenue and borro-
wing and losur, because, it will be essential for policy

decisiong.

Domestic revenue appear as a significant variable in all
but two of the 13 equations. The equation for the ratio

of defence expenditure and recurrent expenditure for Ecom-
omic Services are the excepticns. The reason behind the
exceptions might be that the growth in defence expenditure
was so large that the ratio of domestic revenue did not
result in an increase in rewurrent expenditure for Econonie

Services,

PFinancing expenditure through domestic revenue is comp-
limented by loan and’ domestic horrowing. The fact that
this variable is significant in mamy equations supports

Burkead( 2 ), who sugpested that loan should be used as
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an explanatory variable in the analysis of governnent
expenditure, However, even though the variable of loan-
borrowing is significant its eocefficients are very smzll.
Keeping this. in nind, if we try tc relate this to the
ratic of actual performance of lcan and borrowing to the
revised budget, the ratio is 52.5 % . ALt the early stages
of decision making, the large gap between domestic revenue
and total government expenditure is expected to be covered
by the use of loan and deficit financing. However, the
result is not as expected. Due to delays in obtaining the
amount c¢f loans and at the same time lack of adequate
peeparation in project plan and implementation, actual

capital expenditure is very lowa

Another variable suggested by scme and also included in

our equation is the proxy for literacy, i.e, the ratio

of government: expenditure allocated for education to

total expenditure. We observe two sipgnificant points here:

1 Unlike Pfesults from other studies, this variable is:
significant in all equations except in health;

2. In some of the results obtained, the relevant foeff-
icient has a negative sign. If we go back and look
at the ratic of the variable, we see that it is alnmost
constant thoughout the study period, while the ratio

of dependent variables shows some growth. That cax
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possitilly he a result of the "displacement effect", i.e,
that as ratio of expenditure for other sectors increases,
no increment - is expected in The ratio of education. A1l
in all the coefficient of determination ( RE ) is very

large for all the equations.

Even though descriptive analysis of government expenditure

may not be free of eontroversy and criticism, it is the

belief of the present study, that it will serve am equal

purpose as the analysical statistical exercise. At this

point we need to see the theoretical behavior of government

expenditure in the Ethiopian situation., According to

Burkhead ( 2, p.27 ), some of the fundamental character-

stics of government expenditure are:

1« For a variety of reasonsy the government finds it
difficult to reduce the size of its enployeess

2. It is believed that the provision of goods and services.
by the government is intended to satisfy the intersst
of its consumers. However, when government program
decisions are shaped and structured not only the wants
of the consumers of government goods and services but
also by the wants of the decision makers;

Je L1lthough overnment expenditure is an economic variable,

3 1t is the result of a political decision. Thus, unlike
the private sector, economic efficiendy nay be sacrificed

im its determination,
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4. Government expenditure is governedby the peculiarity
of public goods, the provision of which it finances,
In the market, intensity of demand is reflected in the
price, which is not the case in the provision of publie

goods.

5. Finally, government progralSare marked by an elements
of coercion, which is absent in the private sector. In
the market no one is required to buy any specified
quantity of goods amd services. However, after a
governnent program has been proposed, reviewed and
adopted, taxes have to be levied for its support, at some

point or other.

E look at the difference between recurrent and capital
costs sheds some additional 1light on the overall behavior
of government expenditure. " Reeurrent costs are those
associated with the operation or maintenanee of faeilities
or asgeta. Tyrically, it includes the costs of salaries,
wages; equipment maintenance and spare pérts, supplies,
utilities, personel-on-job-training. " ( 44, p. 46 ). On
the other hand " Capital costs are those costs eoncentrated
at the bemining of a project and associated with the
establishment of productive capacity and physieal infra-—
structure, These include the costs of installstion of
plants and equipment ; construction of buildings; purchase

of vechicles; intial investment in hunan capital.'( 44, e16)
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In practice, there are often considerable difficulties in
disfinguishing between capital and recurrent expenditure.
In most cases, time seems to be the most important factor
of distinction between thems . Capital cost most often
occur at intervals greater than one year and their

eccrue over longer period, while recurrent cost occur

more frequently, yielding immediate coneumption benefits.

4.2.2 Government Expenditure and Economic Development

Government budget,; which is a reflection of the existing
eeonomic, political and social conditions of a nation,

is also an instrument in shaping them. Governments like

te spend more money, citizens dc not like to pay more taxese.
It is fundamental to realize in the study of government

abOl,R;t public expenditure are

expenditure that, decisions
taken palitically. That political deeision is however
influenced by economic , socifl and cultural factors at

a particular period of a country.

At this point we need to relate the theoretical assessement
66 the role of government budget specially expenditure
to development. objectives in Ethiopis. This indeed is

the basic problem the present study wants to address.
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Ethiopia is one of the least developed countries. We also
know that the country has been making various efforts to
alleviate the problems assccilated with backwordness.
Llthourh some of these problems have heen mitigated {¢-
is still in the middle of = survival strugpgle. 4Lt =

time where famine is hoxering over a vast expanse of the
country we need to pause for & while and make an inquiry

into the past and the future.

Even though the study on famine by many has not reached
& point where the final word has been said, it has con-

tributed a lot to explain factors behind famine,

As the results of the studies made indicate, the issue

of famine is more fundamental than has heen earlier tho-
ught by many. Thus, it requires a fundamental solution,
It 1s not because the rresent study is prepared to discuss
the issue in detail, but to indicate that no develorpment:
¢an bLe envisaged without attaking famine in a fundamental
sense., Inquiry into the basic and fundamental causes of
famine and underdevelorment is essential inorder to provide
solution., There is no doubt, the issue is surrounded

by controversy and there is' no basic study made so far as
to the causes of uncerdvelopment in Ethiopia. We can
safely say that capitsal accunmulation is one of the main

causes and results of underdevelopment. The absence of
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capital for investment lies at the oot of the country's
developnent problen. This is a result of the low level

of private and government saving. Thus inorder to enhance
investment, government saving should be boosted. Govern—
ment saving is in general, the difference hetween domestie

revenue and recurrent expenditure,

In the promotion of development, the private sector and
public sectors have their respective role to play. Ais.
we have already indicated several times, the possibility
of using the private sector in this respect is limited.
The Government on the other hand, directly and indirectly

is in a much Wetter possition to shoulder the responsibility.

The present study reveals the experience of the country
in its allocation of fund, its use of deficit financing
and the revenue side. More than any other instrument,
government expenditure seems to be the best available at
the disposal of the Government. The overall Situation
in the developing countries, the socialist orientation
of the Government, combined together, give sufficient

Jjustification for the Government to act to fulfil the task,

4s we know it, fiscal Policy is the concious regulation
of the economy of & country by the government and budgeting

is the art of reconciling revenue and expenditure. However
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the collecfion of tax or allocation of expenditure for
running state affairs or for non-econcmic purroses is oute-
side fiscal policy. I& is hard therefbreto‘relate Ethiopia's
budget with fiscal policy. But one thing is clear. The
Government is invelved in investment for sceial and eco-
nomic development, Moreover, the collection of tax from

the private and public sector will have an effect on the
econonys The Government's continuous:s resort to deficit
finaneing can be mne factor for causing inflation, which

will have an effect on the national econony.

£11 in all our present concern is how can the Government
increase its saving? This is pessible by increasing tax
as 1s always suggested, end/or reduckng concumption (re-—
current expenditure). The importance of the present study
should be viewed on the basis of this ides. hs: Teame(21)
has pointed out in his study on taxation in Efthiopia, nuch

is to be desired in increasing taxation.

On the other hand, on the basis of our present study, the
experience of Ethiopia reveals that, there is always the
tendency for consurption to take the greater shsre. In
fact recurrent expenditure consumes almost greater than
domestic revenue. Government capital investment is fina-
nced through foreign loans and domestic borrowing. Thus
to depend fully on foreign loan, given the problems asso-

ciated with it, and deficit financing for promoting
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investnent by the Government becomes oritical. Therefolg,
even though increasing taxation can be supported, that
increment should be related and geared €O increasing saving
and investmente Equally as the Ten-Year—Perspective—Plan
(TYPP) has pointed out, much can be expected from the re-
current expenditure. This can he acheeved on 2 number

of alternatives. It can %e achieved by a) reducing the
peesent level of recurren’® expenditure, mnore prefereablk;
on gradual basis; b) by keeping 1t at-its present levels
snd c) by reducing its growth rate. &hoosing any one
alternative would regquire ssgessment of may factorse

But what we should understand 18 that, curbing the expan~
gion of the bureaucracy should be the beginning for applylng
any anlternativee. Tfficiency measures should be introduced
in the public sector. This is true not only for recurrent
expenditure but as well for the overall public sector

spendinge

The present study deeply recopnivwes the need to relate
gaxes and expenditure. We have seen that domestic revanue
ig less than the fund required for recurrent. It should
he clear that tax collected from the POOT peasant, naking
struggle for gurvival from famine, and tax and profit from
the public.enterprises ig being used to finance recurrent
activities. . One cannot say that there are other sources

for running recurrent activities, OT that these sources
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should not be used all. The following example oTr expla-
nation could be jmportant in making the point clear.
Public enterprises D&y 50 % of thelr Eross profit e TaXe
Moreover, the renaining portion also is submitted ©O the
Central Lreasury in the form of presidual surpluse. This
finsancial ﬁraatice.shnuldQereviewed and be concerned MOTE
on how the enterprises can best be expanded and bhecone
stronge Another exanple which can be mentioned is the
collection of tax from agriculture which requires much
attentione Tf the final objective of the Government is
to improve the 1iving condition of the peasant society,

no effort of the Governnent could be as great s aillowing
the peasant to solve his own problen by himself. Specially
given the pattern of expenditure in the past, the alloc—
attion procedure and problems associated with 1%, pulling

resources to the center could be counter productive.
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V. CONCLUSION

Capital accunulation is one 0of the main macro-econonie
problems facing Ethiopia at present, A® a result, the
country is in a vicious cirele of poverty. any effort

in the future should address this problem adequately. The
private and public sectors ad/or internal and external
resources can be nobilized to increase investment. Since
the present study is limited to the Central Government
budget, recommendations and conclusions given are related

to ity

Basically, the means to increase investment is by increasing
governnent and private saving, Government saving is the
difference between domestic Tevenue and recurrent expen~
diture. In other words Tesources that are produced over

& year but not consumed and ready to be invested are takem

as saving for that particular year.

On the basis of the present study, we have seen that the
level of total government expenditure has been Frowing
tremendously, Specially, government expenditure for
recurrent, and particularly that of adninistratiwe serviices
has been claiming a significant portion of government budgete
The share of government expenditure in GNP has also been

growing fastly. Upto 1966 its share was lesss than 15 %,
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comparable to nany developing countries, But in 1977,

the figure hzs reached upto 44 %. It has been indicated

in the study that, percapita GNP appeared to bhe wesk
determinant of expenditure, 48 can be recslled and also

to be expected, expenditure for recurrent and adninistration
has been influenced more by non-economic factors. It has
also been pointed ocut that government expenditure has beem
influenced by Planning, =llocation technique and procdure,
war and droucht, inefficiency and the introduction of

modern technology.,

In Ethiopia, the level of recurrent expenditure is greater
than the available domestic Tevenue, leading to deficit
financing. There is no argunent as to the strong desire
of the governmenti to reduce the level of deficit. Thisg
desire can be fulfilled in A nunber of ways, some of which
could De:

i. to increase tax

Lax revenue can be increased by either increasing rates
and/ox by introducing new taxes and improve the existing
Systen, However, the above statement - bresupposé the
existence of potential tax that has not yet been tapped
and also the existence of some kind of inefficiency in

the tax collection system,
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ii. to reduce or control expenditure

As far as government expenditure is concerned a nuhber
of proposals can be forwarded. In the first place

we can suggest to reduce the overall budget by the
anount of the deficit. This is not a nove towords a
balanced budget on annual basis. However, the budget
should somehow mowe towords balance over a period of
long time, say five to ten years. The question that
is hard to answer is from which expenditure categories

to cut. There exists no guideline to do this.

Despite such kind of rroblem, we cannntialso propose to

cut all expenditures across the board, regardless of type
of program, Thus we can nake selective cuts, Lt the
early stages of development for instance, since expenditure
for education and health are considered to be important,

greater investment on them is essentiali

Reducing government expenditure may bLe difficult in the

short run., If such measure is difficult‘politica&ly, another
better step is to control or arrest its pgrowth. Otringant.
methods should be used to add up to the existing level

of expenditure. This can also he made on selective basis .
The government should reduce its investment on areas where

the private sector can do better. If the possibility to
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privatize public enterprises is not there in the near future
they can be made to operate on self-finance. This will
reduce the Bumden of the government budget of its: demand

for investment fund. TherefoTe | the proclamation that
allowed the formation of these public enterprised should

be reviewed and revised.

As far as controlling or reducing recurrent expenditure

is concerned, we need to include the case of defence eX] N
ditures Defence ks claiming a sipgnificant portion of

the national budret. Our empirical study indiceates that
defence and war expenditure are growing at a fast rate

and deficit financing has been used to finance ite We can
not say deficit financing has been used onlyg for investment:
since high proportion of capital has bheen financed by loan
and also that domestic revenue is less than recurrent.

This indicates that deficit financing has been uded to
finance consumption. xsllocation for defence and war are
decided on political and military grounds. However, if
that decision fails to accomedate economic and financial
considerations, it is hard to expect for the level of deficit
to decline, and at the same time we should expect adverse

economice situation as a result »f it
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Basically increasing taxation and reducing expenditure

are the main mnmeans to narrcw down the level of deficite
However, these two options are difficult to implement
specially in the pclitical sense. Thus the Government
prefers to use deficit financing instead of increasing

tax and reducing expenditure. Currently there is .a legal
limitmtion for the amount of deficit the Government can
use. This legal foundation is specified in the Special
Decreo N°3, N 4/1988 (G.C). Ahecording to this decree,
there are:

a) Direct advances

for the purpose of overcoming fiuctuaﬁion*ﬁnzthﬁ'dfdin&nw
revenue of the Government the Bank may make direct
advances tc the Government, provided that the total

of the outstanding direet advances to the Government
shall not exceed at any time 70 % of the actual

ordinary revenue collected during the previous fisecal

year of the Governmenty

b) Treasury Bill

at no time shall the amount of Treasury Bills purchased
and held as security by the Bank and those pruchased
by banks and other financial institutions exceed 25 %
of the actual ordinary revenue collected during the

previous fiscal year of the Government;



c) Government Bonds

The Bank may purchase Government Bonds with maturities
of not more than 10 years from the date of issuance.
At no time shall the total amount of such bonds held
by the Bank exceed 55 % of the actual ordinary rewenue:

collected during the previous year of the government.

The Gowernment should renlize the fact that, deficit
financing can be useful only for short tern adjustment
in the fluctuation of revenue and noet a significant and
permanent. socurce of finance. In our analysis of the
determinants of government expedditure, we saw factors
that were included in the regression model and also some
additional factors. If we revisit some of these factors,
we may probably come out with sone recommendations for

improvenent,

Anong the additional fators we considered to have influence
on the growth of government expenditure were, expansion

of institutions, inefficiency in production and consuin-
rtion of public goods and services, fund allocation technique

and procedure, war and drought.
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Institutions are vechicles fo implement the Bprogram of

the government- . They play important role in promoting dee
veloprrent  in interpreting government intentions and

plans, We have seen the role and function of the Ethiopian
Managenent Institute ( EMI ) and Central Personnel sigency

( CP4 ) Expansion or consclidation gp institutions

should reflect the level of econonmie develormeht of
country, VMinistries, agencies and other institutions should
not be established without due consideration fop their

finanedal implieations.

A second factor we should consider will be inefficieney

in production and consunption of public Foods and services,
Efficiency on the supply and demand of Bovernmentt budget
will enable to increase tax and reduce expenditure,
Efficiency is in general getting more benefit for less
cost. The aprlication of the concept of efficiency is
important in al1 fields, in servicing g@iving of educe-
ation and health or in overall administration and 18
conducting wars Lack of efficiency contributes to the

growth of government expenditure,

However, the problen one encounters is how do we neasure
efficiency in the rublic sector. snother hard fact is
there is no incentive in the rublic sector for reducing

coste 4s a result we need to apply the concepts of public



- 130 -

finance to separate what should be considered public g00ds
Even if services have to be provided by the government,

say like education and health, proper pricing policy
should be applied to recover costs. This measure has been
important in introdueing effieiency of consumption in the

public soecial services.

Another method to improve efficiency is to improve the
techniques and methods of budget allocation. The current
systemn of budget allocation Tequires improvement. In the
past, nore enrhasis was made on the details, with less
attention to the aggrerate.  Even thoush types of budgeting
like Zero—Base—Budgeting and Programming,Planning, Budgeting
require huge volume of information and take a long process
td meke decisions, gradual move townrds them should be
initiated. This has to be worked out in lime with the

overall fiscal activity of the Government.

Finally, it has to be recognized well that there are factors
like war and drought, that contribute to the growth of
governnent expenditure, which the Governmenttdoesn't have
direct or easy means to control st least in the short-rum,
Aggression by foreign power or internal ﬁnstability are

uncalled of disturbing factors. However, we are sure
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that they require and compete for resources that cam be
used for development. The recurrence of drought for =«

long tine has claimed a lot of human and material resources,
Famine and drought have double edged effect on the budgetta
On the one hand they reduce the volume of revenue the
Government can collect and at the same time the Govern=-
ment has to increase its allocation for alleviating its
effdct, Continuous and concerted effort is required to

conbat its effect and achieve meaningful result.
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