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Abstract 

Immediately following he ecl r ion of socialism in he 

coun try in 1975 , b o th governmen revenue an ex en i ure 

inc r eased substantially . Nevertheless , the grow h of government 

expendi ture was n ot matched by growth of revenue hence 

persistent and large budget deficits b ecame the feature of 

Ethi opian economy . In the face o f gro wing budget deficits the 

military government made n o attempt to control its e xpenditure 

but relied up on continuous increase in tax rates, introduction 

of new taxes and manipulation of t h e ceilings imposed on 

government borrowing from domesti c sources . 

Th i s study examined whether the structural factors 

h ypoth e si sed by Morrison (1982) are responsible f or the growing 

b udget d e fi ci t . Th e es t imated regression results show that in 

the l on g r un government budget deficits is likely to increase 

the high er i s t h e degree of government involvement in the 

economy the l ess exercise control over expendi ture, the 

hi gher i s reven ue instabili ty and the lower is growt h in 

government revenue. However, the hypothesis that budget deficit 

de crea se s as econ omy grows is not supported . In the short run 

i t ~ s only growth in governmen t revenue tha t is found to 

explain the deficits . 

Al though the recent p oli cy of the Transi tional Government 

of Ethi opia planned to decrease the b udget defi ci ts , this 

object i ve was n ot attained due to the reduction in tax rates . 

\ 

Moreover , the introduction of t he regional adminstration led 

to the duplicati ons of government bureaucracy thereby pushing 

up the expenditure level. 
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CHAPTER ONE 

INTRODUCTION 

1.1 Statement of the Problem 

Ethiopia is a developing country whose economy i s 

characterized by a number of macroeconomic imbalance s among 

which the gap betwee n g ov e rnment out lay s and r ece ipts is o ne . 

Fi scal deficit became large and continuous in t he l ast two 

decades . For example , government r e venue was 12.8 percent of 

GDP in 1975, r o s e to a peak o f 28 . 3 percent in 198 9 and dropped 

to 25.0 perc ent in 1 990. Government expenditure , o n the other 

hand, was 18. 8 percent of GDP in 1 975 , rose to a peak of 47.6 

percent In 1 989 and dropped to 43 .1 percent in 19 90 . The budget 

deficit as percentage of GDP was 6 . 0 percent in 1975 increased 

to a peak of 1 9 . 2 In 1989 and f el l to 17.9 in 1990. These 

trends show that the gap between g overnment revenues and 

expenditures was generally wide ning . However , the level of the 

budget deficit before 1974 was relatively small and averaged 

3.3 p ercent per annum for the p e rio d 1 968-1 973 . 

Following the 1 974 Revolu t i on, the governme nt i ncre ased 

its participation in econ omi c activi ty t h rough nationali zation 

of private enterprise s and involvemen t in the p roduction and 

distribution of goods a nd services . This wa s s o because o f the 

socio - political c hange brough in the country which limited 

private investme nt. While the government increased i s 

1 
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resources through na ionali za ion , i las e xpec e 

returns from such s ources woul help he governmen 

a e 

o balance 

its budget or a leas 0 re uce i s efici . On he 0 he r 

hand , the governmen ad j us e e very a x ra e upwar an a l s o 

introduced new taxes . Rela e d 0 h i s point i was no e ha 

" taxation and finance laws were ire cted t owar s generating as 

much income as pos sible to the c e ntral treasury to the absolute 

detriment of t he growth and viability of enterprises ." 

[Solomon , 1994 : 18 9] . Despite the efforts to increase tax 

receipts and other r evenues, budgetary defici ts were growing. 

Government can financ e its budgetary deficits through 

issuing government bonds, treasury bills , printing money or 

borrowing from external sources. But all of these methods have 

their own negative impact on the economy, if used excessively. 

Borrowing from external sources can cause appreciation of real 

exchange rate, current account deficit and external 

indebtedness . Domest i c borrowing brings about high real 

interest rates and so a fall in private investment, while 

monetization of deficits will lead to inflation [World Bank, 

19 89 ] . In Ethiopia , where capital market is almost nonexistent 

to provide voluntary absorption for large part of the debt 

which the government ne e d to float , government relied upon 

f ore ign borrowing and moneti zation to finance the deficits . 

Recently , the country ' s external debt as a ratio of GDP , 

inc luding arrears reached around 90 percent . Debt services have 

been eating up the meagre f o reign exchange earnings through 

exports thereby worsening the current account balance. For 

example , the debt s ervice ratio in recent years rose from 30.4 

2 
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percen in 199 0 0 35 . 5 percen in 1991 . oreover , hig he r broa 

money growth was associa e wi h 1 rge iscal e ici i n he 

country [Shibeshi , 1994] . 

In the pas t , financing o f fis cal e fici which resul e 

in an increase in the ra io o f bro ad money to GOP was 

accompanied by the fall in the veloci y of money circulation 

because of official rationing , consumers ' uncertainty of the 

availability of goods emanated from occurrences of drought , 

continuous war and shortage of foreign exchange (Taye , 1994 , 

Bevan, 1994 ) . However,it was noted that in the absence of price 

control and official rationing which reduce consumers ' 

uncertainty about supply ,thereby leading to a regime of market 

clearing I high money balance will lead to state of high 

inflation rates if drasti c cut In budget deficit is not 

implemented [Taye,1994] . Therefore , something should be done 

to reduce f i scal deficit . 

The Transitional Government of Ethiopia (TGE) had 

emphasised the creation of a conducive environment for 

development. The government has been relying on macroeconomic 

and institutional reforms t o effect a t ransi tion to a market 

economy . As such the focus was to cushion macroeconomic 

imbalances , and a wide range of economic reform programs (ERP) 

including a tight fiscal policy were aimed . According to ERP, 

fis cal policy should play important role in eliminating 

domestic i nf lationary financ ing and avoid high reliance on 

external assistance and loans . Here comes an i nquiry i nto how 

to reduce the level of fiscal deficit which then requires 

knowl edge of the factors governing the deficit. 

3 
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1.2 Objective of the Study 

The bu g e t defici , i s composi ion n i s i nancin 

interact with domes ic macroeconomic var iables . Howe v e r , h is 

paper focuses only on the o ne wa y causa l i y from macroeco nomi c 

variables to deficit . As such the spe cifi c o b jectives of the 

study are: 

1. To analyze fiscal defi c it considering both the 

revenue and expenditure sides of government budget 

and explain why fiscal deficits persisted in the 

Ethiopian economy in the last two decades. 

2. To assess and determine quantitatively the 

structural factors that affect fiscal deficit . 

3 . To review major strategie s used by past military 

government to finance its growing expenditure 

4 . To assess whether recent policy reforms are 

compatible with the TGE ' s objective of reducing 

fiscal deficit . 

1.3 Methodology of the Study and Data Sources 

There are various ways of measuring fiscal deficit such 

as conventional deficit, primary deficit , ope rational deficit 

and current account deficit (See Blejer and Cheasty ,1991 ) . 

Each measurement of deficit is purposeful and the selection 

depends on the particular obj ec i ve of the study . For the 

purpose of this paper we us e the narrow definition of fiscal 

deficit whi ch measures the difference between total government 

expenditure and total domestic reve nue in which grants are 

4 



e x clude fro m 0 al revenue . 

In the pape r , bo h quali a ive an uan i a ive echni es 

of a nalysis are us e d . In he qua n i i v e echn i ue , 

statistic a l computa i o n of ra ios , perce n age an r ow h ra e 

are u sed t o analyz e changes i n g ov e rnme nt reve nue , e xpe n iture 

and budget deficit over time . Mo r eover , e s imatio n o f the 

struc tural fa c t o rs t ha t affec budge t deficit is rna e . Towar s 

t his end OLS e stima t i on t echnique is u s ed . The qualita t i v e 

a naly sis p rovides intuitive e xp l anation of t h e pers i s ten c y o f 

budget d e fi cit i n the c oun t ry . 

For the purpos e of this s t udy , the necessary data are 

c ol l ected from the Ministry of Finance , Ministry o f Pl anning 

and Economic Cooperation and the Nationa l Bank o f Ethiop i a . 

5 
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CHAPTER TWO 

REVIEW OF LITERATURE 

Analysis of fiscal defici remaine peripheral in most 

literature on public finance . Mos 0 the li era ure prior to 

the 1950s focus on separate discussion of he revenue an 

expenditure sides of government budget where the main 

occupation of the analysis is to explain the role of fiscal 

polices in resource allocation , economic stabilization , income 

distribution and economic growth , and devoted little 

explanation for fiscal deficit. Most of the literature of that 

period was based on that of deve l oped countries and the mere 

discussion of fiscal deficit may be ascribed t o developed 

financ ial markets which made deficit financing easy with little 

impact on macroeconomic variables . Moreover , the Keynesian 

conception of fi scal deficit is that of an average balanced 

budget over a bus iness cycle (surplus during boom and deficit 

during recessio n ) as a norm of fiscal behaviour , hence, fiscal 

deficit accordingly is not much of the problem over a period. 

Since the 1960s, however, analysis of fiscal deficit got 

cons ideration . Still signif ican t number o f studies that model 

the determinants of fiscal deficit explicitly were limited. In 

this section we revi e w both theoretical and empirical studies 

concerned with fact ors explaining the deficit . 

Fiscal deficit is related to the activi ies of the 

government. The early Mercantalist school of thought supports 

active government participation in the economy to promote 

industry and trade. This view was oppose by he classical 

6 
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economists which believe 

r e gu l a te the economy an 

ha marke 

here ore 

mechanism sel ca 

overnme sho I lim' 

itself in i ntervening in 0 economic sphere . Ho ever , in he 

1 930s (due to the Great Depression) economis s s ar e 0 

recognize t hat here are some impor an ins ances where he 

free market operations suggeste by classicals 0 no work 

perfectly. Mode ls o f development in the late 19 40s and 1950s 

focused on market failures i n de v elop i ng countries and hence 

large involvement of governme nt. Thus , "programme s s uch as 

critical minimum effort , the big push , ba l anced growth, 

redistribution with growth and basic n e eds a l l sugge st more and 

not less government involveme nt . " I Obviously , l arge g overnment 

invo l vement engenders increase in government expenditures . 

Of course , recent developments argue for a market oriented 

economy . However , it is noted that although development 

theor i es over the past decade have been orient ed in replacing 

government with the market as the engine of economic growth, 

exp a n s i on of public sector in developing countrie s was 

inf l uenced by the l egacy of earlier theories of the 1940s and 

1950s [Lindauer and Velenchik, 1992] . Economic backwardness has 

also its own contribution for the increase o f government 

expenditure . Private savings are very l ow in developing 

countr i es b ecaus e of high marginal propensity t o consume out 

o f meagre income from a domi na n t ly subs i s tence economy. 

There f ore , the problem of mob ili z i ng a nd a llocating i nancial 

resources for developme nt res s upon the governme n . The poore r 

the country is , the mo r e e x tensive are he need on governme n 

I quoted in Lindauer a nd Velenchik (1992 ) . p . 70 . 

7 



ou lay s . I i s i n suppor 0 his vie ha "all overnmen s 

at all times have 0 ace eman or a i io al s en in b 

the p ressure in un er eve loped coun ries 

particularly intense " [Pres , 1962 : 14] is note 

Comparing the government e xpe n itures in 

developing countries Lindauer (1988) e xplained 

en o e 

eve loped an 

ha al hough 

developing countries have smaller government spen ing shares 

out o f GDP than do the industrialized countries , he present 

s hare o f government consumption expenditure out of GDP in 

de velop i ng countries is by far greater than in developed one's . 

The inc rease in government expenditures in deve loping count ries 

is partly b ecaus e of its wider a ctivities . In most developing 

c ountries, in addition t o running pub l ic administration and 

providing basic se r v i c e s , the government even engages in the 

productio n o f goods and services especially through investment 

in state owned enterprises and encountered large public deficit 

due to ineffici e nt op e r a tion of these ent erprises [Nair and 

Filippide s, 1 988 ]. 

Development models of public expenditure growth divide 

econ omi c growt h into its early stage and middle stage growth 

and argue t he existence of market failure in all stages of 

d evelopme nt. Increased government expenditure in that event is 

required to deal with such market imperfection . What is known 

as Wagner ' s law of e xpanding state activity sates tha 

e xpenditure growth (to provi e for public services such as 

e ducation , recreation and culture , heal h and welfare services ) 

is e xp lained by income-elastic nature of the deman for social 

8 
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services . Accor ing 0 his la /, ublic e x e re 0 ese 

services rises more pro por iona el y han GOP an acco n or 

rising ratio 0 governme n e xpen i u re 0 GOP . On he 0 he r 

hand , Peacock and Wis e man argue ha seep i nc r e s e i n 

government expenditures occur ol l owing ma jor isturbances, 

war , natural calamity , e c . an hen stabilize a hat high 

level until another crises push it 0 another higher level of 

expend iture . The Peacock and Wis eman argumen is close 0 the 

incrementalist hypothesis of public expenditures which states 

that " in the budget making process only a fe w unusua l 

departur es of amounts in the budget from those allocated in 

p r eceding yea rs will receive scrutiny and that a large number 

o f a v erage i ncrease items will be approv e d routinely" 

[Rutayisire, 1 99 1: 84] 

Brown a nd J ackson (19 94 ) studied the growth of public 

e xpe nditure ove r t he period 1900 to 1987 and suggested that 

s uch growth should be seen in relation t o increase in other 

e conomic variabl e s s u c h a s the rise in t he general price level , 

g r owth o f income and change in population size. While 

e xpenditure growth are explained by such factors , as t hese, 

government revenue growth is related to the growth of income, 

improvement in administrat ive efficiency and other 

dis c retionary changes in the tax system (manipulation of tax 

rates , introduction of new tax base , etc) . 

When government spends more han its revenue , budge 

imbalance results. The pre-keynesian theories of governmen 

budget presume that i n time of peace the budget is require to 

9 
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be in balance o r e ve n o e i s rplus o pay 0 f over me 

debt arising fro m war ime e ici s an overnmen s ere 

devoted o main ain balance bu e e ven urin Grea 

Depression [Fisher an Eas e r l y , 1990] Bu he ke ynesians 

argue an average balanced bu ge o ve r he bus i ne s s c ycle (i. e 

surplus during boom and defi c it urin recessio n ) as a no rm 0 

fiscal behaviour . However , he issue ha fiscal efici i self 

can affect other economic variables as well as determined by 

them was recognize d in the late 1960s when economists 

considered government budget constraint seriously. 

There are many explanations why the government gets into 

high fis ca l deficits which can b e mentioned as the political 

deficit , structural deficit and the inflation tax approaches 

[see Taylor , 1988: 8]. One approach that blame political 

forces for expansion of fiscal deficit argues that to maintain 

its political legitimacy, the g overnment tends to tax little 

or spending too much which finally leads to deficit . The 

structuralists, on the other hand , argue that external shocks 

(such as a fall in the terms of trade , export supp l y shortfalls 

or fluctuations of interest rate on f o reign debt , financial 

turmoil and foreign payment obligations) cause deficit 

expansion . According to the inflation tax approach the desire 

of the government to use revenue from inflation tax ha s some 

contribution . Morrison (1982) identified five structural 

factors that can affect budget deficit in developing countries: 

level of economic development, growth of governmen revenue , 

instability of government revenues, government con rol over 

10 
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e xpe n itures an egree 0 over men par ici a io i e 

e c o n omy . 

Gene rally , the economi c e ermi na n s 0 iscal e ici s 

can be unde rstood by i entifyi ng a c o rs ha a fec g o v e rnme n 

revenues or e xpe ndi tures . Fi s c al de fic i s in e v e loping 

count ries are the r e sult of bo h in ernal and ex ernal fac ors . 

For example , commod i ty b oom of the 1970s were blame for the 

high fiscal deficits of t he la e 1980 s as the followi ng 

evidence shows . 

"Most African countries started the 1980s 
with large fiscal imbalance from high 
government spending the legacy of 
commodity booms in the late 1970s - and 
declining trade tax revenues because of 
the collapse of commodity prices in the 
early 1980s. Budget deficits (including 
grants) in excess of 7 percent of GDP were 
the norm." [World Bank, 1994: 45]. 

Th e effect of financing from boom gets worse if the boom 

is used t o finance recurrent rather than capital expenditures 

o f gove r nment because such expendi tures (for example consumer 

s ub s id i es , subsidies to parastatals, public sector job creation 

etc) are extremely difficult to cut once the reve nue base has 

d isappeared [O' connell , 1988]. Changes in pri c es o f exports 

affect government revenue di r e c tly through its e ff ec o n pro f it 

of exporting state- owned e n terp rise s or i ndirectly t h ro gh 

taxes o n profits o r e xpo r ts . Change i n foreign interes rate 

also affects the public budge of highly indeb ed countries. 

Inflation affect s both the r evenue and e x p e n i ure Sl es 

of the government budget . Infla ion will decre ase the real 

11 
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v alue of tax collec io or unin exe ax liabili ies e 0 

collection lag [Tanzi, 1977] T x compliance a d ax 

e nfo r c eme n t are also e x ec e o e eriora e as in la ion 

induces tax payers 0 elay aymen s 0 allevia e a s ee ze 

on their liquidity ) an ax of icers to be suscep ible 0 

bribes (due t o decrease in real comp e nsa ion) [Goo e , 1984] . 

On the expenditure side , although government will no a jus 

wages a nd salaries i n t he immediate of infla ion , it cannot 

cont r ol over other c ompon e n ts of its purchases , and nominal 

expenditures will rise . Accordi ng t o Aghev li and Kh a n 

(1978 ) , g overnment expenditures ln d e v e l oping coun tries a r e 

expected to adjust faster to nomina l inco me i n c r e ase s ar i s i ng 

from inflation than revenues do ad j ust thereby c aus i ng e n l arged 

budget deficit . 

Empirical analyses of the effects of inflation on 

government budget give mixed results. Tanzi (1977 ) proposed 

that as inflation rate rises, the collection lag may result in 

a fa l l of real tax revenue unless compensated for by tax 

elasticities . Applying his Analysis t o the case o f Argentina 

he estimates an average coll e ction l a g of 4.3 months for the 

whole tax system including soc ial sec urity and concluded that 

this lag will reduce real t ax r evenue by about 31 pe r cent for 

the rise in monthly inflat ion rate f r om 1. 5 to 9 .4 percent 

[Tanzi , 1 977] . After ana l y z i ng governme n t deficit and 

inflationary situation i n four developing countries including 

Brazi l, colombia , Domi n ican Republic and Thailand A hevli an 

Khan (1 978 ) c onclude d t hat governme n e xpendi ures a jus e 

fas ter to inflat ion than taxes . Another s u Y con uc e by 

12 
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Heller (1 980) or a sample 0 en y - our evelo . co 

found that in more han ha l 0 hese co n ries e x e ires 

adjust e d faster 0 infla ion han axes while in he res 0 

the sampl e the r e verse w s 0 serve For his reason he 

concluded t ha t it is d if f icul 0 generali ze he ne e ect 0 

inflation on fiscal def icit Heller fur her no e ha 

expendi tur e on salaries and gov e rnme n i nves me n a jus more 

s l owly t o inflat ion than expe n i t ure s on 0 he r g oods an 

serv ices . Easterly and Sc hmidt - He bbel (1994 ) e s t ima e d the 

re spo nse o f revenue and e xpenditure to inf l a i o n in seven 

developing countries and found that in t wo countrie s inflation 

r e duced tax r evenue whereas in t he r e s t of the coun tries no 

significant e ff ect wa s observe d because o f inde x a t ion of t ax 

revenue and indexation o f income brackets . 

Exchange rat e variations also affect governme nt budget . 

Theoretically , d eva l uation encourages production f or e xpo r t 

which again raise income f rom exports and so revenue co l l ect ion 

from both the pro fit and export tax . On the side of imports , 

devaluation raises the va l ue of impo rts in terms o f domesti c 

currency and e xpec t ed t o inc r e ase revenue from impor t t axes . 

However, due t o t he price effect of devalua tion , volume of 

imports decreases if d e ma nd for impo r ts is price elastic. As 

currency i s deva l u ed more o f parallel marke t transactions will 

be c hanne lled into the o f ficial market a nd possibly inc r e ase 

gove rnme nt reve nue [Roe and Griggs , 1 990] . Ex t e rna l eb t a nd 

debt service payme n t s in t erms of do me s ic c urre nc y will r i s e 

due t o devaluat ion [Eg waikh i de a nd Ch e t e , 1994 ] . An emp i r ical 

i nve s t igation o n Nigeria by Egwai kh i e a nd Che e (199 4 ) showe 

13 
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-

that volume 0 impor s are an impor 

dutie s . Regarding e xpen i ures , 

e erm a o im or 

they f ound strong correl ion be ween he gro h ra e 0 

e xt e rnal debt and debt services, an he gro l h in sock 0 

e xt e rnal debt is directly rela e 0 he e recia ion 0 he 

l ocal cur r e ncy . They also con uc e policy simula ion nalysis 

and found tha t e xchange rate de preciation a ec s bo h si es 

of t h e budget significa ntly with t otal e xpen itures respon ing 

f a st e r than t o tal r ev e nues hence possibility of generating 

l a rge budge t deficit if no t managed properly . 

Empiri c a l analysis by Morrison (1982) covering 31 

developing countries indicates t hat budget deficit in 

developing countrie s wil l decre ase as thei r economy grow, a s 

they decrease gove rnment parti c ipation in t he economy and 

increase e xpenditure cont rol. 

Returning t o t he Et h i opian c ase , fis cal de fi c i t beca me a 

problem only in t he last two de cade s as governme nt budge ts 

prior to 1975 we r e characte r i ze d e ither as budge tary surpluse s 

(during 1 950 -1 95 5 ) , balanced budge t (1 956-1964 ) or s ma ll 

de ficit (1 96 5 - 19 74 ) due to the practice of "fiscal 

conse r v ation" [Teshome , 1993] The introduction of he 

pe rsistent structural deficit in the Et h iopian economy since 

19 74 ascribed t o the growt h of the public sector economy which 

c an be e xpla i ned by the f ollowing four points [Tes home, 1993]. 
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1. The main concern 0 economic olic'es ro r es 

immediately a er he eclar io 0 soci ism i 1974 

was t he es ablishme n 0 a s ron " 5 a e economy" . 

2. Due to the nat ionalization pro g ram , l a r ge- s cale reso r ces 

were transferred from he pr i va e 0 he p b ll.·c se 0 c r . 

3 . To manage the expansion of the role of governmen in he 

economy many new ministers , institutions an corpo rations 

were established and the old ones were grea ly 

expanded. 

4. Large-scale mobilizat ion of human , material and financial 

resources t ook place to impl ement different "campaigns,,2 

A study of Ethiopian fiscal system gives an insight into 

the sustained growth of fiscal deficits. Most of such study 

concern ing the revenue side attempted to explain the role o f 

taxation in mobilizing resources . A study by Teshome (197 9) 

examined the revenue effectiveness o f the coffee export taxes 

by relating the tax revenues to the value and volume of coffee 

exports . He f ound that tax revenue was both volume and price 

inelastic and concluded tha t constant r evisions of the a x laws 

is necessary as and when there is significant change in prices 

o r volume of coffee exports. In analyzing the pro erties 0 

personal income tax in the country, he same au ho r e s ima e 

2For different types of campaign con uc e , s ee [Te sho me , 

1993 : 74] 
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the buoyancy and elas ic i y 0 h's a x or he er 0 1967 -

1984 and c o nclu e ha " i s c r e ionary mea s res h e ee 

exploi ted almos 0 heir l i mi s y iel i ng consi er le a x 

built - i n-elasticity" (Teshome , 1 987 : 87 ) . Ano her s y ma e by 

Teame (1985 ) attemp t o e xplain he r ole 0 a xa ion in 

mobilizing resources in E h iopia , an poin e o u ha he a x 

yield has increased over time reflecting the tax e ff ort e xer e 

by the government to raise r e ve nue . e v e r t heless , he au hor 

mentioned some of the problems o f he Ethiop ian a x s t r uc ure 

[Teame,1985:155] such as: 

1 . inadequate tax revenue as compared with tax 

2. 

potential which the author demonstrated using index o f 

degree of utilization of taxable capacity . 

high dependency on foreign trade tax which is 

characterized by a wide range of uncontrollable 

fluctuations thereby creating financial unce rtainty. 

3 . tax revenues are income-ine l astic reflecting the 

requirements of rate changes and introduction of new 

taxes in order to channel higher share of GDP into publ i c 

treasury. 

Thus, government expenditure growth was no t fully 

financed from government revenue and the government resort e d 

to financing the growing deficits thro ugh do mes ic an e x ernal 

borrowing. 

1 6 



In his study of he impac 0 iscal e ic 0 

in Ethiopia Shibeshi (199) emons ra e h 

contributed much to both e x ernal an in ernal 

mo e ry see or 

se 1 e iei 

eb oreover 

the author not e d that grow h in money su ly an 

inflation is related 0 fiscal efici . 

hence 
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CHAPTER THREE 

3.FISCAL POL ICY IN ETHIOPIA 

Every government make s fiscal policy an change i 

according to its momentary nee s 0 serve s peci ic in eres of 

social and economic development . Fis c al policy is ge nerally 

designed to attain the following obj ecti v e s : re s ource 

allocation, distribution of income , promotion o f economi c 

growth and stabilization of the economy . Governme n us e s i ts 

tax policies, expenditure policies and borrowing p o lic y as 

bas ic instruments to achieve such objectives . Fiscal policy 

that is consistent with growth and stability of the economy 

depends on measures that bring government expenditure in line 

with the average level of r evenue expected over time . In this 

chapter we investigate instruments of tax and borrowing 

policies used by different governments since the imperial 

period. Such investigation, I believe, will throw some light 

on the size of budge t deficit observed at different periods . 

3.1 Tax Policy 

In this section an atte mpt is made to revie w tax rate 

policies pursued in the country i n d i ff e r e nt perio s , i.e. , 

the imperial period(before 1974 ) , t he De rg perio (197 4 -1991) 

and the recent period of Transitio n 1 Governme n 0 

(TGE ) . From this review we can j udge whe ther any 

E hiopia 

temp s 

made by the government of he Derg r e gime o incre se i s 
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revenue in he ace 0 . gro 1 g oer me res 0 s i y e 

economy as compare o he impe r ial erio here 

participation was limi e Go ve rnme n bu g e in s y s e is 

a recen t introduct ion in he E hiopian econo my. Prior 0 he 

1940 s pre p aration of governmen bu e was no r c i s e an 

no prop er budget had been drawn be ore 1944 [ Perham , 1969 ] . 

Fol l owing t he fall of the Italian colonial power in 1941, the 

n e wly resto r ed Ethiopian governmen recognize ha he 

traditional t ax pa i d in kind an labour services co 1 no 

f inance its bureaucratic machinery (ibid ) . As a resul , new a x 

laws were introduced . 

Now , we start with major development in the area of direc 

t axation . Although the 1 942 proclamation provides payment of 

land tax in terms o f cash , 3 the efficacy of this law was in 

d oubt as in mo st c ase s land was not classified and measured as 

the law requires (Teshome,1 992 ) . It was proclamatio n o . 60 of 

1944 which introduc ed income taxes from all individuals and 

business. Subsequently, i t wa s amended on a number of occasions 

and the fundamental a mendment was made in 1 967 whi ch divide 

i nco me into f ou r schedules. The se are , income from employmen 

(s c hedule A), income from rent of land and bui ldings an from 

c r o p sharing arrangements between the land owner an tenan s 

(s c hedule B) , i n come from business activities, professional as 

we ll as vocat ional occupations (sche dule C) an income rom 

agri c ul t ural activities including cultivation an lives ock 

3 Land was classified as ferti le , semi er ile an oor, an 
spec ifi c rate of 15 Birr, 10 Birr an 5 Birr er "gasha" 
(approximately fourthy hec ares) annually were 0 be p i 
r e spect i vely . 
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raising (schedule 0 ) . Sc he ule 0 s e n r o c o n s 0 

196 7. 

Accord ing to the 1967 ax la " employmen a x plies 0 

a monthly income grea er han 2 5 b irr . Bo h speci ic an 

a dv alo rem r ates were applie (see Ap e n ix 1) . Accor l y, 

t ho s e income above birr 25 bu no excee in 7 50 pe r mo n h e r e 

divided into b rackets and charged accordin o speci ic ra e 

whe reas income a bove 7 50 was subjecte to marginal ra e ran ing 

from 10 percent on income between 750 and 800 , 0 a maximum o f 

25 percent o n income above 50 00 p er month . This ra e which was 

e ffective until 1 9 7 8 wa s amended by procl ama ion o . 155 / 1978 . 

This proclamation rai sed the exemption level to 50 birr per 

month . I n come greater tha n 50 birr was divided into equal 

taxable brackets and progre s sive rates were applied (Appendix 

2) . This rate started wi th 1 0 per cent on income b e tween 51 and 

250 per month and is as high as 85 per cent on monthly income 

greater than 3750 birr. Compa red with that of 1967 , the rate 

under the 1 978 was very progressive and could tap larger 

revenue into governme nt treasu ry . 4 

The TGE introduced proclamation No . 30/1992 whi c h amen e 

the 1978 employment tax and was e ffective until Oc ober 1994 

where again furt her amendment was made by procl m i o n o . 

10 7 / 1 9 94. The 1992 amendment raise the e xemp ion l e ve l to 1 05 

pe r month and the marginal rates begin at 10 per c en o n i n come 

4 1 n earnl·ng month l y salary 0 2000 i r r Fo r e xamp e , a perso 
pays monthly income tax of 273 . 5 birr n e r p roclam tion 
of 1 967 a nd 525 under tha of 1978 . The same r e n hol s 
true f o r l ower incomes e xcep f o r h o f below 50 birr . 
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between 106 an 400 irr an en a 50 er ce o com e 

2500 birr (Appen ix 3) . Ho ever , come 0 20 rr S 

exempted and marginal ra e 0 10 per cen (0 S 

income above 120 but below 600 birr ) an ma x imum 0 40 

xa le 

er ce 

on income greater than 3000 irr are curren ly e ec ive (see 

Appendix 4) . Obviously , he curren 

generat e lower tax revenue per person 

period both because of lower ra es an 

ra es 0 income ax 

han ha 0 he Derg 

higher exemp ion , b 

the effect o n total revenue from employment ax remains 0 be 

seen. 

Income tax f rom rent , according to the 1967 ax law, 

distinguishes b e tween bodies (incorporated business ) an 

individuals. Bodies were t axed at uniform rate of 20 percent 

while individuals were taxed at a progressive rat e ranging from 

10 per cent on annual income between 9000 and 9600 to 20 per 

c ent for any income above 27000 (Appendix 5 ) . But , income below 

90 00 per year was t a xed according to the specific rates. 

However , the c oming into power of the military government in 

1974 and its subseque nt national i zation of rural and urban lan 

and extra dwelling hous e s i n 1976 brought an end to he rental 

income tax. This was no t totally a loss to the governmen as 

i t generated s ome i ncome by renting the na ionalized e x ra 

houses. 

The TGE r eintroduced this tax by roclam ion o . 62/1993 

according to which organizations and associa ions which have 

l e gal p ers o nality pay flat rate of 35 per cen on axa le 

i n come and individuals pay on margin lly pro ress ive r ease 
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from a lower rate of 1 0 percen he h · 45 0 es 0 per ce 

(see Appendix 6) . This intro uc ion 0 ne a x se 0 so e 

exten t lS expected to c om ensa e he r e ve nue loss TGE 0 e 

to lowering of tax rates on s ome sources . 

Business income was taxe a he same ra e as ha o re 

income by the 1 96 7 tax law. The 1 978 proclama ion amen e his 

rate . This proclamation taxes o rgani za ion s a fla ra e of 

50 percent (which is higher than 35 p e r cen u n er he 1967 

rat e ) of their taxable income . More over , in 1978 some i ncomes 

which had been exempt ed previously such as income from c hance 

winning, dividends and royalty were brought un er axatio n at 

the rate of 10 percent, 25 percent and 4 0 percent , 

respectively. The rate on individuals varies from 11 percent 

o n annua l income of 12 00 birr to a max imum of 89 per cent on 

annua l income greater than 36 , 000 . Any income ranging between 

300 and 1200 per annum is taxed according to the specific rate 

(See Appendix 7 ) . No exemption was granted according to the 

1978 proc l a mation . The council of state ' s special ecree o . 

18/1990 amended the business income tax of the 1978 and granted 

exemption for annual taxable income below 300 birr whi le income 

above this level was taxed at marginal rat e rang i ng r om 3 

percent f o r taxable income between 300 and 4 00 birr to a 

maximum rate of 59 per cent o n taxable income gre e r t han 

24 , 000 annually (Appendix 8) . 

In 19 94 , the TGE further amende he b us i ness i ncome a x 

rates. According to proclamation 107/199 4 he m x im m r e was 

40 per cent on taxable income more ha n 50 , 000 irr per year 
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while the lower ra e was 10 erce 0 i come e en 200 

600 0 birr . This new ax law las Iso more enero er 5 0 

e xemptions . Yearly axable income belo I 1200 irr I 5 exemp e 

(Appendix 9) and this e xemp ion level lill en il loss 0 

b irr 72 tax r e v enue per person when compare i h he 1978 

business tax law and 62 birr when compare wi h ha 0 1990 . 

As far as agricultural income ax is concerne it as 

introduced in 1 967 and prior o ha o nly Ian x was 

practised . The rate struc ture of the 1967 agricul ural income 

tax law lS given in appendix 1 0 . According o his law, 

organizations were pay 20 per cent of heir taxable income an 

individuals were taxed a ccording to he rate given in he 

appendix. No income from agriculture was granted any e x emption . 

Like any other income we saw so far , the 1978 proclamation also 

increased rates on agricultural income and ma e it highly 

progressive. While this proclamation required fixe rate of 10 

birr for annual income less than 600 birr , income above this 

level was taxed at minimum rate of 10 percent on income between 

600 and 1200 to a maximum of 89 percent on annual income in 

excess of birr 36,0 00 (Appendix 11) . 

Land tax which had been taxed depen ing o n vari ions in 

quality of land as before 1976 was replace by he rural Ian 

use fee proclamation of 197 6 . This rocl ma ion re ires 1 

rat e annual payment of 3 birr an 4 birr or ri v e an 

members of cooperatives farm , respec ively . These ra es were 

immediately changed in 1978 and p riva e f rmer was re ire o 

pay 10 birr and member ' s of cooper ive arm 5 birr on their 
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tot a l land ho ldings while sate ms p y 2 rr r c r s 

on t he i r total land hoI i s . 

So far we have s een major changes i ro uce on irec a x 

rates. Now we briefly look a ha 0 he in irec xes . 

I ndirect taxe s in Ethiopia comprise 0 

a nd consumptio n which include sales 

duties and export duties. However, i 

a x lev ie on ro uc ion 

ax, e xcise a x impor 

shoul be no e ha 

c omprehensive review of indirec tax ' s rate reform is i icul 

task because of a wide range of sub-ca egories an enormi y of 

the rates. 

Sales tax compose s of transaction tax an turnover ax . 

Accor d i ng to the transact ion tax proclama ion o . 205/1963 , 

imported goods are taxe d at 12 percent of the value of imports , 

exports at 2 percent of va lue of exports , locally manufacture 

goods at 5 percent o f the gross revenue from the sale of 

products by manufacturers and construction works a 2 percent 

of the tota l construction costs. The same proclamation or ers 

payment of turnover tax at a rat e of 1 percen on gross revenue 

o f any goods sold. A combinat ion of need or high revenue an 

import restriction ma de transaction ax on imports 0 increase 

t o 18 percent and tha t on locally pro uce goo s 0 7 percent 

(except for pharmaceut i cal items which re taxe at 5 ercent) 

while transaction tax on exports rem ine a 2 ercen 

Transaction tax on locally pro uce goo s re collec e 

at manufacturing level when goo s are sol or remove 

5 Transaction tax a mendments o . 159/1979 . 
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facto ry f o r any other urpose while r s c 0 on m or s 

expor t s are collecte by c s oms min 0 n s 0 

entry or exit . Imported agricul ural an in m chi ery, 

goods exp orted d irectly by manu ac urers n 00 hich re 

p r oduce of flour mi lls , bakeries an airies ere exemp e 

In 1 990 , all f o r ms of in irec axes were consoli a e as 

sa l e s tax
6 

and i t is t o be pa id a a ra e of 12 per cen (0 

producer's s e lling price) , 24 per cen (of rice on wh ich 

custom duties are a ssessed ) and 10 per cent (of service charge) 

respectively on l ocally p roduced goods, impor e goo s an 

se r v ice rendere d locally. Sa les tax on service was intro uced 

i n 1 9 90. 

The consolidated sales tax was again disaggregate by 

p r oclamation of sale s a nd e xcise tax o . 68/1993 . Accor ing 

to this proclamation both i mported and locally pro uce goo s 

a re taxed at the same rat e ranging from 5 percent o 12 

percent. Locally produced goods are assessed on whole sale 

p rices of the manu f acturers and goods impor ed o n cos of 

i nsurance and freight . 

Excise t axe s i n most socie ies are in ro uce 0 

d is c ourage c onsump tions of certain commo i ies consi ere 

harmful t o the society (eg . tobacco , alcohol, e c . ) Howe ver, 

revenue consideration and protec ion mo ives m ke his x to 

extend to o t her commodit ies. In E hiopia , 1 ho h 

6 Counc il o f s t ate special Decree 0 . 16/1990 . This 
me rged all excise and s ales axes . 
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i ntroduction of e xcise a x a e 0 943 5 5 ry 

l imited . At time of i s i ro uc io excis x 05 0 

a l coho l and l ater i n 1955 i was ex en e 0 i c 5 r, 

c o tton yarn and t ex t ile abrics . Ho ever , y 19705 his x 

e xtended to cover about f our een commo i ies . os 0 he r es 

o n exc ise tax were specif ic han a - valorem . The la hich is 

c urrently In effect is ha o sales an e xcise ax 

proc lamation No. 68 / 1 99 3. Accor ing 0 his proclama ion bo h 

imported and l ocally produced goo s are axe a he same r e . 

All the rates are advalorem and ran e rom lowes ra e of 1 0 

pe r c ent on textiles to the h i ghes of 200 percen on alcohol . 

Customs duties are also among he earlies ax in ro ce 

in Ethiopia. The first proclamat ion was issue in 1943 , an a 

number of amendments were made . By legal notice o . 354 of 1969 

the customs duties rates range from 15 percent on some 

commodities such as wool , gauze , cot on an some me al 

manufactures to 75 per c en t on meat e x rac s , soups 

manufactured from mee t and on o ther related i em . The major 

c hange introduced in 1969 is hat mos cus oms u ies which 

were specific rates change d to a valorem . Accor ing 0 

proc lamation 42 of 1 976 , customs u ies cover bou 520 

commodities with varying t ar if ra e rom 5 er cen on goo s 

considered to be necessities to 125 per cen on 1 xury 00 s. 

This proclamation also prohibi e im orta ion of some 00 s an 
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imposed quantita tive res ric io s on 0 

o f fo r eign exchange . 

rs 

Although it introduce . no maJor ch n es , re 

68 o f 1 9 7 9 raised tari ff ra es on Je ellery , 

o s or 

io o . 

ivory o e , 

adornment and worked vegetables o 200 per cen . In 1990 

tariff rate on vehicles was raise to s much as 230 er cen . 

The TGE introduced customs tarif regula ion o . 122/1993 

whi c h repealed r e gulation No. 42 of 1976 an its amen men s . 

The new regulation reduced the maximum import u ies from 230 

p ercent to 80 pe r c e n t and every rate un er regulation 122/1993 

is lower than that o f regulation o . 42/1976 . Wi h this high 

r ate reduction rev enue from import duties will be a fec e . 

From subsequent d i s cussions we observe hat un er he Derg 

regime every rates on d irect tax was higher than tha of he 

imperial period, Moreover , we saw that new tax basis such as 

income from chance winning , income from roya l y an sales ax 

o n services were int roduced during he Derg perio Regar ing 

i ndirect taxes, although critical analysis was imp ire by 

complexity o f t he rate structure (articularly 0 customs 

duties ) , we recognized that ra es on sales a x an cus oms 

duties were also higher in the Derg erio h n im eri 1 

period, On the other hand , as he r nsi ion 1 governme n of 

7 P h ' b ' t d goods include liquors wi h hi h alcoholic ro l l e ' . 1 . 
con tent, weapons , drug etc . an . u n l .lvle y res ,rlc e 
goods include food stuffs, buil lng rna erla s , s lonery , 
textil e s and their componen s . 
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Ethiopia came to power in 1991 su se ue j s me 

in tax rate was made on almos e very x se . 

3.2 Borrowing Policy 

c harac e r i ze y e ici Th e Ethiopian budgeting sys em is 

budgeting. That i s, at the ime 0 the pre para ion 0 he 

annual government budget es imation of expen i ure a l ways 

e xceed that of revenue and the e xcess 

through external and internal borrowing . 

has 0 be finance 

Ex ernal borrowi g 

depends on bilateral agreements and sys ematic review of policy 

reforms in this area i s d ifficult. As government has limi e 

c ontrol over external loan it highly relie 

borrowing. 

on omestic 

Domestic borrowing policy is containe in Banking and 

Monetary Proclamations and involve the use of hree 

instruments : government bonds , treasury bills and irect 

advancers. In Ethiopia c api t al market is nonexis ent which ma e 

it difficult voluntary placement of government ebt on public. 

However, government us e d to force bank and 0 her financial 

institutions to purchase its securities . It was he Governmen 

Bond proclamation of 1961 (proclamat ion 172/1961 ) which or he 

f irst time permitte d government to use long - e rm o rrowing 

instrument (bond ) . Accordingly , the Minis ry 0 Fi nance was 

authorized to issue government bon in an amo un t no 

than thirty million birr and bearing a maximum in eres 

o f 6 .5 percent pe r annum while he ma u r i y of he on 

y e ars. 
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La te r in 1963 , one ary k· B io 
(pro c lamat i on 2 06/1963 ) was issue a he io B k 0 

Ethiopia (NBE ) was require o manage blic r ns c ions 

by purc hasing and s e l ling governme n securi ies m ke 

"d ire ct adv a nce " . f ln case 0 fluc ua i o n s i n he or i ary 

government revenue . The 1963 proc lama ion lai 0 1, 

comprehensiv e law r egarding borrowin ins rume n s a vailab le o 

t he government and their con i ionali i e s . h ile h i s 

p r o clamat ion allowed g overnment to use treasury bi l ls , 

government bonds and d irect advanc e 0 finance i s e ici , 

ce i l ing was set o n each inst rument of borrowing. Accor ing to 

this proclamation, governmen t can borrow a max imum of 50 

pe rcent o f the "capital and ge neral reserve fund" of the NBE 

i n trea sury bills and 15 pe rcent of the ordinary government 

revenue i n the last fis c a l year in direct advance . 

Al t hough the early 1 963 p roclamation permi te government 

borrowi ng using t reasury bil l s , its practical applica ion wa s 

made i n 1 969 when Ministry of Finance was authorise to issue 

treasury bills from time t o time. Government of he im erial 

period celebrated the restr ictions of the Mone aryan Banking 

p r o c l amation of 1 963 and fi na nced its deficit wi hin he boun 

o f the ceilings i mpo s ed by this law. However , rama ic policy 

omes ic bo rro wi ng c hanges were made in t he areas of 

immediate l y f o llowing the coming in 0 power 0 h e milit ry 

government in 1974. Hardly presse y hu e i nancia l 

requirements, this government continuously revise he o ne ry 

a n d Banking laws. 
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Re garding direct advance h , e over 66 e o ry 

a nd Banking p roc lamation 

2 89 / 1 9 85, Council of State 

(amen me 

Spec ial 

6) o . 

Decree 

99/1976, 

o . 3/ 988 

o . 

Cou n c il o f State Special Decree o . 22/1990 in hich 

the c eiling t o 25 percent , 50 percen , 70 percen 

rise 

1 5 

pe r c ent of the a c t ual ordinary revenue collec e in he la6 

fi s c al year , respec t ively , from i s 15 percen level as in 

1 963 . 

As far as borrowing in treasury bill is concerne he base 

o n which the ceil i ng i s calculated became ordinary revenue in 

t he preceding fiscal year (by p roclamation 99/1976 ) ins ea of 

c apital and general reserve fund of the NBE in the early years . 

The 99/1976 proclamation which orders the value o f reasury 

b ill issued each year not t o exceed 20 perce nt of the or inary 

revenue in the preceding fis cal year was raised to 25 percent 

in the Special Decree 3 / 1 988 and further to 35 percen in the 

Special Decree 22 / 19 90. 

The case of borrowing in bond was also not ifferen from 

a t h e se general trends. The ceiling which was se 

ordinary rev enue by proclamation 99/1976 was raise 

50 of 

o 55 

percent and to 7 0 perce n t respectively , in s eci 1 Decree 

3/1988 and Special Decree 22/19 90 . 

All domesti c borrowing was rna e a ra e belo w he m rke 

interest rate . Borrowing in treasury bill hro gho he erio 

bear 3 p e r c ent per annum while in eres r e on on as 
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dec l in i ng over period wi h he ighes 0 6 . 5 ere r 

i n 196 1 t o lowest o f 2 perce in 1988 . 

The g e neral implica tion of hese evelopmen s is ha 

gove r n me nt i n the po s t- 19 74 revolu ion sus a ne inanein i s 

g rowing expend i ture by eroding he" iseal isci line" 0 he 

Imperial period by " l oos eni ng the igh borro in proee ures , 

ra ising the l oan ceilings , reducing he in erest paymen 

o b ligation and int roducing special governmen bon" (Teshome , 

1993 : 91 ) . As s u ch the past mi litary gove rnmen t rna e no a em 

to control its expenditure , r ather expansionary e xpen i ure 

policy was foll owed t hroughout its period. oreover , i ha 

extensively used the more inf lat ionary instrument of borrowing , 

d irect advance, despit e it s il l -e f fect on infla ionary tren s . 

with the intens ion of r e ducing budge efici , he TGE 

i nt r oduced Monetary a nd Banking p roclamation amen ment 83/1994 

and the ceilings on borrowing in d irect advance , reasury bill 

a nd b o nd were r e spec t ively r e duced (from their highes ra es 

in 1990) to 15 percent, 2 5 percent and 50 pe r cen of the 

average o rdinary r evenue in the last three prece ing fiscal 

y ears. 
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CHAPTER FOUR 

4 . GOVERNMENT BUDGET , THE STRUCTURE AND NATUR E OF 
BUDGET DEFIC I T 

4.1 The Structure 
Revenue 

and Growt h of Gove rnme n t 

Analy si s of the structure 0 governmen revenue is 

i mpo rtant as the size and share of direc an in irec ax has 

i ts own implication for the s hare of a x revenue in gross 

domest i c product (GDP) . It is noted tha he ax s ruc ure of 

developing count rie s which is domina ed by in irec axes 

i tse l f is responsibl e f or l ow tax share in na ion 1 ro uc 

[Maing , 1 983 ] A tax s tructure domina e by indirect a xes , 

part i cul a rly , foreign trade taxes poses cons rain on he 

pr i o r i ty of financ ial purpose of tax collec ion , firs ly , 

because of l ow income elasticity of such taxes an secon ly , 

because o f the uncertainty which c haracterizes he bu e ary 

r evenue (Ib i d). Towards t he genera l a van age of irec xes , 

it was pointed out tha t the di rect tax s y s em has " uil in " 

s tructure to p r ov ide government larger componen 0 reven e 

from growth without changing the tax ra es while in c se where 

the tax system i s highly domina e 

government revenue wi l l lag beh in 

i n comes and prices [Wai , 1962] 

Thus revenue mobi lizing capaci y 0 

by in irec t xes, 

he increase in money 

he governmen m y be 

t re of he ax sys em . T x s r c re influenc ed by t he struc u 

a mong countrie s varies bec a use 0 
varia ions in economic 
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s t ructu re and gover me ' . s 0 Jec ves x 0 C S S 

we l l as its admini s tra tive e icie cy c y. 

Gove r nment r evenue in E hiopi a is ro ly cl ssi e 5 

d i rec t tax, i ndirect tax, foreign ra e a x an no x re en e . 

The revenue structure of the coun ry is given in 

the table we c a n see that Ethiop ian ax s ruc ure 

able From 

isplays many 

o f the features common t o d e veloping coun ries . Composi ion 0 

government r e v enue s hows wide r fluc ua ions over erio . The 

periods prior to 1 980 s we r e characterized by ominan share of 

i ndirect taxes. In t h is p e r iod , the indirect axes were highly 

dominated by that o f f oreign t rade taxes . As high as 61 percen 

o f total government revenue was accoun ted for by in irec a xes 

in the period 1968-1 973 ou t o f whi c h foreign ra e tax 

contributed about 34 pe r cent . Howe ver , slight shi was rna e 

from indirect tax t o d i rect t a x and other nontax reven e in the 

198 0s, mainly because o f the fall i n the weight of a xes on 

f o reign trade. Moreove r , direct tax rev e nue incre se ue 0 

increase in tax rates. 

Even in rec ent per i od 1989 -1992 in irec ax con ribu e 

about 4 0 per c e n t o f the t otal government revenue ( n 57 per 

cent of tax rev enue ) . According to pres (1985 ) hi h share 0 

i ndirect tax i n deve l op i ng countries is because 0 he 

dominating nature o f subsis tence sec or 0 heir economy in 

f . ma l' ne ifficult which assessment 0 lncome r e e 0 sence 

of record keep i ng activi t i es and absence 0 e xchan e 0 lar e 

. t f r mone y in he marke . On he 0 her prop ortlo n o f ou tpu 0 

d d cy for revenue in hand, high e p en en 
e velo i co ries 

. f ' trade taxes is a espec lally on ore l gn or overnmen s 
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s 0 c 

m e r 

due to their relative a mi is ra i ve 

that goods en t er or leave a coun ry 

of points of entry and e x i . The 

rai s e d during the period 1 968 - 1992 

o over men r~·'''''''n''e 

a s resen e in x 

12. In nominal terms, total a x reve nue incre se from 5 . 5 

mil lion birr in 1 968 to the highes 0 2371 . 0 millio irr in 

1989 and then fell to 1618 . 3 birr i n 1992 . Fo r he same pe r io 

nontax revenue increased from 73. 3 million b i rr 0 he max i mum 

o f 1149 . 5 mil lion birr and then fe ll to 589 . 7 mill ion b i rr . The 

sharp fa l l in revenue s in 1992 from all source s r e lec he 

overall economic crisis due to polit ical ins abili y an war -

damage. The period after 1989 represente he las years 0 he 

Derg and there were s ome parts of the co un r y ou of he 

control o f the government which led 0 he colla se of he 

inst i tut i ons that acted as tax collec tors. However , for the 

whole period of the Derg regime, e specia lly he 1980s 

government revenue had been sharply increas i ng. 

Table 1: Structure of Governmen t Revenue (Average Sh a re i n 

Total Revenue in %) 

Revenue Category 1968 1971 1974 1977 190 19 19 6 19 I 

1970 1973 1976 197 19 2 I 19 1992 1992 

Ta x Revenue 83 7 82 7 7 72 70 7 

Direct Tax 22 26 24 22 27 2 I 0 26 

I nd i rect Tax 61 61 5 6 I I 40 

Tax on Domestic Goods 27 2 2 I 22 22 22 24 2 

Tax on Foreign Trade 34 33 3 4 29 2 19 16 0 

Nomax Revenue 17 I I I 22 27 2 10 21 

Source: Computed from data obtained from Ministry of Finance. 

ra t1'o , whi c h is more rel e v n me s re 0 The tax-GDP 

, l' ndicates t he ex en perf o rmance as 1 t o h ich ov ernme n 
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succeeded in tapping r esources i 0 

8 .7 percent in 1 968 t o 21 3 . perce 

revenue-GDP rat io raised rom abo 

x re e, 

in 989. 

2 ercen 

C 5 rom 

·1 0 x. 

o o erce 

o ve r the same period. Be t ween 1982 -1992 ax reven e 

about 19 percent of GDP with rela ively li le ren on x 

revenue was also substantial an average abo 

GDP, over last decade as the result 0 which o 

revenue shared 26 p e r cent of GDP , on average 

period. 

7 per cen 0 

1 overnmen 

or he s me 

This revenue pe rfor mance was impressive compare wi h ha 

o f l o w-income countrie s . To this poin , Worl Bank (1991) in 

it s World Development Re port reve a led that Ethiopia ' s 25 . 2 per 

c ent of government revenue as a percen t age of G P or 1989 was 

the second highest among 23 l ow income economies rece e only 

by Togo whose record was 3 0 .2 per cen t . Moreover , i woul 

p r obably not have b e en feasible and would cer ainly no have 

been desirable to at tempt t o clo s e the e xcessively large bu ge 

de ficit by increasing r evenue (as revenue was alrea y high ) , 

a nd the bulk of the a djus tmen t i ne v itably had 0 

the side of expenditure [World Bank , 1990] . 

Increase in government r e venue was brou h 

ke lace on 

bou y 

a ll c omponents o f governme n t revenue . Direc ax wh ich incl e 

employment tax, bu sine ss profit tax , agricul ural income x 

and rural land u se fee showed remarkabl e grow h a er 1 78 (see 

table 2 ) refl ecting the effec s of highly rogressi ve x ra es 

i nt r o duc ed on each componen Among irec x, he mos 

i mpo rtant s ource we re accoun ed by siness ro i ax and 

35 



e mployment income tax ranke secon en ix 12) . B 

contribution of t he agricul ural i come x r 10 I 

desp ite the huge share of he sec or in GOP, h" h Y 

progressive rate on a g ricul ur 1 income. This 10 con ri io 

attr ibuted to poor e nforceme n t of he ax la S ,I el s he 

bad harvest due to recurrent drough Empirical analysis 0 he 

Ethiopian agricultural taxat ion by Teshome (1992) sho s ha 

agricultural tax revenue i s mor e responsive 0 changes in he 

va lue of agricultural exports and less responsive 0 changes 

in agricultural GDP . On the othe r hand, grow h 0 revenue from 

employment tax may be due t o government ' s employmen olicy in 

the past which guaranteed employmen oppor uni ies or 

university and junior college graduates as well as gra uates 

from other specialised insti t u tions . Moreover , progressivi y 

o f the personal income tax rate has its own con rib ion in 

raising more revenue from this tax base9
. 

8 Although the law require s t~x on agri{cul ural ~;c~me 
. . t r og ress l Ve ra e exce 

pa ld accordlng 0 P . ) . a e armers ay 10 rr 
agricultural cooperat lves . prl~or mi imum axa le income 
annually which the l aw requ lreS 
of birr 600 [Eshetu , 1987 ] . 

9 For the empirical analysis of 
different tax laws on personal 
re fer (Teshome, 1 986 ) . 
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Table 2: Average Annual Growth Rate of ov rnm nt R , nu 

Revenue Category 1968- 197 1- I 74- 1977-

1970 1973 1976 1979 19 2 19 1'J'l! 

Direct tax 4.5 4.9 4. 97 II I 6 
Domestic indirect tax 3.4 5.7 1.2 13. -120 67 
Foreign trade tax 4.3 7.0 6.9 6. I 7 7 I 7 

Nontax revenue -6.6 7.4 .5 .6 10.6 196 9 

Total revenue 5.6 5.8 4.5 10. 34 2. 7. 120 72 

Source: Computed from data obtained from Mini try of Finan e. 

Indi rect tax and nontax reve nue became as gro ing 

compon e n t of government revenue especially a er 1979 

ref l ecting the effects of upward ad j ustmen in a x r tes in he 

forme r a nd t he introduction of the ne w a x base in he 

latter _ 10 Every category of governme n revenue grew a 

favourab l e rate (Table 5 ) except incase of foreign ra e a x 

and nont ax revenue which de p icted ne ga tive growth ra e for some 

p eriods_ 

4.2 The Structure and Growth of Gove rnmen t Expenditu re 

Government expenditure is generally c egorize in 0 

r e current a nd capital expenditure. Recurren ex en i re is 

expenditure generally held for running governmen 

admi n i strat ive machinery and 0 her social n economic 

services. Capital expe nditure is governmen o 1 ys or 

e conomi c and social developmen . Some overnmen inves men is 

10 n ontax revenue includes pens ion con ri u ion , ch rges n 

sale o f movable proper y, in eres o n 10 ns, 
fees, 

and residua l surplus from lic 
c apital charge s 

last t wo were in ro in 1 7 
enterprises, etc . The 
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profit oriente d like tha 

most case this is not a 

c apital expenditure . 

o riva e sec or 

ecessary co i 0 

s m 

or nm t 

Recurrent expenditure claims erpe ua l e x is ence once i 

i s incurred and is d ifficult o r e verse or re uce [O ' Connell , 

1988J . Therefore, t he relat i ve share 0 recurren e xpe n i ure 

in total government expenditure has i m or an impli ca ion o r 

the size of fiscal defi c i t . 

with the general objectives 0 i mprov ing he economic 

p e rformance and living standard of he popula ion as well as 

with intention that planning is conside r e o be e fec i v e in 

mobiliz ing resources and a llocating them into priori y a r e as 

o f development, Ethiopian governmen s at dif e r e n e rio s 

resorted to planning. The f ormulat ion of e velopment 1 nn ing 

and programming since the first five ye ar plan of (1957-1961 ) 

required huge mobilization of resources t o impl e men he p l an . 

This focus has gained p rominence with the g ove rnme n 's 

socialist oriented policy since 1974 . Es eci ll y , t he 

success i ve annual developme n t campaigns (1 978 -1985 ) an he Ten 

years perspective plan (1 984-1 994 ) were the ramework wi hin 

which development activi t i es were c arrie o u . In mos c ses 

the targets which the pl ans drafted 0 a ai n were re uiring 

huge resources and were not compatible wi h he g o ve rnme n 's 

f . '1 ' t However in ry i n 0 ful il he r e s, lnanCla capacl y. , 

government resorted t o borrowing or i an e x e n i r e r ose 

substantially . 
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Socialist - way of de velo me r s y m r y 

gove rnment in t he pas t was charac erize y m ssi v x 

o f state activ itie s in a lmos all sec ors 0 t he economy 0 h 

thr ough national i z ing large - s cale 

es tablishment o f ne w sta te owne 

pri a e en e r r'ses n 

en er rises . "The e x nsio 

o f the public s e ctor , it is argue , le o ubli c sec o r 

e mployment growth, the rapid e xpansion 0 b reaucracy n he nce 

t he establishment of a permane n t bu g e line in he governmen 

e xpenditure budget system " [Teshome , 1993] . oreover , some 0 

t he public enterprises had been opera i ng un er loss an ere 

in a critical financial condition . The i mp lica ion 0 

performances for state s ubs idy i s obvious . 

his oor 

The period after 1 974 is a l s o charac t eri ze by recurren 

drought and continuous civ il war wh ich po s e d in tensive pressure 

o n government expenditure . The struc ture an grow h in 

government expenditure is s hown in table 3 . As shown in he 

t able , the share of capital expe nditure i n total e x en it re 

h ad been increasing since 1974 r e fl ec ing he mili ary 

government's control ove r almo s t a l l economic ac ivi ies
tt

. 

with the public enterprise s ' ine f ficie n o er ion his 

inc reased public investment de n ied he socie y some 0 he 

benefits that would have been enj oye from priva e inves men 

ac tivities that was be l ieved to have higher ra e 0 re urns . 

IIHo wever, the rise i n perce n tage . 
expenditure in t o ta l governmen~ e~p~n l 
does not necessarily imply a slgnl lcan 
i n investment level in the economy 

i 

from national income account t ha t . 
growth rather de c r eas ed s i nc e 1~7 rom l 9 

t f 3 3 Percen t durlng 1961-197 
average ra eo · 
percent during 1 975-1 99 1 . 
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Table 3: Structure of Governm nt xp nd irur nL 

Expenditure Category 196 

1970 197 

Capital Expend iture/ l 17 .3 

Economic development/2 70.8 
Soc ial developmentl2 27.3 18.9 11.9 13 .7 7.6 
General Serv ice/2 1.9 1.9 0.6 O. O. 1.I 

Recurrent Expenditurell 82 .7 78.8 76. 76.0 69.2 

Economic service/3 9.3 9.0 
Soc ial serv ice!3 17 .6 21.6 
General service!3 44 .6 42 .6 47 .0 
Defence!3 19.0 17 .3 24 .6 4 .6 41. 
Transfer!3 9.6 11.0 .0 9.6 14 .0 I .0 17.0 2 .0 

Note: 1. Percentage share in tota l government expenditu re 
2. Percentage share out of tota l cap ita l expenditure 
3. Percentage share out of total recur rent expenditure. Igure in thi ca e n t add up to I % there 

is un allocated recurrent expend itu re. 

Source : Computed from data obtained from Mini try of -inan e. 

The economic crisis of the country whic h was m g n i ie 

s ince t he second half o f t he 1970s is par ly e xplai ne by he 

overcentral i zat i on and overregulation o f he economy . i hin 

the capital expenditure , priority wa s given o e c o no mi c 

deve l opment (agriculture , indus r y, rans o r n 

commun i cat i on etc. ) a t the e xpense 0 
he socia l e velo me n 

(educat i on, health , cu lture etc. ) where s ge nera l s e rvi ce 

(mainl y of public buildings) maint i ne i s r e la i ve s ha re . 

While c apital e xpenditure allocate d economic or 

dev elopment increased from annual average s h re 0 
75 . 0 

pe r cent of total c apita l e xpendi ure or he erio 1968-1973 
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t o 87 .2 percent for 1974 -1992 , he shar 0 soc 

expenditure decrease d from 23 . 1 erce o 11. or 

the same period. This decrease in rel ive sh re 

rap id population growt h cause e eriora on in i y 0 

e ducation and health s ervices . 

Recurrent expenditure 1· s ca egor1· ze .. as economlC serVlce, 

soc ial service, genera l s ervice an rans er paymen s . This 

expenditur e dominated the cap ital e xpen i ure in he E hiopian 

budgetary system. In the r ecurrent e xpendl· ure ca egor y, he 

share of economic and social services ha ecrease over he 

whole per i od while genera l s ervice and rans er paymen s 

received increasing share. Ge neral s ervi ces a e u lmos h lf 

o f the recu r r ent expenditure during the p erio 1968-1992 . 

On e interesting point t o be reveale from ble 3 

is that since 1974, resources that ha been use o inance 

unproductive and more destructive proj ects i . e . , n ion 1 

defence , i ncreased substantial ly . Defence e xpen i ure which 

s hared about 18.1 percent o f recurre n e x en i ure be ween 

1968 -19 73 had increased t o annual average share 0 37 . 3 

percent between 1974 - 19 92. It seems ha he rime 0 jec ive 

of the past military governme n was o sa eguar i s 

soveirgnty and maintain internal s abili y. Even in lan 

programs defence expendi ture was given ue consi er ion . As 

envisaged in Ten years perspect ive 1 n, n or er 0 im lemen 

deve l opment plans, i t was foun impor an 0 uil n 

strengthen the national defence ca aci y . Thus, i s s e 

argent task of buil ing u he n ion's e ence 
that " the 
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c apability is insepa r able rom co 0 y" 

[Typp, 1 984 :7] . The slogan "every hi o e ro "0 

the military governme n t ' 1 lS a so our sho r m mory. Th s , 

manpower, fina ncial and t ranspor reso rces e r e i er o 

the war effort thereby deprivin he economy 0 sc r ce 

i nvestment resources. 

Generally, whil e on a prior groun 

re latively higher expenditure on capi al 

one ex ec 5 a 

han rec rren 

expenditure in the f ace of a dominant role he s a e laye 

(due to socialism) in the deve lopment rocess 0 he economy 

i n the past, such performance was no a fea ure of he 

c ountry's expenditure system. Ra her recurren n 

unproductive expenditure dominat e d the expendi ure s y s em . 

Total government expenditure was 542 . 2 million birr 

(14.0% of GDP) in 19 68 . In 19 73 , the final year or he 

imperial regime, it r ose to 71 6 . 2 million birr (14 . 2% 0 GOP) 

a nd sudden jump in governmen t e xpen iture wa s observe 

immediately following the 1 974 revolution n e xpen i ure 

rose to 1048.9 million birr (1 8 . 9% of GOP) in 1975 an r her 

to 5369.2 million birr (43 . 2% of GOP) in 1990. The ann al 

average growth rate of government expen i re which was 5.3 

pe rcent for the period 1968 - 1 973 rose to 10.5 percen e een 

1974-1991. 
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4.3 The N,ature of Budget of De f icit and th S r c 
~t8 Financing 

Re view of the budget e ici in E hio i sho s 

during the 1950s and the firs half 0 

budge t was e ither in surplus or i 

def i c it was obs erved during 1965 -1974 

he 19609 o er 

alance . Sm 

las inance hi 

the limit o f " f iscal discip l1' ne" ( h Tes orne , 1993 ) . Ho ever , 

sin c e the beginning of the s econ hal o he 1970s e 

de ficits became large and has been growing a as er ra e . 

We had a l r e ady s een that the military governme 

past had attempte d t o increase its revenue mainly 

in he 

hrou h 

i n c reasing tax rates a nd part ly by intro ucing new a x ases . 

Of course/the effec t o f t hese changes was observe to incre se 

government revenue. On the othe r hand , e x ensive involvemen 

of the governmen t in economic a c t i v ities an i s policy 

towards domestic borrowing undeniably made governmen 

expenditure to grow at a fast er rate . The rate of incre se in 

revenue had hardly ma tched the rate of increase in governmen 

exp e nditure. What is more surpri s ing is ha in some years, 

ordinary governme n t revenue even faile o in nce ully 

recurrent expendi ture let alone financing economic e xp nsio 

The extent o f budget deficit an he w y i h s een 

f inanced was report ed 1n table 4 . As shown in he a le, 

budget deficit which was 156 . 4 million birr % 0 GOP) in 

1968 was mo r e than doubled, i.e . , 337 . 3 million irr (6 . 0% 0 

GOP) in 1 9 75 a nd since the n defici h seen rowin r i ly 

a nd reached the highest level of 2391 . 7 million 
irr (19 .2 % 0 
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GD P ) in 1989. These high e ci s c r o 0 

s . 
stabilize the economy as he s 
rather. it is structura l de ici n 6 

represents basic imbalances bet leen go ernme 6 

revenue. The growing budge e ici s no cyclic 1 

vulnerable 

syst em with erratic fisca l behav1' our . " (T h 1993 76 ) es orne , : . 

At time of high financial inflow from abroa in he orm 

o f grant or aid, heavy and unsus tainable financial injec ion 

was made which created permanent claim in he governmen 

budget. Moreover, government revenue which was highly 

dominated by income inelas ti c tax categories ggrava e he 

deficit in the face of downward rigidity of governmen 

expenditure. 

The period of past military government w s char c erize 

by over expansion of the publ ic s ector hrough n ionali za ion 

of private enterprises . In the process 0 cen r liza ion he 

government had not even left an ac ivi y in which i h s 

comparative disadvantage to the priva e sec or . Ra her, i 

e ngaged in every production and is rib ion sys em by 

capi 1 c eilin . 
l imiting private investment hrough 

1· ts l' ntervention in 0 Part icularly, 

through state farms were cri icize 

f the country inclu ing resource s 0 

he agric 1 r e sec o r 

or e in h e 

oreig e x c h n e h 

litt le contribution to governmen 
re s ry . 
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The economy was a lso charac er'z y s 
mi litarization especial l y o lar s he seco h 80s 

whe re the government Us e he m xi m oss h m 

r. s h material resource s to the prosecu io 0 he 

al ready seen, growt h rate a n share 0 e enc 

we re high . This high growt h r ate direc ly a fec e 

ex en ure 

he size 0 

budget deficit. Also war damage in ras ruc res n 0 her 

v ital institutions a ffect ed by 

r e habilitated and this posed ano ther 

b udget. The war also damaged the 

economy and government r evenue base . 

he war nee o e 

ur en on o vernmen 

ro uc ive base 0 he 

The openness of the economy also e xpose he coun ry 0 

v arious external shocks emanate d from e xpor rice 

instability . The country's continuing r eliance on single 

p rimary commodity, coffee, for its f o r e i g n e xchange ear in s 

made the country to suffer from de e riora ion 0 erms 0 

t rade especially since the collapse of the In ern ional 

Coffee agreement in 1989. The subsequen t ecli ne in he cof ee 

p rices together with the general rise i n he rice 0 im or s 

hurt the government budget. 
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Table 4: Budget Deficit and the tructur of it Fill n i ll~ . III 111 1 I II Irr 
yea r Fisca l Financing Ihe De I II 

Defic it 

Ex ternal . te rna I Dvrnc I (Tl) In 
loan A I tan c 

In Birr As In %' In ". Dlrc", .. 
Other 

% Bi rr Birr t1v O<:c 
GOP 

Birr Birr 

1968 156.4 4 .0 26. I 16.7 7. 9 .2 

1969 126 .2 3.0 23.6 18.7 .2 67 .5 0 2 2 

1970 156.1 3.4 48.3 30.9 14 . 1 9.0 6.2 7 62 

1971 165 .5 3.4 61.0 36. 25 . 1 .6 0.3 0.2 11.0 66 

1972 177.0 3.7 62. 5 35 .3 24.1 1 .6 10. II 2 6 

1973 160.0 3. 1 68.9 43. I 52 .0 32 . ·2.2 - I. 122 76 

1974 159.3 2.8 46.9 29.4 4 .1 30.2 -2 . 1 -17.6 26. 1 16 

1975 337 .3 6 .0 114.3 33.9 96.1 2 11.1 .3 11 6 I 

1976 4 19.5 6.9 12 1.9 29. 1 77.2 I .4 14 .4 I 9 . I 

1977 333 .2 4 .8 105 .2 31. 6 2 .6 24 . 66. 19.9 79.0 2 7 

1978 588.5 8.1 89.6 15.2 71.6 12 .2 II . 0 . 1 2 00 9 1 

1979 5 10.6 6 .3 185.8 36.3 194 .6 3 . 1 - 4 . - I . I 6 27 I 

1980 570.4 6 .7 184.1 32.3 174 .1 O. 176. 1 0 .9 0 

198 1 539 .9 6.1 145 .1 26 .9 190.4 4.7 6.4 1690 I 

1982 773 .0 8. 5 494.8 64.0 26 1.6 14 .6 I 20 03 

1983 1633.4 16.5 444 .2 27 .2 2 9.3 I - 7 . 10 17 I 6 

237.6 26.3 2 3.7 . 1 2 2 2 I 2() 
1984 904 .2 9 .1 
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Table 4.Continued . . . 

year Fiscal Finan ing the De I It 
Deficit 

External Ex te rn.1 I me I rm In 
loan I lancc 

In Birr As % In ro ' In %' DIre I r .. 
GOP Birr Birr dv Il(;c 

BIrr ". Slrr 

1985 1635 .5 16.4 376.9 23 .0 631.3 .6 I 79 29 2 

1986 1510 .8 13.8 544 .7 36.1 443. 1 29.3 4 7 1260 

1987 1321.9 11 .5 493 .7 37 .3 322.0 24 .3 16 .0 12 . 2 0 216 

1988 1673 .3 14.1 539.2 32 .2 635 .9 3 .0 41 .0 7 -I 0 0 

1989 2391.7 19.2 748.8 31.3 799.0 33 .4 .0 -20 2 0 21 

1990 2226 .9 17 .9 552 .7 24.8 40 1.4 I .0 70 .0 I. 92 26 

199 1 2206 .7 16.4 466.7 21.1 463 .3 20.9 7 7.0 . 1 4 7 I 

1992 2048 .9 15 .3 350.8 17. 1 542.9 26 . I I 2.0 6.7 -

Note: * represents percentage share in total defi cit. 

** indicates the sum of borrowing in Treasury Bills and Bond . 

Source: Computed from data obtained from Ministry of Finan e. 

Fiscal irresponsibility is another re son or growing 

budget defic i t 1n Ethiopia . Fisca l irres onsibili y in his 

case re f ers to the size of budget efici allowe y he 

government. Government 1n the past ma e no a emp o con rol 

its de f icit. Rather (a s we ha seen in chap er i 

e mphasised relying upon deficit fin ncing hro h r isin 

borrowing ceilings and broaden ing he ase on which he 

ce iling on domestic borrowing is calcula e . 

Now I let us look at the way 

f inancing the growing deficit . Tabl e 

he 

o f financing the deficit. The e ici 
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t h r ough e x te rnal borrowing , e x er ss s c 0 c 
borrowing. As data from he inis ry 0 0 

e xternal assistance was receive s e or 1 6 

domestic b orrowing was not common ecause 0 he r 1 

s mal lness of government defici 

Generally s e en, external loans a n assis nce cons i e 

an important source s o f fi nancing governmen e ici com re 

to the domestic borrowing . For he perio 1968-197 ex ernal 

a s sistance and loan fi nanced , on ave rage , 32 . 0 ercen n 

3 0 . 0 percent of the fis cal deficit r e spec i vel y, Ihile irec 

advance and other domest ic borrowing re s ec i vel y inance 

a bout 6.2 percent and 12. 8 perce n t of the e ici urin he 

s ame period . However, during t he 1974 - 199 2 he share 0 

e xternal assistance was r educed t o 27 . 5 perce n while ha 0 

e x ternal l oan remained at 3 0 . 3 percent . The fa ll in he share 

o f external assistanc e i n this perio was com ensa e y 

g rowing share of both direc t advance an 

borrowi ng to the level of 18 . 9 percent an 

o her 

22 . 9 

omes ic 

ercen , 

re spec t ively. This shows t he mili ary governmen ' s hi h 

re liance on easy mode of financing he e ici irec 

a dvance) and other domesti c borrowing hro ugh mani la ions 0 

borrowing ceilings. 
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CHAPTER FIVE 

5. SOME POLICY REFORMS 0 
ETHIOPIA AND THEIR I~pTHE TRANSITI ONAL GO ERNME T OF 

LICATIONS FOR FIS CAL 
PERFORMANCE 

The purpose of d igression in 

i ncorporate policy c hanges s i nce 1991 in 

his ch 

he s 

er 

y. e 

intendi ng t o review t he economic olicy 0 TGE in 

s o 

re no 

eneral. 

However , we f ocu s on e l ements of fiscal re orms n m jor 

i nst i tutional changes t hat are believe 

performance direct l y . 

o a ec iscal 

The Tra n s i tional gove r nment of Ethiopia (TGE) in ro uce 

radical c hange s in both political a nd economic s heres 0 he 

c ountry. Variou s policy measures ha ve been aken hrou h 

adopt i on o f s t r uctural ad jus tment program (SAP ) . I w s 

p ropos ed that market mec hanism has to lay major role in 

a l locat i ng resources , a nd t he burden of evelo men on 

governme nt i s to be reduced . That is , the governmen in en e 

t o limit it se lf only t o regulatory functions y wi h r wing 

f r om a ll ac t ivi t ies deemed nonstrategic 0 he governmen n 

to i n t rodu ce economi c policies tha crea e enabling 

env ironment for the participat ion 0 
he rive sec or i 

economi c a c t ivi t ies . One of these policies is fiscal olicy. 

Th e tax po l icy since t he beginning 0 1990s seems 0 ocus on 

incent ive aspects s o that it will e com aile w h he ree 

. We have a l r eady men ione i ch marke t operatlons . 
er hree 

t hat tax reforms introduced by TGE have foc se 
on re c io 

o f tax rates on almost al l ax ases. Even ho h 

r e duct i on may 
induce i nvestors in the Ion r n n 
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the tax base, the short run impac s 'k y 0 x 
revenue unless new tax bases are i ro 0 co 
certain tax bases such as urban lan le se es , e 
tax and rent on housing and bu i l ings e r e in ro e 8 0 r . 

On the side of expendi ture , ra ionaliza i on 0 overnmen 

outlays with little economic or social ene i 8 he m in 

targets (IMF and World Bank , 19 94 ) . As such i i n en e 0 

reduce expenditure on security below he ra e 0 r o h 0 

nomina l GDP and enhance expenditure on huma n resources an 

basic infrastructure. 

The growing l evel of budget defJ.·cJ.· was also recogn i ze 

and the economic reform program s uggeste 

Gradual reduction of budge efici an a emp 

to keep the deficit consis en wi h sus in le 

concessional external fina cing an non 

inflationary domest ic finance . 

to rely highly on sale of governmen on o 

public and limit irec borr owing rom he 

national bank (IMF and Wor l Bank , 19 9 ) . 

The TGE also launched privatiza i o n rogram 0 1 · c 

enterprises to promote economic efficienc y hrou h li i n 

economically unviable parastatals, i yes i g hos e e n er r ises 

that would operate more efficient l y n er he riv e sec or 

and restructuring the remain ing arasta als i h v 0 

boosting their efficiency. For hese p r os e s he 

Privatization Agency was esta blishe y roel m io 

No.8 7 / 1994 and it was concerne wi h e xam in he eeono ic, 
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technical and financial co i io s 0 

from January 19 95 the age c y s r e os 

enterprises up for sales. 

From the privatization process 0 b . c e r r s e s, 

gove rnment loses s ome revenue collec e in he orm 0 c i 

charges and residual payments as h ese a re no y e 

private enterprises. However , or loss ma kin lic 

e nterprises, privatization benefl· t s h e gove rnme n y re c · n 

the subsidy provided to them through he bu 

Coupled with the privatization process , he TGE p lanne 

to boost the efficiency of the civi l s e rvice by hav i ng a sm 11 

but manageable, well paid and efficie n t s e rvice . I n a n a em 

to achieve these objectives the TGE i n ro uce ma n o /er 

re trenchment program in which a numbe r of worke rs ha bee n 

laid off from the public enterprise s a n I s 

( i ncluding Ethiopian Building and Co nstruc ion u ho r i y , he 

Maritime Transport Authority , State Farms , e c . ) . 0 course , 

a s workers are dismissed from t hese en erprises ce n ral 

government wage bill decreased. But his is no he en 

result. Most of the laid off workers r om he ce re 

immediately found recruitment in r e g ional sel overnmen s 

bureaus and overall wage bil l r educ i o was im ire . On he 

other hand, since November 19 94 rev isio n 0 
civil s rvice 

remuneration was made . According l y , a salary reeze 
hich s 

income above 636 birr r i n he Der erio 
set on monthly 

the salary s cal e was I s o u r s. 
was removed and 

the salary a nd wage s c le is r i o 
The upgrading of 
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deemed necessary as rea l 

by cumulative inf la io 

problem here is tha 

a es h 

over he 

his re orm 

re sources as it increases gover 

s 

i nc reases revenue from personal i com 

x 

x. 

Besides changes in economic olicies , 

a r adical change in the poli ic 1 

o 0 

TGE 

m 

e xperiences of the country. Poli ical commi m n 

c reate a substantial degree of de cen ral'z 

long history of centralised gover men as , 

t he charter of TGE which provide " he ri h s 0 

nat ionalities and peoples to sel e ermi io 

de termine their own affairs by hemselves . " The 

t aken in this direction was he in ro c io 

o 

c 

i ve 

0 

e 

irm y 

n s, 

0 

irs s e 

0 he 

proc lamation No. 7 / 1 992 which 

gove rnment based on ethnic i en i y. 

ional/re io 1 sel 

ccor n 

proc lamation, fourteen regional governmen sere es 

Later, proclamation 41 / 1 993 was iss e 0 

r esponsibilities to regions of es a lishin , r c 

s upervising social and economic evelo men es 

e nterprises, deve l oping and pro ec he r 

establishing and irec i g 1 s c r 
resources, 

pol ice forces, owning properties 0 he 

not r e serve or he ce r 1 ov 
al l other matters 

is r es ons le 0 0 c 
Central government 

economic policy, conferring 0 ci ize 

deve lopmen 0 he rmy, 0 
state emergency, 

52 

o his 

lishe . 

r ns 

y 

er 

c y, 

o 

nc , 



fore ign affa irs a jo o 
es tab l ishments s uch as comm 

To accomplish he ies h ss 0 0 

governments, l ocal "bureaus " , hich 0 rror , 

image o f the central gover me n ' s minis ri 1i h 

i n e ach region , and withi n he re ion 0 h 

administrative unit , "Wer eda " . This rocess 1e 0 u e 

o f staffs at regional levels . Al hou h here s no 

data about how many civil servan s were employe y re on 

bureaus, the estimat ion for 19 94 ranges rom 30 0 40 ho s 

e mploy ees (World Bank, 19 95 ) . Besides i ere se i em loym n , 

o t he r recurrent costs associa ted wi h he ex ansion 0 r s 

we re there. As regional governmen s ry o u1 i1 he 

ob j e cti ves set to them their expen i ures re ex ec e o 

increase relative to t he centre . 

In the face of currently decen ralize isc 1 0 ers rom 

c entral government t o the r egiona l governmen s, il' y 0 

t he central government to control he over 1 e e ei 

depends on whether regions su por hemse1ves or re re 

. H r the revenue r is de fi c i t financlng. oweve , c ci y 0 

the regions was ve ry limited because 0 hei x 

base . For example, in the con ex 0 he 

regi onal adminis tra tion" , ou 0 0 1 ov 

c ol lected between 197 9 an 1989 ou 70 . 6 

co l l e cted by Minis try of Finance in is 

collec ted f r om Eri r n 
14 . 8 percent was 

ss Y 

14. 6 percen was collec e 
the remaining 

rom h 
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regions (Wogene, 1994 ) . U er 

capacity of the regio s 

more limited as the proclam o 

between the centre an re ions ( rocl 

regional governments o x 

bases.
12 

This limited base cou le 
8 

assigned to r egions means hey nee nci s o o 

centre . 

Drawing these various re orms 0 e her, c n s i 

about their actual fisca l conse ue ces? ho h h ve 

limited observations on the iscal er orm ce 0 h TGE 

(only three years data ) , le us rely on se 

happened to the revenue and expe n i ure er orm nce n h 

re sult i ng budget deficits in com arison 

performance of the last three years 0 

12 According to proclamation 
d Onal income revenue inclu e pers . 

the region, agricultural lncome 
fee profit and sales tax rom 
for~s of tax collected from e . 
governments (no such ~n er rlses 
c harges and f ees on llcences a 
rendered by regional governme 
s tructure, these tax bases rov 

5 

he Der 

o he isc 

erio 



Table 5: Government Revenue (1989-1994) 

Revenue Cat egory 

Direct Tax 

Personal income t ax 
Bus iness Profit Tax 
Ag ricultural Income Tax 
Rura l Land Use Fee 

Indirect Tax 

On Domestic Goods 
On Foreign Trade 

Nontax Revenue 

Total Revenue 
as % of GDP 

External Grant s 

Source: Ministry of Finance 

270 .3 
683.9 
6 .5 
45.2 

1309 . 1 

784.5 
524.6 

1149.5 

3520.5 
28.3 

799.0 

280 . 
553. 
5 . 2 
3 .6 

401.4 

The revenue yield of the governme I S iv n i 5 . 

A g lance at the table indicates ha o 1 omes c r yen e 

since the TGE (in 1991 ) has been lowe h n he v 

at the end of 1980s. For exampl e , omes ic rev nue 

35 20 .5 million birr (28.3% a GOP ) in 1989 ecline 

mi llion (16 . 5% of GDP) in 1992 an rose li le i 

million (19.1% of GDP ) in 1993 bu s ill 

wa s in 1989. The fall in r evenue w s 

revenue base. The only revenue ca e ory 

performance was tax on fore ign r e. This m y 

o f devaluation of the birr which e 

exporters to supply more a he a c 1 

oreov supply in the parallel marke 

contr ibuted significant gain rom co e 

co 

x. To 

1 s 

hich s 

0 2208.0 

0 091 . 6 

1 v 1 i 

om v y 

m roy 

h s 

oom 

h "ch 
domestic government reve ue i n 1994 

level since 198 9 r eflects he e ec 0 

r y 

h ch 

55 



gain 1S trans itory as e 

permanent. 

The fall in nontax r e ve ue 

Enterprises Proclamation 25/1992 

y h 

ccor 

about 200 public enterprises , 1 60 0 

autonomous management and exe mp e r om 

o 

m 

ym S 0 

charges and residual surplus 0 he re 8 r y . F 1 

tax revenue among other things , i s asc o h 

i n tax rates. Because other a c ors Ih · c h 

performance such as tax adminis r a io 

introduction of the regional sel gover me n rin 

o c 

c 

c 

c o n 

v e 

h 

he TGE 

per i o d. Moreover, one cannot b lame economic er orm ce or 

fa ll in revenue as real GDP which g rew a nn 1 ve ere 

o f 0.2 percent during 1988 -1990 i ncrease o 5 . 3 erce 

dur ing 1992-1994. 

If the tax rates reduction is ccomp n e y i n ro c 0 

o f new and broader tax base, the r esu l in r e v e n e loss rom 

r ate reduction will be compensate 1 ho u h mos 0 

tax bases introduced by TGE were 0 ye 

provide us with data on the ir reve ue 

l ikely that except l and l ease f ee , 

l l y im 

er o rm 

x o n 

income from building and house r e n wil l no 

revenue s ources . Because I bel ieve h 

is i ncome from individual uni 

probably ge t access only in case 

i 

he r e 

rented through legal or f ormal 
roce r e o 
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" 
rent ing is a ccomplishe 

g e tting acce ss to s uch i come se s co 

The fa l l in revenue couple 

reduc i ng budget defici implies 

e xpendi t ure i s mandatory. 

o 

h T c 

c 

1 

regime and the end of 

dra s tically (s ee tabl e 6 ) 

he war, e nc x 

Defence e xpenditure decrease y 50 ercen 

percent respe ctive l y in 1 992 an 1993 scorn re 

199 0 . However, r ecurrent expe n i ure as he Ihol 

fo llowed the same trend because 0 increase in 

o 0 

6 

o o 

s 0 he 

c omp o nents (expendi ture on e conomic service , soci 1 s v ' ce 

a nd transfers ) , 

o h' h r Particular l y , recurrent e xpe i ure j 

leve l after 1 99 3 r eflec t ing t he e ec 5 0 e x ns'on in 

gov ernment bureaucracy as regional sel 

t he ir functions, Mor eover , i n the ace 0 

overnme s 5 

r ns io 

t he need to rehabilitate demobilize sol iers , he is 

and returnees, and building of social n r s rue u 

deva stated by the war pos e d ad i io al ress re 

rec urrent expenditure , The same is rue or 

e xpenditure and therefor e f or overall gover men 

57 

x 

hich s 

ov nm n 



Table 6 : Goverrment Expendi ture and 
~t 0 f lclt (1 ) ( ' _ lilt Irr ) 

Expenditure Category 1989 

Rec ur rent Expenditure 3972 .6 

General Se rvice 2031. 1 
Defence 1673.9 

Ec onomic Service 206. 9 
social Service 644.1 
Transfe rs 685 .1 

Capital Expendi ture 1939.6 1440.1 

Economic Development 1727 .3 1300.1 
Social Deve lopment 171.3 111.7 
Genera l Se rv ice 31.3 18.6 

Total Expenditure 5912 . 2 5369.2 
_as percentage of GOP 47.6 43.1 

Budget Deficit 2391 .7 2226.9 2206.7 
-as Percentage of GOP 19 . 2 17 .9 6. 

Source: Mi ni s try of Finance 

Total government expendi ture which las 5369 . 2 m' 11 . 0 

bi r r ( 43 . 1 percent of GOP) in 1 990 i ncre se o 5750 . 2 m lion 

birr ( 35. 6 percent of GOP ) in 1 993 an r her o 677 . 3 

mi llion birr (41.7 percent of GOP ) in 199 Bec se 0 h 

fa ll In domestic government r eve nue n r 's i n o 1 

gove rnment expenditure budget de i ci he TGE rem 

at it s historical l evel. That is, e ici r m 5 

high as it was in the 19805. The e ici hi c 

mi llion birr (17. 9 percent 0 GOP) in 

mi llion birr (18 . 1 percent of GOP ) in 199 

99 0 r os 

Mention that should not be esca e he r e 

has received huge external gran s i he 0 m 0 

fund mainly f rom the Worl Ba I F 

financ e deficit withou m ch re 
its 

5 8 

6 . 9 

o 9 4 . 

h T 

m 

cc 0 

0 0 c 



borr owing. External gra S ic 

1989 increased t o 1218 . 1 mi 0 

ave rage growth rat e of 7.3 ercen ) . 

is not sustainable s ource 0 in ci 

is fear whether the growi 9 c 

oth e r reliable sources when he a i 

f und is over. 
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CHAPTER S x 

IDENTIFICATI ON AND ANALYSIS OF THE 

OF BUDGET DEF ICIT 

6.1 I den t ification of the D 

E E 

We had already reviewe some 0 he h o r 

emp irical studies pertaining 0 ac r yi 

deficit, in chapter two . In hi s sec ion , n 

var iables that are reta ined in our mo el . 

The model used in this study is ha 0 orriso 

According to him certain struc ural ac ors h'ch h 

c 

y h 

982 ) . 

5 

a s 11 the economic characteris tics 0 he co n ry hich r no 

c hangeab l e in the short run 11 are r es onsible or he e 

deficit (Ibid, p.468 ) . He identi i e i ve s ch v ri s. 

6.1.1 Level of Economic Development 

Theoretically, as a country r ogresses 0 

o f deve l opment, more of its economy is mone 

hi h r ev 1 

widens and eventually direct ax ( h' ch is mo 

elastic) account for a grea er share 0 

There fore, government revenue i ncre ses 

economic growth. On the expen i re s e, 

states that as economy develo 5 , h em 

. heal h serv ces 
services such as educat lO , 

more proportionally than income here y i 

total government expendi ure . 
There ore, 
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go er me economic growth on 

determined apriori an 

d o mes tic p r oduct per ca i a 

e 

level of economic grow h i n he em 

6.1.2 Growth of Governmen t Rev n 

It is common knowle ge h 

c c 

o 

o 

developing countries col lec lar er o h ' r 

revenue from indirect tax 0 This is 

income level of vast of economic a en s 

s cope of the tax net. 

he res 1 o 

1 ou S 

h 10 

h 

A government that faces favourab le rO I h i i s r v n 

is less prone to deficit fina nci g h 

revenue is stagnating or growi g slowly 0 

overnmen hose 

The ro lem 0 

government with rapid growth of r e ve nue is ho o s rch 

viable projects in which to inves , where s ov rnm n i 

s low growing revenues may need de i ci in nci n in or r 0 

i consi rs 0 support even the minimum expendi ures h 

economically and poli tically necessary orrison, 982) . 

Annual revenue growth rate is use he em rOc 1 mo o 

capture the effect of growth in gover me ev n on 

de ficit. 

6.1.3 Instability of Government Rev n 

Higher expendi ture i i tia e y h o 

government revenue causes high e ici o 

61 



adj ust e xpe nditures whe e 

gove rnment rev enue ins 

e xpor t ear ning instabili y. 

volat ile in the worl marke 

earn ing of the s e countries. 

om· 0' • . 

re 

prices of these produc s e n en ers hi 

the reby inc r e a sing fore ig e xc h e 

import the n ece s sary goods an s erv ic s. I 

trade tax increases both because 0 i cre 

from exp o rts and imports . Al hough , s ch 

usua lly temporary in nature , ye he y n ce 

inc r e ase t heir r ecurrent ex en i ure h'ch 

impossible to r e duce in revenue shor all ye rs. 

o C 0 

o 

s 0 

r v y 

Ethiopia is no t an e xemption 0 orl rice luc u io 5 , 

espec ially coff ee price . Moreover , recurre rou h 

cont inuous c ivil war in the cou ry ose o h r so rc s 0 

gove rnment revenue insta b ility . 

o c A proxy variabl e (RI) is use 

revenue i n stabil i t y on budge t e i ci s . 

ur 

1 

generated from quarterly gover me n reven e 

pe r i o d 1 9 75Ql t o 1 9 92Q4 using he orm ze 

v ar i a tion defined as : 

Rl
t 

= SDRt/MRt •• • ••••••••••••• 

d of r eve ue i s Whe re RI is in ex 
t 

standard deviation of governme n 
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the mean value of gover me 

deviation (SDR[ ) and mea al e ( I o 

ca lculat ed as foll ows : 

..... . . . . . . . (2) 

Whe re 

MR - L~ 'l ROt! 
t 4 • • •• • . • •••.. .... .•• •.•.••••• ( 

and RQti is revenue i n he .~ u r er 0 

6.1.4 Government Control Over Expendi tur 

Ability of gov ernment to con rol i s e x 

y 

y r 

r s 

influenced by institutional and 5 r c ur I c ors . S ch 

fac tors as the share of recurre n ure n 

revenue, coordination between p lann i ng nc mi s 

and e fficiency of government budge ary sys em n 

ability of government t o exe r cise con rol 

expenditure. Lack of government con rol over e x e 

be due to lack of fiscal discipl i e . 

The large share of recurre 

expenditure caused mainly by growi e ence 

the last nearly two decades pose cons r 

e ffort t o maintain steady state e x e 

A proxy variable for abili ty of gover 

(c ) is defined as the ratio 0 
in e x 0 ov r m 
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instabi lity to gover me 

stated as: 

rev 

Cl = IE/RI I ••• . (4 ) 

where lEI is index of governmen 

defi ned in the same manner as in (1 ) , T is 

according to Morrison , on he asis h 

e xerc ise control over its expendi ure ( hro h 

management ) is likely to r un bu ge sur l us 

r evenue increases whi ch it uses 1 er 0 c 

h if revenue falls. The varia ble C 's likely 0 

uni ty for such period . But in the erio whe rnm 

is suscept ible to polit ical pressures , ex e n 

b e ar l i ttle relation to the abili y 0 revenue 0 in nc 

In this case the C-ratio normally e xeee sui y, 

6 . 1.5 Degree o f Gove rnment Participation in Economy 

The hypothesis in this cas e is ha n econo my i 

re lative l y greater degree of gover men r e ion 

s ubj ect to greater spending pressure , Bee use r 

c ircumstance I public relies more an 

gove rnment for broad range of goo s a 

mo re he v ' y on 

serv 

di fficult for the government 0 res rai e x 

ro l e m e 9 

re 0 

face of revenue constraints, The 

inefficient operation and loss mak ' 

;n developing eoun r es enterprises .'-
h ' c h 09 

drain on government budget in 
he orm 0 9 9 

6 

m y 

h 

s 

s ch 
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The experience 0 E 

s uppor ts these fac s . Due 

government had na tionali ze 

its part i c ipation in e ery sec or 

control and poor managemen 0 

t hese e nterprises to depen on go 
H 

o f government participation is a 1 

in the short run, and continues 0 

the deficit level . The effec 0 lar e o 

part icipation in t he economy is ca re y 

gove rnment expenditure to gross omes ic ro c 

The budget defi c i t equation or he S tiC 

mentioned above may be specified S : I 

Where 

RGDPPCt 

? 

is ratio of budget defici o 
expenditure in year 

is real growth rat e 0 reve ue i 

is real gross domestic ro c 
year t 

is Proxy for degree 0 gove 
in the economy in year 

men 

is Proxy for abi~ i y 0 gove nm 
over it s expendl ure . 

ate of gro 
13 Al l variables except r s eci 

. e years are n egativ e In s om 
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6.2 Estimation Proc 

In model speci ica io 0 y 

important to inves tiga e he c v 
to determine their time series ch r c co 

variables should be iden i ie as s 0 ry 

be fore any estimation is rna e. This is 0 

s purious regression resu l s ha are coun 

regression of stationary va r le o 

v ar iable(s) Unit root tests provi e s ch 

These tests are basically require o seer 

times a variable has to be dif erence {or 

to arrive at stationarity . A series is s 

o f o rder K if it becomes s a iona y 

t imes . Economic variables that are s y c 1 

s erie s and that have to be ere ce o ce o 0 

stationarity is called 1(1) series (see Ken e y, 9 2 ) . 

Some of the methods available 0 v 

series characteristics of variables re O· ck 

Augmented Dickey-Fuller (ADF) es s . Th OF 

aga inst the null hypothes is ha here 

o f the series and the test util i zes 

the series whose or er 0 where Yt is 

d f rime ren . tested and T stan 5 0 
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The test emplo y s e -s s c 0 

the lagged dependen varia le (8). T 

the ser i es is nonstat ionary is rej 

absolute term is signi ican l y r 
value . 

The ADF test is virtually he sam s h OF 
tha t the former involves longer lag len h 0 

the additional dynamics that coul no c 

latter. Microfit 286 (version 3) provi es 0 h OF 

at 5% level of significance an each v ri le 

paper is tested accordingly and are fou o e 0 S 

in levels. 

A test of cointegration is also m e 0 i 

re lat ionship between a dependent v ria Ie n i S r 

Thi s is normally done using cointegra io n lysis 

Correction Model (ECM ) . According 0 E gle 

i f there is cointegration , the equa io i h 

v ar iables is best estimated by he EC T s 

pre sence of cointegration relatio shi vo v S 

( Ibid). First, unit root test is con uc e 1 v 

a n equation and if the variables are no S 

model is estimated for the coin egr 

second stage is t o evaluate he or er 0 

d from the sta ic mo el . I res idual generate 

( 0) then the e xis ence 0 found to be I 

proved. 
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The presence of coi 

depend e n t and explana ory ari 

deviations are stationary a 

woul d provide a better fi ha 

The ECM is then used to see 

regre ssions. 

6 . 3 

o 

s 

he shor 

Estimation and Analysis o f t h R su 

he mo 1 

s , he 

The results in table 7 shows ha 

rea s onabl y we ll in the long run . Th 

is wel l speci f ied by the structural ac ors ceo 

goodness o f fit measures and diagnos ie es s. I 

of t he equations conf i r m theore ica1 ex ee 

hypo the s es that a gover nment is likely 0 h ve r 

def i c it the greater i s its revenue ins a ili y, 

control exerc i sed over its expen i re , he 10 

revenue growth rate and t he greater is i s r ie 

economi c a ct i vities had been su em iric 

economic growth is found to be pos i i vely rel 

de fi c it reflecting the f act that a l hou h eeo 

obse r v ed in the count ry , no struc ural r 

p l ace. That is, the agriculture sec om 

whole structure of the economy n ose se 0 s 

tax revenue collection due o a mi . 9 

nt Of income rom h's associated with assessme 

14The 

correlation and functional 
. . t se t s 0 indicates that the J Oln 

have s i gnificant inf l uence on 
level . 
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sector . On the 0 her 

government budget for i 

Tabl e 7: Results 0 

Determina 

Regres s ors 

Constant 

l og (RGDPPC) I 

Log (C)I 

Log (RI) I 

Log (GI) I 

ra s 

0 . 50 
(1 . 703 ) 

0 . 172 
(1.995 ) 

0 .2 02 
(1 . 969 ) * 

-0 . 015 
(-3 . 345 ) * * 

0.505 
(2 . 559)" 

0 . 72 
0 . 60 
2 . 61 

0 . 85 
0 . 79 
2 . 58 

- . 5 9(- . 080) 

Note: - Flgures In br ac et s are t - ra lOS 
,explana~ory variables in the yn mic e 
In log dlfference form. 

on 

- * and ** indicate tha he coe 
statistically s igni ficant a 10\ 

level respectively . 

But for the short run (dynamic) 

is found that only rat e of grow h 0 

signi f icantly explained the varia i o s 

Revenue instability which expla ine 

r un fai l e d t o explain it in the shor r 

e 

c n s 
5\ 

ov rnm 

Th ·s 

15 ECMI.I 
stands f or the error correc i g erm h 

lagg e d residual s aved in the sta ic re ress 0 0 C 

p a st periods disequ i l i br ium. 

69 

mo 

o 

c) 

y 



reflec t the inflow 0 
ex e r 

drought, and forced co ri 

war levy that the mili ary 0 

short term revenue fluc ua i o s . 

contro l its expendi ture wa s a l s o 

variable in the short run in ica i 

tha t is required even if gover me n 

ove r its expenditure . 

o 

8 0 

The coefficient of the error correc 0 

significant at 1% level , valida i g he e ror co 

specification . It indicates a spee 0 

pe rcent from actual budget defic i in he 

equilibrium (long run ) budget defici . 
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CHAPTER SE EN 

summary and Cone 

In the past twen y years , 

state -activity in the eco omy h s 

o f the public sector. Bo h rec rre 

grew at rapid rate with he or er 

structure of total expendi ur e . 

gove rnment expenditure, on average , h 

finance recurrent expenditure r n 

De fence expenditure alone accoun e or 

recurrent expenditure for the same 

o 

7 

er 0 

mi litary government's wasteful reso rc 

continuous civil war and recur ren 

posed double impact on governme n 

they reduced the volume of reven e 

collect (by eroding tax bases ) . On h 

claimed government to financ e to allev' e 

Capital expenditure whi ch was 

economic growth of the country fail e 

Their inefficient operations rna e mos 

to depend on government subs i y. I 

'1' gove growing expenditure, the ml ltary 

more resources using its tax policy 

rates on all existing tax bases were r 

as capital charge and r esi ua 

enterprises, tax on income from eh nee 

services and tax on income 

the side of borrowing policy, 

rom roy 1 

he 0 e 

7 

o 0 

s 

o 

h co y 

o 

y 

e 

o 

y 

o ey. 

o 

o 

h 



ce il ings set on all 
orms 0 

advance , treasury bill a 
o ) 

g iven to the impact h ese r e orms 

An examination of he x s 

displayed many features commo o 

Indirect taxes part icularly axe s ro 

dominating the revenue structure 0 

recognized income inelas tic an u 

revenue source and ever increas i 

financial requirements, the implica io 

However, since the 198 0s direct ax an 

c 

o 

o 

o 

or 

maj o r sources of government reven e . Even 

performance in terms of its share i GOP h 

ove r the Derg regime, it fa iled 0 kee 

co 

o 

government expenditure. The result was h go r 

which stood merely at 4.0 percent 0 GOP 1968 r os 

percent of GDP in 1990. No explici olic y 

the military government in the pas o co 01 h ' 

def icit. 

o 

y. 

co 

o 

c 

o 7 . 

k 

h Empirical estimation was also m e 

certain structural factors such as, level 0 co om c 

i ns tability of government revenue, ove 

expenditure, degree of government ar 'ci 

and growth in government r evenue a re r 

budgetary imbalances in the co n ry. The 

for the period 1975 -1992 show ha 

structural explain vari variables 
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Howeve r , in the shor r , 0 

is found to explain go er me 

The Transitiona l Go er me 0 o . ) ~ e e 
to powe r i n 1991 recognize he 

imbalan c e i n t he country a la 0 

Ethiopia has been impleme in h 

program (SAP ). As the general recomme 

the TGE had d e signe d to 11' m1' , 1S ciiy 

Towards fulfilling this objec ive, 

privat ize loss making publi c enterprises 

prof i tably was g r anted auto omo s 

boosting their efficiency. 

em 

o 

v 

However, budget de f icit dur i g he TGE rem' 

historical level of the 198 0s mai ly ec soh 

pol i cy measures int roduced by he 

dec r e ased tax rates on almost all ax see 

revenue decreased f o llowing this cha ge , 0 

the p o litical change which intro uce e h 

gove rnment led to t he duplication 0 s a 

thereb y increasing overall governmen e x e 

The important development i he 

he TGE period were t hat the end 0 

redu c ed defense expenditure . Th 9 , 

he c previ ously bee n used to finance 

finan ce development project s , oreover, 

support the adjustment program has hel 
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fi nance its deficit wi 

borrowing . 
o 

These conclusions have cer a 

government requiring to re uce i 

l ' cy . 

t o reduce the budget defici s i 
E 

- t he government should decrease i s 

participation in economic ac ivi y . 

the government is attempt ing 0 priv 

publ ic enterprises whil e limi t ing i sel 

of basic services which pri va e sec or is 

undertake. 

- the government should save large r eve ue 

aid or gains from favourable inter a i o 1 

such inflows are believed to be tern ora y. 

-

o 

o h 

r ic 

the government should exercise co r ol ~ve 

c 

o 

0 

s 

o 

expenditure especially through limi i 

borrowing from banking syst em . 

s om s c 
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APPENDICES 

Appendix 1 

Tax Rates on Income fro m Eml P oymen t (1967) 
Taxable income per month Tax Rat e (in Birr) (in 

Birr or \ ) 
up to 25 
over 25 up to 40 

0. 75 

» 40 » 50 1. 50 » 
» 50 » 60 

2. 00 » 2 . 75 » 60 » » 80 3 . 75 » 80 » » 100 4.75 » 100 » » 125 6.0 » 125 » » 150 7.50 » 150 » » 175 9.00 » 175 » » 200 13.5 
» 200 » » 250 18.5 
» 250 » » 300 22.5 
» 300 » » 350 27.0 
» 350 » » 400 31.0 
» 400 » » 450 36.0 
» 450 » » 500 40.0 
» 500 » » 550 46.0 
» 550 » » 600 52.0 
» 600 » » 650 60.0 
» 650 » » 700 67.0 
» 700 » » 750 10\ 
» 750 » » 800 10.5% 
» 800 » » 850 11\ 
» 850 » » 900 11.5% 
» 900 » » 950 12 \ 
» 950 » » 1000 13 \ 
» 1000 » » 1075 14 \ 
» 1075 » » 1250 15% 
» 1250 » » 1500 16 \ 
» 1500 » » 1750 17% 
» 1750 » » 2000 18% 
» 2000 » » 2500 20% 
» 2500 » » 3000 21 % 

» 3000 » » 3500 22 % 

» 3500 » » 4250 23 % 

» 4250 » » 5000 24 % 

over 5000 25% 

,'" Source:Negar1t Gazeta 27 year NO.4,1 967 
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Appendix 2 

Tax Rates on income from Empl oym 

Taxable income per month (in Birr ) 

up to 50 
over 50 up to 250 on the next 200 » 250 » » 500 » » » 250 » 500 » » 750 » » » 250 » 750 » » 1000 » » » 250 » 1000 » » 1250 » » » 250 » 1250 » » 1500 » » » 250 » 1500 » » 1750 » » » 250 » 1750 » » 2000 » » » 250 » 2000 » » 2250 » » » 250 » 2250 » » 2500 » » » 250 » 2500 » » 2750 » » » 250 » 2750 » » 3000 » » » 250 » 3000 » » 3250 » » » 250 » 3250 » » 3500 » » » 250 » 3500 » » 3750 » » » 250 over 3750 

Source: Negar1t Gazeta,Proclamat10n No. 

Appendix 3 
Tax Rates on Income from Employment (1992) 

Taxable Income per month (in Birr) Tax rates 
on every 
additiona l 
income 

up to 105 null 
106 up to 400 on the next 295 10 over 
400 » » 700 » » » 300 15 » 

» 700 » » 1000 » » » 300 20 
» 1000 » » 1300 » » » 300 25 
» 1300 » » 1600 » » » 300 30 
» 1600 » » 1900 » » » 300 35 
» 1900 » » 2200 » » » 300 40 
» 2200 » » 2500 » » » 300 45 
over 2500 50 

Source: Negar1t Gazeta,Proclamat10n No.30 1992 
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Appendix 4 
Employment Tax Rate (1994) 

Taxable income per month (in Birr ) 
o 

up to 120 
over 120 up to 600 on the next 48 0 » 600 » » 1200 » » » 600 » 1200 » » 2000 » » » 800 » 2000 » » 3000 » » » 1000 over 3000 » » 

Source: Negar1t Gazeta Proclamat~on No. 107 

7) 
Annual Taxable Income (in Birr) 

up to 300 3 . 0 over 300 up to 480 9. 0 » 480 » » 600 18. 0 » 600 » » 720 24. 0 » 720 » » 900 33 . 0 » 900 » » 1200 48 . 0 
60.0 » 1200 » » 1500 
75 . 0 » 1500 » » 1800 

» 1800 » » 2100 90.0 
» 2100 » » 2400 108 . 0 
» 2400 » » 3000 162. 0 
» 3000 » » 3600 216 . 0 
» 3600 » » 4200 270 . 0 
» 4200 » » 4800 324. 0 
» 4800 » » 5400 378. 0 

432 . 0 » 5400 » » 6000 
480. 0 » 6000 » » 6600 
552 . 0 » 6600 » » 7200 
630 . 0 » 7200 » » 7800 
720. 0 » 7800 » » 8400 
81 0 . 0 » 8400 » » 9000 
10 » 9000 » » 9600 
10 . 5 9600 » » 10200 
11 » 

10800 » 10200 » » 
11400 11.5 » 10800 » » 
12000 12 » 11400 » » 
12900 13 » 12000 » » 
13800 14 

12900 » » 15 » 
» 15000 1 6 » 13800 » 

18000 15000 » » 17 » 
» 21000 18 18000 » » 
» 24000 19 21000 » 27000 » 
» 2 » 24000 » 

over 27000 
Proclamation No.4 1967 

Source:Negarit Gazeta, 
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up to 1200 
from 1201 up to 6000 » 6001 » » 12500 » 12501 » » 21500 » 21501 » » 33500 » 33501 » » 50000 over 50000 

Source:Negar~t Gazeta, Proclamat~on No. 2 1993 

Annual Taxable income (in Birr) Tax Rat es o n 
everr 
Addi ional 

up to 300 Birr over 300 up to 500 
» 500 » » 700 » 700 » » 900 
» 900 » » 1200 » 1200 » » 3000 
» 3000 » » 6000 » 6000 » » 9000 
» 9000 » » 12000 
» 12000 » » 15000 
» 15000 » » 18000 
» 18000 » » 21000 
» 21000 » » 24000 
» 24000 » » 27000 
» 27000 » » 30000 
» 30000 » » 33000 
» 33000 » » 36000 
over 36000 
Source: Negar~t Gazeta, Proclamat~on No.lSS 
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App~ndix 8 
~ 

Income (in Birr) 

u~ to 300 
3 0 up to 400 400 » » 500 500 » » 600 600 » » 700 
700 » » 800 800 » » 900 900 » » 1000 1000 » » 1200 
1200 » » 3000 3000 » » 6000 
6000 » » 9000 
9000 » » 12000 
12000 » » 15000 15000 » » 18000 
18000 » » 21000 
21000 » » 24000 
over 24000 
Source: Negar~t Gazeta, Proclamat~on No . 

Annual Taxable Income (in Birr) Tax R t 
on ev ry 
additi on 

up to 1200 null 
over 1200 up to 6000 on the next 4800 10 
» 6000 »» 15600 » » » 9600 15 
» 15600 » » 30000 » » » 14400 20 
» 30000 » » 50000 » » » 20000 30 
over 50000 40 
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up to 300 
300 up to 480 1. 5 B rr 480 » » 600 6.0 
600 » » 720 18. 0 
720 » » 960 24. 0 
960 » » 1200 33 . 0 
1200 » » 1500 45 . 0 
1500 » » 1800 60 . 0 
1800 » » 2100 7 5 . 0 
2100 » » 2400 90 . 0 
2400 » » 3000 1 08. 0 
3000 » » 3600 162. 0 
3600 » » 4200 216. 0 
4200 » » 4800 270. 0 
4800 » » 5400 324 . 0 
5400 » » 6000 378. 0 
6000 » » 6600 432.0 

480 . 0 6600 » » 7200 552.0 7200 » » 7800 530 . 0 7800 » » 8400 720 . 0 8400 » » 9000 81 0. 0 9000 » » 9600 10% 10200 » » 10800 10 .5% 10800 » » 11400 11% 11400 » » 12000 12% 12000 » » 12900 13 % 12900 » » 13800 14% 13800 » » 15000 15% 15000 » » 18000 16% 18000 » » 21000 17% 
21000 » » 24000 18% 
24000 » » 27000 1 9% 

over 27000 
s o u r ce: Negarit Gazeta, Proclamation 1967 

Income 

up to 600 10 Bi rr 
over 600 up to 1200 10% 
» 1200 » » 3000 11% 
» 3000 » » 6000 14% 
» 6000 » » 9000 20% 
» 9000 » » 12000 26 % 
» 12000 » » 15000 33% 
» 15000 » » 18000 46 % 
» 18000 » » 21000 47 % 
» 21000 » » 24000 54 % 
» 24000 » » 27000 61% 
» 27000 » » 30000 68% 

75% » 30000 » » 33000 82 % » 33000 » » 36000 89 % Ov er 36000 No. 155 1 97 
Sou rce: Negar~t Gazeta,Proclamat10n 
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APPENDIX 13 
Government Expenditure Revenue dB ) an udgCI Dcficll\ (.n million) 

Year Recurre Capital 
nt Total Ta 
expendi 

expendi t expend i t Revcnu on · 0 I ure ure I 
t ure I C 

1968 439.5 102.7 542,2 315.5 70 .3 ~~.II 1969 454.5 77.1 531.6 332,1 
1~A..4 J.!.~.L-

B.3 1,~ . 4 126.' i!!~.' 1970 478.9 106.3 585,2 371.8 57.1 I.~ I l~<\ , \ . H~~.1!_ 1971 507.1 124.4 631.5 407,1 58. 9 466. 0 lM.~ ,ru~ 1972 521 . 7 150.0 671.7 433 .2 61.5 494.7 111.0 4'/;JI, I 1973 563.1 153.1 716.2 48',8 1 2.4 556 . ~ IM.I) ~ \ . . ~-1974 599.2 178.2 777.4 537 1 81.0 6111 .'1 1~9.1 5511 1 
1975 811.2 237.7 1048 .9 589.8 121 .8 711.6 )1/,1 5551.e 
1976 917.7 282.8 1200.5 613 .3 167.7 781.0 419. '1 Sm.8 
1977 1019.8 324.6 1344 .4 855.9 155.3 10 11.2 H1 .2 U'l¢ , ,} 

1978 1367.2 329.3 1696.5 938.8 169.2 1108. 0 5U .5 7'1";') . 9 
1979 1477.2 368.8 1846 0 1146.5 188.9 1335 .4 510.6 e911 'j 

1980 1694.7 443.2 2137.9 1298 .2 269.3 1567.5 510.4 1I~40 'r , 

1981 1791 .2 505.1 2296 .3 1361.8 394 .6 17'56 .4 539.9 111"'.1 
1982 1934.6 715.1 2649.7 1436 4 440.3 1876.7 773.0 enl.! , 

1983 2562.4 1245.4 3807.8 1558 0 616 .4 2174 .4 163:30' 
I 

915? .4 , 

1984 2265.0 933.1 3198.1 1731.5 562.4 2293.9 9()1, .2 ~j'1.'1 

1985 2737.5 1187.1 3924.6 1677 .5 611.6 2289 .1 1635.5 9~nL5 
I 

1986 2659.4 1471.7 4131.1 1876 .3 744.0 2620.3 1'}10.11 1~,6 

1987 2754.0 1383.1 4137.1 2092.4 722.8 2815 . 2 r l2l.9 1I)9~ .9 

1988 3596.1 1401.4 4997.5 2317 .8 1006.4 3324 .2 1673 .3 IIIM.9 

1989 3972.6 1939.6 5912.2 2371 0 1149.5 3520.5 2391.1 "411. 5 

1990 3929.1 1440.1 5369.2 2158 9 983 .4 3142 .3 2226 .9 12 .. j O. 2 

1991 3698.9 1214.1 4913.0 2053 4 652.9 2706 .3 1206 . 7 IJM?e 

1992 3305.1 951.80 4256.9 1618.3 589 .7 2208.0 2048 .9 ml.~ L 
.. Source . MInIstry of FInance and MInI str y of Planmn and EconomIC Cooperotlon. 
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APPENDIX 14 Data Used f h or t e Rearp«jnn Ana l v~j5 

Year Revenue Proxy for Proxy or Growt h Rate Government Rcve c PrOJ or 
Expend i tu re Ins ab ili 

0 r 0 
, 

Control C r I~ , . ~ 

Par cl 
c 

I 0 on ~,· !Io"tltj kJ." 
1975 15 . 13 1 18 0, IS n .19 0. 1' :M _~ 
1976 9.75 o 50 0.31 07n O j5 h ' ."7 
1977 29 . 48 o 9'; 0 . ~ 1 n,20 O .~ I • 'I 
1978 9 .57 1.49 0 ,13 0.'1 O. l~ '''' -1_ 
1979 20. 52 1. 79 o 09 0.23 O.'A u~ .B~ 

1980 17. 38 0. 94 o IS 07C; 0 .27 ~1. () 1 

1981 12.05 O. n o 17 0.26 0,'4 } . J. 11 

1982 6.85 1.52 0.16 0.79 0.29 ''''9<'\ 
I 

1983 15 .86 0.90 0.20 0.39 0.43 2 12 I} 

1984 5.50 1.23 O. II O. ·B 0.'8 n8.}' 

1985 -0. 20 1.08 0.22 o 40 0.42 1A'9.'. 

1986 14 .47 2. 26 o 17 0. 1/\ 0.37 Illl.IS 

1987 7.44 2.00 0. 10 0.36 0.32 '16.61 
, 

1988 18.08 2.36 0.10 0.42 0.33 ,,, " 
1989 5 91 3. 00 0.09 o 47 0.40 I~.I\I 

1990 -10 . 74 0.38 0.27 o 43 0. 41 IA I O? 

1991 -13 .87 3.32 0.13 0. 36 0.45 162.S.! 

1992 -1 8. 41 2.48 0.17 0.32 0. 48 111 ',\8 

Source : Computed f r om data obt ai ned from Ministry of Finance and Nat iona l Bank of £lhi09i~ 
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xpen iture (in million _BtrrJ 
App e ndi x 15 Quar erly D a 0 Go 

E d • 
Quarter Revenue 

11,. 

75QI 
~1 

75Q2 164.' 
!146 :tjlO 75Q3 
1378 mu 

75Q4 
ISl6 

~ 76QI 
~9 l!!..s 

76Q2 
1976 

~.i 
76Q3 

~9 j;t()1 
76Q4 1199 J 3>.6 
77Q I 

2 ~5 . 9 2~1 
77Q2 235.8 

~2 
77Q3 2)1.9 ·1.0 
77Q4 213~ 21'>.1 
78QI 237.3 .~ 

78Q2 288 .1 ~ IU 

78Q3 222.4 n~.' 
78Q4 282.7 .HI _t 

79QI 261.4 1St' 
79Q2 311.4 .123 ,1 

79Q3 257 .7 21)S.1 

79Q4 269.9 H~O 

80QI 364 .5 .\H,6 

80Q2 446.2 1'1 ~ 

80Q3 323.6 JM 
80Q4 331.4 ,m .l 

81Q I 396.3 ,~ 

81Q2 410.1 5ill 

81Q3 275 .1 l iS .• 

81Q4 3_90 .9 5_IJ .J 

82Q I 434 .9 bot'lJ!. 

82Q2 516.4 ~ 

82Q3 347.0 ~ 
, 

82Q4 452 .0 ~ 

83Q I 498.~ ~ 

58~.2 ~ 
83Q2 

370.0 ~ 
83Q3 

Source: National Bank of Eth iOPia Quarterly Bu lletin 
various issues. 
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d 15 C d Appen IX onlllllle . .. 

Quarter Revenue = 
f ~lc:::r 

83Q4 
4123 

84 Q1 
5914 

~10 1 

84Q2 
_6295 

Uu 

84Q3 
4786 

J!lcl 

84Q4 
5522 

~"AI 

"U 85Q1 
4786 

. M' .. I 85Q2 5522 
_'U ... 

85Q3 598.0 
_ .:..til 

85Q4 . 784 .6 1111.6 
86Q1 574 .8 b!O.1 
86Q2 669.6 SC'la 
86Q3 776.2 

~" .1 
86Q4 844.4 HH.3 
87Q1 872 .9 _lill I 
87Q2 1026.1 IIU.l 
87Q3 848 .0 IHI .O 

87Q4 827 .7 IUjJ 

88Q1 852 .6 lilt I 

88Q2 1046.1 11'18,1 

88Q3 863.3 I.II}.II 

88Q4 972.3 ,lfI .G 

89Q I 757.8 SlO.l 

89Q2 844 .8 12&1 I 

89Q3 812 .0 mi.J 

89Q4 692 .7 1m . .) 

90Q I 772 .0 9}s.' 

90Q2 741.3 1.1!2 

90Q3 743 .3 IIFJ.l 

90Q4 390.0 IIO'~ 

91QI 508.0 ~t 

91Q2 505.5 1~ 

91Q3 477.3 ~q 

Ij19.! 
91Q4 633.3 

796.6 ~ 
92QI 

10i'11 
92Q2 638 .6 

1J\l--! 
92Q3 663 .6 

mJ!. 
92Q4 992 .5 
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