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Introduction

Fiscal federalism is considered as a glue of federalism. It creates frequent interaction
between different levels of government with in a federation. Most of the time, revenue
sources and expenditure responsibility of each level of governments are expressed in the
constitution. One of the features of fiscal federalism is the existence of vertical as well as
horizontal imbalances. Because, most important and lucrative revenue sources are
allocated to the centre, vertical imbalance occurred in a federation. On the other hand,
uneven distribution of natural resources and public enterprises creates horizontal fiscal

imbalance.

Intergovernmental fiscal instruments are basically set for addressing both vertical and
horizontal fiscal imbalances. Federal transfer of funds and borrowing are the two
instruments that the Ethiopian fiscal system uses to address fiscal imbalances. Federal
transfer of grant is the major means of addressing vertical imbalances. In Ethiopian
intergovernmental fiscal practice, the most dominant type of transfer is unconditional

grant.

In this paper, the pros and cons of unconditional grant would be discussed and possible
recommendations forwarded. For the purpose of achieving this goal, there are five
chapters; chapter one, discuses about statement of the problem, significant of the study
and other important concepts which help the reader to frame the scope of the study.
Chapter two, deals about the theoretical background of fiscal federalism and its important
components. Fiscal decentralization in Ethiopia discussed under Chapter three. Chapter
four, deals about the pros and cons of unconditional grant under Ethiopian federal

arrangement. Finally conclusion and recommendations are given under chapter five.
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Chapter one

Introduction

A. Background of the Problem

Revenue transfer is one of the core points in the discussion of federalism. The federal
government and states may have their own revenue sources and expenditure. In order to
meet their needs each levels of government needs financial back up. All most in all
federations it is possible to identify fiscal imbalances (vertical as well as horizontal).
Vertical fiscal imbalance arises because different levels of government have differing
capacities to raise revenues to finance their expenditure. And horizontal fiscal imbalances
occur since regional governments incur uneven cost of provision of public goods and do
not have equivalent revenue raising capacities. Depending on the federal arrangement and
the constitutional set up, different federations adopt different methods to deal with the
problem posed by fiscal imbalances. Revenue sharing and allocation of grant are the two

means of revenue transfer mechanisms of addressing fiscal imbalances.

Allocations of grants are in two forms:-

1. If the grant is under the discretion of the states to spend with out the control of the

centre, then it is unconditional or general purpose grant. This kind of grant is used /

mostly to raise the fiscal capacity of the states.

2. On the other hand, if the grant, which is allocated to the states, are controlled and

supervised by the centre in order to spend it on a specific sector, then it is

considered as conditional grant.

In Ethiopia, after the introduction of federalism, revenue transfers from the centre to the
regions are one of the main issues in the discussion of fiscal decentralisation process.
Under the constitution, both the federal as well as regional governments can levy taxes

and collect duties on the sources that fall under their jurisdictions.

However, the constitution does not balance between the expenditure responsibilities and
revenue share of the states. Giving almost all important (lucrative) tax sources to the

federal government is one illustration. The existence of fiscal imbalance is attributable to

e
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the above facts. So, in order to solve the fiscal imbalances and build up the financial

capacity of the states, unconditional or general-purpose grants are implemented.

By giving special emphasis to the Ethiopian federal arrangement, allocations of
unconditional or general-purpose grants have its own merits and demerits. If' one
observes from the principles of federalism in which the constitution bestows each state
full right of self government, then giving unconditional grant to the states is significant at
least for two reasons. (1) It gives power of self rule to the states and (2) it gives states to
allocate their transfer according to their priorities. On the other hand, allocation of
unconditional or general purpose grant has its own limitations in the Ethiopian fiscal
system. (1) Lack of skilled man power, (2) abuse of federal transfer and (3) different
level of development in public service between regional states could be considered as the

limitations.

B. Statement of the Problem

In the Ethiopian federal arrangement, federal grant is the major source of revenue to the

states. This is by the fact that most important revenue sources are reserved to the centre.

Unlike US Federation, the Ethiopian Federal system introduces unconditional or general
purpose grant for equalising vertical as well as horizontal fiscal imbalances between the
federal government and the states on one hand and between states on the other hand.
Since the nature of this kind of grant does not allow the grantor to specify, audit or put
any kind of control on the states, it may open the door for misuse of budget for other than
public interest and corruption, finally it can lead to bad governance and disproportionate

growth.

Unconditional or general-purpose grant has its own drawbacks in the present Ethiopian

federal system. Among the reasons:-

« Lack of intellectual capacity. At present, most states do not have adequate number of

skilled man power who understands and execute fiscal policy of the country. Because of
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this, it happens to seen falling to use their grant properly. As a result, to go with those
states that has the skilled manpower become difficult. Gambella, Somali, Benishangul

Gumuze and, Afar regions can be a good example.

» Absence of accountability. The other problem in the application of unconditional grant
is absence of accountability. In other words, they can spend the whole or parts of the
grant even other than public use, but no one asks them why they do that. This can be
illustrated by the fact that, most public officials have luxury house hold and office
equipments (chair, table and pc’s) more than one car, house e.t.c...entirely by misusing
the grants given to the public good.

The following are some of the research questions that the study tries to answer at the end

by raising legal and practical issues.

1. Why does the Ethiopian federal system adopt unconditional grant?

2. What are the advantages of unconditional grant in the Ethiopian Federal
arrangement?

3. What are the disadvantages of unconditional grant in the Ethiopian federal
arrangement?

4. Why does the Ethiopian grant formula changed many times?

5. What consideration (priorities) has been given in the formulation of the new
(2007) grant formula?

6. What were the challenges against the previous grant formula?

7. What lesson should we learn from other federations in allocation of grant?

8 Do we have other means’s to address fiscal imbalances other than unconditional

grants?

C. Obijective of the Study

The main objective of this study is to show how much unconditional or general-
purpose grant practiced in the present Ethiopian federal system by discussing the

advantages as well as the disadvantages of it.
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On the other hand, the study will demonstrate how much fiscal transfer (grant) is

important for addressing vertical as well as horizontal fiscal imbalances.

The other objective of the study is, to observe other federations grant system and

recommend important achievements to our grant system.
The last but not the least objective of the study is, to recommend some legal measure
that can reduce the draw back of unconditional grant under the Ethiopian federal

arrangement.

D. Significance of the Study

In its findings, the research try to limit the draw back of unconditional or general-
purpose grant and provide effective and adequate method of utilizing federal grant,
which is given to the states.

By looking the fiscal policy of the country, the study provides effective way of using

revenue resources by considering the federal arrangements.
The study, by pointing out other federation’s experience, show the relevance of
putting limitations on the application of unconditional or general-purpose grant in

order to bring sustainable uniform development through out the country.

The research benefits the states as well as the federal government, to know the impact

of unconditional grant and minimise its side effects.

E. Limitation of the Study

With regard to limitation(s), the following points could be considered as limitations of the
study:-

- Availability of recorded data, documents

- Absence of collaboration from authorities for giving information

- Financial constraints to gather data in all regions and

- Time to finalize the thesis because of the above reasons
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F. Methodology

The study will make an appropriate study of the existing literature on fiscal federalism. In
so doing, the study has set up the proper conceptual, legal and theoretical framework,
which serves to analyze unconditional or general-purpose grant.
The methods that are going to be applied in the study are:-
- Analysis- because information will be obtains through questioners and interviews
- Deductive- because the study will apply legal provision to factual situations.
- Documentary analysis of five annual years (1996-1999 E.C.)Fiscal report of

regional states.

G. Organisation of the Thesis

The thesis will have five chapters including:

A. chapter one is an introductory part of the thesis and it deals with background of
the problem, statement of the problem, objective of the study, significant of the
study, limitation of the study and methodology of the study.

B. Chapter two tries to deal with conceptual frameworks including definition of the
term grant and related concepts. It also tries to show types of grants and the nature
and extent of grant.

C. Chapter three tries to show unconditional or general-purpose grant under the
Ethiopian federal arrangement. It also

D. Chapter four shows the pros and cons of unconditional grant in Ethiopia.

E. The last chapter will give conclusion and recommendations.
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Chapter Two

Theoretical Background

2.1. Fiscal Federalism

In the federal form of government, the federation consists of two sovereign organs
(levels of governments). Usually there exist the federal (central) government and sub
national (regional) governments. Each operates according to the constitutional division of
power'.Depending on their constitutional set up, each has exclusive power over matters
which fall under their jurisdiction. In case of concurrent powers, both the federal as well

as the sub national governments will have a right on it.2

The core point of federalism is to combine unity and  diversity which is created as a
result of multi ethnic, cultural and linguistic society. 3 In order to bring harmonious
peaceful co-existence between different ethnic and religious groups, powers which
are important for expression of their unique identity should be given to different
nations and  nationalities. These powers include self rule, and administration of

resources.

Fiscal decentralization is the position when revenue sources and expenditure
responsibility distributed among the center and the regions. In a federal form of
government, as political and administrative power distributed among federal and regional
governments, fiscal powers also distributed between the two levels of governments. The

focal point of this section is to give brief high light about fiscal federalism.

Fiscal decentralization deals about how tax revenues and public expenditures are
allocated between federal and regional govemments.4 If the regional government get
the larger part of the revenue, then it indicates that the greater part of the revenues
collected is decentralized.” Accordingly, expenditure decentralization may occur. In
other words, the major concern of fiscal federalism is distribution of revenue sources
and expenditure responsibility —of revenue resources to federal and regional

govemments.6 The allocation of revenue resources to federal and regional governments
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with in the federation is important at least for two main reasons; ‘‘first, revenue
resources enable or constrain governments in the exercise of their constitutionally
assigned legislative and executive responsibilities. Second, the —economy can be

affected, because taxing powers and expenditure are important powers by themselves.”

In order to have a successful federal system, the adoption of effective fiscal federalism
is very important. % In any federation, it is common to see the different financial
capacity of regions, some regions are more richer than others, some may have more
natural resources and revenue raising power than others. On the other hand there
exists a huge difference between the federal government and regions in revenue
sources and  expenditure power. Therefore, fiscal imbalances happen to be seen in a
federation. So, in order to avoid imbalances, both vertical (between federal government
and regional state) and horizontal (between regional state), there should be an effective

fiscal policy that can adjust the fiscal imbalances”

In order to adjust fiscal imbalances there must be an intergovernmental fiscal transfer
system. And this intergovernmental transfer system should be effective. Some argue that
the central government has the duty to maintain a minimum standard of public service in

all sub national governments.m But this argument is not supported by many scholars.

At this stage of the research I think it is important to see basic criteria’s for an
effective transfer system before engulfing to other theoretical concepts. In order to have

an effective inter governmental fiscal transfer system, there should be;

““Revenue adequacy: each regional government should have sufficient resources, to

fulfill its expenditure responsibilities.'’

Transparency and stability: the formula which the transfer system works should
be announced and each locality should be able for cast its own revenue. And the
formulas should be stable at least a few years (3-5) years in order to plan a long term

policy at the local level."
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Local tax effort and expenditure control: The system should not encourage fiscal

deficits, rather should produce sufficient tax revenue by the regional governments.

Equity: The intergovernmental fiscal transfer should not be based on the same merit to
all regions. Instead it should base on the needs of each region. This is because the fiscal

capacity and needs of regions vary from region to region. a

On the other corner there are scholars who argued that there is no need for the
government to be involved because the market can perform the function of
equalization by itself.”” They say, if the population of a country is perfectly mobile
through out the region, then resources have a high degree of mobility. But, in real life
no country’s population is perfectly mobile because of many factors. Such as; moving

costs, employment and lack of information etc...

[ think to have an effective intergovernmental fiscal transfer system, equity based transfer
is mandatory. For example in Ethiopia, Afar region needs for rural road in 1999FY was
2.25% of its total transfer but Tigray region need was 0.53% from its total transfer in the
same FY. The other point, the involvement of government in addressing fiscal
imbalances is very important. The current global financial crisis shows the market could

not perform the equalization function by itself.

2.1.1 Revenue Transfer

Revenue transfer is needed because federal government usually control the major tax
sources; as  a result, regional states can not execute their expenditure responsibilities
with a shortage of fiscal capacity.'® Vertical imbalance occurs usually as a result of the
above reason. On the other had as stated in the previous section, horizontal imbalance
could possibly happen in a federation when there is a difference in natural resources
and revenue raising power between the regions. So, to reduce these fiscal imbalances,

o e ’ 17
it is important to have intergovernmental revenue transfer system.



The Pros and Cons of Unconditional Grant under The Ethiopian Federal Arrangements: 10
A Comparative Study

In order to correct the imbalances most federation adopted mechanism of revenue
transfers from federal to regional government.'® The main purpose of revenue transfer
is avoiding vertical imbalances by providing different kinds of grants(conditional,
unconditional, matching and non matching e.t.c) which will be discussed in depth in the

coming sections and to avoid horizontal imbalances by assisting poorer regions. 12

In fact the level of imbalances varies across federations. However, the major objective of
revenue transfer is, addressing states financial constraints. As a result, they (states) can

execute their expenditure responsibility.*

2.1.2 Revenue sharing

Revenue sharing, as the name speaks for itself, happens when revenue sources are shared
between the federal and regional governments. Unlike grant, only states that share a
revenue source with the federal government can get the benefit out of it.

Scholars argued that, even in the best assignment system, best designed mapping of
function, overlapping jurisdictions is unavoidable.?' Fiscal overlapping can occur in both
tax and expenditure responsibi]ities.22 This overlapping is  created as a result of
concurrent assignments, interdependence of fiscal revenue bases, expenditure functions,
and vertical competition (competition among hierarchically ordered governmental
layers) and horizontal competition ( competition with in each layer). 2 For this reason

Govinda and Nirvikar said:

“In fact, intergovernmental transfers are both a cause
and  consequence of fiscal interdependence between
different layers of government. n2t

“The principal reasons for fiscal overlapping

. . Ly ] 5125
is intergovernmental competition.

Fiscal overlapping accounts for overlapping of fiscal jurisdiction. In fact in order to avoid

such kind of problem, a system of cooperative federalism should be adopted.
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One of the sign of fiscal overlapping is revenue sharing. When revenue sources are
shared between the  federal and regional governments, then overlapping of fiscal
jurisdiction created. The degree of revenue sharing is dependant on the Constitutional set
up of revenue sources between the federal as well as regional governments®®, This
principle is applied in a federation because it is difficult to attain uniform standards
across a federation. This is because there exists different geographical, natural,
sociological and economical background of the regions. The most important function of
revenue sharing is attaining the highest revenue capacity of regional governments, in
order to satisfy their expenditure responsibilities’’. On the other side, this gives the states
autonomy of self rule on the revenue collected by both the center and themselves.

So, we said the existence of fiscal over lapping is common and revenue sharing is one
of the presiding feature in a federation, but I would like to note that, an important
effective and transparent mechanism, which both the states and federal governments

satisfied with, should be applied.
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2.2 Reasons for Fiscal Decentralization

It is important to show the importance and reasons of fiscal decentralization. This is
because there are arguments for fiscal centralization.

In the previous part we said, fiscal decentralization deals about how tax revenues and
public expenditure are distributed among the different levels of governmentszg.
According to most literatures, inter governmental fiscal relation is important for

achieving the process of fiscal decentralization.

According to Bernard P. Herber, when we see it from the economic point of view ,
decentralized decision approximate the market more closely than those of the central
decisions. >
» Since there exists cultural and other differences  across the nation,
decentralized fiscal policy , gives the regions to expend the revenue as the
values and preference of their people 0
» Individuals attain greater freedom and responsibility when public goods are
allocated by local governments A
5 Tiscal decentralization avoid frustration of regional government because they
are not implementing policies decided  elsewhere  rather they are
implementing there own policies based on their merits 2
5 Last but not least, fiscal decentralization held accountable the local
politicians to bear the costs of their decisions and deliver on their promises ko
For the above reason many scholars support the principle of fiscal decentralization.

Among them, Fjeldstad, Conforti and Litvack are known.*!
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2.3 Challenges for Fiscal Decentralization

So far we have discussed important points about fiscal decentralization. In the previous
section (section 2.2) we have seen the rationales of fiscal decentralization. Because there
is no such perfect system, it is so important to see the limitations or challenges of fiscal
decentralization. It is said in section 2.1.1 that, because the federal government controls
major tax sources, regional states failed to fulfill their expenditure responsibility which
is given by the constitution. As a result, vertical imbalance happens. On the other hand,
it was said that because of different natural resource , revenue capacity and other
socio-economic factors there exists fiscal imbalance between regional states. As a
result horizontal imbalance created.
The major challenges of fiscal decentralization are:-
» Vertical imbalance and
» Horizontal imbalance
But there are other limitations which highly affect the principles of fiscal
decentralization, such as;
» Multiple taxation &
» Intergovernmental externalities

The objective of this section is only to discuss these challenges in depth.

2.3.1 Vertical Imbalance

Vertical fiscal imbalance occur as a result of revenue as well as expenditure gap
between federal and regional governments revenue resources and expenditure
responsibilities 3Since revenue raising power of both the federal as well as regional
governments is based on the constitutional division of power, the problem of vertical

imbalance is created primarily by the constitution "

In other words, both layers of government have expenditure responsibilities but the
major revenue sources are given to the center. As a result vertical fiscal imbalance

created. For this Bernard, said,
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“Vertical  fiscal  imbalance  refers to a

disproportionate alignments of those revenue

sources vis-a-vis expenditure obligations by level of

governments” .
Further, he reason out why the federal government dominates the revenue sources. He
said, the federal government for the purpose of allocational, distributional, and
stabilization purposes should dominate the revenue source.”®
Though Bernard’s points are from economics point of view, Ronald L. Watts also support

some of the point that Bernard set.

According to Watts, vertical imbalance created fro two reasons, first, he argued that, it is
important to allocate the major revenue power to the federal government because it helps
to bring uniform and effective economic union and bring collective development.39 For
this, more or less he has similar approach with Bernard. Second, watts believes that, no
matter how the federation carefully planed to avoid vertical fiscal imbalance, because
of unforeseen circumstances over time vertical fiscal imbalance will be created ke

When we boiled down from the discussion, presented above, it is clear that vertical

fiscal imbalances is one of the measure challenges to fiscal decentralization.

2.3.2 Horizontal Imbalances

One of the challenges of fiscal decentralization is horizontal fiscal imbalances. When
there is a fiscal imbalance created between different regional governments in a
federation, it is known as the problem of horizontal imbalance. 4

Regional governments usually have different capacity to generate revenue, even in a
single tax bases. As a result they may not generate the same amount of momey.42
Further, Solomon elaborated the existence of different capacity of revenue raising

power between the regional governments . He said,
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“ The problem of horizontal imbalance occurs when the
revenue capacities of different constituent units vary so
that they are not able to provide their citizens with
services at the same level on the basis of comparable
tax levels”

Like Solomon, Ronal Watts support the arguments presided above. But further
he said that, variations in socio- demographic , characteristics  of the
population such as population dispersion, urbanization, agriculture, the cost of
providing services and physical and economic environment are also the reasons
for the occurrence of horizontal imbalances .**

From the above arguments it is possible to see fiscal imbalances between the
sub national governments though the degree varies  from federations to
federations. But it is important to note that horizontal fiscal imbalance is

one of the challenges of fiscal decentralization .

2.3.3 Intergovernmental Externalities

The other challenge of fiscal federalism is intergovernmental externalities. It
means the fiscal action of one regional government affects or benefited on
residents of another regional state in a manner which escapes budgetary
control.”’

Intergovernmental externalities can be categorized in: 16
» Positive intergovernmental externalities

» Negative intergovernmental externalities

» Vertical intergovernmental externalities and

» Horizontal intergovernmental externalities.

Positive intergovernmental externalities exists, when the fiscal action of one
region benefits the residents of an other region. Thus, a public health clinic

financed by one region may benefit the neighboring states.

15
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When the fiscal action of one region affects the residents of an other
regions, it is known as negative intergovernmental externalities. Thus the
dumping of poorly treated sewerage in to a river by one region may affect the

health of the residents it the down stream region .

We refer vertical intergovernmental externalities when such kinds of impact
exerted between the federal and regional governments.
Horizontal intergovernmental externalities are between sub national

governments.

2.3.4. Multiple Taxation

Multiple taxation sometimes its called tax over lapping by some scholars
considered as, secondary problems of fiscal decentralization. Bernard is one of
the advocates of this idea'’. Overlapping taxation is one of the phenomena that
can be seen in a federation. It simply means, same tax base is taxed more than

once. *® It can be created in three ways:-

Vertical Multiple Taxation: it happens when different levels of  government
(federal and regional) impose tax in the same base.
E.g. when income tax imposed by both the federal and
regional governments.
Horizontal Multiple Taxation: Occurs when the same tax base taxed by the
different regional unites of government atthe same level .

E.g. when income tax imposed by two regional governments

Intra Unit Multiple Taxation: Occurs when one tax base is taxed twice by
one government. Fore instance, imposition of income tax on both corporation
and personal on corporate dividend income in the American public sector
can be a good example for intra unit multiple taxation,”

Multiple taxation, based on the above presentation, considered as one of the

challenges for fiscal decentralization.

16
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2.4 Intergovernmental Fiscal Instruments

In the previous sections it is discussed that, in a federation intergovernmental fiscal
problems are certain to arise. We also discussed that there are multiple factors for the
existence of vertical as well as horizontal fiscal imbalances in a federation, which

were considered as challenges of fiscal decentralization.

In this section we shall see different kinds of approach that helps federations to reduce
fiscal imbalances. Different federations apply a number of intergovernmental policies,
such as conditional grant, unconditional general purpose grant, matching grant, non
matching grant, vertical grant, horizontal grant and income tax credit etc.

Some federation use a mixture of 2 or 3 kinds of grants, but the most important point is
addressing the imbalances that already exist in federation.

Now let’s discuss major intergovernmental fiscal instruments,

2.4.1 Allocation of Grants /Intergovernmental Grants /

In order to address fiscal imbalances and challenge of fiscal decentralization, different
types of grants are allocated. Normally the flow of intergovernmental grants are from a
higher level to a lower level government.50 In other words from federal governmental
to the regional governments.

One of the principal objective of such inter governmental grants are reducing the
horizontal imbalance between the regional governments. Hence most of the time the
federal government took the major revenue sources for different reasons, allocation of
grants is one of the basic revenue to the sub national governments. Each type of grants

has its own characteristics. Therefore, it is beneficial to see one by one.

2.4.1.1 Conditional Grant

Conditional grants sometimes called specific purpose grants or categorical grants. In this
types of grant the federal government is the one which specifies the purpose of the
grant which the regional governments receive. %2 As a result such kind of grant often
address concerns which are highly important to the federal government but contrary to

less to the regional governments.53
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Solomon said,
“As the conditions become more specific, the states will
in effect be left with no option but of spending the money
in the area specifically required by the center. e
Since the conditions are set by the federal government, regional governments can not use
the grant for other purpose. For instance, if the grant is conditions to the building of
health care center, the respective regional government cannot use it for building of

elementary school.

It is important to note the objective of specific purpose grant. It is to impose conditions in
order to build up nation wide standards for provision of pubic services.”

Categorical grant further play a major role in curbing financial embezzlement ,
inefficiency and corruption because, it is the federal government which control and

audit the grant.’®

Ronald Watts suggests that, if conditional transfer constitute a large part of the
revenue transfer and significant part of the whole regional state’s revenue, it may
undermine the autonomy of the regional governments.57 Because it induce regional
governments to undertake expenditures not necessarily — important 1o their own
priorities.

With in conditional grants, there are several types. Let’s see some of them.

A. Matching Grants

Matching grants are conditional grants which regional states shares the cost with
the center in order to get the grant. °* The federal governments can give conditional
matching grants, but that means the stats shall share the cost with it.

Most federal states introduced matching grant; one, for optimize the use of limited
federal resources and second, to encourage regional states to spend on activities
which has a national benefit, like standardized education, health care etc.*

Matching grant is in two forms:-
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» Open Ended Matching Grants and
» Close Ended Matching Grants

Open Ended Matching Grants : In this grant, when ever the regional state expend,
the center shall support that particular activity. For example, a grant may indicate that
the local government spends a dollar on health, the federal government will contribute a
dollar as well .*’What ever the local government expends, the center will support. In
other words, there are no limitations which the center gives to the regional states. That is

why it is said an open ended.

Closed Ended Matching Grants : Unlike open ended matching grants, the center
may specify some maximum amount of money that it will contribute.”’ Thatis why it
is said closed. The local governments can get only the specified amount of grant from

the center.

For the purpose of budget control most governments put a ceiling on the federal

government share.”!

B. Non Matching Grants

Unlike matching grants, the regional stats are not required to match the contribution of
the federal government. 62 The federal government offers only a fixed mount of money
with stipulation that, it will be spent on a specified public good. That means the states are
not duty bound to expend their budget in order to match the grant given by the federal

6
government. :

C. Block Grants

Block grants are essentially non-matching conditional grants. In block grants, unlike
other categorical grants, the recipient state and local government have more
flexibility in spending funds which are acquired from the center**. One example ,

let’s say the block grant program is for education, in this case the state or the local
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government can spend the grant either for elementary or high school or even tertiary

level education. This gives the state to spend the grant in its need.

It was under Regan administration (early 1980s) that block grants became popular in the
United States. Job Training Partnership Act of 1982 is one example of block grants under
the Reagan administration. But despite the efforts of the Reagan administration, the
categorical grant ( without block) remains the dominant means of transferring funds

from the federal governments to the state and local governments.

To address fiscal imbalances different countries applied grant system which is more
appropriate to their priorities. Here under, four countries (USA, Germany, UK and, India)
experience of addressing fiscal imbalances discussed. The purpose of discussing these
countries experience is to compare with Ethiopian intergovernmental fiscal transfer

system under chapter three.

The United States

In the United States, unlike most developed countries , conditional grants are used

rather than un conditional grants.*® Further it is argued that conditional grants are a
better response to U.S needs than the use of un conditional grants .

“In the United Sates, conditionality of federal state  iransfers is

the norm, but the states retain their right to legislate, their

own programs.” 6
As aresult the federal government have a power of imposing national standards for

the design of state program.

According to Rosen, in the early 1990’s conditional grants accounted more than 90
percent the federal grant. And 2/3 of the grants were given to the state governments and

the remaining is given directly to the local governments. 66
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Health, Income, security, education and training are the four most important categories
of federal grants in the US.®” 55 percent of federal grants are accounted for health
and in come security &

According to Hyman, education, housing and community redevelopment , waste
treatment facilities, and airport construction are federal grants that are directly given

to the local governments . ©

All forms of conditional grants ( open ended matching , closed ended matching and
non matching) are used in the United States but closed ended matching grants is the

most common one. 0

In the early 1980s under the Reagan administration, block grants become popular. And
many categorical grants were consolidated in to a few broad block grants. " Now in
U.S.A categorical grant remains the major means of transferring grants from the federal

government to the states and local governments.

It can be concluded that, in the United States, conditional grant is used to address fiscal
imbalances. And through it, the federal government intervenes in to states and local

. 2
government affairs !

German
Unlike many other countries, German tax system has a unique feature. All major taxes
are shared by the federal and regional govemrnents.” Including , personal income

tax, corporate income tax, and VAT.

In 1990, about 64 percent of the state revenues and 30 percent of local government

revenues came from shared taxes. '

The federal government, to lift up financially weak states (east & west) offers grants. In
1990, 15 percent of the states and 22 percent of local government’s revenue came from

the federal grant .”
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German transfer system is considered as the most “conditional’’ one comparing to others.
This is  because the regional governments intended to finance expenditures that the
Lander incurs in administering the federally legislated programs.” All the programs
are formatted by the federal government as a result, the states have no choice except

performing in accordance with it.

“Such conditionality is obviously absolute in the sense that
all Lander are required to administer uniform  national
public service programs in their own jurisdiction . i

In fact when the program set in the federal house each Lander can put some remark
through its representative to minimize the absoluteness of the conditional grant.
With this it is clear that Germany uses conditional grants as a means of addressing

imbalances.

The United Kingdom
Unlike America and Germany, the United Kingdom (UK) is unitary state. Even if, the

central government can, at any time, by the ordinary process of legislation, changes the
powers of local authorities or abolish them altogether, it has important features in dealing
fiscal imbalances. Almost all major taxes (personal income tax and corporate in come
tax) are collected by the center. Only local residential property tax (council tax) are

collected by the regions among the major taxes 7

In the UK, grants for the local authority are grouped under three broad heads. The first
one is aid from the central government, the second is property tax, fees and charges
on services provided by local government, rent, interest, the third is miscellaneous
charges of which the largest component is council house rents. Since the local units
have very limited fiscal resources, the grants from the center are necessary. 7

Unlike the United States and Germany, the UK grant system is different. Both general
purpose ( unconditional ) grants and specific ( conditional ) grants are applicable in

UK.” it is general purpose grant which is applicable widely, but the specific purpy
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grant can be used to address the spill-over or externality effect of specific projects,

such as roads, education and social welfare. Ak

In the UK addressing fiscal imbalances took a mixture of both conditional as well as

un conditional grant system.

India

According to literatures, Indian intergovernmental fiscal transfers go as far back as

1919, and encountered many changes after its independence from UK in 1947 %

In order to address fiscal imbalances, the Indian grant system consists  of three
elements :(1) In order to assist the backward areas, a revenue sharing scheme
introduced  through a general purpose grant®>. This is operated by the finance
commission. (2) Both conditional and unconditional transfers from the federal
government to the regional states® . (3) Local government borrowings with the

approval of the federal government. 8 But this is not grant in the strict sense.

India just like the UK, practices both conditional as well as un conditional grants
which are authorized by the planning commission.”’ According to Jun Ma study, in
1992/93 transfers authorized by the commission amounted to 38 percent of the total

transfers ( world Bank 1995, p.45)
In India, some of specific (conditional) grants are matching ones. And it is the planning
commission which specified conditions for some part of its grant to the regional

states and local governments.

2.4.1.2 Unconditional /General Purpose Grant /

The other type of grant, in order to address fiscal imbalances and minimize the

challenges of fiscal decentralization, is unconditional or general purpose grant.

Unconditional or general purpose grant is simply the opposite of conditional or

specific purpose grant. Unlike conditional grant, the federal government does not put



The Pros und Cony of Unconditional Grant under The Ethiopian Federal Arrangements:
A Comparative Study

any restriction or specification on the grant which it give to the states and local

governments &

discretionary power to use the grant according to its prioritiﬁ:s.87

For this, Solomon Said,
“ It is characterized by the absence of significant restriction
on the use of funds as il is al the regions discretion (o spend

the money for any preferred purposes . 88

According to Bernard P. Herber, there are a number of reasons why countries
use unconditional or general purpose grant. 8

These include,

1. Supporting states that have inferior tax ( revenue ) sources comparing to
the federal government .

2 The fact that exists different fiscal capacities of states and local governments,

3. From the economics point of view, it helps to scale tax administration.

Unconditional or general purpose grant has its own disadvantage .Bernard said,
the application of unconditional or general purpose grant conflicts with the
principles of fiscal symmetry.go This is because tax ( revenue ) collected by one (
federal) government and spend by an other ( states or local) governments which
is called fiscal asymmetry. As a result, it causes fiscal irrespcmsibly.91 In order to
solve this asymmetry Solomon said:
“ this asymmetry would be avoided , however, if the same
government that takes the taxing decision also in a

symmetrical fashion, takes the spending decision. 92

. That means the receciver state or local government has absolute

Further, Solomon point out, even if it has its own disadvantages, the application of

unconditional or general purpose grant is needed to equalize the financial capacity

of states as well as local governments e
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It seems that, countries use unconditional or general purpose grant in a limited range or
circumstances. In order to minimize the asymmetric effects of it, in the UK as discussed
carlier, both conditional as well as unconditional grant are applicable. For addressing
spill over effects or externalities and specific projects like education and social
welfare, conditional grant applied. In India also some matching conditional grants
applicable despite the use of wide ranged unconditional or general purpose of grant.
These shows in order to minimize the fiscal asymmetric effect of unconditional or

general purpose grant, countries uses specific purpose grant insome degree.

In concluding about unconditional grant, the main reason for the federal government
to give unconditional or general purpose grant to states and local governments is to
equalize fiscal capacities of different states in a federation in order to ensure the

+ x s : . 94
provision of some minimum level of public services.
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2.5 Grant Formula

We saw that in a federation, intergovernmental fiscal problems are certain to arise.
Addressing these intergovernmental fiscal imbalances is one of the core points of fiscal
federalism. In the previous section, we discussed how fiscal imbalances could be
addressed by the allocation of different kinds of grants ( conditional, unconditional )

to the states and local governments.

In this section we will discus how the criteria or formula in which the grant allocated
to the states and local governments are applicable. In order to avoid arbitrariness and
subjectivity in a federation, it is mandatory to have a common formula in which a grant
system operates in a federation .
In general there are four types of grant formulas;

» Based on Fiscal capacities and expenditure needs

» Based on only fiscal capacities

» Based on some needs ‘Indicators’

» Based on an equal per capital basis.

2.5.1 Formula Based on Fiscal Capacities and Expenditure

Needs

As the name speaks for itself, this kinds of formula consider both fiscal capacities
as well as expenditure needs of states and local governments »

““Thus , in order to consider both fiscal capacities and expenditure needs, a typical
formula of this typesis necessary.

Tri:Ni—CifOTRi

N; = the fiscal need of the aregion
C; = the fiscal capacity of a region
Ni-c; = the gap between the fiscal need and fiscal capacity (own source or revenue)

OTR; = other transfers (e.g. Conditional transfers)’**>*
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According to this formula, the gap between each state fiscal needs and fiscal

capacity will be filled by the federal government. %6

Application of this formula can be seen in Germany, UK, etc
In this formula the requirement of data, especially on expenditure needs, is very
important. 97 Because the allocation is based on the expenditure needs of regions,

previous expenditure data of regions is important to allocate the feature transfer.

2.5.2, Formula Based on only Fiscal Capacities

This type of formula is also called representative tax system. Relatively it is easy to
implement and need not require data as the previous formula.

The typical formula is as follows;

Tr; = pi (B/p- Bi/pi) t

Tr; = Transfer from the center to a region

P, = population of a region

B;= tax base of a region

P = Total population of the country

B = Total tax base of the country

{ = The country’s average effective tax rate on the tax base

B/P B/P; = measures the gap between the national average per capita tax base and a

region per capita tax base .
According to this formula the federal government transfer will create fiscal capacity
of the below average region up to the national average % An example of the use of

this formula is Canada.

2.5.3 Formula Based on some Needs ‘Indicators’

In this formula, fiscal capacity is not considered. Because, getting such data are difficult
to obtain.'® As a result, the use of varieties of indicators are mandatory. In other words,

though there are no data, there are verities of indicators which describe the fiscal needs of
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a region and the choice made pursuant of the government objective as well as historical
and political factors.'""

The following are a typical indicators used to determine regions fiscal needs;

Per capita income level,

Poverty incidence;

Unemployment rate;

Population density;

Area;

Infant mortality;

Life expectancy;

School enrollment rate

Infrastructure and

Other indicators

Most of the time, more than one of the indicators often used to determine a region fiscal
need.

The most important issue is, understanding and choosing the right indicator. It is a very
sensitive question and need to be taken with careful consideration.

India could be a good example of applying this formula.

2.5.4 Formula Based on an equal per Capita basis

This kind of formula, Comparing to the above three, has relatively weak equalization
effects.'™ This formula cannot absolutely equalize but reduce fiscal disparity between

regions.

The formula is as follows:
Tr=Pi(TT/P)
TT= Total amount of transfer

P= Total population eligible for the transfer program

An example of using this formula is Germany; in VAT sharing, Canada’s EPF, UK’s

NDR and a number of Indonesia general purpose grant.'”
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Among all formulas the first one provides potential full equalization and the last one is

less effective in equalization.'®

By using the above formulas different countries address fiscal imbalances through

allocation of grants.

Conclusion

In this chapter, the major theoretical aspect of fiscal decentralization was discussed.
Fiscal decentralization occurs as a result of distribution of revenue source and
expenditure responsibilities between the center and regional states. The two challenges of
fiscal decentralization are vertical and horizontal fiscal imbalances. Vertical fiscal
imbalance occurs because major lucrative revenue sources are allocated to the federal
government and the states left with limited revenue which, most of the time,
disproportionate to their expenditure responsibilities. Horizontal fiscal imbalance occurs
because of uneven distribution of natural resources and revenue raising power between

regional states.

The main purpose of intergovernmental fiscal instruments is addressing both vertical and
horizontal fiscal imbalances. In order to fill the fiscal gap, allocation of grant or
intergovernmental grant is transferred to the regions from the center. The transfer,
whether conditional or unconditional, is dependant on the fiscal policy of a country.
Different kinds of grant formula are used in different countries. The objective of having
formula is, to set objective criteria of transferring the fund to the regions. The formula
could be based on; fiscal capacities and expenditure needs, only fiscal capacities, on

some needs ‘Indicators’ and, on an equal per capital basis.
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Chapter Three

Fiscal Decentralization in Ethi}:pia

Many agree that fiscal decentralization resulted after the downfall of the military regime
(Derg) in Ethiopia. Before that historically there was a highly centralized form of fiscal

policy. The process of decentralization was driven by a number of factors.'

In Ethiopian fiscal decentralization process, proclamation no. 33/1992 is the most
important legal instruments”. This proclamation, among others, specified the basis for
revenue sharing, expenditure and revenue assignment subsidy (grant) and borrowing.’
After few weeks following the collapse of the derg regime, various political forces agreed
on to form a transitional government of Ethiopia (TGE) * The transitional government
facilitated the formation of current form of government.

The next section discuses the features of the TGE fiscal policies.

3.1. Fiscal Decentralization under the Transitional Government of

Ethiopia (TGE).
In July 1991, by the effort of EPRDF, a national conference was made” and the signing of

the Transitional Charter by representatives of 31 political movement’s made®, At the
same time the council of TGE was formed. The council was constituted 87
representative, member’. In the council EPRDF has a dominated 32 seats, the Oromo
Liberation Fronts (OLF) has 12 seat, until it with draw from the government in June
1992°,

The TGE was stay in power from July 1991-August 1995°. But the charter declared it
will not last more than two and half ycarslo. In the mean time the council was charged
with constituting a commission to draw up a draft constitution''. The TGE, in order to
decentralize administrative as well as fiscal powers, formed fourteen regions and defined
the autonomy of the central, regional and local levels of governmentlz. As a result, it is
said that, the establishment of TGE is the marked departure from centralized fiscal policy

to decentralized one'.
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3.1.1 Economic Policies of TGE

It is important to discus the economic policies of the TGE at least for two reasons. (1)
The radical change from command economy to market economy needs a brief
explanation and, (2) economic policies dictate fiscal policy of a country. So, by looking
in to the economic policies of the TGE, one can understand fiscal policy of TGE.
According to Ayele the economic policies of the TGE were; 1

a. ““To replace the command economy with the market economy

b. To enhance popular participation in economic activities and decision- making

processes by ensuring control over resources by regional authorities.
¢. To perform structural adjustment of the economy
d. To put the most emphasis on the agricultural sector and

e. To increase and diversify export.”’

Further, Ayele said the main objectives of the economic development program were
to build a market economy in which (1) the Ethiopian people are beneficiaries (2)
dependence on food aid is eliminated and (3) rapid economic growth"”.,
The TGE in the first place busy in transforming of the command economy to a market
oriented one. Structural reform has been also undertaken. These were; 16
‘e Government structure was decentralized and power was moved to regional
states.
e For achievement of fiscal balance a number of tax reforms and other
government revenue enhancement measures were taken,
e Prices were partially deregulated,
e The role of the government in economic activities was limited,
o Public enterprises were granted autonomy and institutions like privatization
agency and foreign trade promotion agency were established,
e A new investment code was promulgated to provide incentives and

improvement for investors,
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e A new labor code where in retrenchments (lay off of workers when demand
for goods and services fall) and redeployment of workers is allowed was
introduced,

e Automatic hiring of graduates from higher education institutions was
terminated,

e To transform the back ward and bureaucratic civil service reform has been
under taken,

o Capacity building and corruption campaign embarked on,

e The financial institution reform provides for the private investors to
commence banking and insurance business and compete with the state owned
ones on commercial basis,

e A new depositand loan interest take structure was introduced,

e Tight monetary policy was pursued to ensure consistency of growth rate of
money supply with that of nominal GDP so that inflation could be checked
and external balance maintained,

o Inthe process of liberalization automatic granting of import licenses except
for goods on negative list became effective,

e The local currency (birr) was initially devalued from birr 2.07 to birr 5.00 per
USD and then after foreign exchange auction was introduced to make the

exchange rate market determined.”’

3.1.2 Revenue Assignment

According to Proclamation No. 33/1992, the objective of revenue assignment based on
tax base and revenue sharing has been stated. These were to; W
““a) enable the central government and the regional governments to carry out
their duties and responsibilities,
b) help the regional governments develop their region on their own initiatives,
¢) narrow the gap in development and economic growth between regions,

d) encourage activities that are of common interest to regions.”’
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Under the TGE there were two important proclamations which enable the establishment
of national self government (Proclamation no. 7/1992) and provided the functions of
ministers and bureaus together with defining the functions assigned to the regions
(Proclamation no. 41/1992)"
3.1.3 Revenue sources of TGE

Under the TGE the revenue sources are classified as central, regional and joint.
Proclamation no 33/1992 give power to regional states to levy duties and taxes.'”
According to the proclamation, the tax rate that are reserved to joint use by the center and

the regions are determine by the central govemmerlt.20

The regions may not have the power of determining tax rate even from sources
exclusively left for them, because the proclamation proposed the tax system that have
unified policy.” That means it was the ministry of finance, which give a final decision
on it.

During the period, there were implementation problems.22 These problems related to
some specific provisions which assign some tax source to the region, for instance,

* Profit tax

+ Personal in come tax and

« Sales tax from enterprises owned by regions.
The main implementation problems are attributed to (1) different capacity of regions to

collect revenue and (2) uneven distribution of public enterprise in the regions.

The modality of determining the share of the center and the regions in joint revenue was
not clear and as a result the regions have not benefited since they are under the control of

central govemment.23
According to Befekadu, in this period the revenue generated by the regions was very

weak and below the level required to fulfill the objectives fiscal independencez".

According to proclamation no. 33 /1992 the revenue power of the center and regions as

25
follows;
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Central
The following are revenue of central government
-Duties, taxes, and other charges levied on the importation and exportation of goods,
-personal in come tax collected from employees of the central government, and
international organizations,
-profit tax, personal income tax and sales tax collected from enterprises owned by the
central government,
-tax collected from national lotteries and other chance winning prizes.
-tax collected on income from air, train and marine transport activities,
-tax collected from rent of house and properties owned by the central government, and
-charges and fees on licenses and services issued, or rendered by the central

government.

Regional
The following are revenue of the regional governments;

-personal income tax collected from employees of the regional governments and
employees other than those mentioned,

-rural land use fees,

-Agricultural income tax collected from farmers not incorporated in an
Organization,

-profit and sales tax collected from individual traders,

-tax on income from inland water transportation,

- tax collected from rent of house and properties owned by the regional
governments,

- profit tax, personal in come tax, sales tax collected from enterprises owned by

the regional government,

- income tax, royalty and rent of land collected from mining activities, and

- charges and fees on licenses and services issued or rendered by the regional

governments.
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Shared

The following are shared revenues between the center and the regions;

-profit tax, personal income tax and sales tax collected from enterprises jointly owned by
the central government and regional governments,

-profit tax, dividend tax and sales tax collected from organizations that carry out business

activities

- profit tax, royalty and rent of land collected from large scale mining, any petroleum
and gas operations and
- forest royalty

One thing which can be noticed from the proclamation is that, the allocation of external

assistance and grants were not specified in it. In other words, allocation of external loan

and borrowings were not discussed in proclamation no.33/1992.

When we see the revenue shares of the center and regions, in 1993/94 budget year, the
regions share were only 10 percent of the total revenue”’. According to Eshetu (1994)
study,

-Agricultural income tax,

-land use fee,

-rental income tax,

-stamp sales and duty

-charges and fees, and

- pension contribution were the most important source of revenue for regional

27
Governments™ .

Following the revenue classification of the two levels of governments, it is clear that (1)
major revenue sources are allocated to the center and (2) revenue source of the regional

governments were less than their expenditure responsibilities.
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3.1.4. Expenditure Assignment

Once we start to see the fiscal practice of the TGE, it is important to see its expenditure

assignment at least in a brief way.

According to Eshetu’s study on 1993/94 budget year, the distribution of expenditure
between the central and regional government have big gap’®. The share of regional
government were a little bit over to 37 percent while the share of the central
government were the remaining 62 percentzg. According to the study, order of

expenditure share sector by sector follows as;

- social sector 77.6 percent, which was the highest share,
- Economic service 58.3 percent,

- Public order 65.8 percent,

- Defense 25.5 percent, which was the lowest, and

- Others 8.85 percent

Regions had the highest expenditure share in the social sector (education 73.7
percent and health 87.8 percent) while the lowest in economic sector (trade,
transport, industry, mining, energy) as a result these activities were covered by the

30
central government ~.

3.1.5. Fiscal Imbalances

During the TGE, there were both vertical as well as horizontal imbalances.
It was discussed in the previous section that the revenue share of the regions was
small percent of the total revenue. So as a result, there was a striking degree of

vertical imbalance during the period“.

In fact, beside the revenue gap, there were other factors which promote vertical
imbalance®?. For example;
-Limited administrative and technical capacity to raise revenue and

-Lack of capacity to internalize public expenditure or their dependence on
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transfers were some of them.

Other than vertical imbalance, during the TGE there was regional (horizontal) fiscal
imbalance (HFT). These imbalances were created mainly as a result of having lesser

ability to finance spending from own sources of revenue’.

3.1.6 Inter-Governmental Transfers and Borrowing

According to Proclamation no. 33/1992, transfers and borrowing are the two instruments
that deal with fiscal imbalances®®. According to the proclamation the purpose of transfers

is;

“ o promote social services and economic

development of the national regional governments,

to accelerate the development of the neglected and
forgotten areas, to narrow down the gap in per capital
income between regions, to support projects that

help control negative externalities, to encourage foreign

currency earning projects to the national interests.”” (T GE 1992)

The proclamation set procedures of getting grant from the central government when
a region needs a transfer, it must submit its subsidy request to the Ministry of
Finance and Ministry of Planning and Economic Development, and then the two
ministries review it and allocate the grant’. Until 1994/95 there was no grant
formula. In that case the allocation was more or less applied by the subjective
judgment of two ministries.
Proclamation 1n0.33/1992 give power to the MoFED to control and facilitate the
borrowing of money to the region based on the proposal submitted to it*®. This process
may affect regions needs since the ultimate decision is given by MoFED which advocates

the position of the center.
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3.1.7 End of TGE
The promulgation of the 1994 constitution of ‘Federal Democratic Republic of ~Ethiopia
(FDRE)’ considered as the end of TGE.

Even though the TGE encounters different kind of obstacles, shortage of skilled man
power and infrastructure, its  structures are considered to be federal like
structure’ . TGE is criticized to adopt federal system with out passing transitory steps
(decentralized unitary system)38. For this one writer said a ‘radical formation of

.3
federalism’’.
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3.2 Revenue Transfer under the 1995 FDRE Constitution

The existence of expressed constitutional provisions for the transfer of revenue from
the center to regions may not guarantee to have an effective system, nor the absence of
it avoid having good transfer system40.Factors like, political process, existence of
independent institutions responsible for the transfer system and historical background

of acountry plays animportant role for achieving effective transfer system *'.

The 1995 constitution in relation to fiscal policy, does not specify the absolute or
relative magnitude of grants given to states from the federal pool.42 However, the
constitution recognized intergovernmental transfer of revenue and plays a major role
in determining the financial capacities of states ® In other words the constitution has

provision which deals about fiscal transfer, revenue sharing and allocation of grants.

The constitution under article 62 (7) said the states can get grant from the center i
and least advantaged in economic and social development nation, nationalities and
people shall get special assistance from the center. * Despite its ambiguity, article 95
provides shared revenue between states and center.”® According to article 62(7) of the
constitution, regional states has a right to get grant or subsidy from the federal
government. But the power of determining the grant is given to House of Federation

(HOF).

In principle , the theory of intergovernmental fiscal transfer suggests, the importance
of having constitutional or other legislation provisions as to how the revenue
sources distributed among states and the center. B According to this principle, most
federations like Germany, India and Nigeria, provided expressed provisions on the
constitution for the allocation of conditional and unconditional grants and for revenue
sharing. ¥ However, as stated above having the expressed provision in the constitution
or other legislation does not guarantee to have an effective transfer system. USA and
Canada could be the best example that have no provision in the constitution but
considered as best example in exercising conditional grants. However, having an

explicit provision is more beneficial to the system of intergovernmental fiscal transfer.
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In Ethiopia, unlike many federations, it is the House of Federation ( HOF) the political
organ which determine the amount of grant given to the states % In some federation
for example in Australia(Australian Grants commission) and in India (Indian Finance
and plan commissions ), the transfer system is worked thorough independent

institution.
According to article 94 (2) of the FDRE constitution which says:-

“the federal government may grant lo stales emergency,

rehabilitation and development — assistance and loans, due
care being taken that such  assistance and loans do not
hinder the proportionate development of states. The federal
government shall have the power [0 audit and inspect the

proper utilization of subsidies it grants 10 the states.”’

The federal government can give conditional grants for the execution of matters
with in states jurisdiction by putting specification and controlling it 2

Solomon raises a very important question whether the federal government can
provide conditional grants to the states in the areas where it cannot enact laws? >
To address this question R. Watts and K.C Wheare have diverse opinion. According to
K.C Wheare the federal government should not give conditional grant to the states by
affecting the execution of state power.54 His view is on a strictly federal one by giving
same weight to financial power and legislative power. 3> However, unlike Wheare
view, R Watt’s believes, in order for a federation to operate effectively Varity of
devices should be applied and these devises include overlaps and interdependence
between the order of governments among which conditional grant could be an

example. ’ 6 o, R. Watt support transfers of conditional grants to the states as long as it

helps the federation to operate effectively.
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According to article 94(2) of the Ethiopian constitution, though it is not explicit and
powerful as the Indian and Australian constitutions, it permits the allocation of
conditional grants >’, The application of conditional grant is important for the execution
of specific projects in national bases, However, the Ethiopian system does not recognize

transfer of conditional grants, despite article 94(2).
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3.3 Fiscal Imbalances

As we said in chapter two, the main challenges of fiscal federalism are fiscal imbalances.
Because major revenue sources allocated to the federal government, vertical imbalance
created and the difference between regional states in their revenue rising capacity there
exists horizontal fiscal imbalances.

The theory of fiscal federalism presumes an effective fiscal practice®®. However, in
practice many federations fail to balance fiscal expenditure and revenue raising power of
regional states. When we see Ethiopian fiscal decentralization, it encounters both vertical
as well as horizontal fiscal imbalances. Because the constitution does not create a balance
between expenditure responsibilities and revenue sources at the state level, and more
over, most lucrative revenue sources are allocated to the federal government, there exists
a high degree of vertical imbalances. As a result regional states are highly dependant on
transfers coming from the federal government . On the other hand, the country
experiences a significant degree of horizontal imbalance. This imbalance resulted
because of high degree of regional variation in terms of both the level and mix of revenue
raising capacities, heterogeneity of demographic and socio-economic factors®.

To get a clear picture of both vertical and horizontal imbalance in Ethiopian fiscal

decentralization, Lets see each separately.

3.3.1 Vertical Fiscal Imbalance

In Ethiopia there is a large and growing vertical fiscal imbalance which is attributed to
many factors, ol

= Major revenue sources are allocated to the federal government,

— The revenue assignment of the state governments is concentrated in direct tax

revenue which does not show any growth,

— Lack of capacity to administer tax, etc...
The vertical fiscal imbalance is widening from time to time. It was 14.7 percent in
1993/94 and 28.5 percent in 1995/96 fiscal year. ©* And it is likely to persist in the
foreseeable future. The percentage indicates that, within two fiscal years the vertical

imbalance between the center and the regions doubled. These shows that the revenue of
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the regions be come smaller and smaller and the federal government dominate the total

revenue.

Ethiopia: Expenditures and Revenue of the Federal and state Government (in percent & Total) 1

Table: 1
1993/94 1994/95 1995/96
Preliminary Preliminary Actual * Budget
Actual *
Federal government expenditure
share 68.5 60.1 55.4
Revenue share 83.2 85.3 83.9
Difference > 14.7 25.2 28.5
State governments
Expenditures share 315 399 44.6
Revenue share 16.8 14.7 16.1
Difference * -14.7 -25.2 -28.5

Source: Ministry of Finance (MoFED)

1. The fiscal year runs from July 8 to July 7
2. Excludes in-kind grants and project grants, data on which will become available after fiscal

accounts are closed
3. The difference is between revenue and expenditure

On the other hand, the revenue raising power of the regional governments is very
minimal. This is mainly because, taxes collected from profits, residual surplus and
indirect taxes from federal government enterprises as well as important taxes which
constitute the principal share of macro revenue are constitutionally given to the federal
government 6 As a result states heavily depend on federal transfer to fulfill their
expenditure needs. 6% To illustrate, in the 2006 fiscal year regional governments average

revenue collected from the total tax and non —tax base was only 9.7 percent.
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Federal and Regional Governments Domestic Revenue collection, on 2006/2007 fiscal

year.
Table: 2

Government Domestic revenue % Share

Federal Government 15,133.0 90.3

Regional Government 1,620.6 9.7

Total 16,753.6 100.00

Source: MOFED Quarterly Reports and FU 2007/08 budget Proposal, June, 2007

To show the existence of vertical imbalance , looking expenditure of the federal and
regional government is enough. In 2006/2007 fiscal year, the expenditure share of the
regional government was only 28.0 percent and the share of the federal government is
very significant 5 This can be justified, because the federal government is
responsible for basic expenditures like, defense , internal and external debt payments

and special purpose grants. 66

2006/2009 Federal Government Budget Table: 3
Expenditure Amount % share

Recurrent Expenditure 9.5 26.8

Capital Expenditure 16.0 45.2

Budget Grant to regions 9.9 28.0

Total 354 100.0

Source: MOFED 2006/2007 Budget.

According to table 3, vertical imbalance shows how much the federal government
controls the regional governments. 7 To some extent vertical imbalance is justified when
there is a high degree of inter-regional inequality. In this case the federal government can

hold some resources to promote equality among the regional governmen‘[.68
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To compute vertical imbalances,

VI:E(R/s/R }/ {ESIE }E

Where VI = vertical imbalance measure,

R = Regions revenue

Es = regions expenditures,

R = national (federal plus regional state) revenue,

E = total expenditures (federal plus regional)

When using the above formula, the

value close to zero indicates

that regional

governments are more autonomous in their revenue and expenditure.f’9 on the contrary,

if the value close to one, indicates that the federal government

regional governments revenue.’’

control over the

By using such standard, as shown, in table 4, vertical imbalance in Ethiopia is larger 5

Averagely the regions are responsible 35 percent but raise only 20 percent.

Trends of vertical Imbalances in Ethiopia, 1993/94-2001/02 FY

Table: 4

Share of regional government (%)

Measure vertical |

In total national In total national Imbalance

revenue expenditure
1993/94 17.7 33.87 0.48
1994/95 15.0 36.21 0.59
1995/96 16.2 40.16 0.60
1996/97 17.3 41.45 0.58
1997/98 19.0 40.74 0.53
1998/99 16.1 31.25 0.48
1999/00 18.1 2.14 0.25
2000/01 17.4 31.72 0.45
2001/02 18.9 31.31 0.40
Average 17.3 34.1 0.47

Source: MoFED and World Bank ( 1998)
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In the 1999/2000 fiscal year a very large drop in the share of regional governments
expenditure is due to the fact that Ethiopia was at war with Eritrea”

As itis discussed above, vertical fiscal imbalances have existed in Ethiopian fiscal
federalism and its widening from one fiscal year to the other. So, in order to have an
effective system it needs intergovernmental fiscal mechanism which minimize the gap

between federal and regional governments.

Horizontal Fiscal Imbalance

Like many other federations, horizontal fiscal imbalance is one of the features of
Ethiopian fiscal federalism. As stated in the previous chapter, the fact that the
significance difference in revenue raising power between regional states and
variation in socio-demographic, providing services and others are the main reasons for
having horizontal fiscal imbalance”.

Natural resource is the other cause for horizontal imbalance in Ethiopia. For instance,
Oromia and SNNPR regions have better natural resources than Afar and Somali regions.
As a result the flow of investment and skilled man power prefer the region with better
natural resources. These can create different level of development in between the regional
states.

To witness the existence of horizontal fiscal imbalance in Ethiopia, as shown in

tables:5, in 2006 fiscal years, by comparing expenditure financed by regions own

revenue, there are significant difference among regions.
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Regional Governments Expenditure Financed from ownrevenue 2006 F'Y

Table: 5
Region Total Exp. Own Revenue % share of (2)
1 2 3

Tigray 695.7 194.9 28.0

Afar 332.0 38.0 11.4

Ambhara 1899.7 380.3 20.0

Oromia 2958.3 624.3 21.1

Somali 506.2 31.0 6.1

B.S Gumuz 229.0 22.1 9.7

SNNPR 1626.4 262.8 16.2

Gambela 156.2 12.4 7.9

Harar 119.0 20.5 17.2

Dire Dawa 153.9 343 22.3

Totoal /Average 8676.4 1620.6 18.7

Source: MoFED

Averagely regional governments cover 19.0 percent of their expenditure respectively
from their own soruces.”® According to table 5, Gambela, B,S Gumuze and Somali
Covered 79, 9.7 and 6.1 percent respectively. On the other side Tigray and Dire Dawa
covered 28.0 and 22.3 percent of their expenditure from own source. Difference per
capita of regional governments in raising revenue are the reason for this horizontal
imbalance.”.

When we summarized the above points, the existence of horizontal fiscal imbalance in

the Ethiopian fiscal system is certain. In order to achieve an effective system this

imbalance should be addressed through intergovernmental fiscal transfer.
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3.4. Transfer

The federal government budget transfer is the major inter governmental fiscal
instruments which are used to close down the fiscal gap. Since the 1992/93 fiscal year up
to now, the federal government, in order to address fiscal imbalances, allocate substantial
amount of budget to the regional governments. By looking in to three fiscal years
(2004/05, 2005/06 and 2006/07) federal government transfers to the regions, one can
understand the importance of transfer under the Ethiopian intergovernmental fiscal

system.

3.4.1 Intergovernmental fiscal Transfer

It was discussed in chapter two, that fiscal imbalances are certain to arise in a
federation’®. In order to minimize the imbalances and create an effective system, there

must be an effective intergovernmental fiscal instruments.”’

In FEthiopia, in order to address both vertical and horizontal fiscal imbalance,
intergovernmental fiscal transfers are implemented. Proclamation no 33/1992 indicated
the two main types of fiscal instruments (transfers and borrowings) as a means of
combating fiscal imbalance. ’® But the proclamation failed to show how and by whom the
federal grant (subsidy) allocated to the regional states.”” As a result. During 1992/93 and
1993/94 fiscal years, the transfer was allocated in an ad hoc system without involving
a given formula.®® Because of that, it was criticized for opening gap for subjectivity and

absences of appeal against the rejected grant request.”’

Formula based transfer system introduced during 1994/95 fiscal year, which is two
years after the promulgation of proclamation no 33/992.%2 However, the formula has
been experienced a number of changes. The features of grant formula starting from
proclamation no 33/1992 until the new (2007) federal budget grant distribution formula

will be discussed in section 3.5.
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Table: 6 Federal Government Recurrent Expenditure in Million birr

2004/05 FY | 2005/06 FY) 2006/07 FY
Federal Government Regional | 5497.2 7072(52.3%) 9365(57.1%)
budget transfer
Federal Government Total | 11803.6 135325 16401
Expenditure

Source: MoFED (2007, 2006, 2005)

According to table 6, during the 2005/06 fiscal year from the total government
expenditure which was 13532.5million birr, 7071 Amillion was transferred to regions as
grant or subsidy. The transferred constituent, 52.3 percent of the total actual government
expenditure. In comparing to the 2004/05 fiscal budget it increases the amount of
transferred by 1574.2 million birr i.e. 28.6 percent from the 2004/05 fiscal year.

During 2006/07 fiscal year the total government expenditure was 16401 million birr
from the total budget 9365 million birr which is 57.1 percent , transferred to the regions
as a budget support. Comparing to the previous (2005/06) fiscal year, it has shown 2294

million birr increase which is 32.4 percent.

Considering the three fiscal years (2004/05,2005/06 and 2006/07, it is easy to see how
federal transfer is important to the regions in financing their  expenditure
responsibilities. On the other hand the amount of transfer increased together with the
increase in total government expenditure.Even if the majority of government revenues
are transferred to regions as a means of addressing fiscal imbalances, the Ethiopian
system of inter governmental fiscal transfer has been criticized for two reasons. 83
The first one is, lack of transparency in determining the grant despite the domestic
revenues ( tax and non-tax), the foreign assistance is not included in the calculation of
transfer.®* Second, the formula used for the transfer system encountered a number of

frequent changes starting from 1994/95.%
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3.4.2 Borrowing

The other intergovernmental fiscal instrument which the Ethiopian system apply to
address fiscal imbalance is borrowing.*® Regional government can borrow only from the
domestic sources. Foreign borrowing is prohibited.®’

According to proclamation no 33/1992, article 10, In order to borrow from the domestic
sources, regions should submit the loan amount and other important justification to the
Ministry of Finance and Economic development. 88

To demonstrate this, Derrese said;

“In short, Ethiopia has administrative controls on
domestic borrowing by regions while external

borrowing is strictly forbidden.” *

As discussed in section 3.1.6. Federal transfer and borrowing are the two instruments to
address fiscal imbalances. However, in relating to borrowing, both the 1992 proclamation
and the constitution did not clearly state who the borrower is. But in practice the national

Bank of Ethiopia considered as the borrower. 90
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3.5 Grant Formula

As discussed in the previous section, intergovernmental fiscal instruments are essential
in addressing fiscal imbalances. To allocate different kinds of grant, there should be a
common formula which a grant system operates. Depending on factors like, history and
political program or priority, difference countries adopt different formulas based on some

needs.

As discussed in chapter two Germany and UK based their formula based on both fiscal
capacities and expenditure needs. The Canada grant formula based only on fiscal
capacities, it does not see the expenditure needs of the regions. Unlike the German, UK
and Canada, India grant formula is based on multiple indicators which are attributed to
historical events and political factors. Though the formula based on different needs and

factors, it is mandatory to have a formula.

When we come to the Ethiopian grant system, starting from its introduction in 1992/93
FY (for not having definite criteria to allocate the grant) and encountering frequent

changes it has subjected to criticism.

In this section focus is made how the Ethiopia grant formula developed by looking
proclamation no 33/1992, the new (2007) federal budget grant distribution formula and

its predecessor grant formula.

3.5.1 Proclamations no. 33/1992

The proclamation says, revenue transfer is one of intergovernmental  fiscal
instruments especially in addressing vertical imbalances®' The procedure of revenue
transfer was also included in the proclamation. To get transfer from the center, the
regional government expected to submit a proposal to both ministry of finance and

ministry of planning and economic development.”.

The grant was allocated in an ad hoc basis. Meaning, there were no common criteria

applied to all submitted proposals.93 The grant finally allocated by the evaluation of the
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two ministries. According to the proclamation there was no appeal, if the proposal
rejected by the evaluation of the two ministers.”* During 1992/93 and 1993/94 fiscal
year, the transfer process was adopted in this fashion.

As discussed in section 3.4, proclamation no 33/1992°s procedure for transfer has been
criticized for not having appeal for the decisions of the proposed proposal by the two

W g 5 s g : 3 95
ministries and subjective criteria of the grant given.

3.5.2 The Previous Grant Distribution Formula

Starting from the 1994/95 fiscal year, grants have been allocated based on common
formula®. This formula has been subject for many changes through out the last thirteen
years. The formula has been based on different variable which most of them were

. . 97
subjective one.

The variable used were.”®

»  Size of population ,

» Differences in levels of development
* Revenue collection effort and

= Sectoral performance
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Variables of the Previous Budget Grant Distribution Formula.

Table: 7
Year Variable Weight in percent
1995 - size of population 30
- I-distance ( index of development) 25
- Regional revenue collection 20
- Capital budget allocation for EFY 1994 15
- Area
10
1997 - size of population 33.3
- level of development 33.3
- ratio of regional revenue collection to | 33.3
budget
1998 - size of population 60
- level of development 15
- ratio of regional revenue collection to | 15
budget
- area 10
2000 - size of population ke
- level of poverty 10
- level of development 20
- revenue collection effort and sector | 15
performance
2004-2007 - size of population 65
- Level of development 23
- Revenue collection effort 10

Source: MoFED, and Management Department, February, 2006 cited from the new budget grant
distribution formula.
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As illustrated in table 7, the weight of variables was changed in different fiscal years. For
instance, size of population took different weight in all fiscal years 30 percent in 1995,
33.3in 1997, 60 percent in 1998, 55 percent in 2000 and 65 in the years 2004 — 2007.

3.5.2.1 Short comings of the Previous Formula

The following points are considered the major limitations of the previous formula.”
> “‘subjectivity of the variables and weight given to the variables in determining
regional expenditure needs,
» Absence of considering recurrent expenditure needs by focusing only on
capital expenditure and
> Absence of analyses potential revenue raising power of the region which
resulted in impossibility to know the difference between actual and potential

revenue raising capacity of the regions.”

3.5.3 The New Federal Budget Grant Distributions Formula

Basically the introduction of ‘The New Federal Budget Grant Distribution Formula’
needs, in order to address the short comings of the previous formula.'” It was the House
of federation ( HOF), with understanding the short comings of the previous formula,
who decided the need for a new formula.'”'

The new formula follows the Australian experience, which is based on revenue capacity
and expenditure needs of regions.'”* With the support of Australian consultant and

East AFRI-TAC( IMF) including MoFED, the new formula prepared in 20047

3.5.3.1 Principles of the New Formula

There are three principles which guide the new formula. One, equality to get public

service;

“Every Ethiopian leaving in any part of the country is entitled by and

- ; .o nl0d
large, to similar range and level of  public services.

Two, independence of budget transfers

“The annual budget grant distributed to regions is independent of the

their tax effort or expenditure level, i.e., it is effort nutral. it
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Third, entitlement of budgetary support
“ Regions that are forced to spend more than the standard
regional expenditures are entitled to budgetary support to

finance the gap. ™"

In the new formula, if incase a region collect higher revenue, it will not get
incentive or its budget transfer will not be reduced'” similarly , if a region get
additional revenue to finance additional expenditure, its grant will not be

reduced or affected.'®

3.5.3.2 Characteristic of the New Grant Distribution Formula

Before discussing the variables of the new formula, it is important to look over
the characteristics of it.
The following seven conditions are considered as characteristics of the

new formula,
» “Facilitating similar standard of public services through out the

regions by creating  comparable  financial capacity among the

. 109
regions.

5 The formula used objective standards such  as actual or potential

revenues and expenditure data rather that subjective standards "’

> The new formula assess revenue base of regions and equalizes

; . i el 1
revenues generating capacity between regions

> It enables regions to exercise their constitutional granted expenditure

assignment. Because it assesses recurrent and capital expenditure

needs of the regions not subjective weighted variables.' 2

. . . 113
» It reveals sectarian expenditure of each region.

» Accommodates future events, its simplicity and transparency arc

considered as characteristics of the new formula.”’ L
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3.5.3.3 Variable used in the new (2007) Formula

Under the new formula four variables used to determine the expenditure needs of a
region. These are, Hs.
A. Populations,
B. differences in relative revenue raising capacity,
C. differences in relative expenditure needs, and
D

. performance incentives

The following is the formula.''®

G; pil APCG + ADF, + ADF, +......... ADF,)
Where:-
G; :- is the budget grant to each region
P;: - is the population of each region
APCG: - stands for “Average per capita Grant”
ADF: - stands for “Assessed Difference factor”

Remark: The New Grant Distribution Formula recently under takes reform. As a result,

variables of the formula may be changed. Since the reform is not completed and the
House did not endorse it, it has no use to discus the whole reform. But unlike the existing
formula rather than using the actual revenue, the reform would like to use potential

revenue and expenditure capacity of regions in determining unconditional grants™*.

3.5.3.4 Type of Transfers

The constitution recognized transfer of revenue from the federal to regional states.
These transfers may took either conditional or unconditional form Article 94 (2) of the
constitution which said,
Mo i i The federal government shall have the power o audit
and inspect the proper utilization of subsidies it grants (o the
states..”""’
According to the above article, the constitution opens the door to argue that it permits

application of conditional grants. However, Derrese argues that, the Ethiopian
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intergovernmental transfer system always applies unconditional grant.'"®According to
Solomon, in Ethiopia, there are specific grants that are not included in intergovernmental
fiscal relations''”. For example:- Road fund and water fund are given to regions with
some conditions with matching requirements. These can show even if it’s not

recognized expressly, impliedly the application of conditional grant is experienced.

As discussed in chapter two, the application of conditional grant, for limited purposes, is
important. From American experience we can learn that for acquiring equal public
infrastructure and equitable development, the application of conditional grant in some

sectors like education, health and road etc... are important.

Conclusion

In this chapter the Ethiopian fiscal system starting from the transitional government up to
now discussed. It started from the TGE because, the period witnessed the beginning of
fiscal decentralization. During the TGE (1) the economic policy of the country changed
from command economy to market one, (2) revenue and expenditure responsibilities
where decentralized. However, the radical transformation of federal structure with out
passing a transitional unitary decentralized system, considered as the limitation of the

period.

The federal constitution gives the revenue power and expenditure responsibility of
regional states. But, the revenue power and expenditure responsibility of regional
governments are not proportional. Most of major revenues are allocated to the federal
government. As a result, there exist vertical fiscal imbalances which increased almost in
each fiscal year. Uneven distribution of natural resources and public enterprises between

regional governments also caused horizontal fiscal imbalances.

Federal transfer and borrowing are the two major intergovernmental fiscal instruments
which address fiscal imbalances. The constitution or any other law does not expressly

provide the type of transfer (conditional or unconditional) which should be applied. But,
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in practice the transfer is unconditional grant. However, by virtue of article 94(2), it is
possible to apply conditional transfer which is more important to execute projects which
aim to produce a national standard.

Starting from the 1994/95 fiscal year, the federal transfer was based on a grant formula.
Before that the transfer was made by the subjective standards. The grant system is highly
criticized for its frequent changes. The variables used vary from one fiscal year to the
other. On the other hand, borrowing from the foreign source is prohibited and the national

borrower is not mentioned but in practices the national bank borrows to the regions.
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Chapter Four

The Pros and Cons of Unconditional Grant under the Ethiopian Federal

Arrangements

Introduction

We have seen that fiscal imbalances are common feature in a federation. To address both
vertical and horizontal imbalances, the application of intergovernmental fiscal
instruments is important. It is said that one of the intergovernmental fiscal instrument is
transfer of unconditional grant. Since the nature and characteristics of unconditional grant
discussed in chapter two, the purpose of this chapter is to show how unconditional grant
exercised in the Ethiopian federal arrangements. For this purpose there are two sections.
The first one, discuses about the benefits of applying unconditional grant. And the second
one, discuses about the disadvantages of applying unconditional grants in Ethiopian

federal structure.

4.1 The pros (advantages) of Unconditional Grant under the Ethiopian

Federal Arrangements

In Ethiopia the application of unconditional grant has its own advantages. It was
discussed in chapter two that the federal government does not put any restrictions to the
funds given to the states. As a result, it enables states to expend the funds in accordance
with their priorities. For example, as illustrated in table 5, in 1999 fiscal year for the
health sector regional states uses different percent of the total transfer from the federal
government. Afar region 13.46 percent, Amhara region 21 .53 percent, Bnishangul Gmuz
10.64 percent and Gambella 6.88 percent uses the block grants for the health sector.
These clearly show how priorities of regions vary in different regional states. Because of
the absence of restriction regions expend the fund according to their priorities. As a
result, it can be said that, the use of unconditional grant justifies the autonomy of regional

states in self government and administering their own budgetl.

The other advantage of unconditional grant in Ethiopian federal arrangement is its role in

addressing most of regional expenditure responsibilities. The major revenue of regional
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states to fulfil their expenditure needs comes from the transfer of unconditional grant
from the federal government.

Regions annual expenditure by comparing with the federal and own source  Table: 1

Region Federal transfer Own Revenue
Tigray 84.2% 15.8%
Afar 88.1% 11.9%
Amhara 81.0% 19.0%
Oromiya 82.5% 17.5%

Somale
Benishangul Gumuz 90.7% 9.7%
SNNPR 84.2% 15.8%
Gambella 92.1% 7.9%
Harar 83.4% 16.6%
Dere Dawa 73.5% 26.5%
Five annual fiscal year average (1995-1999 FY) Somale region no data

Source: HOF (2000EC) Impact Assessment made by the Secretariat (Unpublished)

According to the consolidated four annual fiscal year (1996-1999FY) average
expenditure of regions, unconditional grant covers 92 percent of the expenditure
responsibilities of Gambella region and the 81 percent Amhara region. These two are the
maximum and the minimum expenditure responsibilities covered by the transfer of
unconditional grant. These show how unconditional grant is vital for the states as the

major revenue source to address their expenditure needs.

Therefore, in Ethiopia, unconditional grant is important (1) to reflect the autonomy of
regional states and (2) used as the major revenue source to the regional states to cover

their expenditure responsibilities.
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4.2 The Constrains of Unconditional Grant under the Ethiopian Federal

Arrangements

The application of unconditional grant has some disadvantages in the Ethiopian fiscal
decentralization process. Among the major constraints of unconditional grant;

e Lack of skilled man power,

e Miss appropriate use of federal transfer by the regional authorities, and

e Last but not least, different level of development in providing public service

between regions.

4.2.1 Lack of Skilled man power

As discussed in chapter three, Ethiopia experienced a radical change from highly
centralized to decentralized form of government. The transfer of unconditional grant
needs more skilled man power than conditional grant. In case of unconditional grant,
cach regional state needs adequate skilled man power which uses the transfer at optimum
level to fulfil the priorities of the region. However, for a country like Ethiopia which does
not have enough skilled man power, the application of unconditional grant has some draw
backs. For this Solomon argue that there should be a transition of decentralized unitary
government before the direct application of decentralized federal form of governmentz.
Analysing the underground facts, Solomon is right. Had it not been radically changed to
decentralised federal structure, the problem of skilled man power would not be
exaggerated this much. However, because there was no enough preparation, the
immediate change to decentralization structure created high demand for skilled man

power in all regional states.

Unfortunately, at the beginning of TGE there was no adequate educated man power to
execute the federal program. According to Ato Ashenafi Mamuye (Grant Expert at HOF),
Even at present time, there is no enough skilled man power which properly utilize the
grant given in accordance with the region’s priorities at the regional level. Ato Ashenafi

said when impact assessment made by the secretariats of HOF (2000EC), one of the
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challenges of the regions in utilizing the federal grant is lack of skilled man power which

understand the region’s priorities and set the allocation to different sectors accordingly.

Since unconditional grant is given with out any instruction and specifications from the
centre, regional governments expected to have educated man power that produced
optimum level of utility from federal grant. According to Ashenafi, in 2001 EC a group
of experts from HOF visited all regions, and reported that, there is lack of skilled man
power to execute the grant in accordance with the needs and priorities of regional states.
Especially the four regions, (Afar, B.Gumuze, Somali and Gambella) experienced having
shortage of skilled man power.

Therefore, lack of skilled man power is one of the constraints of unconditional grant in

Ethiopian intergovernmental fiscal transfer.

4.2.2 Misappropriate Use of Federal Transfer

Another disadvantage of unconditional grant in Ethiopian intergovernmental fiscal
relation is, miss appropriate use of public fund other than public use. The constitution
gives expenditure power to federal and regional governments to spend the revenue for
public use’. However, there is no mechanism to hold accountable the respective public

officials, if in case they expend the fund other than public use.

Now a days, it is common to see that both federal as well as regional officials use the
fund to their own personal luxury life expenses. Having more than one house, car and,

very expensive office furniture which has nothing to do with the public use.

Since in unconditional grant, the federal government does not have a control over the
transferred grant to the regions weather it spends in accordance with the public interest or
not, If in case one region spends its fund other than public use, there is no mechanism to
hold accountable the official that made a decision to the expenditure. For instance, in
every fiscal year regions buy large number of expensive four wheel drive cars in the
name of different projects. Even if the federal government wants to limits a number of

cars bought in a fiscal year, the nature of unconditional grant does not allow it.
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The other justification for misuse of public fund is allocation of budget for miscellaneous
expenses. Miscellaneous expenses do not have clear meaning, but give flexibility or
windows to the authorities to spend the fund in accordance with their wish.

For example, as shown in table two, unlike any other region, Gambella region allocate
26.95 percent of its total budget for miscellanies expenses for 1996 fiscal year. However,
in the same fiscal year the region allocate only 11.09 percent for education. In 1997 fiscal
year the region allocate 27.8 percent for miscellanies expenses and 11.5 percent for
education.

Gambell’s region four fiscal year (1996-1999) Expenditure of Miscellanies and

Education expenditure in % Table: 2

Fiscal Year Miscellanies expenditure in | Education expenditure in %
%

1996 26.95% 11.09%

1997 27.87% 11.57%

1998 10.85% 10.16%

1999 10.85% 6.88%

Source: Computed from Impact Assessment made by the Secretariats of HOF (2000 EC) Unpublished

According to the figures, for the three fiscal year (1996, 1997 and, 1999) allocation

miscellanies expenses were almost double than the allocation of education.
Therefore, since there is no control from the federal government, by allocating substantial
amount of budget to miscellanies expenses, the regions may miss appropriately spend the

fund other than public interest.

4.2.3 Different level of development in Public Service

The existence of different level of development in public service is one of the results of
unconditional grant. As discussed in chapter three, in Ethiopian intergovernmental fiscal

relation, the norm is unconditional grant. Accordingly, regional states allocate the grant
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in accordance with their priorities. According to the priority, the allocation of revenue

varies. At the end the level of development varies between regions.

In Ethiopia, because regions allocate different proportion of revenue to the same sector,
there exists asymmetric development in education, health and infrastructure e. t. c.
absence of uniform national standard is the main reason for different level of

development between regions.

To show the existence of different levels of development between regions, four fiscal
years (1996-1999) expenditure of regions computed. Due to their importance,
expenditure of agriculture and rural development, education, health and, rural rode

construction are computed.

1996- 1999 FY Regions Expenditures of Agricultural and Rural Development in %
Table: 3

Region 1996 FY 1997 FY 1998 FY 1999 FY
Tigray 11.62 11.30 12.37 11.41
Afar 10.91 9.07 1393 10.86
Amhara 14.04 16.26 14.49 11.62
Oromiya 8.19 9.05 13.50 10.99
Somale 6.08 8.67 10.96 8.41
Benishangul 7.96 6.76 10.18 8.70
Gumuze

SNNPR 17.31 18.48 13.71 13.26
Gambella 3.84 4.46 13.68 8.75
Harari 2.42 6.43 5.02 3.83

Source: Computed from Impact Assessment made by the Secretariats of HOF (2000 EC) Unpublished

As shown in table 3, comparing to others Gambella and Harari regions expend a small

percentage of their revenue to agriculture and rural development. Harari expenditure of
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2.42 percent is the least and Gambella’s expenditure of 3.84 percent is the second least
for 1996 FY. Relatively these two regions allocate minimum percentage of their total

revenue for agriculture and rural development.

On the other hand, SNNPR, Ambhara and, Tigray region expend maximum percentage of
their revenue to agriculture and rural development. In 1996 FY SNNPR expend 17.3
percent of its revenue and Amhar region expend 14 percent of its revenue. In 1997 FY
SNNPR and Amhara region expend 18.4 and 16 .2 percent of their revenue respectively,

which is the two highest expenditure in four fiscal years.

Therefore, the difference in expenditure of revenues for agriculture and rural
development between regions attributed to different level of rural development among

the regional states.

1996- 1999 FY Regions Expenditures of Education in %

Table: 4

Region 1996 FY 1997 FY 1998 FY 1999 FY
Tigray 35.49 36.24 39.24 39.53
Afar 14.66 13.42 17.99 17.98
Ambhara 31.28 35.14 35.03 32.24
Oromiya 34.23 33.74 36.57 36.42
Somali 17.93 18.78 19.53 17.08
Benishangul 23.86 12.88 24.19 31.04
Gumuze

SNNPR 29.80 33.12 32.38 33.74
Gambella 5.55 7.74 23.11 24.44
Harari 18.31 24.72 22.09 15.82

Source: Computed from Impact Assessment made by the Secretariats of HOF (2000 EC) Unpublished
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As shown in table 4, there is no uniform expenditure for education through out the
regions.

Tigray, Oromiya and Amhara regions compering to other regions, expends the highest
percentage of revenue to education. These regions expend more than 30 percent of there
revenue for education. Tigray region expends 39.5 percent (which is the highest in the

four FY) of its revenue for education in 1999 FY.

On the other hand, Gambella, Afar and, Somale regions expend very low percentage of
their revenue for education. Table 4 shows, Gambella expend only 5 percent of its
transferred grant for education in 1996 FY. However, in the same fiscal year Tigray
region expend 35 percent of its transferred grant for education, which is seven times what

Gambella region expends.

Therefore, different level or proportion of literacy and educated man power between
regional states observed, because revenue allocated to education in different regions took

asymmetric fashion.

1996- 1999 FY Regions Expenditures of Health Sector in %

Table: 5

Region 1996 FY 1997 FY 1998 FY 1999 FY
Tigray 15.31 13.78 14.62 12.70
Afar 13.09 10.94 11.89 13.46
Ambhara 10.50 10.81 8.96 8.37
Oromiya 10.28 8.26 8.28 10.94
Somale 8.08 8.00 8.13 21.07
Benishangul 9.16 5.55 10.55 10.64
Gumuze

SNNPR 8.22 10.09 10.64 9.16
Gambella 11.09 11.57 10.16 6.88
Harari 11.62 16.98 15.31 10.52 N
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Source: Computed from Impact Assessment made by the Secretariats of HOF (2000 EC) Unpublished

According to table 5, health sector shows relatively approximate percentage of
expenditure between regional states. Tigray region expends higher than all other regions.
As shown in table 5: 15.3, 13.7, 14.6 and 12.7 percent in 1996, 1997, 1998 and, 1999 FY
respectively. On the other hand Benishangul Gumuze region expends; 9.1, 5.5, 10.5 and,
10.6 percent of its revenue in 1996, 1997, 1998 and, 1999 FY respectively. By comparing
expenditure of Tigray and Benishangul Gumuze regions, it is easy to understand the
existence of different level of health service between the two regions.

Therefore, absence of uniform expenditure standards to health sector results different

level of public health service across the regions.

1996- 1999 FY Regions Expenditures of Rural Rods in %

Table: 6

Region 1996 FY 1997 FY 1998 FY 1999 FY
Tigray 0.59 0.41 0.58 0.53
Afar 4.59 1.31 1.83 2,52
Ambhara 2.76 1.86 0.82 1.32
Oromiya 0.43 0.51 0.44 0.37
Somali 0.46 0.38 0.32 021
Benishangul 1597 3.63 18.37 8.33
Gumuze

SNNPR 1.01 0.95 0.95 1.68
Gambella 0.44 0.40 0.47 0.46
Harari |-~ || 0.42

L

Source: Computed from Impact Assessment made by the Secretariats of HOF (2000 EC) Unpublished

As shown in table 6, unlike the previous three sectors (agriculture and rural development,
Education and, Health), expenditure of rural roads is the most approximate expenditure in

all regions. Benishambul Gumuze expends the highest especially in 1996 and 1998 FY,
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15.9 and 18.3 percent respectively. However, despite its approximate expenditure
between regions, the availability of rural roads is varying from region to region, because

there is no uniform standard at the national level.

Conclusion

In this chapter, the pros and cons of unconditional grant under the Ethiopian federal
arrangement is discussed. Every theory and principle has its own advantage and
disadvantage. Under the Ethiopian intergovernmental fiscal practice, the application of

transferring unconditional or general purpose grant has its own merit and demerits.

Unconditional grant has advantages to regions (1) to exercise constitutionally granted
autonomy and self government, (2) to use the grant transferred to the region from the

federal government in accordance with regions priorities and needs.

However, the application of unconditional grant in the Ethiopian context has its own
limitations. (1) Lack of skilled man power in the regional states especially in Afar,
somali, Gambella and, Benishangul Gumuze regions. (2) Misappropriate use of public
fund and absence of accountability and, (3) Different level of development in public

services between regional states are among the limitations.
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Chapter Five
Conclusion and Recommendations

5.1. Conclusion

It is important to recall the research questions which were asked in introduction part of

the paper. These were;

1 Why does the Ethiopian Federal System adopt unconditional grant?

7 What are the advantages of unconditional grant in the Ethiopian Federal
arrangements?

4. What are the disadvantages of unconditional grant in the Ethiopian federal

arrangements?

5. Why does the Ethiopian grant formula frequently changed many times?

6. What consideration (priorities) has been given in the formulation of the new
(2007) distribution grant formula?

7 What were the challenges of the previous grant formula?

8. What lesson should we learn from other federations in allocation of grant?

9. Do we have other means’s to address fiscal imbalances other than unconditional

grants?

« Chapter three addresses why the Ethiopian federal system adopt the transfer of
unconditional grant from the centre to the regions. Even if there is no expressed provision
in the constitution or any other law as to whether the transfer is conditional or
unconditional, in Ethiopia, the norm is transfer of unconditional grant. As discussed in
chapter three, countries like Germany, India and, Nigeria have explicit constitutional
provision for the application of both conditional as well as unconditional grants. On the
other hand, USA and Canada does not have expressed constitutional provision but has an
effective transfer of conditional grant. However, the existence of expressed provision is

important to avoid vagueness and interpretation which may affect the interests of regions,
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« Chapter four discussed the advantages and disadvantages of unconditional grant. As
discussed in the chapter, application of unconditional grant is one of the features of self
government which reflect the autonomy of regional states. Unconditional grant avoid any
control from the centre, as a result, regional states expend the grant in accordance to their
needs and priorities. On the other hand, unconditional grant is the major revenue of
regional sates. According to article 62(7) of the constitution, regional states have right to
get grant from the federal government. As a result, most of regions expenditure is
addressed from the transferred federal grant. Chapter four discussed the disadvantages of
unconditional grant under the Ethiopian fiscal system. The major disadvantages are three;
(1) lack of skilled man power. Unconditional grant needs more professionals than
conditional one. This is because, unlike conditional grant, the priorities and the
specifications are made in all regions. That means it needs more skilled man power,
which is not easily available in a country like Ethiopia. Therefore, the application of
unconditional grant has a disadvantageous effect to the Ethiopian fiscal system.

(2) Misappropriate use of federal transfer. This could be resulted from the lack of skilled
man power. However, the main discussion under chapter four is, there is no mechanism
to hold responsible public officers, if in case they spend the money other than public
interest. (3) Different level of development in public services between regional states.
Since, expending the federal transfer in region’s best interest are one merits of
unconditional grant, (as shown under tables 3, 4, 5and, 6) based on different weights
given to different sectors (education, health and rural rods) caused different level of
public service and development between regional states. In UK and India, as discussed in
chapter two, in order to addresses slipover effects and produce similar level of
development in education and social welfare, same national standards applied through
conditional grant. In Ethiopia, the absence of national standards for education, health and,
road caused different proportion of development in the provision of public service across

the regions.

e Chapter three discussed that, Ethiopian grant system criticized for; (1) not having

definite criteria for allocating the grant and, (2) encountering frequent changes. As shown

in table 7 of chapter three, the variables used to determine the grant varies almost in each
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fiscal years. In additions to subjectivity of variables used, absence of considering
recurrent expenditure and absence to analyse potential revenue of regions considered as

the short comings of the previous grant formula.

* The priority of the new 2007 grant formula was based on the Australian experience

which is based on revenue capacity and expenditure needs of the regions. The new
formula wants to apply objective standards such as actual or potential revenues, instead
of subjective standards. However, the new 2007 grant distribution formula currently
under takes reforms and unlike the 2007 grant formula, the would be grant formula
expected to use potential revenue and expenditure capacity as the base of determining

unconditional grant.

e By discussing different countries intergovernmental fiscal achievements under chapter

two, some lesson can be taken. (1) Having independent non- political grant commission,
like Grant commission of Australia and planning commission of India, and (2) giving
specific or conditional grants to meet same level of development in some sectors’ like;
education health and road, are some of the lesson which could be taken from the

discussion.
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5.2 Recommendations

In the Ethiopian fiscal decentralization process, In order to address both vertical as well
as horizontal fiscal imbalances and to have an effective intergovernmental fiscal relation;
I submit the following recommendations as a possible means of achieving effective fiscal

system.

1. Application of conditional grant. According to article 94(2) of the constitution,
the federal government can give conditional grant to the regions by controlling the
execution of projects. In order to bring the same level of development in some
sectors, especially in education, health and infrastructures like rods, there should
be national standards which resulted similar level of public service across the
regions. Due to the nature of conditional grant if it applied, the central
government can control and supervise the execution of the programme in regions
level. As a result, similar level of development in terms of public service archived
across the regions.

2. Promulgation of law which makes public officials accountable for the expenditure
made other than public interest. Since head of regional governments are
politically appointed and due to the nature of unconditional grant, regions are
autonomous and uncontrollable by the centre and absence of legal remedies
against the decision of these officials needs to be addressed by law.

3. Introduction of Grant Commission. As lesson taken from other countries, the
Ethiopian grant system needs independent and non political institution which is
equipped with skilled experts. Almost all regional governments (according to Ato
Ashenafi) support the idea of having independent grant commission. One of The
main reasons of frequent changes in the grant formula is attributed to absence of
experts at HOF. On the other hand, because the house is engulfed in other
activities such as interpretation of the constitution, which needs serious processes,
adequate attention has not been given for allocation of grant. Therefore, like India
and Australia, the Ethiopian grant system should introduce grant commission

which is entirely focused on the transfer of grants and borrowings.
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4. There should be an expressed provision in the constitution or any other law
concerning the type of federal transfer which the fiscal policy based. Having
expressed provision avoids confusion and gives clear indication as to the nature of
transfer.

5. The grant system should give incentives for those regional states which increased
their revenue from their own source. By rewarding states which raise their own
revenue from own source, it is possible to minimize the regions dependency on
the federal transferred grant.

6. Revenue source of the regional states should be balances with their expenditure
responsibilities. Therefore, in order to minimize vertical fiscal imbalance,
additional source of revenue should be allocated from the centre to the regions.

7. There should be restrictions on regional states in allocation of miscellaneous
expenses and the meaning and scope of it should be expressly given to all regional

states.
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hmPAd | 3.84% 11.20% | 0.44% 0.70% 10.83% 5.56% 11.09% | 26.95% 778% | 12.08% | 438% | 5.15% 100.00%
£CA '
aof 0% | 2198076.09 | 1186307.68 | 409423.45 | 5195953 | 10706656.7 | 5612199.1 | 10142700.8 | 28220431.2 | 8200301.26 | 16675212.5 | 6309660.69 | 1820188.8 | 92000753.6
WLA4A | 231296632 99638.52 = — 150247.5 |2221867.19| 1567548.7 = — - - 2887868.1 | 9240136.37
1997 Lg°C [ 4511042.41 | 1285946.2 | 409423.45 | 519595.3 | 10856904.2 | 7834066.29 | 11710249.5 | 28220431.2 | 8200301.26 | 16675212.5 | 6309660.69 | 4708056.9 | 101240890
hm¥Aa | 2.46% 1.27% 0.40% | 05'% 10.72% | 7.74% 11.572% 2787% | 8.10% 16.47% |  6.23% 4.65% 100.00%
P _ L : L | :
anf15 | 15806559.9 [ 1508637.31 | 686368.33 | 711431.42 | 3222802.02 [ 31703834.1| 11836809 | 15885324.5| 11890993.2 | 24390994.7 | 10099642.1 | 3790635.2 | 131534032
NTAA | 4216443.69 | 3729273.55 - 39815.38 — 2114343.49 | 3026390.04 - - = - 1683604.3 | 14809870.4
1998 £9°C | 20023003.6 | 5237910.86 | 686368.33 | 751246.8 |3222802.02 | 33818177.6 [ 14863199 | 15885324.5 | 11890993.2 | 24390994.7 | 10099642.1 | 5474239.5 | 146343902
hm¥Aq 13.68% | 3.58% 0.47% 051% | 2.20% 23.11% | 10.16% | 10.85% 8.13% 16.67% 6.90% 3.74% 100.00%
f+man....
aof 15 | 11672628.4| 2691177.2 | 881400.15 | 2015823.81 | 3281980.26 | 42580918.9 | 11075015.9 | 19968934.5 | 21330712.2 | 33105987.6 | 13102970.2| 4791603 | 166499152
WA | 5234664.85 | 5630704.7 — = 899360.41 | 4672248.97 | 2231554.58 | 403521.41 = = - 7748799 | 26820854
1999 £o°C | 16907293.2 | 8321881.9 | 881400.15 [ 2015823.81 | 4181340.67 | 47253167.8 | 13306570.5 | 20372455.9 | 21330712.2 | 33105987.6 | 13102970.2 | 12540402 | 193320006
hm®aa 8.75% 4.30% 0.46% 1.04% | 2.16% 24.44% 6.88% | 10.54% 11.03% 17.12% 6.78% 6.49% 100.00%
£ca i -

NATCL (6) AT NC CA-hii:-

1 PhsA e

2 0ANT O 2T NC PFhtk

NAg° L (9)_AaeF AC e-Thii:-
Adge 930
POF-P 158
PONFP:NTCTIAVAGT TN

W s T TTUNER 158

ALD avhAhAT HIETT-
NANT MR LT OC O-Hh-tE @6 2T

Nh9° L (13)_aaeF AC ethrti:-

etttk

NA=T @OT Ptk o, 2T
NCHA ANFRLCS AT ATATAFT NG
PANTRLC VTP
AT oo 30T VTP
AT @O T P-otk @, 2T




1 NAL: (6) AAF AC PA-Nt::-
PUIALIG RICE
0é-S htoq pogl

0A0-T @R 2T OC Ptk

AL (9)_AdF OC Phik:-
AP 703
POF P 180
PONEF:NTCTQUAST TS o0
WS MY 188
HLRD2 avRANAG NIEYT-
0AATF O 2T OC ¢-Fh-i-: oen 2T

2 ao1% 02T @.0T hadA- 087 Am.Y Po9,a080 PAT::

NAT°L (13)_AdF AC Plil::-

Pchéé vl NAAP o390
9.9° ao)(sm), (P hhTT R1A DA PGP AN D0T MbAn
AFRLCS AT ATADNT MeR,
2 3 4 5 6 7 8 9 10 11 12 13 14
MCSS .Y me T NTE | e T oot | mS RAA VRIS 4L9705  |AneT Mmdan
mec AT a0y 8 (1 PAN 7o/ LU m. HCS: e,
=N
AAeT
ao@ |5 2164000 1234000)  2212000] 17895000 11734000  2664000] 3250000 14829000 4987000  5648000| 66617000
WA 670000( 10531000 5039000 3555000 1876000 160000 28714000| 50545000
1996| 92 2834000/ 10531000 1234000]  7251000(  21450000] 13610000]  2824000] _ 3250000 14829000 4987000 34362000
IS 3106000 1741000 770000] 18473000] 12801000(  2711000]  3773000]  6248000] 2179000 5336000 57138000
QT4 2841000 3322000 3317000, 4386000 2907000 1036000 17536000 35345000
1997 g:9°C 5947000[ 3322000 1741000) 4087000 22859000] 15708000]  3747000] 3773000 6248000 2179000[ 22872000
PG 4367000 3630000 380000] 23441000] 15222000]  4380300]  3336000]  8858000] 2229000 13648000( 79491300
LA 22630000 6194000 52950001 5739000 5003000 12000 28071000{ 52577000
1998| gr9=C 6630000 6194000 3630000] 5675000 29180000] 20225000]  4392300] 3336000 8858000 2229000[ 41719000
aof (1% 4910300 772000 261000 3408500 25784700] 15212000 3820900 8469000 15241700 2371200 1842000( 82093300
DL 2184700, 22000000 17524600( 3549400  4300600] 33637600 39970900| 1.03E+08
1999| &9~ 7095000 7720000 2461000] 20933100 29334100] 19512600] 37458500 8469000 15241700 2371200 41812900

NANT @OT e-+hbl: @ 2T

LA AN HRLCS AAT AIATAFT NC -l
PANT8LC V92T
AT Pao 3T 09 PT
NAA=F @0 ¢-Fhbk: @ 2T



Interview Questions

1. What are the advantages and disadvantages of Unconditional Grant in
the Ethiopian Federal arrangements?

2. Do we need an independent grant commission like that of India and
Australia?

3. Why do we experience so many changes in the grant formula often?
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