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Abstract 

Ethiopia as a low income country has encountered problems of 

fiscal deficits and limited capacity for tax administration. The 

country has been undertaking lots of tax reforms since 1940s as 

one strategy to deal with these problems. Tax reform, a change 
• 

in status quae, is needed when the existing tax system is 

deficient in achieving its objectives revenue adequacy, 

efficiency, equity and administrative feasibility. This study 

discusses: why tax reforms since 1940s were necessary? When were 

such reforms carried out? and how were they implemented? Using 

time series data, the study also determines tax effort indices 

based on aggregative regression approach . 

The analysis suggests that tax reforms in Ethiopia, during the 

past five decades, has largely aimed at increasing revenue, both 

through rate increasing and base broadening, rather than 

improving efficiency. And the tax effort indices that tell us 

to what extent the country was capable of raising tax revenue 
. ~ 

suggest that Ethiopia has almost succeeded in exploiting its tax 

base on the average . This is because tax effort indices for 

different periods were found to be almost unity. And the degree 

of openness of the economy, as measured by the relative size of 

foreign trade, the level of income, as proxied by per capita 

income and the economic structure particularly the relative size 

of agriculture, are found to be important factors that determine 

the taxable capacity of the country. 
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CHAFTERONE 

1.1 Statement of the problem 

The primary function of a tax system is to generate adequate 

revenue. 'l'he amount of revenue a country raises depends on the 

taxable capacity of a country and tax effort. 'The taxable 

capacity of a country is measured by the ratio of tax to GOP/GNP 

as predicted by the regression equation. Tax effort on the other 

hand measures the degree to which taxable capacity is used. 

Specifically tax effort is an index obtained by dividing the 

actual ratio of taxation to GOP/GNP by the predicted ratio . 

Therefore a tax effort ratio of less than one implies that the 

country exploits its estimated tax potential less than the 

average. That is to say the country has a 'preference' for a 

level of taxation below the average, or a low tax effort [Bird 

(1978, P.45)]. 

Consequently, we have two concepts of capacity and effort and 

hence four possible categories in which countries may be placed: 

high capacity and high effort , low capacity and high effort, . 

high capacity and low effort and low capacity and low effort. 

Accordi ng to the Chelliah data for the period 1969-71 , Brazil , 

Sudan, Trin idad and Pakistan could be good examples of the above 

four countries respectively [Prest (1985, P.14)]. Recently , the 

dominant motivation for taxation in developing countries is to 

finance publi ~ administration and public provision of economic 

and social services [see World Bank (1991)]. 

However, l ow- income African countries have encountered severe 

problems of fiscal deficits and limited capacit y for tax 

administration. Past fiscal deficits have left a legacy of debt 

that complicated their present adjustment efforts. As one 

strategy for deal ing with their pressing economic problems , 

I 
. I 
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these c ountries undertake tax reform. Tax reform, being a change 

in status quae, 'involves broad issues of economic policy as 

we ll as specific problems of tax structure, design and 

administration' (Musgrave (1987, p.242)]. 'Tax reform as opposed 

to tax design, concerns the search for, and analysis of, systems 

which are improvements on the existing state of affairs' (Ahmad 

and stern (1991, P.2)]. As a result in the 1980s, tax reform has 

been the major concern of most developing countries. 

Among other problems, many deve loping countries suffer from the 

problem of over dependence on a small number of taxes as their 

sources of tax revenue (e.g import and export taxes on some 

products). For example , in Ethiopia taxes on fore ign trade alone 

accounted for 52 . 89, 44.39, 45.18 and 30 . 33 percent of the total 

taxes collected during 1950 - 59, 1960-69, 1970-79 and 1990-96 

respectively (see Table 1). These taxes are susceptible to 

external or foreign events; their levels are partly determined 

by world prices, and have the tendency to be volatile. These 

problems have c ompelled developing countries to undertake tax 

reforms (Osoro (1993, p . 1)] . Here, the rationale for tax reform 

could be to reduce severe distortions'in economic incentives and 

to generate public rev enue in a non-distorting, equitab le and 

sustainable manner (World Bank (1991, P.2)). 

Generating higher public revenue and lowering public spending is 

required ~o reduce fiscal deficits of developing c ountries. At 

this juncl:ure we should be cautious. Because 'when we think of 

reducing publ ic deficits, we have to weigh the economic cost of 

raising more revenue against the cost of cutting public 

spending. 3ecause of political and administrative convenience, 

it is found to be tempting at least in the short term to rely on 

ad hoc increases in revenue' (World Bank, World development 

report, (1988, P.7)]. However, in many developing countries this 

approach has resulted in complex and highly distortionary 

revenue systems that fail to collect sufficient revenue and even 

It i3 also designed to reduce the resulting inefficiencies and 

inequities J.n the allocation o f resources . __ ~ 

I f'.~ ''-, 
f' , ~~ {'I'., • " 

"':~ ,~ . "" 
~ t .... ~,. .......... ',- .. 
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damaged long term growth. For example in developing countries 

the ratios of tax revenue to GOP are typically in the range of 

15 to 20 percent; whereas for industrialized nations these 

ratios are about 30 percent. When we look at the ratios of 

public expenditure to GOP, they are usually between 20 and 30 

percent in developing countries; while on the other hand these 

ratios are above 30 percent in industrial nations. Besides many 

developing countries rely much more heavily on taxes on goods 

and services than do industrialized nations [World Bank (1991, 

P.2»). 

As a develop ing country, Ethiopia has also suffered from some of 

the problems mentioned above - revenue inadequacy ,. a r i sing 

demand for expenditures, over-dependence on small number of 

taxes and distortions in economic incentives. 

Ii 

Table 1: Level of tax revenue in Ethiopia: 1950 /5 1 - 1996/97 

(in Millions of Birr) 

Descript 1950/51 - 1960/61 - 1970/71 - 1980/81 - 1990/91 
ions 1959/~0 1969/70 1979/80 1989/90 -1996/97 

Direct 276.80 660.80 2032.40 7675.00 7929.64 
taxes 

Indirect 210.80 849.30 1971.30 5688.00 6215.05 
t axes 

Foreign 
trade 547.60 1205.50 3300.00 5218.60 8561. 03 

taxes 

Total 1,035.20 2,715.60 7,303.70 18,581.70 22705.72 
tax 

source: Computed from data obtained in the Ministry of 
Finance, Planning and Research Department (1995) . 

Over the past 50 years the tax system has passed through a 

number of tax reform phases for the sake of better economic 

growth and development. However, it has hardly been possible for 



4 

the cour,try to generate adequate tax revenue which could meet 

the needs for currant government services, 

For example the tax burden, measured by the ratio of the tax 

revenue to GDP, has been 8.92 percent over the 1960/61 -1975/76 

period. Further more, the ratio for the 1990/91 - 1996/97 period 

has been ~: . 38 percent. This ratio is small; because a tax - to 

-GDP ratio of at least 18 percent seems called for in most cases 

[Musgrave (1987, p.243)). Even when compared to some Sub Saharan 

African countries, the ratio is still lower (for example compare 
\ 

Tanzania's 21.6 percent over the period 1979-89, Kenya's 21.4 

percent over the period 1979-81, Zambia's 23.96 percent over the 

period 1978-80, and Zimbabwe's 23,13 percent over the period 

1980 - 82) [Tanzi (1987, PP. 206-211)). 

This problem can also be associated with the problem of tax 

administration. That is the tax system may not be confined to 

what is administratively feasible. For a country like Ethiopia, 

simplicity is very essentia l . The reasons are straightforward: 

first, t~Bre are little or no modern techniques that facilitate 

tax collection; second, most of the employees involved in tax 

administration at the woreda' level have little formal 

education; third, the unduly complex tax laws and procedures, 

poor information systems, corruption and tax evasions, have made 

the existing tax administration too difficult to achieve its 

objectives. 

As a result of the failure of the tax system to yield sufficient 

revenue and to gain administrative feasibility, the government 

has recorded large def ici ts both in its current and overall 

budget. Consequently, many of the regions in the country are 

unable to make both ends meet. Because of these problems many 

regions are compelled to seek additional source of income from 

2 The lOw"est administrative structure in local government in Ethiopia. 
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the centr al government in the form of grants or transfers. This 

has been an incessant problem. 

1.2 Objectives of the study 

The general objective of the study is to examine the tax efforts 

of the country over the period 1960/61 - 1995/96 and to discuss 

the historical back ground of tax reform and the various major 

tax reforms that Ethiopia has implemented over the past five 

decades (1942-1997). The main questions to be addressed are: why 

tax reforms were necessary? when were such reforms carried out? 

and how were they implemented? 

Specifically the objectives are to : 

1. examine the major tax reforms in the context of why, 

when and how t hey were implemented. 

2. determine the tax effort indices based on aggregative 

regression approach; and 

3. identify the fundamental factors that determine the 

taxable capacity of Ethiopia. 

Accordingly, the factors to be examined in the identification 

and detenDination of taxable capacity and tax efforts are the 

following: 

- the degree of openness of the economy as measured by the 

relative size of foreign trade, 

- the level of income as proxied by per capita income, 

- the economic structure, particularly the relative sizes 

of agriculture, and 

- shifts in policy regimes. 

1.3 Significance and contribution of the study 

Assessment of taxable capacity and tax effort along with 

analysis of the tax reforms helps to formulate sound fiscal 

policies by providing pertinent information with regard to the 

country's effort to utilize its tax bases . 
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Besides, it may be useful to policy makers to adapt the tax 

system to the existing economic condition in an attempt to 

stimulate the economy. 

Appreciation of taxable capacity and tax effort also helps 

donors, foreign creditors and international agencies in 

appraising the government's performance as to whether the 

country is naking a less than or more than average tax effort . 

As an independent work, this study is supposed to be the first. 

Therefore, it is expected to contribute to both knowledge and 

policy formulation as it is directed towards important problems 

of the country. 

1.4 Scope and limitations of the study 

The study has some limitations with regard to appreciating 

taxable capacity and effort: first, there is inadequate a priori 

justification for the use of the selected variables to affect 

only capaci ty; second, there are diff icul ties of obtaining 

reliable ct"ta; third, the residual differences between estimated 

taxable capacity obtained through econometr ic techniques and the 

actual tax ratio comprise both errors of estimation and 

differences in tax effort. Therefore although qualitative 

considerations may be helpful, there is no means of exactly 

separating these components. 

1.S Organization of the study 

The methodological organization of the study takes the following 

form: 

Chapter two discusses the review of literature with regard to 

both tax reform and effort. In the third chapter , the framework 

of analysis will be presented (Methodology, concepts, sources 

and limitations of data). Chapter four sets out to discuss 

mainly tax reform over the past five decades (1941-1997), the 

statutory bases and historical back ground of the reform in 
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Ethiopia using government documents, proclamations and other 

policy pronouncements. Chapter five presents the empirical 

results and analysis of taxable capacity and effort. Finally, 

chapter six concludes (the results of the study) and puts 

forward some policy recommendations based on the results 

obtained. 

• 



CHAPTER TWO 

LITERATURE REVIEW 

2.1 Theory and issues of tax reform and effort. 

8 

Tax refo~n as a component of fiscal reform is the search for 

systems which are improvements on the existing state of affairs. 

It can also be considered as a change in status quae [see, Ahmad 

and stern (1991); Osoro (1993)]. 

Tax reform is needed when the existing tax system is deficient 

in achieving its objectives- revenue adequacy , efficiency, 

equity and administrative feasibility. 

However,all these 

simultaneously. Trade 

objectives can not be satisfied 

offs and interactions exist in designing 

tax systems. Thus tax reform can be a matter of trade offs. This 

makes tax reform a sensitive issue and requires ownership by the 

government as a necessary condition for successful 

implementation. And the government ought to attempt to identify 

the gainers and losers from a proposed tax reform [see, World 

Bank (1991)]. 

In 1980s many developing countries have been reforming their tax 

systems to cut public expenditures and raise revenue (in an 

effort to stabilize their economy) in a non distorting, 

equitable and sustainable manner. 

Nowadays most developing countries are suffering from chronic 

fiscal defic i ts; in addition access to new borrowi ng is limited 

for a variety of reasons . Thus tax reform is primari l y devot ed 

to generate revenue so as to finance public and social services 

[World Bank, World Development Report (1988)]. 

Taxes can be raised to cut fiscal deficits. But this depends on 

t h e prevailing structure of taxes and the period over which the 
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deficit r e duc tion is t o oc c ur. The narrower the base, the higher 

the rate that is required to generate a given amount of revenue 

(for exaQple in the early 1980s, the strategy for raising tax 

revenue in developing countries was to increase tax rates on the 

existing taxes). But in some cases, higher tax rates erode the 

tax base through evasion and hence the amount public revenue 

that is generated [World Bank, World Development Report (1988»). 

In other cases, higher rates will cause inefficiencies in 

economic behaviour [World development Report (1988); World Bank 

(1991») . 

Precaution therefore should be taken in designing tax systems. 

The cost of raising additional revenue for example could be 

reduced by carefully designed tax systems [see World Bank, World 

Development Report (1988, P.101»). Poorly designed or poorly 

functioning tax systems create a number of different problems 

(such as fisca 1 imbalances in resource allocation, inadequate 

provisions for equity and poor administration of taxes) . 

However, from the experience of the past decade most tax systems 

in deve loping countries have high and avoidable costs and tax 

reforms are a t the heart o f s tab i lization and adjustment process 

[World Bank (1991, P.1»). Nonetheless, the 1980s were important 

periods of tax reforms world wide. During these periods, 

significant tax reforms in developing countries have been 

introduced in Bolivia, Colombia, Indonesia, Jamaica, Malawi and 

Mexico among other countries. 

In earlier periods tax reforms had the objective of raising 

revenue. However, during the 1980s the main objective of tax 

reforms was the removal of obstacles to growth. Thus most tax 

reforms were revenue neutral in intention in spite of the fact 

that many of the countries had large fiscal deficits [see Gandhi 

(1987»). Significant elements of trends of the 1980s periods 

include the introduction of a uniform rate value added tax (VAT) 

system as a standard model of commodity t~xation and a change in 

the introduction of income tax bases. 
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wi th rege.rd to income taxation, the tendency was to broaden the 

tax base so as to reduce the tax rates. As the main instrument 

to achieve the goal of vertical equity, income taxation seems to 

have been declining in importance. Rather, base broadening in 

combination with higher tax revenue from tax reform appears to 

be more effective tool. Base broadening plays a significant role 

in redistribution. This is because income excluded from taxation 

(no matt~r how broadly a base is defined, there will always be 

some incomes and transactions that escape from taxation) is 

largely received by high income families [Osoro (1993, P.4); 

World Bank (1991, P.30)) . 

When we consider the objectives of tax reform, it is possible to 

say that tax policy can ' t be determined with out refer ence to a 

revenue target. Revenue adequacy is the principal standard that 

any tax system has to achieve for better economic and social 

development . However, the prevailing budget deficits in many 

developing countries are getting worse and apparently indicate 

that the tax systems are not revenue productive. This is because 

of the e·/er rising demand for expenditures and limited scope for 

raising additional government revenues. In addition to this, 

some of t :aese cO'Clntries have not paid due attention to the 

problem and attribute the cause of budget deficits to excessive 

spending or temporarily adverse economic conditions [Musgrave 

(1987, P.9l). 

As we have stated earlier, trade offs are necessary in designing 

a tax system to solve fiscal problems. For example giving 

priority to growth and economic independence may result in 

unfairness. Or priority to administrative feasibility may cause 

the reject.ion of innovations that would improve equity and 

economic efficiency [Goode (1984, P.77)). Decision on priorities 

requires an understanding of what instruments have been used in 

the past and what problems have been encountered. 

A country, however, could address multiple objectives by 

altering specific features of each tax instrument. If trade 
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taxes for example were the only instrument that could be able to 

satisfy revenue, equity and efficiency objectives; the need for 

revenue could be satisfied with the proper basic rate, whilst 

equity requirement could be met with exclusions for the poor and 

higher rates on luxury imports, and the objective of industrial 

growth could be fulfilled with a set of protective rates for 

domestic industries [World Bank (1991, P. 27)]. However, a 

country could use, as an alternative and potentially more useful 

method, a different instrument for each objective. 

In contrast to change in individual tax instrument, fundamental 

reform of taxes may be required when the entire economic system 

is being reformed (e.g if centrally planned economy is 

transformed in to market oriented economy) and when some 

problems of the tax system require long term solutions. For 

example an ad hoc increase in tax revenue to achieve macro 

economic balance through administratively convenient measure is 

only short run solution to the revenue problem . However, if the 

tax system is required to grow on a sustained basis , in order to 

keep pace with the expenditure, the basic structure of the tax 

system should be adjusted [World Bank (1991, P.55)]. 

With regard to the relationship between the stage of development 

and the structure of the tax system, Goode writes 

According to Hinrichs countries tend to move in the course 
of development from an early period in which the ratio of 
direct to indirect tax revenue is high through stages in , 

which indirect taxation becomes more important and finally 
to a stage in which direct taxes are again dominant [Goode 

(1984, P.89)]. 

The same is true for Ethiopia.In the 1950s, the ratio of direct 

taxes to i~direct tax revenue was high. But latter on, in the 

1960s, the ratio became smaller. However, the ratio of direct 

tax to indirect tax revenue has come to be dominant since 1970s 

again. 



Table 2.1: variation in composition of direct and 

iudirect taxation (percentage) 

12 

Taxes 1950/51- 1960/61- 1970/71- 1980/81- 1990/91-

1959/60 1969/70 1979/80 1989/90 1996/97 

Direct 26.74 24.33 27 . 83 41. 30 34.92 

taxes 

Indirect 20.36 31. 28 26.99 30.61 27.37 

taxes 

Foreign 52.90 44.39 45.18 28.09 37.71 

trade 

taxes 

Total 100% 100% 100% 100% 100% 

Source: Computed from Table 1 

Further more, whether much of the tax revenue comes from direct 

taxes or indirect taxes, governments need to utilize their 

revenues properly so as to avoid over spending and unsustainable 

growth. Questions such as how the government finances its 

acti vi tie,; through taxation in such a way as to cause minimum 

damage and the question of determining the level of these 

activities require criteria. These criteria are based, by many 

writers, on the consequences of policies for the standard of 

living of both house holds and individuals now and in the 

future. 

Ahmad E . and N. stern stated that where the calculation of the 

consequences of policies for house holds is not possible, then 

policy choice is less firmly grounded. One has to fall back on 

principles and guide lines which indicate the kinds of policies 

that are likely to produce generally favourable consequences 

[Ahmad and Stern (1991, P.3)]. 

Simple models can be used to derive the guide lines . And one can 

make use of the models to make the trade offs of taxation 

• 
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Theref ore , the practica l e mpir i ca l application o f t h e f rame wor k 

of optimal taxation (to tax reform) in developing countries is 

not promising. 

On the other hand, the fact that the tax systems in developing 

countries are not revenue productive may have an important 

implication on the tax yield to GDP/GNP ratio. The ratios of tax 

yield to GDP/GNP in developing countries are lower than in the 

developed countries. For example in 1985 the average tax GDP 

ratio of Sub-Saharan African countries was 17 (see Table 2). The 

corresponding figure for Ethiopia in the same year was lower 

than any of the figures shown below (see Table 5 .1). 

Table 2: Level of tax revenue by Region,198S (percent). 

Region Tax revenue GDP ratio 

(average) 

1. Developing countries : 

1.1 Asia 15 

1.2 Sub-Saharan Africa 17 

1. 3 Latin Amer i c a 18 

1.4 Middle East and North 23 

Africa 

2. Industrial countries 32 

Source: World Bank, 1991 P.16 

The ratio is even lower for Asian countries. On the average, the 

four regions of developing countries have a tax ratio of 18.25. 

On the contrary, the corresponding figure for industrial 

countries is 32. 

The ratio of tax yield to GDP seems to rise with per capita 

income d2spite the exis t ence of wide variation across countries; 



15 

and this suggests that the level of income is only a partial 

explanation [World bank (1991, P.15)]. 

Similarly, the tax effort indices of developing countries are 

much lower than developed countries. As is stated previously, 

the tax ~ffort of a country is the ratio of actual tax revenue 

to that 'o';lich would be predicted on the basis of the taxable 

capacity ."quation [Bird (1978, P.44)]. Since the actual tax 

ratios of developing countries are lower than that of developed 

countries, the tax effort indices of developing countries also 

tend to be lower in magnitude if both countries utilize their 

tax bases to the average extent. 

For example, these calculations of tax effort reveal that in 

1969-71 Brazil had by far the highest tax effort among 

develop ing countries, 1.806. This index implies that Brazil 

collected during the period 80.6 percent more taxes than 

predicted. On the contrary, Nepal had the lowest tax effort 

index, 0 . 374, during the period [see Bird (1978, P . 45)]. 

Tax efforc analysis suggests where to 

budget prob~em of a particular country. 

tax effort index and is suffering 

begin in addressing a 

If the country has low 

from excessive budget 

deficits, ~hen the country may divert its attention towards tax 

increase. However, it should be emphasized that a high or low 

tax effort index does not necessarily imply that taxes should be 

decreased or increased respectively, It is worth while to take 

in to consideration the economic conditions , the character and 

level of government expenditures, the administrative capacity 

and a variety of other matters [Lotz and Morss (1967, PP.478-

479)]. 

Thus a country encountered excessive budget deficit may first 

seek expenditure reduction mechanisms if the tax effort index is 

high. But it may increase taxes if the tax effort index is low 

[see Goode (1984)]. 
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2.2 Past studies on tax reform and effort 

A number of hypotheses have been advanced to explain the tax 

reforms and efforts in developing countries. Richard Musgrave's 

Study (1987), Tax reforms in developing countries, in David 

Newbery ani Nicholas stern (eds.), stated that tax reform in 

developing countries involves broad issues of economic policy as 

well as specific problems of tax structure design and 

administration. He further addressed the basic issues that must 

be faced in building a sound tax structure rather than emergency 

situations of fiscal imbalance or break down that require 

immediate attention. Musgrave followed the general approach 

taken by a generation of tax reform studies, beginning with the 

World Bank mission to Colombia in 1949 [Musgrave (1987)]. 

The broader issues that Musgrave discussed were tax reform and 

development policy, the patter n of distribution, income versus 

consumption base and so on . In order to secure tax reform 

objectives, he mentioned that differentiation in taxation may be 

called for whe re specific policy needs require it. 

A prominen.c . study on tax reform is carried out by Ehtisham Ahmad 

and Nicholds Stern (1991): The theory and practice of tax reform 

in developing countries. The gist of the study is best 

illustrated in the frontispiece of the book. 'It approaches the 

subject of tax reform from basic economic principles. The 

objectives are to d eve l op guidelines for the design of tax; to 

show how the principles can structure systematic research in to 

tax reform in terms of the consequences for households, 

producers and governments; and to combine the guidelines and 

apply research in to a practical tax package for Pakistan, where 

tax reform has become an urgent priority'. Thus the principles 

and methods the authors developed and discussed represent an 

approach which can be applied pervasively across a broad range 

of policy problems and thus could form part of many research 

programs or appraisals of policy [Ahmad and Stern 

P . 325)] . The book, however, did not attempt to calculate 

.~ r J II 
<!~b .. _ Q;I,w I ..... .., 0 ' 

- - ;/,' 
• 

(1991, 

optimal 
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taxes; ratner the authors' use of the theories of optimal 

taxation has been in the examination of basic principles arising 

from the traditional concerns of public finance. Accordingly, in 

analyzing possible reforms and in formulating recommendations 

the authors have paid attention to the administrative capacity 

of the tax system and to political difficulties. Thus simplicity 

in administration, ease of measurement of tax base, availability 

of the illformation relevant for a tax, possibilities for evasion 

and corruption, and so on, have been important issues' [Ahmad 

and stern (1991, PP. 315-316)]. 

A similar study on tax reform was also made by Francisco Gil 

Diaz (1987): Some lessons from Mexico's tax reform in David 

Newbery and Nicholas stern (eds.). According to Gil Diaz the 

reform has attained some of its objectives in Mexico. Gil Diaz 

noted: 

these can be summarized as eliminating some inequities, 
reducing distortions, closing loopholes, adjusting the tax 
system for inflation, (i.e simplifying it), broadening its 
coverage, and increasing revenue sharing with the states. 
Accordingly, SUbstantial progress was made in inflation 
adj u,;tments, although a full inflationary correction of the 
incc'Jne tax is still pending. In this respect the reform was 
immensely successful, especially considering the price 
changes that the Mexican economy had undergone in 1982, 

1983 and 1984 [Gil Diaz (1987, P.355)]. 

Nehemiah E. Osoro on the other hand , i n his study Revenue 

productivity implications of tax reform in Tanzania, concluded 

that tax reform during the past three decades has largely 

focused on increasing revenue rather than improving efficiency. 

According to Osoro, the target of simplifying the system was set 

during the second half of the 1980s. In Tanzania, tax reform has 

been used as an instrument of raising revenue thereby broadening 

the tax base and increasing the tax rate [Osoro (1993, P.9)] . 

Another luminous study on tax reform under the title Lessons of 

tax reform was performed by the World Bank in 1991. The paper 

assesses the 'lessons from experience in reforming general taxes 
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administered at the national leve l. It has tried to draw some 

less~ns of tax reform from a number of developing countries that 

have successfully undertaken, albeit the difficult and un 

popular choices involved , major tax reforms in the 1980s. 

Accordingiy, experiences of tax reform discussed in the study 

include the case of Indonesia's value added tax (VAT), which 

used to bro2.den the base of tax on goods and services; the case 

of Mexico (broade.ning the base of the company income tax by 

limiting promotional incentives) ; the case of Jamaica 

(broadening the base of personal income taxes) and the case of 

Turkey (broadening the base of taxation through the use of 

presumpth'e indicators). The paper was intended as a brief on 

issues and options in tax policy and as a review for World Bank 

economists evaluating tax reform in operational work. Indeed, it 

provides a concise synthesis of current thinking and practice 

with regard to tax reform in developing countries. According to 

the paper, major tax r eforms are required when there is a need 

for improvements in the incentive structure and a reduction in 

distortions imposed by the existing tax systems on the private 

sector or/and increased revenue mobilization to c~rrect macro 

economic imbalil!ICeS in a non-distorting equitable, and 

sustainabl~ manner' [Worlds Bank (1991, PP.54-55)]. Also stated 

in the paper is that ad hoc increases in tax revenue to gain 

macro economic balance through administratively convenient 

measures are only short run solutions to the problem of revenue 

adequacy. The basic structure of the tax system, according to 

the paper, needs to be adjusted provided that the revenue yield 

has to be increased on a sustained basis to keep pace with 

reasonable expenditure requirements. 

With regard to tax effort, an interesting study has been made by 

Bolnick (1978), Tax effort in developing countries: What do 

regression measures really measure? in J.F.J Toye (ed.). The 

paper tries to 'demarcate' carefully the methodological problems 

encountered in using the regression approach to measuring tax 

effort among least developing countries. According to the paper 

the major advantages could be stated as follows: first, to 
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Provide a better basis for eva luating tax effort measures; 

second, as a by product, it allows to clarify a number of 

ambiguous concepts that recur in the literature [Bolnick (1978, 

P. 75)]. The study clearly stated that although the limitations 

of tax effort have been acknowledged (such as inadequate a 

priori justification for the use of the selected variables in 

the measurement of taxable capacity, the problem of data), the 

regression approach to measurement of tax effort has been 

considered as an improvement over the use of the simple tax 

revenue to GOP/GNP ratio especially for the purpose of 

international comparisons of tax effort [Bolnick (1978, P.62)]. 

In general, the paper examines the conceptual and quantitative 

meaning of tax effort, a simple aggregative model for analyzing 

the interaction between supply and demand4 influences on tax 

revenue to GOP/GNP ratio, application of the above model to 

evaluate the regression approach to tax effort comparisons and 

an additional measurement problems emanating from the choice of 

functional form [Bolnick (1978, PP. 62-63)]. 

An empirical study on tax effort has also been made by Tait, 

Gratz, and Eichengreen. Accordingly 'three equations fitted by 

Tait, Graitz and Eichengreen' as quoted by Goode give the 

followil.g results for sixty-three developing countries, 1972-

1976' [Gc'ode (1984, P.87)]. 

T/Y = 7.1134 + 0.0024 (Yp-Xp) + 0.5700 Ny + 0.2218 X'y 

(4.82) (0.94) (9.31) (4.17) 

R2(bar) = 0.581 

4 The explanatory variables chosen may reflect in some sense or other 
a capacity to pay tax rather than a demand for public expenditure. 

5 The point is that in low income countries during the early stages of 
development demands for government services can not adequately be meet by 
government (because the influences of taxable capacity are found to be 
dominant according to Bahl (1971) on expenditure demand influences). However, 
as developm::!nt proceeds the taxable capacity of a country according to Thorn 
(1967), is tncreased when economic growth is attained and thus enables the 
government to obtain a good deal of national product [Bolnick (1978, P.G3)). 
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T/Y = 7 . 3663 + 0.003 (Yp- Xp) + 0.3025 Xy 

(4.41) (0.94) (6.19) 

R' (bar) = 0.375 

T/Y = 9.1859 + 0.3550 Ny - 0.0240 Ay + 0.1903 Xy 

(4.88) (5.51) (-0.61) (4.30) 

R' (bar) = 0.593 

Where T/Y is the tax ratio, excluding social security taxes, in 

percent; Yp is per capita GOP in us dollars; (Yp-Xp) is per capita 

non export income in us dollars, Ny is the share of mining 

(including petroleum) in GOP; Xy is the export ratio; X'y is the 

export ratio excluding mineral exports; and Ay is the share of 

agriculture in GOP. The figures in parentheses are the ratios of 

the regression coefficients to their standard errors; R'(bar) is 

the adjusted coefficient of determination. All the regression 

coefficients are significant at the 99 percent confidence level 

except for non - export income in the first and second equations 

and the agricultural share in the third equation. 

At this juncture , it is important to note that a low tax effort 

indeed does not indicate that the country in question should 

raise taxes right away. Similarly, a high tax effort index does 

not necessarily indicate that the country should lower taxes. 

Rather 'the decision should emerge from a careful consideration 

of expen~iture needs, alternative sources of finance , 

administrative capability, the effects of the particular taxes 

that would be changed, and the political acceptability of the 

program6 [Goode (1984, P.88) ]. 

6 The regrension equation of taxable capacity was originally formulated 
by Bahl . 
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It is essential to provide working definitions of some concepts 

of taxation. 

Most developing countries 

coupled with inadequate 

are plagued by chronic fiscal deficits ( 

social and economic infrastructure. 

Increasing tax revenue provides one means of al leviating these 

problems [see, World Bank (1991)]. 

A tax, according to Goode (1984), could be defined as a 

compulsory contribution to government. The tax payer pays the 

tax without a reference to a particular benefit received? 

Governments attempt to use tax systems to achieve many 

objectives. The main objectives of ·taxation are revenue 

generatio~, income redistribution and to influence or regulate 

economic activities (i .e to correct for market failures). 

Richard Goode has pointed out that 

the primary purpose of taxation is to divert control of 
economic resources from the tax payer to the state for its 
own use or transfer to others. Taxation is necessary 

because it would be neither feas ible nor desirable to 
finance government solely by charges for services [Goode 
(1984, 75-76)]. 

Tax revenue is generated either through direct taxes in which 

the tax payer is in direct contact (or in contact through 

correspondence) or indirect taxes in which the tax payer is not 

7 However tax collection will be simple and efficient if people are 
willing to pay their taxes, keep accounting records from which they can 
compute their tax bill and if the tax system is based on voluntary copliance 
[see Eckstein (1979)J . 

\ 
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in direct contact [see Walker (1969); and world Bank (1991)]. 

Direct taxes include taxes on personal and company incomes, 

payroll taxes, social security taxes, property and wealth taxes. 

Whereas indirect taxes include domestic taxes, such as broadly 

based taxes on turnover, value added tax (VAT), sales tax as 

well a" excise taxes on specific goods; and taxes on 

international trade, namely import duties and export taxes [see 

world Dev8lopment Report 1988, World Bank (1991)]. 

There are four main principles of tax design: equity, 

efficiency, administrative feasibility and revenue productivity. 

The principle of equity implies that taxes may be imposed 

according to general objective rules that are deemed just and 

reasonable [see Goode (1984)]. It thus calls for horizontal and 

vertical equity. The former impiies equal taxation of persons 

with equa~ abilities to pay. Whilst the latter is concerned with 

the scope for reducing income inequality by taxing the rich more 

heavily than the poor. 

since taxation can (by reducing incentives and distorting the 

allocatiol\ of economic resources) damage economic efficiency 

thereby impairing productive capacity, the principle of 

efficiency requires that taxation should not impose avoidable 

real costs on the people. Taxation should promote growth, 

stability and equity. it ought not unnecessarily interfere with 

them. Administrative feasibility, on the other hand, implies 

that taxes that are incompletely and unequally administered may 

produce less revenue than expected. As a result revenue should 

be collected with reasonable costs for the government and tax 

payers thereby easing administration and enforcement. with 

regard to the principle of revenue productivity, it is important 

that governments should have a tax system with a high revenue 

elasticity that could adequately meet the rapidly increasing 

expendi tures. Increase in tax revenue could be achieved by 

broadening the base of the tax system. The base of the tax 

system coulu be broadened in two ways: first by identifying new 

"'. " IrdiJl;/· .... , • ..... , , . 

, "'-'oIl , , 
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bases tc tax and, second by expanding the bases of existing tax 

instrumer:ts. 

However, some writers argue that there is a theoretical limit to 

taxation beyond which it is positively harmful to economic 

incentives ,md growth. The argument is taxation has costs both 

direct cos cs of administration and indirect costs associated 

with the mis-allocation of resources and with consequences for 

the distribution of income. The appropriate level of taxation 

depends on a country's desired role for the state, the 

efficiency and equity of its tax structure and adminstration 

[World Bank (1991, P.l)]. consequently, for a country embarking 

on increasing revenue productivity , the limit to taxation is 

reached when a country is fully using its taxable capacity and 

the same factors that influence taxable capacity also establish 

the tax limit [Goode (1984, p.95)]. 

The taxable capacity of a country is the ability of individuals 

and ousinesses to pay taxes [see Trotman-Dickenson (1996)]. And 

it is measured by the ratio of tax to GDP/GNP as predicted by 

the regression equation. Tax effort on the other hand measures 

the degree to which taxable capacity is used. Specifically tax 

effort is an index obtained by dividing the actual ratio of 

taxation to-GDP/GNP by the predicted ratio [Bird (1978, P.45)] . 

The l imit to taxation seems plausible in one sense, because 

excessive taxation impairs productive capacity, weakens economic 

incentives, induces resistance or evahion or imposes 

insupportable ad~i~istrative burdens [Goode (1984, P.95)]. The 

British economist Colin Clark argues that for economies that are 

democrat i c the optimal of 

percent. L0rd Keynes too 

the 'maximum tolerable 

Dickenson (1996, P.244)]. 

tax to -GDP ratio should not exceed -25 , 
accepted the figure of 25 percent as 

proportion of taxation' [Trotman-

, 

Nonetheless, the fact that tax revenue to GDP ratio has risen in 

many countries with out creating any adverse economic effect 

( 
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suggests . ~. ' :-.t IiI! i. :: s to taxation c hanges over time and differs 

across C :,' ! ,tries. 

3.2 Methodology 

Empirica, ~nd e~Gnometric techniques have been used to analyze 

a model of tax~I)le capacity. Subsequently, possible estimation 

techniq ,' ( 'i suen as Ordinary least squares (OLS) , single or 

simul tal." , .us eqt;ations are explored. 

Tax rati,,:;, are d",termined by applying those techniques on such 

statisti~~ l packaryes, Pc Give 7/8 and/or Microfit. A model of 

taxable ' ~~ >~·.::ity i s estimated for the period 1959/60 -1995/96. 

In addi t '.ofl :., S'8Fc;' ate estimation of tax effort for the periods 

1959/60 - . ~990:J1 and 1991/92 - 1995/96 have been conducited in 

order to caDt~r(. the impact of regime shift. 

3.2.1 A priori Justification of (a model of) 

t!Je determinants of taxable capacity 

Empirica: lr.0deJ f; of the determinants of a country's taxable 

capacity 11 3.\ e J) ,er. applied to developing countries with a fair 

degree 0 ,' S' lccess. 'An approach which has been very popular in 

recent ye In; is i~he use of econometric techniques to obtain 

measures : : ' taxal;'.e capac ity and tax effort. Basically, these 

econometr' [': sturt~ ~ s are defining taxable capacity on the bases 

of what on" miq.l1t '"xpect a country with given characteristics to 

do in the · tnxa~ion field' [Prest (1985, P.13)]. 

As we hav,,,, stated previously the taxable capacity of a country 

depends 0n two elements: The ability of people to pay taxes and 

the abi !! ty of thn government to collect taxes [Goode (1984)]. 

As a dev~ .. (lling country, the model to be used to capture the 

taxable c:;:,paci r.y vf Ethiopia is Bahl's model, latter developed 

and util i.;E ;; by chelliah and et al. But in our case some more 
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explanatorj variables are included for they are believed to 

affect the taxable capacity of the country. 

Accordingly, 'the first element in taxable capacity seems to . , 
depend prlmarily on people's per capita income. Wh ereas the 

abili ty .oF ' the government to collect taxes depends on many 

factors; it depends, largely, on administrative effectiveness 

(which i n tUTn depends on the number, skill and determi nation or 

dedication of the revenue staff) and the cooperativeness of tax 

payers as influenced by socia l and political attitudes' [Goode 

(1984, P.84)]. 

The problem here is that these intangible factors are difficult 

to quantify. Therefore, statistical studies have concentrated on 

tax handles. These are objects of taxation or economic sectors 

that can be reached with relative ease. Accordingly, tax handles 

includei"ternational trade (the degree of openness of the 

economy), mineral production and 

enterprises. By hypothesis taxable 

transactions 

capacity is 

of large 

positively 

related to the shares of these items in GOP and negatively 

related tn · the shares of agricultural production and 

transact~ons of small enterprises [Goode (1984, PP. 8"4-85); 

Bird (1978, P. ·13)]. This is because as foreign trade grows, the 

tax revenue increases as well. But for agriculture, its relative 

share to GOP decreases through time when the country 

develops.That is its re l ative i mpor t ance to GOP decreases 

through time. 

Therefore, in measuring the taxable capaci t y of Eth iop i a , per 

capita nO;'1-expor t and impo~t income should be i ncluded as one 

explanatory variable in exp}aining the share of tax yield in 

national income. This is because per cap i ta i ncome has 

considerable normative significance in considering taxable 

capacity a:.ld in assessing tax effort [B i rd (1978 , PP.42-43)]. At 

this point it is important to stipulate the assumption that the 

amount of taxation is set by governments' judgements of taxable 
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capacity rathe r than by the demand for expenditures [see Goode 

(1984); Bird (1978)]. This assumption is essential to circumvent 

the problem that may arise from the possibility of some 

variables affecting both taxab l e capacity and the demand for 

governmen~ service (public expenditure) and/or wi ll ingness to 

pay. 

In order to capture the economic structure, the share of 

agriculture in GOP should be considered. In most formulations 

the share of agriculture has the expected negative re l ationsh ip 

to the tax ratio. 

From the prevailing objective condition of Ethiopia the share of 

coffee, hides and skins exports in GOP is to be included in the 

equation as a potential explanatory variable. Under l ying this 

inc l usion is the believe that coffee, hides and skins exports 

require heavy investment and are confined to few firms. Thus the 

potential tax revenue is high and its administrative expense to 

collect tax is relatively small as it is confined to few firms. 

Similarly, the share of mining in GOP will be considered. 

Th e othe-l" explanatory variable to be included is the import -

export ratio excluding coffee, hides and skins exports. And 

fi nally a dummy variable to capture the regime shift will be 

included in the specificat i on. 

Therefor , the general equation will take the following form: 

Where , 

t = tax ratio 
r 

Yp = per capita non export-import income (in birr) 

YP = per capita non export income. 

s"" = the share of import and export in GDP excluding 

coffee, h ides a nd skins exports. 
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s. = the share of agriculture in GDP. 

s~ = the share of coffee, hides and skins exports in GDP. 

s, = the share of mining in GDP. 

s , = the export ratio excluding coffee, hides and skins 

exports. 

D - dummy variable with values of 1 starting from 

1991 and 0 for prior years. 

u - stochastic variable. 

3.3 Data:sources, collection and limitations 

The type of data used is time series. Sources of data include 

government documents, publications, other policy pronouncements 

and personal observations in field work. 

Information on the following variables is 

- total tax revenue 

obtained: ~ , 
'0 
" . 

- the share of coffee, hides and skins exports 
j' • 

"\ . 
total -imports and exports 

- per capita income 

- the share of mining in GDP 

- the ~hare nf agriculture in GDP 

Data on total tax revenue have been obtained from the Ministry 

of Finance Planning and Research Department. Data on total 

imports and exports including coffee hides and skins exports are ! 
compiled from the Annual External Trade----S_t _aj;istics of the \ 

Customs Authority. / 

Data on per capita income and mining are obtained from the 

Central statistical Authority and the National Bank of Ethiopia. 

Assessment on the problems of tax collection have been carried 

out during field work. In addition, personal interviews as 

regards problems and prospects of tax collection with different 

Zonal Filla~ce departments in the regions have been conducted. 
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CHAPTER FOUR 

TAX REFORM IN ETIllOPlA 

4.1 Historical Back ground 

until relatively modern times8 , the Ethiopian tax system was un 

satisfactory: The economy had been largely characterized by 

sUbsistence agriculture and there had not been a well developed 

monetary system. As a result most taxes had been paid and 

received in a non-monetary basis -in kind and labour dues. 

Because of the primitive agricultura l nature of the economy, a 

good deal of taxes had been driven from peasants and the rest 

was from handicraft workers and merchants. In the mean time, 

land was subjected to two types of taxes: a fixed annual payment 

and a tithe (or other percentage) of the actual production. 

The sovereign or the king was entitled to all kinds of tax 

revenues and tributes. However, in certain areas, local 

governors ",'ere a llowed to share the revenue in part (or in 

whole) in return for their loyalties and services to the king 

[Pankhurst (1968)]. 

Thus the system of taxat ion in the nineteenth and early 

twentieth century used to up keep the monarch and the vast 

social hi~rarchy who were directly or indirectly dependent up on 

taxa tion [Pankhurst (1967)]. However the unsatisfactory aspect 

of the Ethiopian tax system continued to exist until early 

twentieth century. 

It was at that time that many Ethiopian scholars began to worry 

about the traditional system of taxat ion and more importantly 

the need for a thorough change in the system of taxation. 

8 Around the nineteenth and early twentieth century . 
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The prOmlIlp.nt scholar Gabraheywa t Baykadagn discussed tax reform 

issues in his contribution to Berhan yehun , an essay published 

in Asmara , in 1910 [Pankhurst (1967, P.41)). He proposed ten 

reforms of the tax system. The essence of the reform proposal 

mainly focused on proposing a universal medium of exchange, the 

statutory allocation of tax revenue between the king and the 

governmL-nt; and setting up different tax rates based on the 

wealth or each district. As to the reforms Richard Pankhurst 

writes 

three of the ten proposals he made in fact referred to 
improvements in tax structure, his prescriptions being as 
follows: first, make a systematic distinction between the 
money of the king and that of the government. Let officials 
also get salaries. The tax paid by the people should be for 
the government. Second, let the tax that people pay to the 
government be fixed according to the produce ... Third, let 
people pay tax in terms of dollars and not in terms of 
cereals, honey and meat. Let the work of the government be 
done by people who get salaries and not by all the country 
people. let there not be a standard tax through out the 
country but let the taxes be based on the wealth of each 
district' [Pankhurst (1967, P. 41)). 

However, t he then existing social system did not allow the 

reform tc be implemented. It was only during the reign of 

Emperor Haile Sellasie 1st that the first over all endeavour in 

reforming the tax system took place . Subsequently, the king 

appointed an American advisor called E.A. Colson . 

The reform of the tax system which aimed largely at modernizing 

the tax system was expressed in article 55 of the first 

Ethiopian Constitution proclaimed on July 16, 1931. Stated in 

the article is the law says down that the receipts of the 

government Treasury , of whatever nature they may be, shall only 

be expended in conformity with the annual budget fixing the sums 

to be at the disposition of each ministry . The annual budget 

shall be framed on the basis proposed by the Ministry of Finance 

during deliberations in the chamber of deputies and in the 

Senate, whose resolutions shall be submitted for the approval of 

the emperor' . 
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The emperor himself thought the tax reforms as the most 

important changes (that) he ever had in his reign. He reduced 

for example the tax burden of land holders thereby abrogating 

the rules compelling land holders to pay additional dues in 

addition to the annual fixed tax payment. 

However, those arId other similar reforms took time to become 

effectiv~. This was because: first, there was shortage of 

trained officials that resulted in arbitrarily tax collection 

and inadequate tax administration; ' and second, the government 

seemed too much concerned in revenue collection turning aside 

from the principles of efficiency, equity and simplicity 

(Pankhurst (1967, P.42»). 

Therefor, the tax reforms prior to 1935 had not been implemented 

fully. During the five year Italian occupation (1936-1941), the 

Italians tried to issue a decree in a state of chaos where the 

country lost its sovereignty. In this regard Richard Pankurst, 

writes ' the Italians, anxious to gain popular support in the 

occupied areas, issued a decree signed by Marshal De Bono on 

october ,:'4, 1935, proclaiming that there would be hence for ward 

no tri bute and that the collection of such payments of tribute 

as were exacted is annulled (Pankhurst (1967, P.42»). 

Mean while the growing need for providing public goods services 

required additional revenue. One means of increasing revenue 

through taxation was (thought) to broaden the base of the tax 

system thereby identifying new bases to tax. As a result the 

first land tax Proclamation was introduced in 1942. There after 

lots of taxes and user charges were introduced and many more tax 

reform packages had been undertaken. 
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The statutory bases for all tax reforms during the period of 

Haile Sellasie 1st (1941-1974) were: (1) the constitution of 

Ethiopia, in particular the first constitution which was 

proclaimed on 16th July 1931 and the revised constitution 

(proclaimed on 4th November 1955), and (2) the powers and duties 

given to the Ministry of Finance. For example , among the most 

important articles, article 34 of the revised constitution 

states the prerogatives of the emperor with regard to laws, 

proclamations, legal notices etc." the emperor has the 

right to ini.tiate legislation and to originate other solutiDns 

and to proclaim all laws, after the same shall have been passed 

by the Parliament" . 

Like wise article 88 of the revised constitution states that 

" every proposed of legislation approved by one Chamber of 

Parliament shall be immediately forwarded through the president 

thereof to the other Chamber. If it is approved by the other 

with out amendments wi thin a period of two months, if shall be 

promptly communicated through the prime Minister to the emperor 

and shall either be promulgated as law, or returned by the 

emperor to the Chamber with his observat i ons thereon , or with a 

new proposal of legislation ... " . All laws duly approved by both 

Chamber of Parliament s hall be fo rwarded to the emperor through 

the Prime .Minister, by the presidents of the Chamber of Deputies 

and of the Senate. In the event that such law shall receive the 

approval and signature of the emperor, it shall be published by 

the Minister of the Pen in the Negarit Gazeta, with recital of 

the affix~ng of the signature and the great seal of the 

emperor ... " . 

Where as the statutory bases for tax reform in the Derg regime 

were : 
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(a) the definition of powers of the Provisional Military 

Administration Council and its Chairman (Proclamation 

NO.2/1974) which later became the" Redefinition of powers 

and responsibilities of the Provisional Military 

Administration Council and the Council of Ministers 

(Proclamation No.110/1977). 

(b) the constitution of the people's Democratic Republic of 

Ethi0pia (Proclamation No.1/1987), and 

(c) the pONers and duties given to the Ministry of Finance 

(Proclamation No.8/1987). 

In the Constitut ion, the most frequently cited article as a 

statutory bases for tax reform in the Derg regime was article 63 

sub-articl3 1 (a) which states " the National Shengo of the 

People's Democratic Republic of Ethiopia has the power to decide 

on any National issue. with out limiting the generality of the 

foregoing, the National Shengo shall have the powers and duties 

to enact, amend and supervise the observance of the constitution 

and proclamations ... " 

Among the ~"..)wers and duties of the Ministry of Finance, the 

following "Ire found (see Proclamation No.8/1987 article 33): 

(1) Prepares the general services budget and the social and 

economic budget of the country; administers the adopted 

budget; it effects transfers of budgetary appropriations in 

accordance with the decisions of the Council of ministers; 

(2) Submits periodically to the Council of Ministers general 

• report on the government's financial operation and 

situation; prepares and sUbmits supplementary budget when 

necessary. 

(3) ensures and supervises the proper implementation of 

financial policies, laws governing income taxes, other 

taxes , duties, financial administration and fees issued at 

the central level as wel l as the proper assessment, 

collection and recording of government revenues from any 

source; 
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(4) In cooperation with the appropriate government organs, 

undertake studies and initiate policy concerning the 

national financial administration and operation, credits and 

foreign exchange reserves; 

(5) control illegal importation and exportation of goods and 

organize a force to enforce same. 

Like wise, all tax reforms during the Transitional and Federal 

government~ were based on the following statutes : 

(a) the Transitional period Charter of Ethiopia (Negarit Gazeta, 

No.1, 22nd July, 1991), 

(b) Definition of Powers and Duties of the Prime Minister and 

the Council of Ministers (Proclamation No.2/1991), 

(c) The Constitution of the Federal Democratic Republic of 

Ethiopia /FDRE/ (Proclamation No.1/1995), and 

the pcwers given to the Ministry of Finance. 

(4.1.2) Fiscal relations between the Centre and 

Regional Governments. 

Designing an efficient fiscal system of multi level governments 

is undOllbtedly important especially when there is a need to 

reform (or review) the prevailing fiscal system. 

The Transitional government9 of Ethiopia, to affirm the right of 

nations, nationalities and peoples to self determination, issued 

a law in 1992 (Proclamation No.7/1992) defining regions as well 

as establishing self governments and Councils so that the 

functions of regional governments with regard to tax sharing, 

grant financing and other similar inter-government fiscal 

relations could be efficiently designed and implemented . 

9 It was established in 1991 by National Liberation 
movements and other political organizations in the Peace and 
Democratic Conference held in Addis Ababa from July 1 to July 5, 
1991. 
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And also to ensure the possible differentiation of the provision 

of public goods and services in different regions in accordance 

with the tests of the population of the regions. 

Regional governments in Ethiopia, according to artic l e 9 of 

Proclamation No.7 /1992, have " .. . legislative, executive and 

judicial powers in respect of all matters within their 

geograph i cal areas except such matters as economic policy, 

printing of currency , establishing and administering major 

development establishments, building and administering major 

communications net works, defence, foreign affairs, conferring 

of citizenship, declaration of a state of emergency , deployment 

of army ... " 

Thus in line with the guiding principle of accountability, 10 the 

revenue sources over which regional governments can decide (and 

the burden of which can not be exported to the near by regional 

tax payers) are taxes and grants given by the central 

government, internal borrowing and other sources of income. 

Equalization grants are allocated to regional governments that 

can not undertake by themselves basic social services and 

economic development programs due to relative underdevelopment. 

Generally, 3·rants are given in order to correct for vertical 

imbalances resulting from the assignment of expenditures and 

other revenue sources; to induce the provision of merit goods; 

to over come lack of sufficient local capacities; to correct for 

unequal economic conditions in d i fferent regions and to ensure 

a minimum level of redistribution in the system of taxation as 

a whole (Norregaard (1995 , P.252)). And the central government 

has the power to audit and inspect the proper utilization of 

subsidies it grants to the regions. 

The sharir.g of revenue between Central and Regiona l governments 

was enacted with the following objectives: 

10 Thac is regional governments should provide services , the benefits 
of which accrue to the local population which should also bear the major part 
of the economic burden associated with the provision of the services 
[Norregaard [1995, P.249)J. 
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(1) to enable Central government and the Regional governments 

efficiently carry out their respective duties and 

responsibilities; 

(2) to assist regional governments develop their regions on 
--

their own initiatives; 

(3) to narrow the existing gap in development and economic 

growth between regions; and 

(4) to encourage activities that have cornmon interest to regions 

(see Proclamation NO.33/1992J . 

Thus according to Article 97 of the FDRE Constitution, regions 

are entitled to the following revenues: 

(1) Personal income tax collected from employees of the regions 

and of private enterprises. 

(2) Land fees for usufructuary rights . 

(3) Agricultural income tax collected from private farmers and 

farmers incorporated in cooperative associations. 

(4) Profit and sales taxes collected from individual traders 

carrying out a business within their territory. 

(5) Income tax collected from transport services rendered on 

waters within their territory. 

(6) Income tax derived from private houses and other properties 

with~n the regions. And rent on houses and other properties 

the regions own. 

(7) Profit, sales , excise and personal income taxes on income of 

enterprises owned by the regional governments . 

(8) Income taxes derived from mining oper ations and roya l ties 

on such operations . 

(9) Charges and fees on licenses issued and services rendered by 

regional governments. 

(10) Royalty collected from use of forest resources. 

On the other hand, the revenues of the Centre are the following 

(see Article 96 of the FDRE Constitution) : 

-
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exports . 
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(2) Personal income tax collected from employees of the central 

government and international organizations. 

(3) profit, sales, excise and personal income tax collected from 

enterprises owned by the Central government. 

(4) Taxes collected from National Lotteries and other games of 

chance. 

(5) Taxes collected on income from air, rail and marine 

transport services. 

(6) Taxes collected from rent of houses and properties owned by 

the central government. 

(7) Charges and fees on licenses and services issued and 

rendered by the central government. 

(8) Taxes collected from Monopolies, and 

(9) Central government stamp duties. 

Where as concurrent revenues of the Centre and Regional 

governments include profit tax, personal income tax and sales 

tax collected from enterprises jointly owned by the Central 

government and Regional governments; profit tax collected from 

companies and divide nds du e to share holders; income tax derived 

from large scale miming and all petroleum and gas operations, 

and royalties on such operations. 

The above revenue sharing arrangement was based on 

considerations with regard to ownership of source of revenue, 

the national or regional character of the source of revenue, 

convenience of levying and collection of the tax or duty, 

population , distribution of wealth and standard of development 

of each region. 

As to the revenue collection, central government revenues and 

revenues j ointly owned by the central government and regional 

governments are normally collected by the Central Government 

revenue collection organs . 
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To sum u~, regional governments and the Centre do not levy and 

collect taxes on each other's property unless the enterprise is 

prof i t making. And they make sure that their taxes do not 

adversely affect the relation ship between the two. 

4.2 Tax reforms during the reign of 

Emperor Haile Sellasie 1st (1941-1974) 

4.2.1 Tax reforms during the 19405 

The 1940s period saw the beginning of a long term approach to 

development. During this period Ethiopia undertook the first 

steps towards the introduction of economic planning in the form 

of sectoral programs. And it was in 1945 that the Ten-year 

Industrial Development Program was elaborated as the first 

sectoral program [see shiferaw (1995)J. 

This enabled the country to work out short term plane for the 

early 1950s in order to rehabilitate and extend the road net 

work whcch had been abandoned during the five-year Italian 

occupation. Similar measures were also taken in the field of 

education. 

The decade in short was characterized by absence of economic 

crisis. It was a period where modernization of the economy was 

rooted. 

As a result perhaps as a means of additional revenue source to 

implement those programs, lots of taxes were introduced during 

the decade. 

The first land tax reform, after its introduction in 1942, was 

undertaken in 1944 [land tax proclamation No. 70/1944J. The 

reform was undertaken in order to ensure administrative 

feasibili'cy particularly to ensure greater ease of tax payment 

and decrease the cost of collecting taxes. Because of the 

sUbsistence economy and absence of a well developed monetary 



system, most of t he taxes 

Consequently farmers were 

were paid 

obliged 
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in a non-monetary bases. 

to pay a tithe of their 

produce. However, many problems occurred in estimating the tithe 

on the land. 

It was the 1944 land tax reform that repealed the tithe; and in 

lieu of t .he tithe an equivalent estimate was made to be payable 

on monetary basis . 

Similarly, land tax reforms of the 1947 and 1949 (proclamation 

No.93/1947 and No.106/1949) were aimed at improving compliance 

and obtaining administrative feasibility of tax collection. For 

example the former was intended to resolve the then existing 

conflict between the tax payers and tax administrators over the 

interpretation of article 4 of the 1944 land tax proclamation. 

While the latter was designed to extend the period of appeal for 

those who claimed exemption from the payment of land tax. 

Also undertaken in the 1940s was tax reform in the area of 

income tax. To make the tax structure more transparent, to ease 

tax admj r .i stra t ion and enforcement, to increase revenue and 

promote equity, the first personal and business tax 

(Proclamation No .60 of 1944) was repealed and replaced by the 

1949 personal and business tax (Proclamation NO.107/1949). This 

was undertaken after the establishment of state Bank of 

Ethiopia, on 26 August 1942 , and the issuance of its new 

currency "The birr" in 1945. 

The major objectives of the 1949 reform were: (1) to facilitate 

and simplify tax collection; (2) to promote equitable tax 

assessment; and (3) to create conducive atmosphere so that the 

tax system 

industries . 

encourages investment in the development of new 

Accordingly, the reform provided for base broadening and rate 

increasing at the higher income brackets . For example under 

schedule ' A' of the former income tax (1944), a person in the 
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twenty-fourth bracket used to pay from 3.5 to 4.375 percent of 

his gross income. Where as under the new tax act, the person had 

to pay 13 to 15 percent of his gross income. In addition the new 

income tax act broadened the income tax base thereby including 

the incomes of the regular armed forces which had been excluded, 

from taxat ion, by the former tax act. Under schedule 'B' of the 

former proclamation there were only 3 special classes where 

every tax payer was categorized but the 1949 tax reform 

increased the number of special classes to seven. 

To simplify the rationalization of the income tax structure and 

administration, the reform also decreased the rate of sure tax 

in schedule 'C' . As a result, the sure tax payable whenever the 

income of a business exceeds birr 100 , 000 decreased from 50 to 

10 percent. Thus, the major motives behind the 1940s income tax 

reforms were revenue generation, 

promotion of domestic investment. 

equity, simplicity and 

On the other hand, the 1949 tax reform also contributed to 

export promotion by giving incentives to exporters (Legal Notice 

No. 131/1949). Accordingly, goods and merchandise exported from 

Ethiopi v were levied an ad valorem tax of 1 percent; where as 

imported. goods and merchandise were to pay a 4 percent ad 

valorem tax on the customs valuation. 

The 1940s reform also gave birth to the introduction of user 

charges in the area of education and road. It broadened the tax 

base to qenerate additional revenue to finance education. 

Education tax was levied on lands", including Maderia, Samon 

and Rist quIt according to their fertility. As a result, 

11 Gul t (fief) is a type of land tenure which was more or les8 
completely exempted from the payment of tribute and owned by local rulers, 
members of the royal family, nobles and others for their own use. Such a land 
enabled the holder to receive the dues which would other wise have been 
allocated to the state. Rist is permanent and inheritable tenure of land. 
Maderia ia another type of land tenure which was given by the king to an 
individual (but could be withdrawn at will and given to a third person).It 
was held by soldiers who were not paid in cash or kind for their services; 
and holders of such lands used to pay only tithe. Whilst Samon lands were 
those which were owned by the church workers such as Abuna, priests, deacons 
and some scholars [see Pankhurst,R., 1967, 1968). 
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education tax was made to be collected hand in hand with land 

taxes. For example in all districts of the prov inces of Shoa, 

Harar, Arussi and Wello, the rate of educational tax payable on 

each Gasha (equivalent to 40 hectares ) of measured land was birr 

15 for fertile land, birr 12 for semi fertile and birr 4.50 for 

poor land (see the following table) . 

Table 4.1: Eduction tax for Shoa, Harar, Arusi 

and Wello provinces (1947) 

Fertile land Semi fertile land Poor land 

Birr 15 per gasha Birr 12 per gasha Birr 4.50 

gasha 

source: Negarit Gazeta,NO. / 1947. 

per 

Similarly, road tax was proclaimed in 1948 in order to construct 

new roads and maintain the old ones. All vehicles except 

government, and public had to pay user charges from birr 0.25 to 

birr 7 , dep~nding o n the nature of the vehicle . 

The other major tax reform of the 1940s was in the area of 

excise tax. In 1942, 

(Proclamation No.30/1942). 

Tobacco Regie '2 was proclaimed 

The reform apparently provided for 

tax base-broadening. Further tax base broadening took place when 

the Mini stry of Finance enacted rules in 1943 prescribing 

additional amount of tax to be levied on imported cigarettes , 

cigars, tobacco, matches, cigarette papers and lighters. 

Further imposition of excise tax on alcohol in 1943 was another 

forward s 'l:ep in identifying new tax bases in the tax system. 

Thus, it has resulted in base broadening. 

12 Name given to the then established state monopoly. 
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The introduction of stamp duty in 1943 was also a constituent of 

the 1940s tax reform (see Proclamation No.41/1943). It provided 

for base broadening to generate more revenue. 

Similarly the imposition of customs and export duties of the 

1943 on imported and exported goods (see Proclamation 

No.39/1943) provided for tax base broadening. More over, in 1944 

and 1945, further base broadening and rate increasing took place 

respectively in the customs duties. Accordingly, the tax base 

was further broadened by taxing two new items, rubber and wars . 

An ad valorem tax of 10 percent per kilo of rubber and wars (or 

bastard saffron) were levied on export duty. In addition, the ad 

valorem tax on some of the items in class I (i.e animals, 

agricultural, marine and pastoral products and food stuffs), 

class II (Ales, wines, spirits and beverages), class III 

(tobacco and manufactures thereof) and class IV (textiles, 

apparel, yarns and fibres) were increased. 

To sum up, the motive behind tax reform in the 1940s was mainly 

revenue generation and administrative feasibility, in particular 

in the taxation of land. The consideration of equity and 

promotion of domestic investment was also another important 

measure taken during the decade. 

4.2.2 Tax reform during the 19505 

In the 1950s like the 1940s the same economic atmosphere have 

been maintained. A study rise in GOP partly as a result of the 

federation of Eritrea and Ethiopia which led to an expansion in 

the size of the economy but also because of an increase in 

investment has been observed. The First Five Year PlanI3 (1958-

62) was also elaborated during this period with objectives of 

13 The plan was originally prepared to cover the period 1957-61. 
However, it became effective in 1958; it was extended further for six months 
up to 1962. 
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promoting the deve lopment of social and fiscal structure 

accelerating the modernization of agriculture and raising 

industrial production [Shiferaw (1995)). 

The federation of Eritrea and Ethiopia in september 1952, in 

accordance with a decision of the united Nations , was an 

important event in the Ethiopian economy during the decade. The 

economy was expanded and modernized. 

Consequently, because of 

government proclaimed the 

the federation, the Ethiopian 

Federal Customs and Export Duties 

(Proclamation No. 143/1954) , Federal Sa lt Tax, Federal Excise 

Tax and others in order to meet federal expenses. 

Tax reform in the 1950s aimed mainly at revenue generation in 

order to meet the ever rising government expenditures and 

carrying into effect of the Five Year Plan. As a result, to 

achieve this major objective, tax reform focused on base 

broadening and rate increasing. 

The 1954 Federal Tax (Proclamation No.143/1954) for example 

increased the rates of customs and export duties. All goods 

imported in to Ethiopia were levied a 10 percent tax on their 

value while goods exported from Ethiopia had to pay 2 percent ad 

va lorem tal( as estimated by the Customs Administration. However, 

the federal tax was reintroduced in 1956. The Federal 

Transaction Tax of 1956 (Decree No.17/1956) resulted in 

broadening the tax base and increasing the tax rate. The federal 

tax rate on imported goods increased from 10 to 12 percent. 

In addition locally manufactured goods were levied and charged 

5 percent sales tax by manufacturers. The Personal and Business 

Tax reform of 1954 (Proclamation No.140/1954) has also provided 

basis for administrative feasibility of the tax system. 

It offered a three year tax holiday for rental houses starting 

from the date of their completion. 
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Similarly, the Income Tax Decree of 1956 (Decree NO.19/1956) has 

raised the tax rates taking into consideration the equity 

principle. For example an individual earning a monthly salary 

of birr 45 had to pay additional tax birr two annually. Where as 

a person with a monthly salary of birr 1550 had to pay 

additional tax ahout birr 1519.20 annually. In addition, the 

number of income brackets under schedule 'A' were increased from 

34 to 36. And the tax assessment was made on a monthly basis. 

Thus every tax payer had to pay his/her taxes monthly. Similarly 

the monthly tax exempt income increased from birr 25 to birr 30 

which provided additiona l tax exemption for low income groups 

(see Table 4.2). 

Table 4.2: The Income tax Decree No.19/1956 

Taxable income Tax per month Taxable income Tax per month 

(birr) (birr) (birr) (birr) 

1- 0 - 30 Nil 20. 650 - 700 40.00 
2 . 30 - 40 o. 50 21- 700 - 750 45.00 
3 . 40 - 50 1- 00 22. 750 - 800 50.00 
4 . 50 - 60 1- 25 23. 800 - 850 57.50 
5. 60 - 80 1- 75 24. 850 - 900 65.00 
6. 80 - 100 2 . 25 25. 900 - 950 72 .00 
7 . 100 - 125 3. 00 26. 950 - 1000 80.00 
8 . 125 - 150 4. 00 27 . 1000 -1050 90.00 
9. 150 - 175 5. 00 28. 1050 -1100 100 . 00 
10. 175 - 200 6. 00 29. 1100 -1150 110.00 
11- 200 - 250 9 . 00 30 . 1150 -1200 120.00 
12. 250 - 300 12 .00 31- 1200 -1250 13 5 . 00 
13 . 300 - 350 15. 00 32. 1250 -1300 150 . 00 
14. 350 - 400 18 . 00 33 . 1300 -1350 1 65.00 
15. 400 - 450 21- 00 34. 1350 -1400 180.00 
16. 450 - 500 24. 00 35 . 1400 -1450 195.00 
17. 500 - 550 27. 00 36. 1450 -1500 210.00 
18. 550 - 600 31- 00 37. >1500 15 percent 
19. 600 - 650 35 . 00 

source: Neg3rit Gazeta No . 1 . 1956. 

One of the major land tax reforms in the 1950s came in to effect 

by Land Tax Proclamation No.117/1951 which aimed at improving 

the administration of tax and promoting of equity. Because of 

the difficulties encountered in the people of Shoa (Amhara), as 



their rist : a nds were classified in 

Land Tax Proclamation No. 70/1944, 
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few categories under the 

this land tax reform was 

undertaken in order to levy land taxes according to the 

fertility and superficial l ' area of the land. As a result, rist 

lands in the province of the then Shoa Amhara were re-assessed 

and classified in to eight separate categories, ranging from 

class one up to class eight. Each class of rist land had to pay 

the specified land tax plus tithe. For example , first class rist 

land had to pay total tax payment of birr 20 (i.e birr 8 of land 

tax plus birr 12 of tithe). 

On the other hand, rist land classified under class eight (the 

poorest land) was imposed land tax of birr 1.50 - the amount of 

the tith~~ only. Thus the reform provided for base broadening, 

simplicity and equity. 

The reform was re-considered again (see Legal Notice 

No.154/1951) in 1951 to further simplify tax administration. For 

example in the assessment of the tax of Shoa Amhara rist, the 

assessment had been made by the Malkegna, or the chief of the 

place, the Chika Shum and by other three elders selected by the 

residents . The Ministry of finance had to assign a clerk for 

each Wereda for writing out the assessment and to submit appeals 

in case of unjust assessment. 

In the case of classification of un measured Gabbar land, tax 

assessment had been made by members of committee representing 

the Ministry of interior sent from Addis Ababa (chairman), 

Ministry of Finance sent from Addis Ababa member), the 

governor of the woreda, Melkegna, Chika shum and two e l ders 

selected by the local residents within the melkegna. 

Mean wh ile continuous land tax reforms were undertaken (for 

example Legal Notice No.154/1951 was amended by Legal Notice 

14 It means the area of unmeasured land was assessed by the assessors 
only by viewing the land . 
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No.172j1952) in order to simplify further the tax 

administration with regard to unmeasured Gabar lands. 

The 1950s also saw the introduction of health tax. Health Tax 

Decree No.36 of 1959 was enacted in order to improve the 

facilities or health services, and to deal with such diseases as 

leprosy, tuberculosis, malaria and other similar contagious 

diseases. 

The objective of this tax was to generate additional revenue so 

that the then Ministry of Public Health could be able to extend 

satisfactorily health services to the people. 

The establishment of health tax was thought to support 

financially the five year plan which had also focused among 

other objectives to improve and develop health services. Like 

the education tax, the health tax was also made to be collected 

together ' .... i th land tax and was levied on the same laws and 

regulations as the land tax [see Negarit Gazeta, No.14, 1959]. 

The intn·,dllctioll of cattle tax in 1954 (Proclamation 

No.142 j 19.54) was also another constituent of the 1950s tax 

reform. The objective was to promote equity. stated in the 

proclamation is \ to ensure equality of taxation as between our 

subjects who obtain their livelihood from agricultural pursuits 

and pastoral activities and recognizing the fact that while 

farmers pay tithe and land tax it is but appropriate that cattle 

tax' [Negarit Gazeta, No.1 30th september, 1954, P.3]. 

As a result, any person engaged in cattle breeding activity had 

to pay an annual cattle tax on each head of cattle at the 

following rates (Table 2): 
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Table 4 . 3: Cattle tax (1954) 

Type of cattle Tax rate 

Pig birr 1.00 
Camel birr 0.50 
Horned cattle birr 0.25 
Horse birr 0.25 
Mule birr 0.25 
Donkey birr 0.10 
Goat birr 0.05 
Sheep birr 0.05 

source: Negarit Gazeta, No.1, 30th september,1954. 

The cattle tax act provided for base broadening to generate 

additional revenue in addition to promoting equity in the tax 

system. 

Further broadening of the tax base took place in 1955 when 

federal salt tax was proclaimed (see Federal Salt Tax 

Proclamation No . 146/1955). All salt entering Ethiopia had to pay 

taxes at specified rates. For example, salt with no more than 10 

percent of foreign elements were levied birr 5 per 100 kgs. 

Similarly, the federal excise tax of 1956 (Decree No.16/1956) 

contribt:ted for base broadening. Goods imported into or 

manufactured within Ethiopia were charged and levied federal 

excise tax at the rates prescribed in the schedule. For 

instance, the excise tax on sugar (all kinds) was birr 3.00 per 

100kgs. 

The stamp duty decree (No.26/1957) of 1950s a l so provided for 

base broadening thereby including new instruments l5to be charged 

with stamp duty. The decree also increased rates of duty on some 

instruments which were charged with stamp duty. For example the 

payment of stamp duty of tickets of admission to places of 

public enterta i nment increased from 10 percent to 15 percent of 

the cost of admission. 

15 Here instrument is defined as a document in writing by which any 
right or liability is to be created transferred, extended, extinguished or 
recorded (Decree No.26/1957). 
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The other major tax reform of this decade was in the area of 

customs and export duties. The customs and export duties act of 

1943 (Proclamation No.39/1943) which was latter replaced by the 

Customs Revised Import and Export Tariff Regulation of 194 7 was 

re-introduced in 1951 by the Customs Revised Import and Export 

Tariff Regulations of 1951. Accordingly, the ad valorem tax 

rates of sOIT.e of the commodities in all classes were increased. 

For example the ad valorem tax on bacon and hams rose from 25 to 

50 percent; fresh meat from 20 to 60 percent; ale and beer from 

40 to 50 percent; cigars rose from birr 6 per kg to birr to birr 

8 per kg; motor passenger cars rose from birr 0.40 per kg to 

birr 0.50 per kg and so on. 

Further broadening of the tax base took place when Legal Notice 

No.159/1952 was enacted to include bovine cattle to be taxed on 

export. 

Legal Notice Nos 163/1952 and 178/1953 were also important in 

simplifying the tax adminstration and levying export duties 

respectively. For example Legal Notice No . 178/1953 declared that 

all Hara~ coffee exported had to pay birr 20 per 100 kgs and 

birr 15 of surtax per 100 kgs. However, the surtax was latter 

replaced uy- 40 percent by the Coffee Additional surtax 

Regulation of 1954 . According to the regulation, additional 

surtax was charged, levied and collected on all coffee exported 

from Ethiopia based on the price quotations on the New York 

coffee exchange . 

On the other hand further increase of tariffs on such 

commodities as textiles, fibres, yarns and manufactures thereof .. 

in 1956 (see Legal Notice No.199/1956) aimed partly to promote 

domestic textile industries, which were found at their infancy, 

and protect them from foreign competition and partly to generate 

additional revenue. 

To put it in a nut shell, tax reform in the 1950s period aimed 

at broadening the tax base and increasing the tax rates to 
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generate more revenue together with improving the administrative 

feasibility of the tax system. 

4.2.3 Tax reform in the 19609 

The accelp.rating economic expansion that began in the late 1950s 

also continued to prevail in the 1960s. As a result, the 1960s 

registered a remarkable performance in the Ethiopian economy. 

The Gross Domestic Product grew at an average annual rate of 4.4 

percent (Mulatu (1990, P.199)]. In particular during the first 

half of the decade, the growth rate of GOP was 5 percent 

annually. In addition to this, the economy managed to show 

structural changes. Export of goods and non factor services grew 

at an average rate of 12 percent annually. Savings and 

investment also recorded annual average rates of growth of 9.4 

and 9.2 percent respectively [Shiferaw (1995, PP.17-19)]. 

In 19609, unlike the preceding two decades, tax reform 

concentrated only on income tax, land tax, excise tax, 

transaction tax and customs and export duties . It was unlike the 

1940s and 1950s; there were no new tax packages to be 

introducec. 

One of the major tax reforms in the decade was in the area of 

income tax. The income tax act of 1961 (Proclamation No. 

173/1961) highly increased the tax rates to generate additional 

revenue. For example, in schedule ' A' (schedule consisting of 

income from employment including salar ies, wages allowances, 

pensions, directors' fees and other personal emoluments) an 

individual earning a monthly salary of birr 5000 had to pay a 

monthly i~come tax of birr 1000 instead of birr 750. Thus, under 

the new act, he had to pay birr 250 more (about 33% increase in 

the tax rate) than he could have paid five years ago. Like wise 

a person with a monthly salary of birr 100 had to pay additional 

income tax of birr 1.50 (about 67% increase in the tax rate) 

than he could have paid five years ago. 
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Thus the reform did not consider equity. Low income groups were 

severely taxed than high income groups . 

Similarly, the new act increased the tax rates of income in 

schedule 'B ' ( income from rent of lands and buildings used for 

other than agricultural purposes) to generate additional 

revenue. Besides a surtax of 10 percent was charged on any 

taxable income under schedule B in excess of birr 30,000. And 

the numbe~ of income brackets are increased from 15 to 16. 

Like wise, the tax rates and the number of income brackets in 

schedule C (income from business , from professional and 

vocational occupations, from the exploitation of woods and 

forests for lumbering purposes, from interest and all other 

sources) increased. Here again low income groups were taxed more 

severely than high income groups. For example, the annual tax 

rate on an annual income of birr 1200 increased from birr 30 to 

birr 45. On the other hand, the increment of the tax rate on 

annual income birr 15,000 was from birr 2160 to birr 2250. Thus, 

very little attention was given to equity consideration. 

Schedule 'c' was also subjected to a surtax of 10 percent on 

that part of total income in excess of birr 30,000 and another 

additional surtax of 10 percent on that part of taxable income 

in excess of birr 150,000. 

Above all, an important aspect of the 1961 income tax 

proclamation was the promotion of investment and encouragement 

of local and foreign investors thereby declaring income tax 

exemption for up to five years provided that the amount of 

investment was more than birr 200,000. This laid basis for the 

investment proclamation of 1966 which 'superseded all previous 

investment laws and was hailed internationally as being the most 

liberal with the most attractive investment incentives' 

[Shiferaw (1995) 1 . 

Thus the 1961 income tax act contributed to revenue generation 

through rate increasing and also encouraged investment. Perhaps 
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partly as ' a result of measures taken in 1961, 1963 (investment 

decree) and the investment proclamation of 1966, foreign 

investment increased from birr 86 million in 1955-1960 to 128 

million between 1960-1965 [Shiferaw (1995, P.2)]. However 

objectives of equity and simplicity received little attention by 

the reform package. 

Income t~< was ro-introduced in 1967 (Income tax Proclamation 

No.255/1967). Here again the new act further broadened the 

income tax base and increased the tax rates. In addition, the 

number of income brackets in schedule A increased from 35 to 39; 

and the tax exempt income decreased from birr 30 to birr 25. As 

a result, individuals earning a monthly salary of birr 25 up to 

birr 30 had to pay a monthly income tax of birr 0.75. 

In schedule A the tax rates began to rise only after the 30th 

income br&cket. Thus, it was unlike the previous income tax act; 

now higher income groups had to pay more taxes than lower 

income groups. Therefore, the tax base was broadened at higher 

income brackets in order to tax higher income groups. 

Similarly, in s~hedule B the tax rates increased. The number of 

income brackets also increased from 16 to 34. The income of 

bodies (any incorporated body with limited liability) was 

subjected 'to 20 percent tax rate on that part of taxable income . 

In schedule C every income was subjected to taxation; there was 
, 

not exerr.ption. Under this schedule the tax rates began to rise 

only after the 31st income bracket. 

Above all, new schedule, schedule D, had been introduced to 

include income from agricultural activities such as the 

cul ti vat ion and/ or development of land (or harvesting of any 

crop from land) and raising and breeding of live stock on the 

land. The tax which was payable under schedule D was of two 

types: (1) the tax on bodies which was charged l evied and 

collected at a rate of 20 percent on that part of taxable 

income , and (2) on persons at a 
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The transaction tax of 1963 (Proclamation No.205) also resulted 

in base bloadening thereby including a turnover tax (1%) and 

another tax on construction work. The transaction act repealed 

both the Federal Transaction Tax Decree No.17/1956, as amended 

by Decree No.35/1959, and the Local Products Excise Tax Decree 

No.22/195 7 as amended by Decree No.25/1957. 

Transaction tax was charged, levied , collected and paid on all 

imported, eAported and locally manufactured goods . A turnover 

tax on gross revenues from sales received or due to traders for 

sale of goods was charged levied and collected at the rate of 1 

percent. However, the turnover tax was increased to 2% in 1967 

(see proclamation No.254/19 67). 

In addition construction Work Tax was charged and payable at the , 
rate of 2 . percent on all elements of the cost of construction 

work. The transaction tax was re-introduced in 1 964 (Legal 

Notice NO.282/1964) with a view to improving compliance and tax 

administration by exempting transaction taxes on goods such as 

motor bicycles and motor tricycles together with their 

appropriate init.'.:al 

belting ut all k~nds 

equipment, 

of driving 

tanning materials, bands and 

machinery. Also stated in the 

amendment was the excise taxes reduction on locally manufactured 

goods. However, the reduction was to be considered only if 

excise taxes had been pa id on alcoho l, sugar , cotton goods or 

yarn, salt and regie tax on tobacco leaf, tobacco products, 

matches, cigarette paper and pocket lighters. 

Tax reform in the area of customs and export dut y in 196 1 (Legal 

Notice NO.241/1961) apparently increased the import and export 

tariff rates on some commodities. For example, the tariff rate 

for imported butter increased from 50 to 60% ad valorem. Meat 

extracts and soups manufactured from meat rose from 20 to 50 

percent; meat (canned or in glass jars or bottle) rose from 20 

to 50%; bags made of flax, hemp or jute rose from birr 30 per 

100 kgs to birr 50 per 100 kgs; hessian cloth rose from birr 20 

per 100 kgs to birr 35 per 100 kgs. In addition new items such 
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as met a ls were charged and t axed. Additional ad va lorem tax of 

60% on tiles and mosaics, glazed or unglazed, white coloured or 

decorated, for building purposes was charged levied and 

collected. The ad valorem tax on periodicals, rose from 10 to 

60 percent. However, since the country was promoting export, 

packing materials intended for use exclusively as containers and 
/ 

packing fOl: meat products of Ethiopian origin designed for 

export abroad were tax exempt. 

Further increase in the tariff rates of the customs duties (on 

import and export) was observed in 1964 (by Legal Notice 

No.283/1964), and 1965 (Legal Notice No .309/1965). The ad 

valorem tax on clothing and sewn articles including household 

linen increased from 35 to 55 percent; cotton blankets mixed 

with wool rose from birr 1 . 50 per kg to 2.50 per kg; the tax on 

iron and steel, rods and bars rose from birr 8 per 100 kgs to 

birr 12 per 100 kgs (see Legal Notice NO.283). 

Legal Notice No.299 of 1964 increased the tariff rates of the 

customs import and export duties. As a result, the ad valorem 

tax rates on confectionery and candied fruits and vegetables 

rose from 30 to 40 percent; the ad valorem tax rates on sweets 

rose from jO to 40 percent; clothing and sewn articles of linen 

from 55 to 60 percent; hessian cloth from birr 35 to birr 50 per 

kg and so on. Additional ad va lorem tax rates were also levied 

on such items as tape recorders, wire recorders, dictaphones and 

other sound recording and televisions. 

Mean wh i 1 ~ the government, to promote investment, exempted 

import t a riff rates on such commodities as structural and 

building materials, machinery and furniture if imported by new 

hotels where a capital of not less than birr 800 ,000 has been 

invested; further more machinery especially designed for boring 

or drilling for the purpose of exploration and prospecting for 

minerals or for under ground water, raw materials imported by 

local tanneries and textile industries as fini shing or 

processing mater ials were exempted from import duties. Above 
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all, further increase in tariff rates of many commodities was 

observed i n 1961 (Legal Notice No.354/1969). 

In short the 1960s tax reform focused on many objectives: (1) to 

generate revenue both through base broadening and rate 

increasing, (2) to provide fiscal incentives so as to promote 

investme~t, and 

administration. 

(3) to improve compliance and tax 

Tax reform in the first half of the 1970s 

In the first half of the 1970s, things began to go awry. 

Particularly between 1970 and 1974 , the economic atmosphere 

changed. The country suffered severely economic, social and 

political hardships which resulted in an over all crisis in the 

country. The first oil price crisis, the 1974 Ethiopian 

Revolution, which erupted in late January 1974, and the Wello 

famine (1973-74) which claimed more than 200,000 lives all had 
., 

a great impact on the economy . By 1974 the share of agriculture 

in GDP dropped to about 54 percent. The growth of this sector 

began to decline averaging about 1.4 % (between 1970 and 1974) as 

compared to the 2.2% annual population growth rate of the 

period. ~he inflow of private foreign capital began to decline 

and ceased completely in 1973, while domestic investment dropped 

to about 11% during 1970 and 1974. Similarly, the fiscal deficit 

rose considerably averaging about 4% of GDP [Shiferaw (1995, 

PP.21-52)]. 

Tax reform in the first half of the 1970s had aimed mainly at 

revenue generation in order to meet the 

expenditure. The political upheaval of the 

rising government 

time did not allow 

the old re.gime to undertake many tax reform packages as much as 

it wanted to adjust the fiscal problems. As a resu lt there were 

on l y two tax reforms: Transaction tax and customs and export 

duty. These reforms aimed mainly at revenue generation. As a 

result , th~ transaction taxes act (proclamation No. 307 of 1972) 

increased tax rates on imported and exported goods from 12 to 15 
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percent. >imilar::'y, the customs tariff regulation (No.388/1970) 

increaseu ar. valorem tax rates on some imported commodities and 

broadene~ · the base of the tax by including some taxable 

commodi t:ces, However, to provide fiscal incentives for infant 

domestic !.ncillstr ies it also made exemptions for some commodities 

which wei'" i.mporl. , .. j for further processing to make industrial 

products , 'urthex increase in the tariff rates was observed by 

the custoMs tc.ri(f regulation of 1972. For example, the ad 

valorem tdX rate- o n copy paper rose from 10 to 60 percent, and 

writing pa~er from 10 to 60 percent . 

To reiterate, tax reform during emperor Haile Sellasie mainly 

focused on revenue generation. Equity consideration was not 

given d~, emphases . 

4.3 Tax reform during the Derg regime 

(1975-1991) 

4.3.1 Ta~ roforw in the second half of the 1970s. 

The probl ,s.ns of the first half of the 1970s were escaladed 

during the , second half of the 1970s. Following the over throw of 

the HailGi sel lasie regime , the new government, the Derge l
., 

confronted a lot of hardships: internal political upheaval, 

armed co~~l~ct and radical institutional reform, labour strikes 

and urban unrest to military mutinies [see , Kinfe (1994)], the 

Ethio Somal:. War (1977-78) and others. 

The govEr r.ment thus had to raise more revenue in order to 

support Wi'X efforts l7 , the growing public sector and other 

government CU':Tent expenditures, Accordingly , in the Derge 

16 Na~= given to the Provisional Military Administrative Council. 

17 ove~ fifty percent of government current expenditure was used to meet 
t he secu r i t y need s o f the country (see, Mulatu (1990, P. 212)) . 
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regime, tax reform focused on base broadening and rate 

increasing of the tax system 

In 1976, the base of income 

to generate additional revenue. 

tax was further broadened by 

introducing a new tax called Rural Land Use Fee and Agricultural 

Activities Income Tax (see Proclamation No.77/1976). Under the 

new act, every farmer had to pay rural land use fee annually. A 

farmer belonging to an agricultural commune had to pay birr 3 

per hectare; while a non-member farmer used to pay birr 4 per 

hectare. where as every government agricultural organization had 

to pay birr 2 per hectare on the total of its holdings. 

Income tax was payable annually on any income derived from 

agricultural activities l8 • with regard to the assessment of 

income from agricultural activities, the principle was to 

estimate the price of the crop before harvest. However the price 

declared by the association or the farmer himself used to be the 

basis of income determination . Incase of doubtful declaration, 

the tax collector used to assess the tax by backing with 

document. As a result, tax rates were payable in accordance with 

the following table: 

18 Agricultural activities according to article 9 of the proclamation 
meant the cultivation or development of rural land by any means and with the 
aid of any implement, regardless of whether or not the farmer processes it 
further by industrial means, the harvest i ng of crops as well as the breeding 
of live stock on such land, but excluding the exploitation of woods and 
forests for wood limbering purposes. 
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Table 4.4: Tax rate on annual income from agricultural 

activities (1976) 

Annual income Tax rate 

Up to birr 600 birr 3 
600 - 900 birr 4.50 
900 - 1,: 30 birr 6.00 . 

source: Ne.9arit Gazeta No.19,4th January 1976. 

If the annual income happened to be more than birr 1200, 

government agricultural farmers or body corporate were to pay 

50% of the taxable income. While individual farmers (including 

commune members) used to pay at the following rates: 

Annual 

1.0ver 

Table 4.5: Rate of tax on annual income from 

Agricultural activities (1976) 

income Tax rate payable on every 
additional income. 

birr 1200 - 3000 10% 
2. » birr . 3000 - 6000 15% .. -\ ,7" tB.~ 
3 . » birr 6000 - 9000 20% '3 " 4. » birr 9000 - 12000 25% F~b~r. * 5. » birr 12000 -15000 30% 
6 . » birr 15000 -18000 35% 
7 . » birr 18000 -21000 40% 4dS R~V.'l 8. » birr 21000 -27000 50% 
9 . » birr 27000 -33000 60% 
10.» birr 33000 70% 

Source: Negarit Gazeta No.19, 4th January 1976. 

Further more, to promote the collection of taxes, every tax 

collector was entitled 2% of the total tax collected as service 

remuneration. This act was re-introduced in 1978 (by 

Proclamation No.152/1978). 

The new act again increased the tax rates and broadened the tax 

base . As a result any farmer belonging to agricultural 

producers' cooperative used to pay annual rural land use fee 
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birr 5 per hectare instead of birr 3. Where as a non- member 

farmer had to pay birr 10 instead of birr 4. With regard to 

income tax, farmers whose annual income from agricultural 

activities did not exceed birr 600 were paying birr 10 per 

annum. The new act also increased the number of income brackets 

from 10 to 14. 

In the same year, by income tax amendment (Proclamation 

No.155/1978), income tax was further reformed. Accordingly, in 

schedule A, the tax exempt income from employment increased from 

birr 30 to 50. And the taxable income brackets decreased from 35 

to 16. However, the tax rates were highly increased. The 

marginal tax rates increased from a range of 1.875-21% in 1961 

to 10-85% in 1978. Under the new act, an individual earning a 

monthly salary of birr 250 had to pay a monthly additional 

income tax birr 6.50 than he used to pay in 1961 i and an 

individual with a monthly income of over birr 3750 used to pay 

a marginal tax rate of 85%. 

Taxable 
birr) 

I.Over 
2 . » 
3 . » 
4 . » 
5 . » 
6 . » 
7 . » 
8 . » 
9 . » 
10.» 
11.» 
12.» 
13. » 
14.» 
15.» 
16.» 

Table 4.6: Tax on Income from Employment (Proclamation 

No.155/1978) 
-
income per month(in Tax rate on every additional 

income 

birr 50 - 250 10% 
» 250 - 500 13% 
» 500 - 750 19% 
» 750 - 1000 24% 
» 1000 - 1250 29% 
» 1250 - 1500 34% 
» 1500 - 1750 39% 
» 1750 - 2000 44% 
» 2000 - 2250 49% 
» 2250 - 2500 54% 
» 2500 - 2750 59% 
» 2750 - 3000 64% 
» 3000 - 3250 69% 
» 3250 - 3500 74% 
» 3500 - 3750 79% 
» 3750 85% 

Source: Negarit Gazeta, No.3,10th October 1978. 
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From the ~o int of view of popular supply side tax policy, the 

reform had lot of problems. Because from its set of policy 

prescriptions, lowering of tax rates (particularly top marginal 

income tax rates) and reducing the progressi vi ty of income 

taxation is the most prominent recommendation . By reducing 

marginal tax rates, dramatic increase in tax revenue (since it 

increases the supply of labour significantly through induced 

shifts from leisure to work) , a sharp rise in saving (for it 

encourages large shifts from consumption to saving) and a 

relatively painless reduction in inflation will be obtained 

[Gandhi (1987, P . 9) J . However the above efficiency aspect of the 

tax system was neglected during the (income tax) reform . 

other major tax reform undertaken in the 1970s was the 

introduction of Urban Land Rent and Urban House Tax 

(Proclamation No.80/1976). The 1976 act apart from broadening 

the tax base to generate additional revenue to the new 

government, it was necessary, according to the act, to have a 

heal thy urban society thereby corresponding the provision of 

servi ces with their demand. Accordingly any person, family, 

organizat~on or cooperative society of urban dweller had to pay 

the municipality (or to the town administration) an annua l rent 

according to schedules 1 and 2 for urban land under his or its 

possession and an annual tax on the rental value of the house in 

accordance with schedule 3 for the house he or it owns. 
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Schedule 1 

Rate of rent payable on urban land used for dwelling houses 

(l976) 

Area of land Rate of rent Rate of rent Rate of rent 
in square on land in on land in on land in 
meters grade 1 (birr grade 2 (birr grade 3 (b i rr 
- per sq. meter) per sq. meter) per sq.meter) 

up to 500 up to 0.06 up to 0.04 up to 0.02 
501 to 1000 » » 0.08 » » 0.06 » » 0.04 
1001 to 1500 » » 0.11 » » 0.08 » » 0.05 
1501 to 2000 » » 0.13 » » 0 . 10 » » 0 . 07 
2001 and above » » 0.16 » » 0.14 » » 0.12 

Schedule 2 

Rate of rent payable on urban land used for business houses. 

Area of land Rate of rent Rate of rent Rate of rent 
on land in on land in on land in 
grade 1 (birr grade 2 (birr grade 3 (birr 
per sq. meter) per sq. meter) per sq. meter) 

Per sq. meter up to 0.06 up to 0.04 up to 0.02 

Schedule 3 

Rate of tax payable on urban houses 

Annua l rental value of the Tax rate 
house (in birr) 

up to 600 up to 1% 
above 600 - 1200 » » 1. 5% 

» 1200 - 1800 » » 2.0% 
» 1800 - 2400 » » 2.5% 
» 2400 - 3600 » » 3.0% 
» 3600 - 4800 » » 3.5% 
» 4800 - 6000 » » 4.0% 
» 6000 » » 4.5% 

source: For both schedules Negar i t Gazeta (1976) ,No. 25, 15th March. 
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The assessment of the rental value of a house for more than birr 

100 was carried out by the then Ministry of Public Works and 

Housing. Where as the assessment of rent was made depending on 

the grade of the land. Exemption from rent and tax was allotted 

to public roads, squares, recreation and sport centres, places 

of worship and their components, non_profit making private 

schools, hospitals, charitable institutions and government 

institutions drawing their budgets from the Ministry of finance. 

The 1976 act was re-introduced in 1979 (Urban Land Rent and 

Urban House Tax Proclamation No.161/1979) to further dichotomize 

schedule 2 thereby adding subgrade for services and industry and 

charging different rates for such sub-grades. 

Also under taken in late 1970s was Excise Tax Amendment 

(Proclamation No.18/1975). The new act amended the previous 

excise tax by adding new items to be taxed to the list of 

specified goods. Subsequently, tobacco leaf, cigarettes, cigars, 

cigarillos, pipe tobacco products were subjected to ad valorem 

tax rate of 30 percent. 

On the other hand, the Alcohol Excise Tax Amendment of 1975 

(General Notice No.17/1975) increased the excise tax rates on 

locally manufactured beer and stout. The excise tax was re­

introduced in 1979 (Proclamation No.160/1979) to further 

increase the excise rates on some imported commodities such as 

wine, vermouth, beer and stout of any strength. In addition, the 

excise tax on both imported and locally produced tobacco, snuff 

and other tobacco products were further increased to an ad 

valorem rate of 57% (and to 69% in 1988)'9. 

However in 1975 the government reduced the excise tax rates on 

some products. As a result, the excise tax rates of petroleum 

19 In applying the ad valorem rate for imported goods, the tax was based 
on the value that customs duty was assessed; while for locally manufactured 
goods the ad valorem tax was based on the normal selling price of the 
manufacturers to the whole sellers deducted by the excise tax payable. 
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products and lubricants of the 1967 (Proclamation NO.249/1967) 

were reduced by the Petroleum Products and Lubricants Amendment 

of 1975 (Proclamation No.45/1975) . 

The transaction act of 1975 (Proclamation No .23/1975) in its 

part increased the tax rates of both imported and locally 

manufactUJ:ed goods. Even there after, the tax rates continued to 

rise over time. 

For example in 1979 (by the Transaction Taxes Amendment 

Proclamation No. 159/1979) imported goods were charged, levied 

and collected at the rate of 18% (instead of 12%) with a view to -promoting export and protecting domestic industries. This act 

also increased the sales tax rates on locally manufactured goods 

from 5 to 7%. In addition, imported and locally manufactured 

pharmaceutical items were subjected to JJ and 5 percent 

transaction taxes respectively. 

As to customs duty, the Ministry of Finance repealed all the 

customs revised import and export regulations of 1951 (as 

amended) an,~ subsequently replaced theme by new regulations as 

well as by the customs tariff classification system of goods and 

rates. Accordingly, with a view to improving compliance and tax 

administration, all goods were categorized in to 21 sections 

(each section with different chapter and tariff number) 

following the convention on Nomenclature for the Classification 

of Goods in Customs Tariffs (Proclamation NO.95/1976). There 

after successive customs tariff regulations (e.g legal Notice 

Nos .52/ 1977 and 68/ 1979) were introduced to simplify the tariff 

section problems of some goods. 

To summarize, tax reform in the second half of the 1970s, 

largely focused on revenue generation. As a result it broadened 

the tax base by expanding the bases of existing tax instruments 

(e.g The Rural Land Use Fee and Agricultural Activities Income 

Tax expanded the base of income tax) and increased the tax 

rates. 



63 

4.3.2 Tax reform in the 1980s 

The over all economic atmosphere of the 1980s was inconclusive . 

The economy began to recover during 1978/79-1980/81 as the 

government consolidated its power and the institutional reforms 

began to take place. As a result during this period GDP grew at 

an average annual rate of 5.6%. Where as the mainstay of the 

economy, agriculture, increased at an average annual rate of 

3 . 6% [Mulatu (1990 , P.212)). On the contrary , the economy 

exhibited poor performance in the second half of the 1980s. In 

particular GDP growth rates have been negative for four years 

since 1988. In 1989/90 the over all GDP growth rate was negative 

0.9% [MOPED, 1991/92 p.3). Total government expenditur e reached 

~% GDP in 1989/90 with an over all deficit of ~% [MOPED, 

1988/89). . Perhaps because of the high government expenditure . ' 

of the second half of the period and the need for additional 

revenue, tax reform in the 1980s mainly aimed at revenue 

generation both through rate increasing and base broadening. To 

be specific, most of the reforms focused on rate increasing. 

One of the major tax reform in the 1980s was the excise tax act 

of 1983 (Proclamation No .245 /1983). It levied , charged and 

collectHi : an ad valorem tax rate of 74 percent on locally 

produced Nyala and Ideal cigarettes . Further more the excise tax 

on imported cigarettes, cigars, cigarillos, pipe tobacco, snuff 

and other tobacco products was raised to an ad valorem rate of 

74 percent. However, the excise tax rate for tobacco leaf --remained 57% as before. Excise tax was re-introduced in 1986 -
(Excise Tax Proclamation No. 298/1986) to further increase the 

excise tax rates on imported cigarettes, cigars, cigarillos, 

pipe tobacco, snuff and on locally produced Nyala, Ideal and 

Gisela cigarettes. Consequently, the excise tax on locally 

produced Nyala, Ideal and Gise la rose to an ad va lorem rate of 

114, 86 and 84% respectively. Whilst the excise tax on imported 

cigarettes and et al increased from an ad valorem rate of 74 to 

123%. 
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Excise tax rates on cigarettes were further increased in 1988 

(Special L8~ree No.5/1988). The new act raised the ad valorem 

tax rates en locally produced Nyala, Ideal and Gisela cigarettes 

to 159, 105 and 109% respectively. In addition, an ad valorem 

tax rate of 69% on Gureza cigarette was introduced. On the other 

hand th ·, excise tax rate on locally produced and imported 

cigarett~, · ,nd et al increased to 69 and 197% respectively. 

Similarly ·the 1983 alcohol excise tax act (Proclamation 

No.246/1Jb3) raised the tax rates of alcoholic liquors, beer and 

stout of any strE~gth. For example, the excise tax on imported 

alcoholic liquors was raised to birr 4.5 per litre. 
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Table 4.7: comparison of excise taxes on imported 

alcoholic liquors 

Description 1965 1983 
(Procl.No.217/1965) (Procl.No.246/1983) 

1. Alcoholic birr 2 . 50 birr 4.50 
liquors per 
litre 

2 . Alcoholic birr 1. 75 birr 3.50 
liquors more 
than 100 ml but 
not exceeding 
700 ml 

3 . Alcoholic birr 0.25 birr 1. 75 
liquors 100 ml 
or less. 

4 . Beer and stout of birr 0.20 birr 0.65 
any strength up 
to 350 ml. 

5. Beer and stout birr 0 .25 birr 0.70 
of any strength 

more than 350 ml 
but not 

exceeding 650 
ml. 

6.Beer and stout birr 0.30 birr 0 . 75 
more than 650 ml • 
but not exceeding 
one litre. 

Source : 1965 and 1983 Proclamations. 

Where as for locally produced alcoholic liquors (excluding tella 

and tej) excise tax of birr 4 . 50 was paid per litre . 

Alcohol excise tax was re-introduced in 1986 (Proclamation 

No.302/1986) to further increase the excise tax on both local l y 

produced and imported pure alcohol. As a result, the excise tax 

was raise to birr 20.25 per litre (compare birr 8 per litre in 

1965). And again in 1988 (by the Special Decree No.6/1988) the 

excise taxes on both imported and locally produced wine, 
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vermouth , ~eer and stout were highly raised. For instance the 

excise tax on imported alcoholic liquor was birr 8 per litre; 

whi l e for wine or vermouth, the tax was birr 4.5 per litre. 

To sum up, excise taxes on alcohol have been growing over time. 

The 1980s tax reform also gave birth to the introduction of 

Petroleum Operations Income Tax (Proclamation No. 296/1986). It 

broadened the base of income tax and increased tax revenue. Any 

person engaged in petroleum operations (i.e, in the 

exploitation, development, extraction and production) had to pay 

fifty percent income tax on that part of taxable income. The 

taxable income of a person from petroleum operations was 

determined by the value of all petroleum produced and saved. 

However, dividends which had been paid to share holders were 

exempted from income tax. Associated with this, loan lenders had 

also been charged 15% income tax on their gross interest from 

loans. 

with regard to customs duty, customs tariff applicable to the 

Preferential Trade Area for Eastern and Southern African states 

(PTA) wa!' enacted in 1986. The regulation discriminated tariff 

rates be~ueen member and non-member states. In general, the 

tariff ra1:es were lower for PTA members than non-members. 

Later on in i989 (by Special Decre~ NO.14/1989) the excise taxes 

on ben zine , benzoline, petrol , gasoline were increased. On the 

other hand, the income tax act of 1990 (Special decree 

No.18/1990) amended schedule C of the income tax proclamation 

No.173/1961. The new act decreased the number of income brackets 

from 30 to 18. Besides, the marginal tax rates were lower in the 

low income brackets than high income brackets. The marginal tax 

rates for .high income groups were very high. for example, under 

the new act , the marginal tax rate for birr 24,000 and above was 

59 percent; where as under the 1961 income tax act, the marginal 

tax rate : or birr 15,000 and above was 16 percent. 
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The other major tax reform was in the area o f sales tax (spec ial 

Decree No,16/1990). The sales tax consolidated the many and 

scattered indirect taxes so that tax administration and 

collection could be facilitated. Further more it was believed 

that the reform could facilitate the settlement of tax 

liabilities by tax payers and thereby increased government 

revenue. Accordingly the following were repealed: The Excise Tax 

Proclamation No . 204/1963 as amended and Legal Notices issued 

thereunder, The Alcohol Excise Tax Proclamation No.217/1965 , the 

Petroleum Products 

No.249/1967) and 

No.146/1955) . 

and Lubricants Excise Tax 

The Federal Salt Tax 

(Proclamation 

(Proclamation 

The bases of the computations of the tax were: (1) the 

producers' selling price in the case of locally produced goods, 

(2) the price on which the customs duty is assessed for imported 

goods and (3) the service c harge for services supplied. 

Under the new act, the tariff rates were highly increased. For 

example the General Sales Tax Tariff on imported Alcohol and 

Alcoholic 2roducts sold to licensed manufacturers (for use in 

the produc~ion of alcoholic beverages) was 279.68% of the price 

per litre. Where as the tariff rate for locally produced alcohol 

and alcoholic products was 267.68% of the selling price. 

The General Sales Tax rate on imported cigarettes, cigar, 

cigarillos, pipe tobacco, snuff and other tobacco products was 

219.03 percent. Where as fo r locally produced cigarettes (other 

than Nyala, Ideal ,Gisila and Gureza) the tariff rate was 80.27 

percent. 

In general, during 1980s, tax reform aimed mainly at revenue 

generation through rate increasing. 
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The Transitional Government and latter on the Federal Government 

have found it important to reform the various types of taxes in 

the tax system in order to facilitate the implementation of the 

new economic policy. 

One of the major reforms of this period was income tax 

(Proclamation No.30/1992). Here the tax 

employment was 

exempt from the 

amended. As a result the 

exempt income from 

first 105 birr was 

payment of income tax. Where as income over barr 

105 was charged, levied and collected according to the following 

table. 

Table 4: a Tax rate on Income from Employment (proclamation 

No.30/1992) 

Taxable monthly income (in Tax rate on every additional 
barr) income (percentage) 

106-400 on the next 295 10% 
401-70'-; » » » 300 15% 
701-10(·0 » » » 300 20% 
1001-1300 » » » 300 25% 
1301-1600 » » » 300 30% 
1601-1900 » » » 300 35% 
1901-2200 » » » 300 40% 
2201-2500 » » » 300 45% 
over 2501" 50% 

Source: Negarit Gazeta, No.4, 12th October, 1992 

The new act decreased the income tax brackets from 16 to 9. In 

addition the marginal tax rates decreased from a range of 10-85% 

to 10-50% in 1992. However, after two years, income tax was re­

introduced in 1994 (Proclamation No . 107/1994). Here, again the 

number of income brackets were further reduced from 9 to 4. And 

the tax exempt income increased from barr 105 to barr 120. The 

marginal tax rates are still found in a range of 10-40 percent. 
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the tax base and contributed to additional revenue . The 

rationale for the introduction of the tax according to the 1994 

act was the conducive nature of the economic policy of the 

Transitional period. The policy has created conducive 

environment for the revitalization of the private sector of the 

economy i and it was recognized that the development of the 

private sector would lay down basis for the expansion of the 

transaction in capital assets. Thus, levying tax on all gain 

full activities in the economy was thought to maintain 

neutrality and equatability in the tax system . 

Tax is paid on capital gains realized from the increase in value 

up on the sale of : (1) shares and bonds, and (2) urban houses . 

The rate of the tax is 30 percent. The value of the capital 

asset is the price for which the capital asset is sold. 

As to the a ssessment of the tax, the tax on gains from the 

increase in value of capital assets is calculated and paid 

thereby adjusting for inflation and loss of capital incurred. 

Thus any person or organization having gains from the increase 

in the val,:e of capital assets has to declare his/its gains and 

pay the tax within one month period from the sale of capital 

assets. 

As to exemption, the aggregate annual gains of less than barr 

10,000 realized up on sale from the increase in value of capital 

assets is exempted form tax . 

On the other hand Rental Income Tax Proclamation No.62/1993 

increased the tax rates thereby amending proclamation 

No.173/1961. The tax payable under this article shall be 

charged, levied and collected at the following rates: 

a) on income of organizations and associations having legal 

personality 35% of taxable income. 

b) on income of persons according to Schedule "B" hereunder. The 

number of income brackets have now decreased from 16 to 7 . 
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Schedule B: Rental income tax on income of persons (proclamation 

No.62/1993). 

Annual taxable income (in Tax rate on every additional 
barr) income (percent) 

up to 1200 exempt 
1201-6000 10 
6001-1;'500 15 
12501-2:'.500 21 
21501-33501) 28 
33501-50100 36 
over 50000 45 

Source: Negarit Gazeta, No.62/1993. 

The 1993 Sales and Excise Tax Proclamation (NO.68/1993) has also 

resulted 'in tax base broadening in order to increase tax 

revenue. Accordingly, the sales tax is paid on: 

a) goods sold locally and goods imported (such as l i ve animals , 

meat and edible meat offal, fish, crustaceans and molasses, milk 

and cream, etc) at a rate of 5 percent or fixed rate on the 

basis of weight as the case may be. 

b) goods sold locaJly and goods imported, except goods mentioned 

above, at the rate of 12 percent. 

with regard to services, contractors and tax payers whose daily 

sales income is between barr 25.50 pay 5 percent; others pay 10 

percent. 

Excise tax on the other hand is paid on such goods as sugar, 

drinks, pure alcohol, denatured alcohol, tobacco and tobacco 

products , salt, leather, textile, various kinds of personal 

adornment of any origin , video decks, television or video 

cameras, television broadcast receivers. 

Summary 

Now it is evident that tax reform in Ethiopia during the past 

five decades has largely aimed at increasing revenue rather than 

improving efficiency, equity or simplicity for that matter. It 
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was the 1960s tax reform that focused on many objectives 

(providir:g fiscal incentives, improving compliance and tax 

administration and revenue generation). As a result, tax reform 

has been used as an instrument of raising tax revenue. 

But the question is that to what extent the country managed to 

exploit it~ estimated tax potential in the process of raising 

revenue? In other words, what was the magnitude of tax effort 

for the period? This is the core of the analysis of the rest of 

this paper. In what follows, analysis of taxable capacity and 

tax effort will be presented. 
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CHAPTER FIVE 

TAXABLE CAPACITY AND TAX EFFORT: EMPIRICAL 

ANALYSIS 

As stated previously tax effort is measured by relating actual 

tax collection to some indicator of taxable capacity of the 

country. The taxable capacity of a country is measured by the 

ratio of tax to GDP/GNP as predicted by the regression equation . 

Thus, tax effort is an index obtained by dividing the actual 

ratio of taxation to GDP by the predicted ratio, that supposed 

to give the taxable capacity. 

In earlier discussion of taxable capaci ty , considerable 

attention has been given to the ratio of tax revenue to National 

Income (GDP/GNP). This formulation implies that total income is 

a proper indicator of taxable capacity; and following this, tax 

effort has been calculated as the ratio of tax revenue to income 

(Lotz and Morss (1967 , pp . 478-479) l. 

Table .5.1: Ratio of tax revenue to GDP, 1960/61-1996/97 

(Percen tages) 

year tax year tax year tax 
ratio ratio ratio 

1960 6.31 1970 8 . 60 1980 13.64 
1961 6.80 1971 9.30 1981 13.70 
1962 6 . 88 1972 9.62 1982 13.06 
1963 11 . 01 1973 9 . 63 1983 15.91 
1964 8 . 30 1974 10 . 63 1984 12 . 89 
1965 8.39 1975 10.23 1985 13 . 85 
1966 8 .54 1976 12 .4 9 1986 14 . 46 
1967 8 . 18 1977 12 . 87 1987 15.56 
1968 8.13 1978 14 . 30 1988 15 . 04 
1969 8.29 1979 15.21 1989 12 . 81 

Source: Data on total tax revenue are obtained from 
Research D~partrnent, Ministry of Finance. Data on GDP are 
National Accounts Department/Ministry of Economic 
Cooperation. 

year tax 
ratio 

1990 10.79 
1991 8 .1 2 
1992 8 . 78 
1993 11. 24 
1994 12.02 
1995 12.87 
1996 13 . 13 

the Planning and 
obtained from the 
Development and 
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From the above table one can see that the maximum tax ratio , 

that is 15.911 percent, was observed in 1983. Where as the 

minimum is 6 . 31 percent. The mean is found to be 10 . 9021 

percent . The sta ndard deviation, on the other hand , is 2 . 9299 . 

However , this kind of measurement does not take into account 

certain economi c and non- economic fa c tors which might be 

i mpo r tant in evaluating the tax effort of a particul ar country . 

Subsequently, In addition to aggregate income other factors 

affect a country ' s taxable capacity . One of the most important 

is the level of economic development. Virtually, economic 

development has many dimensions and can't be measured precisely 

by a single variable . However , one variable frequently used by 

economists to give a rough idea of the stage of development is 

per capita income [Lotz, and Morss (1967 , P.481) l. Thus, one 

would expect a posi ti ve relation ship between taxable capacity 

and per capita income. This is because as income grows countries 

generally become more ~rbanized . Urbanization per se brings 

about a greater demand for public services while at the same 

time fac::'Utating tax collection. Thus, it lncreases the need 

for publ ic services for tax revenue and the capaci ty to tax 

[Tanzi (1987 , p . 218) 1 . 

With regar d to this relationship , Lotz and Morss noted that: 

there is a nother reason to e xpect a posi tive r elationship 
between per capita income and taxabl e capacity . For two 
countries with the same total income b ut with a per capita 
income of , say $50 in the first count r y and $1500 in the 
second , taxable capacity is greate r i n the second , because 
a smaller proportion of total income is required for 
subsistence needs and more 'surplus ' is available for 
taxation and other purposes. It follows that, if the two 
countries raise the same total amount of tax revenue and 
thus have equal tax ratios , the first country is making the 
greater tax effort. 

Similarly, taxable capacity appears to increase with the size of 

the foreign trade sector . Because foreign trade generates h i gh 

• 
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tax revenue with small administration cost for it is 

administratively easier to tax trade inflows and outflows than 

domestic transactions. In addition , the economic structure 

particularly the relative sizes of agriculture and mining are 

also considered in evaluating the tax effort. 

Wi th regc\Td to the relationship between per capita income and 

tax ratio , the empirical findings of IMF (Staff papers) reveal 

that per capita income has a positive relation ship with the tax 

ratio and statistically significant. The regression result for 

all developing countries was t = 13.48 + 0.0081 YP; where t 

value for YP being 10 . 50 [Lotz (1967 , P . 480) 1 • 

The same is true with Ethiopia. The correlation of tax ratio 

against the logarithm of per capita GDP supports the above 

expectation over the years 1959/60 - 1995/96. 

t = 8 . 1029 + 0.01166 (YP) 

(0.1029) (3.3962) 

R2 (bar) = 0.344 

Where Yp is per capita income. The numbers in parentheses are t 

statistics . GDP per capita seems to correspond with the tax 

ratio ; however the correlation is not strong . If we calculate 

elastic!.tl 1 at the sample mean , we found it to be 0 . 2568 . This 

means that a one percent increase in per capita income results 

in a 0.2568 percent increase in the tax ratio. It is inelastic . 

21 Elasticity at the sample mean for an equation like 
t = a + ~ YPf is calculated as follows: 

The value of beta ln our case is 0 . 01166. The calculated mean 
for per capita income is 240 . 0596 and the mean of the dependent 
variable, i.e t, is 10.9021. 
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Some theoretical arguments also lend support to a causal 

relation ship between per capita income and tax level (for 

example , Musgrave ' s tax base , or tax handle theory) , but it 

would be naive to accept a purely deterministic or mechanical 

relatiOlc. ship , as many historical , political or social factors 

playa role [Tanzi (1987, P . 222)]. 

On the other hand, foreign trade offers a tax handle" that has 

long been used to extract revenue. Foreign trade , usually 

measured as the ratio of the sum of exports and imports to GDP 

or GNP, is positively related to the tax ratio and is 

statistically significant. 

OLS regression of tax ratio on (the value of ) the share of the 

sum of exports and imports to GDP over the years 1959/60-1995/ 96 

has given the following resul t . 

t 1.2733 + 51 (S"",+ s ch) 

(0.7015 ) (5.4125 ) 

R' (bar) ; 0.44 

Where s"'" and SCh give the share of the total sum of impor ts and 

exports in GDP. The numbers in parentheses are t values . The 

resul t is consistent wi th the above hypothesis . Elas t icity at 

the sample mean is found t o be 0.8698. This means , a one percent 

increase in the share of the value of the sum of imports and 

e xports will result in a 0.8698 percent increase in the t ax 

ratio. 

22 Tax handles ar e objects of taxation or economic sectors that can be 
reached wi th relative ease [Goode (1984, P . 84 1]. 
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The share of agriculture on the contrary has exhibited a 

negative relation ship (t values are in parentheses). The 

elasticity is found to be -0.4761 which implies that a 1 percent 

increase in the share of agriculture will r esult in a 0.4761 

percent decrease in the tax ratio . 

t 16.093 - 11.792 Sa 

(9.219) (-3 . 070) 
R' (bar) = 0.19 

Where s. is the share of agriculture in GDP; the negative 

relationship between tax ratio and the share of agriculture in 

GDP supports the hypothesis and it is consistent with many 

formulations. However, the correlation is not strong. 

Mining, another tax handle, generates economic rent. Frequently, 

it is carried out by large scale enterprises. And many IMF 

studies confirm that the share of mining (including petroleum 

producticn) in GDP is positively related to the tax ratio (Goode 

(1984 , P.87)]. This hypothesis is also confirmed in Ethiopia but 

it is statistically insignificant and the correlation is weak. 

This may be explained because of the smaller of the sector . 

t = 10.603 + 0 . 0189 S o 

(14 . 081) (0 .521) 
R2 (bar) = 0 . 07 

Where Sn is the share of mining in GDP . Let us now estimate our 

taxable capacity equations based on regression approach. For the 

sake of methodological convenience (in order to avoid 

multicollinearity problems) two alternative taxable capacity 

equations will be explored . First , a regression of total tax 

ratio (t) on (1) per capita non export GDP (YP), (2) the share 

of the value of coffee, hides and skins exports in GDP (Seh) and 

(3) the export ratio excluding coffee, hides and skins exports 

(sx) ' Second, a regression of t on (1) the share of agriculture 
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in GDP (Sn) , SCh and (3) the share of import and export ratio 

excluding coffee, hides and skins exports (sxm). Thus two main 

equations will be estimated. 

t\ = B\ + B2YP't + B3sch3t + B4s x4t + Ut ••••• • ••••• (1) 

t , = B, + B3sn3t + B4sch4t + B5sxm5t + U, ... ........ (2 ) 

Regression results: 

Since the data used in this analysis are time series , the 

variables used were first tested for stationarity. Using the 

DF (Dickey-Fuller) and Augmented Dickey-Fuller (ADF) tests '3 , the 

variables were found to be non-stationary (see Table 5.2 ) 

With regard to the DF test, the assumed data generating process 

is Yt = Yt - 1 with € _ NID (0 ,a2
) subtracting Yt - 1 from both sides 

and estimating ~Yt ltY t - 1 + €ti ..................... .. ... (3) 

Where It = 0 if Yt is 1(1). A one side t - test Ho: It = 0 against, 

H1 : It < 0 determines if Yt is 1(0) or 1(1) (sj oo (1997 , P.3)]. 

ADF tes~ , on the other hand, seeks to solve the problem by 

augmenti .. "lg the equation with lagged ~Yt. 

k 

~YI = Tr Yt.' + L: y~ Y,.i + en 
1= 1 

23 The ADF test was made on Microfit package. 
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Table 5 . 2: Unit root test results for variable in levels . 

Var i ables Statistic Observations Without With trend 

trend 

t DF 36 - 2.2754 - 2 . 2962 [-
[-2 . 9446] 3 . 5386] 

.. 
- 1 . 9614 -

ADF (1) 
35 1 . 9639 [-[ - 2 . 9472] 

3.5426] 

Yp » » 3 . 1332 [- 1 . 0129 [-
2 . 9446] 3 . 5386] 

1.174 1 1. 1379 
[ - 2 . 9472] [- 3 . 5426] 

Sch » » - 2.4434 - 2.3712 [-

[ - 2.9446] 
3 . 5386] 

-
- 2.6560 2.5541 [-

[-2 . 9472] 3 . 5426] 

Sx » » - 1.7996 [ - - 2.4564 [-
2.9446] 3 . 5386] 

-2 . 4436 -
[ - 2 . 9472] 3.5769 [-

3.5426] 

s'" » » - 2 . 232 9 [- - 2.5400 [-
2 . 9446] 3 . 5386] 

- 2 .7 813 [- -
2 . 9472] 3 . 0941 [-

3.5426] 

S o » » 0 . 71422 [- - 1.2046 [-
2.9446] 3.5386] 

-
0 . 43577 [- 1.1420 [-
2 . 9472] 3 . 5426] 

Note : numbe r s in brackets are critical values at 95% confidence interval . 
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For non-stationary variables, the mean and variance of the 

underlying distribution from which an observation is drawn are 

not constant , but depend on the point in time at which the 

observation was made . As a result , regression using these non­

stationary variables (t , yp, Sxm, S" S ch' sn) is very likely to 

yield secrr.ingly impressive regression results which are wholly 

spurious . 

Thus, after having proved that the data is non-stationary , the 

order of integration was determined. And all variables were 

found to be integrated of order one , I (1) . This means that if 

the variables are differenced once, then by definition they will 

be stationary (see Table 5 . 3) . 
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Table 5.3 : Unit root test results for differenced variables 

Variable Statistic Without trend With trend Order 

t DF -6.5838 (- -6.5600 (-

2.9472] 3.5426] I (O) 

-
-3.8154 

ADF (l) 3.8431 (-

2.9499] (-3.5468] 

yp DF -5.0630 (- -6.2762 (-

2.9472] 3.5426] I (O) 

- -

ADF{l) 3.0681 (- 3.9792 (-

2.9499] 3.5468] 

SOh DF - 5.6268 (- -5.5821 (-

2.9472] 3.5426] I (OJ 

- -

ADF{l) 3.9113 (- 3.8486 (-

2.9499] 3.5468] 

S, DF -4 . 5027 (- -4.4590 (-

2.9472] 3.5426] I (0) 

ADF(l) - -

4. l790 (- 4.1322 (-

2.9499] 3.5468] 

s= DF -5.4552 (- - 5.3937 (-

2.9472] 3.5426] I (OJ 

- -

ADF{l) 4.4344 (- 4.3870 (-

2.9499] 3.5468] 

SO DF -5.8602 (- -5.8801 (-

2.9472] 3.5426] I (O) 

-
-

ADF{l) 3.5877 (-
3.5115 (-

3 . 5468] 
2.9499] 

Note. Numbers In brackets In the above Table are cr1.tlcal values at 95% 

confidence interval. The number of observations for '" DF and ADF are 35 and 34 

respectively. 
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The regression results in this analysis were estimated after 

having conducted cointegration tests for the existence of any 

long r un economic relationship between the dependent and 

independent variables. Accordingly, static regressions were run 

to obtain residuals from the levels, then they were tested for 

staionari~y using ADF test . The type of test used was the Engle 

and Granger two step procedure [sjoo (1997 , P . 3)] . Accordingly , 

the first: step was to estimate the co- integrating regression . 

That is if for example yt and xt are two variables integrated of 

order one , the first step is to do Ordinary Least Square (OLS). 

y , = a +~x, + Z, 

Where Zt is the estimated residual 

If the variable are co-integrating, Zt will be 1(0). The second 

step is to perform ADF unit root test for the estimated 

residual. 

k 

t>~, = a +!( ;,./ + ~yt> z,., + E, 
1=/ 

Where , 110 : 1t = 0 

H.,. : 1t < 0 

Thus if the nul l is rejected , then we conclude that the 

variables are co-integrated . The long run co- integrating 

parameter i.s given by ~ . Here the null hypothesis is that the 

residual has a unit root. That is the dependent and independent 

variables are not cointegrated . And the alternative is that the 

variables are cointegrated . Thus , when the residuals turn out to 

be stati.onary , then the series are cointegrated . The levels 

regression will then provide consistent estimates of long run 

relationship . 
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Table 5.4: Unit r oot test resul ts fo r residuals bas ed on OLS 

regression of equation 1 . 

Statistic Sample Observations T-Values 

DF 1962/63- 29 - 7.0937[-
1989/90 4 . 4962J 

ADF(l) 1963/64- 28 -4.8597[ -
1989/90 4.5113J 

Note : numbers in brackets are critical values at 95% confidence interval. 

From the above unit root test result both the critical values of 

DF and ADF are less than the computed DF and ADF in absolute 

value, thus , the null hypothesis was rejected implying the 

existence of long run relationship between the variables. 

Similarly , the test results of equation 2 and 1 (for different 

periods) are presented below . 

Tabl e 5.5: Uni t root test results for residual bas ed on OLS 

reg r ession of equa t ion 2. 

Statistic Sample Observations T-Values 

DF 1960/61 - 30 - 5 . 8407[-
1989/90 4 . 482J 

ADF(l) 1961 /62 - 29 - 4 . 3560[ -
1989/90 4 . 4962J 

Note : numbe r s in brackets are critical values at 95% confidence interval . 
Table 5 . 6 : Unit root test results f o r residuals based on OLS 

r egression of equati on 1. 

Statistic Sample Observations T-Values 

DF 1966/67- 30 -6 . 4184 [ -
1995/96 4 . 4821J 

ADF(l) 1967/68- 29 - 5 . 0349[ -
1995/96 4 . 4962J 

Note: numbers in brackets are critical values at 95% confidence interval. 
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Thus tabl,s abol'e reject the null hypothesis in that the 

variables ~re cointegrated . 

With re<;;:n,:l to test for structural breaks , the CUSUM test for 

model st "Lili ty : s conducted . 'I'he test was originally suggested 

by Brown and ,=t al. The confidence bounds for the sum are 

obtaine'1 by p.lot·,:ing two lines. The hypothesis (no structural 

break) i .. ': rejected if the cumulated sum of residuals strays 

outside trw bcc.ndaries [Green (1993, PP. 216-219) 1. The result 

states that there is no structural breaks . Look appendix for the 

CUSUM tfS': ~esu.ltG. 
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Table 5 .7: Regression Results 

'T 
coefficie S/error T values R' (bar) DW """.0. I .",."., 
nt 

eq . 1 31 -2.933 1.892 -1. 550 
62-90 l.'P 0 . 053 0.004 13.250' 0 . 84 2.32 

I S ' r· 86.796 21.305 4.074' 
5, 50.016 26 . 503 1.887c 

.. . 
eq.2 I 62 16.054 3.321 4.834 

I 5 " 
-29.991 3.9 46 - 7 .599' 0 . 89 2.03 

60-90 Sc, 79 . 117 15.760 5.020' 
S ::"1"1 37 . 854 12.349 3.065b 

eq.1 ~ -1 . 449 0 . 287 -5.049 
~" p 0.022 0 . 003 7 . 333c 0 . 97 2 . 5 

91 - 96 S-:"h 21. 603 2 . 632 8 . 208c 

:..i): 234 . 67 37.634 6.236c 

--
eq.2 ! 32 6.669 1 . 150 5 . 799 

I Sn -0 .135 1. 964 -0.069b 0 . 91 2 . 13 
91-96 5 c h 72.540 11.940 6.075b 

5= 24.444 4.595 5.320b 

eq.1 61 -3 . 007 2.062 -1.458 
iP 0 . 050 0 . 004 12.750' 0 . 80 2 . 07 

65-96 Sch 93.781 23 . 009 4.076' 

I s. 55 . 811 28 . 765 1. 940b 

- -----
eq.2 B'~ 5.480 3 . 469 1. 560 

60- " -4.188 6.500 -0.644 0.82 2.00 
96 I ~ ; .1 40.124 17 . 507 2 . 292' 

I !;'",- 30.544 9 . 039 3 . 379b 

-' --
Notes: (1) nnnbers 62-90, 60-90, are to mean 1962/63-1990/91, 1960/61-190/91 
and so 01'1. {I:; a, band c imply significance at the 1,5 and 10 percent level 
respectively . 

Table 5.8: Tax effort indices : Based on two equations 

Year Equation 1 Equation 2 

1959/60 - 1989/SC 0.9849 0 . 9975 
1990/91 .- 1995/96 0 . 8935 0.7722 
1959/60 - 1~95/96 0 . 9081 1. 1129 

As stated above, :;n Table 5 .6, both equations have given similar 

results. n,-, over all tax effort indices , i. eO. 9081 and 1.1129 , 

for the f~r;ods 1959/60 to 1995/96 are all good . Since they are 

close t;; . ',mity I it is poss i ble to take them as average tax 

effort i.r.GiCes . 

I 

II 
I 
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The tax effort index 0.8935 (calculated as actual tax revenue 

collected ' during the period, which is 63 . 843 million birr, over 

the predicted tax revenue by the regression equation, 71 . 4517 

million birr) means that Ethiopia during that particular period 

collect~d 10.65 percent less taxes than predicted. On the other 

hand, the index 1.1129 implies that the country raised 11.29 

percent more taxes than predicted. 

The tax · effort indices during the Transitional and Federal 

Governments, i.e 0 .8935 and 0 . 7722 , are found to be the smallest 

in their respective equations . This may be explained partly 

because che ne"" government has focused on efficiency rather than 

revenue generation. The over all result can be evaluated as 

medium tax effort index. And this result is consistent with our 

conclusion in chapter four in that the major emphasis of tax 

reforms during the past five decades was revenue generation. 

These results re-enforce some IMF research studies of tax 

effort for the purpose of international comparison . In a study 

of IMF ,for selected developing countries conducted by Alan A. 

and et al, (1979) Ethiopia was categorized among countries with 

medium tax effort index . The tax effort index was 0 . 803 for the 

period 1972 -19 76 [Goode (1984 , P.84)]. And for the period 1974-

1979 , the index reported was 0 . 9590 . 



87 

CHAPTER SIX 

CONCLUSIONS AND POLICY RECOMMENDATIONS. 

Tax reform is required when the existing tax system is deficient 

in achieving its objectives revenue adequacy, efficiency, 

equity and administrative feasibility. 

In recent years most developing countries are suffering from 

chronic fiscal deficits . In addition, access to new borrowing is 

limi ted for a variety of reasons. Thus tax reform is primarily 

devoted to generate revenue so as to finance public and social 

services . Since the beginning of the 1940s , the tax system of 

Ethiopia has undergone fundamental reforms . And it is evident 

that tax reform during the past five decades has largely aimed 

at raising revenue in order to match the growing fiscal 

spending. It "las the 1960s tax reform that focused on many 

objectives, in addition to raising revenue, such as providing 

fiscal incentives, improving compliance and tax administration. 

Similarly, tax reform during the Transitional and Federal 

Governments was targeted towards many objectives in addition to 

the obj ecti ve of raising revenue. During this period the tax 

system was redirected to facilitate the implementation of the 

new economic policy . As a result, simplification and 

rationalization of taxes, through the reduction of rates and 

rate categories with a view to improving compliance and tax 

administration, took place. In general tax reform has been used 

as an instrument of raising revenue . 

Estimates of tax effort indices, that tell us as to what extent 

the country managed to exploit its estimated tax potential in 

the process of raising revenue, suggest that the country has 

almost succeeded to exploit its tax base on the average. 

Estimates of tax effort indices for the period 1990/91 to 

1995/96 have found to be less than unity. This may be partly 
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explained because the Transitional and Federal Governments have 

focused on efficiency rather than revenue generation only. Where 

as indices of tax effort for the period 1959/60 to 1989/90 were 

almost one. In general , tax effort indices for the whole period , 

1959/60 to 1995/96, were near to unity . And the result is 

consistent with our analysis of tax reforms over the past five 

decades in that the maj or obj ecti ve of tax reforms during the 

period was revenue generation both through base broadening and 

rate increasing. 

In estimating the taxable capacity equation, total tax revenue 

was best explained by the import - export ratio, the export ratio 

and within this category the coffee, hides and skins exports, 

per capita GDP and the share of agriculture in GDP. 

Policy recommendations. 

Currently Ethiopia is undertaking free market economic system . -The tax system is directed towards implementing the new economic 

policy. It is unlike the previous decades in that the system of 

taxation or tax reform should not be used only as an instrument 

to raise revenue. Thus, the countr~ should also concern it self 

with objectives of efficiency as well; such as economic 

stabilization, the creation of social and economic 

infrastructure for economic growth and development . 

But this does not mean that the country has to concern itself 

with efficient allocation of given resources other than 

objectives . Since the country has so many problems (such as a 

rapidly growing population, high unemployment, dominance of 

agriculture , inadequate economic infrastructure, etc) the role 

of the state is important with regard to macro economic 

management, regulation and promotion of economic activities, 

human capi tal and infrastructure development and paternalistic 

role (merit goods) . 

I 
I 



Therefore, the following points should be 

consideration as policy recommendations: 
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taken in t o 

1. Tax reform should not be used only as an instrument to raise 

revenue . The country could address multiple objectives by 

altering specific features of each tax instrument. 

2. Since the country has exhibited neither a low nor a high tax 

effort index , this average level of taxation could be used as a 

'preference'. And the objective of revenue generation should be 

fulfilled by broadening the tax base and rationalizing the tax 

rates so as to remove all tax related distortions. 

3. Since tax effort analysis suggests where to begin in 

addressing a budget problem, the country should also consider 

its expenditure needs , alternative sources of finance and 

others. 

And one important measure is that both governments, The Centre 

and Regional Governments, should pay special concern to collect 

taxes on time. This is because of the link between inflation and 

the budget deficit, or what is called the Tanzi-olivera effect. 

This means that as inflation gets higher and higher , the budget 

deficit gets worse. One reason for this is that in the presence 

of inflation, the value of the tax collected will be erroded. 

For example if the growth of the annual inflation rate is 100% 

and if taxes are collected at T period lag , say a year after, 

then the real value of taxes collected will be less than what 

was assessed - half of what was expected . 
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APPENDIX 

Appendix Table l: Total Tax revenue, 1949 
millions of birr) 

1996 (in 

Year Tota l t ax Year Total tax 
revenue revenue 

1949 56.3 1973 537 . 1 
1950 61.5 1974 589.8 
1951 70.1 1975 6 1 3 . 3 
1952 91.0 1976 855.9 
1953 112.4 1977 938.8 
1954 103.4 1 978 11 46.5 
1955 108.5 1979 1298.2 
1956 121. 2 1980 1361.8 
1957 123.8 1981 1436.4 
1958 127.3 1982 1558.0 
1959 116.0 1983 1731.5 
1960 155.4 1 984 1677.5 
1961 174 . 0 1 985 1876.3 
1962 183 . 9 1986 2092.4 
1963 321. 8 1987 2317.8 
1964 264.1 1988 2371.1 
1965 287.3 1989 2158.9 
1966 309.7 1990 2053.4 
1967 315.5 1991 1618.3 
1968 332.1 1992 2221. 71 
1969 371. 8 1993 3006 . 86 
1970 407.1 1994 3891.27 
1971 433.2 1995 4741.29 
1972 483.8 1996 5172 . 89 

Source: Ministry of Finance , Planning and Research Department. 
Note: 1949 s h ould read 1949/50, etc 



Appendix Table 2: GDP at Current Factor Cost, 1960 - 1996 
(in millions of birr) 

Year GOP 

1960 2460.9 
1961 2558.3 
1962 2672.7 
1963 2922.7 
1964 3180.5 
1965 3423.0 
1966 3625.5 
1967 3858.0 
1968 4085.4 
1969 4482.8 
1970 4733.3 
1971 4658.1 
19 72 5030.4 
1973 5577.3 
1974 5551. 0 
1975 5995.8 
1976 6854.5 
1977 7294.9 
1978 8016.9 

Source: Ministry 
National Accounts 
Note: 1950 should 

of Economic 
Department . 
read 1960/61, 

Year GOP 

1979 8533.9 
1980 9986.2 
1981 10486.6 
1982 11925.8 
1983 10882.2 
1984 13014.1 
1985 13546.4 
1986 14465.8 
1987 14898.9 
1988 15764.9 
1989 16859.0 
1990 19025.2 
1991 19917.6 
1992 25290.7 
1993 26747.5 
1994 32360.0 
1995 36832 .5 
1996 39391.8 

Development and Cooperation, 

etc 



App endix Table 3: Value of Import, eIF, 1946 - 1995 (in 
millions of birr) 

Year Import Year 

1946 94.9 1973 
1947 121. 2 1974 
1948 124.0 1975 
1949 119.1 1976 
1950 105.5 1977 
1951 147.4 1978 
1952 161. 9 197 9 
1953 137.9 1980 
1954 160.1 1981 
1955 168.0 1982 
1956 157.1 1983 
1957 178.4 1984 
1958 193.6 1985 
1959 208.9 1986 
1960 219.3 1987 
1961 235.6 1988 
1962 257.3 1989 
1963 276.1 1990 
1964 307.6 1991 
1965 375.7 1992 
1966 404.3 1993 
1967 357.7 1994 
1968 432.5 1995 
1969 388.3 
1970 

I 

429.1 

I 
1971 469.6 
1972 435.6 

Source: Ethiopian Customs Authority. 
Note: 1946 should read 1946 /47, etc 

Import 

448.2 
586.0 
613.1 
736.7 
810.9 
1069.9 
1174.5 
1493.3 
1526.6 
1623.4 
1813.4 
1951.1 
2046.4 
2278 . 7 
2279.5 
2246.0 
1972.2 
2227.5 
976.6 
1987.8 
3852.3 
5650 . 8 
7041.7 

I I 
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Appendix Table 4 : Value of Export, 1946 - 1995 ( in millions 
of birr) 

Year Expor t Year Export 

1946 76.2 1971 310 . 0 
1947 98.7 1972 377.0 
1948 96.6 1973 494.9 
1949 94.0 1974 547.3 
1950 91.3 1975 448 . 7 
1951 151. 9 1976 572 . 7 
1952 131. 4 1977 687.7 
1953 169 . 4 1 978 614.5 
1954 160 . 3 1979 863.6 
1955 162 . 2 1980 878.5 
1 956 151. 4 1981 782 . 6 
1957 192.2 1982 836 . 0 
1958 156.8 1983 832 . 5 
1959 179 . 2 1984 86 1. 8 
1960 192.6 1985 69 1. 7 
1961 188 . 7 1986 961. 3 
1962 199.5 1987 767.3 
1963 223.4 1988 871. 7 
1964 262.5 1989 935.0 
1965 289.8 1990 613.9 
1966 277.0 199 1 390.4 
1967 250.0 1992 523.4 
1968 258.0 1993 1008.7 
1969 292.6 1994 2062 . 3 
1970 294 . 6 1995 20603 . 3 

.- -

source: Ethiopian Customs Authority. 



Appendix Table 5 : Value of coffee, hides and skins exports, 
1959-1995 (in thousands of birr) 

Year Export Year Export 

1959 22587 1978 53792 
1960 21660 1979 146072 
1961 22612 1980 107963 
1962 24665 1981 98335 
1963 23602 1982 85256 
1964 21947 1983 84 1 21 
1965 23662 1984 96161 
1966 35647 1985 103979 
1967 29837 1986 114449 
1968 24915 1987 129128 
1969 29158 1988 128402 
1970 24484 1989 136499 
1971 25760 1990 125805 
1972 47594 1991 51890 
1973 68569 1992 85713 
1974 47117 1993 162398 
1975 34270 1994 296081 
1976 55410 1995 83371 
1977 54832 

source: Ethiopian Customs Authority 

Appendix Table 6: Value of agriculture at Cur~ent factor 
cost, 1960-1995 ( in millions of birr) 

Year Value Year value 

1960 1518.7 1978 3687 . 8 
1961 1524.9 1979 3909 . 9 
1962 1566.4 1980 4071.5 
1963 1641. 7 1981 406 1. 8 
1964 1719.9 1982 4388.7 
1965 1822.1 1983 4 070.2 
1966 1 922 . 3 1984 39 1 5 . 8 
1967 2031.4 1985 4354.5 
1968 2140 . 8 1986 4317 . 9 
1969 2349 . 4 1987 4326 . 7 
1970 2427 . 7 1988 4665.7 
1971 2210 . 4 1989 4705 . 5 
1972 2356.6 1990 5033 . 1 
1973 2631.3 1991 4968.0 
1974 2449 . 9 1992 5747.1 
1975 2767.9 1993 5194 . 1 
1976 3226.7 1994 6329.6 
1977 3497.1 1995 7126.4 

source: Ministry of Economic Development and Cooperation. 



Appendix Table 7: Population of Ethiopia, based on reverse 
projection of the 1984 population Census, 1950-1996 (in 
thousands) 

Year Population Year Population 

1950 19182.9 1975 33127.4 
1951 19569.8 1976 33958.3 
1952 19964 .5 1977 34853 .9 
1953 20367.2 1978 35773 .0 
1954 20778.0 1979 36716.4 
1955 21197.1 1980 37684.7 
19 56 21648.1 1981 38762.6 
1957 22 108. 7 1982 39871.4 
1958 22579.0 1983 41011.9 
1959 23059.4 1984 42185.0 
1960 23550.0 1985 43349.9 
1961 24072 .6 1986 44654.8 
1962 24606.9 1987 45958.7 
1963 25153.0 1988 47305.3 
1964 25711. 2 1989 48696.1 
1965 26281. 8 1990 50132.6 
1966 26893.9 1991 51616.5 
196 7 27520 . 2 1992 55117.3 
1968 28161. 2 1993 56899.4 
1969 28817.1 1994 58721.4 
1970 29488.2 1995 60584.5 
1971 30175.0 19 96 62506.7 
1972 30877.7 
1973 31596.9 
1974 32332.8 

source: Central statistical Authority. 
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