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ABSTRACT 

With th e change or g o vcrtlmcnt in I ')') I, Ethiopia madc a trans ition I; o nl a hig hl y central izcd 

political and econo mi c systcm to tha t o r a l'cderal sys tem. Parall el with th e admini strati ve 

rcs truc turing, thc li scal systcm was rcliJrlll cd to lit thc ledcral alr'"1gcnlcllt. Ex pcllditurc allli 

revenue powers were assig ned to the fed eral and regio na l govertllllents and various solutions were 

des ig ned lor th e prob lems in th e int ergovertlm cntal li sca l relati o ns. 

As a new experience, thi s radica l shin fi·om centrali sm has laced many chall enges, but eq ually, has 

l11ad e a lot o f progress . The expenditure assig nl1l ent is hig hl y decentralized . T he reg io ns have 

tak en major res Jlo nsibilities in ag ri cu lture, edu cation and health : and a considerable sharc in thc 

expansio n of ot her social and econo mi c inl;·astruc ture. Especially the previo usly neglected 

periphe ra l regIO ns are getti ng more attention by the l'cde ral gove rtllncnt to illlpro ve their 

backward situation . 

O n the revenu e s ide, thou g h the assig nlll ent is not Ji,r I;olll what cconomic theo ry suggests, in 

practice the center cont rol s th e la rgest share- about 83%, and thc rcg ions, o nly 17%. The regions' 

own revenu e could o nly cove r about 3 I % of their ex penditure . As a result a large share of their 

budget is finan ced by central governlll ent transle rs. Hence the re is still g reater dependence on the 

center. 

The l11ain causes lo r th e hig h depend ency, besides the assig nl11en t prob le l11 , is th e poor eco nol11Y 

of th e country. Most of th e regions ha vc Ill W tax capac it y Most economi c acti viti es are 

concentrated o n ve ry few areas . There is wide di versit y among the reg ions in popUlation, natural 

rcsource, inlhlstructurc, manpower capacity c tc. and so mc rcgio ns are more di sadvantaged than 

o th ers in vari o us criteria . Among the problems in the decentralization process, manpower problel11 

has been the majo r bottlencck lor inelTic ient and low budget utili zation . The decentrali zat io n 

process cou ld not go to lower adlllini strati ve levels as was intended due to manpower co nstraint 

es pecia lly in some regions. 

Tho ug h th ere are improve me nt s in th c pCrlOrillanCe o f the reg ions o ve r the years, g reat er ellort is 

needed to so lve th e multilaceted problems. Ex tensive training espec iall y in the previous ly 

di sadvantaged a reas; civil servicc re lo rm cs pecia lly in the salary sca le: rev ising th e deficicnci es in 

thc laws, procedures and directi ves regardillg bo rro wing, revenu e sharing, budge ting process etc.; 

Illodifying the reve nu e assig lllllcnt ill "Ivo r 01' the regio ns; streng thening jo int lo rul11 s between th e 

reg io ns a nd th e cen tc r to di scll ss and so lve prob lems: inlprov ing th e po liti ca l cnvironlll ent of some 
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or the rcgiolls; arc SO IlIC or the issucs which IIced clllphas is. Thc cClltral govcmlllcllt should playa 

great er ro lc to illlProve the cOllditioll s that would ellable the rcgio lls tll reduce their depclldellce 

alld ill crease their autollomy. 

Givell Ethiopia's ell orlllOUS di versit y ill ethlli c alld ll ther critcria, alld g ivclI its hi story or illt ernal 

cOllnicts, we ca ll say that a decell tralized admill istrat ive structure with fedcral relations among the 

regions is the IIIOst appro priate ro rm of government. The short comillgs and ambigui ties in the law 

that deal with the intergovernlll ellt al li scal relations alld other arrallgemcllt s, alld the defi ciencies 

that are seen ill the regiollal governmellt s' fi scal and other perfo rmances should not be causes for 

totally discred iti llg the sys telll alld cases lo r opl ing all al temati ve towards a highl y celltrali st 

trad itioll. 
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CHAPTERl Introduction 

1.1 Introduction and Statement ofthe Problem 

With the change of government in 1991 , Ethiopia made a transition from a highly centralized 

political and economic system to that of a federal system. The previous administrative set up 

was reorganized into newly established regions which were empowered with important 

responsibilities to rW1 their affairs. Parallel with thi s administrative restructuring, the fi scal 

system was reformed. The center and the regions were assigned different responsibilities 

regarding expenditure and revenue. The radical change from unitary to federal type of 

government was also accompanied by transition from command economy to free market. 

Fiscal federali sm or the study of govermnent finance at different levels of government is of 

current interest in Ethiopia today though it has been in practice in many countries. The central, 

regional and local governments are usually assigned di fferent tasks in expenditure and revenue 

allocation and transfer payments. Though decentrali zation has some weaknesses of its own, it is 

believed that participation of the different tiers of government in aspects that they can handle 

best is beneficial to the economy and welfare of the people. 

Decentrali zation is now a popular agenda in many countries. Depending on their specific 

conditions, hi story, etc. countries adopt different forms of decentralization, one of which is 

federali sm, a course taken by Ethiopia. As a new experience to the country a lot of issues are 

raised and there are a lot of problems to solve. One of the issues is the controversial nature of 



the basis of federali sm where there are different views. The government in power believes, 

given the ethnic diversity of the country and unfai r treatment of the past regimes, devo lving 

power from the center to the sub-national levels of government was necessary for the country to 

continue in unity. To thi s there is the opposing view which say that redesigning the country 

along ethnic lines could lead to separatism, and because of the low capacity of manpower in the 

regions the regionalization process will not be efficient. / 

But the mall1 interest of this study is on fi scal federalism. Different problems are raised 

especially on the appropri ateness or compatibil ity of the fi scal system to the federa l structure. 

There have been some few studies on Eth iopia 's fisca l federal ism and related issues. Critics of 

basis of the federa li sm, lack of clarity of some of the proclamations related to the fiscal issues, 

the incapacity of the regions to raise the revenue they needed, were some of the major points 

raised. I believe the topic needs further research given that it is a new experience to the country. 

This study wi ll make some attempts at investigating the process and the problems. What is the 

justification of the government in selecting the federal option of decentralization? How is it 

working? Are the objectives expressed in the proclamations materiali zing? Do the regions have 

sufficient autonomy? What are the causes for the regions being in deficit? What are the 

problems? How can they be resolved? 

2.2.0bjcctivcs of the Study 

We have four related objectives of the study. 

i. Elaborate on the theoretical/constitutional basis of fisca l federalism in Ethiopia; 

ii . Evaluate the fi scal performance of regional governments and the center; 
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iii. Identify some of the major problems encountered in practice; 

iv. Draw some concluding remarks and suggestions to solve the problems. 

2.3.Significance of the Study 

Since fi scal federali sm is new and is a radical shift from the prevIOus mode of fi scal 

management practiced in Ethiopia in the past, researchers in this area are faced with new 

challenges, which are rendered more difficult by data problems, lack of sufficient literature and 

short duration of the federal experience. Nevertheless, I believe docwnenting the current 

practice, analyzing the problems being faced and making some preliminary conclusions and 

suggestions will have its contributions in benefiting policy makers and other researchers in the 

topic. 

2.4. Methodology 

The methodology of the study is mainly descriptive analysis. 

Pioneering and recent literature on multilevel government IS used to introduce the 

theoretical part. 

Ethiop ia's experience was investigated from official proclamations and various secondary 

sources such as books and symposium papers. 

Secondary data regarding fi scal issues- revenue, expenditure, transfers and others were 

co llected mainly from MOF; but some from MEDaC, World Bank and others were al so 

used. 

Computation of the fisca l variables and decentrali zation measures were done using simple 

mathematical teclmiques. 
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Aside from the research based on secondary sources fieldwork was also used to get 

add itional information. Interviews and discussions were held with many central and 

regional officials and other govenUllent workers. The offices or individuals that I selected 

were those that had cormection with the topic: Ministry of Finance (MOF), Ministry of 

Economic Development and Cooperation (MEDaC), Office of the Federal Auditor 

General (OFAG), Federal Inland Revenue Authority (FIRA), and Regional Finance and 

Plan Bureaus in Afar and Tigray. Most of the interviewed were department or section 

heads or experts with sufficient knowledge in the area. I also did few other brief 

discussions outside them to supplement those that were assuaged by the bureau heads. I 

also had chance to discuss with some regional executives and bureau heads. 

Though major information can be obtained in the center, I thought that closely studying 

some regions' performance and problem would be beneficial to understand their situation, 

feelings and other comments on the system. Since only limited area can be covered in the 

short research period that we have, I selected two regions only, namely Afar and Tigray. 

The selection is not random but based on prior in formation that I had about them. Afar is 

one of the relatively backward regions where there is lower capacity in budget utilization. 

On the other hand Tigray is one of the relatively better performing regions. In add ition to 

being on different groups, I thought they have additional advantages. They are 

manageable size to me and also other supplementary issues like regional cooperation 

could be di scussed in relation to them. 

The paper doesn' t use any model or econometric teclUlique (unlike other economic 

studies .) But it does not mean the topic doesn' t allow such technique. It does. In fact in 

some of the literature different econometric models are used in issues li ke determinants of 

the optimal degree of decentralization, where a time series data of many years and many 

relevant variables are used. There are also different models to find better formula for 

intergovernmental grant design. I didn't have to use sophisticated techniques given the 

short duration of the experience and limited availabili ty of data for various would be 

variables or elements. 
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2.5. Limitations 

There are many problems, some of which have influence on the precision of the study. Currently 

it is di fficult to totally avoid their effect; but maximum effort was made to get as correct analysis 

as possible. 

Problems regarding information: incomplete information for various reasons; some was 

unrecorded, some of it was unavailable at the time of the research, some of it may be 

di storted due to bias, or other factors; 

Difference in data: there are variations in data regarding expenditure, revenue, grants and 

other fi scal variable, etc in the different sources. Though the main source is MOF, and 

regional finance bureaus, it is a rare case they give you one final definite data. The data 

are not well compiled and the different revisions and corrections have not been finali zed. 

Different papers quote from different sources which have variations, and this creates 

variations in result. 

There is difficulty of separating the problems and benefits which occurred due to fi scal 

decentralization and other reforms that were undertaken during the period. 

Since federalism is a recent phenomenon and since such measures require some period 

before their effects could be seen, the short ex istence might not be sufficient for strong 

analysis. 

Time shortage: Due to time shortage I could only handle two regions and the center. The 

topic could have been better exposed if some more regions were added. Even for the few 

that I did it took me much time to do the interviews. Also, in the short schedule that I 

planned I could not get some of the people whom I had to meet because they were 

unavailable due to other important programs of their own. I then had to use substitutes. 

5 



2.6.0rganization of the Study 

The first chapter is thi s introductory part. A brief di scussion of theoretical background wi ll 

follow in chapter two. Here, topics like types of governments, jurisdictional design, different 

aspects of decentralization, the assignments of expenditure and revenue, lssues of 

intergovernmental transfers and other solutions wi ll be discussed. In chapter tlu·ee we see 

Ethiopia 's case. We analyze the institutional settings by looking at the government structure and 

the different assignments. We will also see some administrative aspects of fiscal decentralization 

and a brief review of the fi scal performance. The chapter ends by di scussing various issues and 

problems related to intergovernmental finance. Chapter four deals with the experience of some 

regions particularly Afar and Tigray. Besides briefing their administrative structure and fi scal 

performance, the chapter rai ses some of their activities and problems. The final chapter is fo r 

conclusion and some suggestions. 
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CHAPTER 2 Theoretical Background 

In this chapter some topics from the literature of fi scal federali sm will be discussed. Though just 

one part of public finance , there are various issues that can be covered under fi scal federa lism. In 

thi s study some topics which will be general background and relevant to the Ethiopian case will 

be dealt. The issues wi ll be grouped in few sub topics for convenience. 

2.1. Introduction, Role llnd Types of Governments 

Though the degree of involvement may vary among countries each government has important 

ro le in running the economy. It provides services that are necessary to the public and corrects 

market fai lures. The most common categorization of the role of government is that of Richard 

Musgrave. He identified three areas in public sector activity: maintaining economic stabi li zation, 

altering the distribution of income, and obtaining an efficient allocation of society's resources. It 

is generally believed that the stabili zation and distribution functions are the responsibilities of the 

central government and the allocation function can be handled by all levels- local regional and 

central depending on the nature of activity. 

There are different form s and leve ls of government. The usual classification for constitutional 

division of power is into unitary and federal form of government; and confederation can also be 

taken as a th ird form. Aside from these constitutional di stinctions we also have different levels. 

"Much of the di scussion in the public sector economics assumes implicitly that the public sector 

in any country consists of a single government body. In practice, however, virtually every 
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country has several levels or tiers of goverrunent"(King 1992). ~T:;-h-e-re-'l-s "';t le central goverrullent. 

In many countri es there are state or regional govenU11ents. And there are several local 

governments, municipalities, and di stri cts at the lower levels. The structure varies among 

countri es. Some have two or three levels. Others could have special di stri cts in addition. 

Modern nations got the shape they have now as a result of different histori cal, social, and 

political processes. When we look at federal govenunents in particular, some of them established 

the federation as a resu lt of different un it goverrullents aggregating into a federal system; e.g. 

USA, Australia. In others, federations grew out of previously unitary goverrullents; e.g. N igeria, 

Ind ia. Constituents of a federation could be territories with homogenous population or territori es 

that evolved as a result of economic relationsh ips establi shed among various ethnic grou ps. Due 

to the difference in the fo rmation of federations and due to changes of situations over the years, 

some of the features that were attributed to earli er examples of federal goverrul1ents may not hold 

today. 

There have been different changes and trends on the structure of governments. Because of their 

observations of growing centralization in the first half of the 20'" century some scholars proposed 

that "Federali sm is simply a transitory step on the way to governmental unity" (Oates 199 1). But 

Oates has previously warned that." the trends in intergovenunental structure is rather compl icated 

and does not point clearl y to any simplistic thesis of increasing centralization or decentrali zation. 

Rather, it suggests the evolution of a more complex system with a greater variety of both leve ls 

and types of governments . This does not imply greater independence on the part of individual 
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government units. On the contrary, the development of the public sector has moved toward a 

greater degree of shared responsibility in the provision of public services" (Oates 1991). 

Though Centrali zed form of government is dominant in many countries, the trend towards 

more decentralization is growing in different countries for various reasons. For example, 

"The decentralization of government in Eastern Europe represents a reaction both from below 

(to tight central political control) , and from above to privatize the economy and relieve the 

central governments fiscal stress."(Bird & Wallich, 1993) In other cOlmtl'ies, for example 

Canada, China, former USSR, and Ethiopia, their specific internal condition is forcing them 

for more decentralization. (Tanzi , \995). This being so, there is also some trend of 

centralization at work, especially on the revenue side. In many countries a greater part of tax 

is being controlled hy the central government resulting in greater dependence of the regions 

on central govenm1ent transfers. 

Governments, in reality, are not totally centralized or totally decentrali zed. Different 

governments may give different emphasis to both aspects whether the system is unitary or 

federal. Some may have more decentrali zed tasks than others. Moreover, though federa l 

governments are said to be more conducive to decentralization, there are unitary governments 

that are highl y decentralized than some federal govel'llments; e.g. Japan . Because of the 

different realities that they have, countries have taken different degrees of decentrali zation; 

but out of them, only few have chosen federal organization. Some studies have proposed 

different factors which determine the optimal degree of fi scal decentrali zation of which the 
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main are size of the state, size and di versity of the population, level of income and wealth of 

the state, urbanization, and diversity of taste (Wallis & Oates 1997). 

One more point to include in th is section relates to the usage of terminology. Usually we take 

fi scal federali sm, federal finance and fiscal decentralization as synonyms. But some people 

try to differentiate them. For example, " Bird prefers to assess fi sca l decentralization in two 

perspectives: federa l finance and fi scal federalism. He defined the former as constitutionally 

fixed in all respects, i.e. boundaries as well as assigrunents of functions and finances, while 

the later is more in line with the traditional definition as set by Oates" (Kibre 1994). Bird 

(1998) gives examples of countries from developed, developing and transitional economies 

that fit in to this categorization. France and Japan, Indonesia and Colombia, China and 

Vietnam are some of the examples of fiscal federali sm. USA and Canada, Brazil and India, 

Russia and Bosnia Herzegovina are some of the examples for federal finance. 

We can see the examples mentioned for fi scal federalism in Bird are not federa l countries, 

implying that the usage of the word is not related to its political meaning. It was Oates first 

usage that created this situation and the current usage has followed this terminology. While 

Bird is stressing that federal countries should be identified, the original confusion of using 

fiscal federa li sm for non-federal countries could not be adjusted, hence the need for accepting 

them as synonyms. Fiscal decentrali zation is also a general word that doesn't suggest the form 

of government. So it can be used anywhere where there are some attempts of decentralization. 
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2.2. Some Aspects of Decentralization 

Conyers defines decentralization as "the transfer of power and/or authority to plan, make 

decisions, rai se and allocate resources, and/or manage public functions from a higher level of 

government to lower ones" (Conyers 1990). There are different forms of decentrali zation. The 

forms crnl either be explained by the modalities applied or simply by the key dimensions or 

variables in the decentralization exercise. Those who follow the model approach identify three 

main types of decentrali zation: i) deconcentration which is limited to pass ing down 

admin istrati ve discretion to local officers of central government ministries; ii) delegation 

invo lves pass ing some authority and decision making power to local officials while the central 

government retains the right to overturn local decisions and to take these powers back; iii) 

devolution is the strongest form and it grants decision making powers to local authorities and 

allows them to take fu ll responsibility without reference to the central government (UNDP 

1993 :67). 

Others concentrate and examine five key dimensions or variables of decentrali zation: i) the type 

of activity over which power or authority is transferred; ii) the type of power or authority which 

is transferred iii) the level to which power is transferred: iv) the individuals or orgru1izations to 

which it is transferred; v) the type of political and administrative or legal machinery used to make 

the transfer. (Conyers 1990, Bulti 1994). 

But it should be noted that the terms decentrali zation and central ization, as Tienbergen explained, 

may refer to geographical as well as institutional decentralization and centralization (Tienbergen 

1956). Division of power can occur between the center and sub-national levels of governments 
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and also within organizations. He defines decentralization as the substitution of two or more 

autonomous policy makers for a single one, and not merely the execution by a larger number of 

agencies of a centrally des igned policy. 

[n the fi sca l federalism literature, one of the big issues is the controversy between the proponents 

of centralization and decentrali zation. There are differences of opinion as to how much to have of 

each, as it is believed it is impossible to have purely centralized or decentralized governmental 

set up. The controversy emanates from advantages and disadvantages each have. Among the 

advantages of decentrali zation some of the following are mentioned." i) Sub-national 

govenU11ents are closer to the people than national ones and are therefore most likely to be 

responsive to their needs. ii) Decentralization takes greater account of regional differences in 

resource endowments and makes it possible for sub-national units to specialize in economic 

activities that are more consonant with their respective comparative advantage. iii) 

Decentralization could promote competition between regions in attracting investment, thereby 

leading to greater efficiency" (Eshetu 1994: 170). 

Among the advantages of centralization, which is also weakness of decentralization, the 

following are mentioned:"i) Some functions can not be performed by lower levels of government 

because of their country wide significance; and hence are the proper domain of national 

governments. ii) Some provision of goods and services are characterized by economies of scale; 

it is very costly to do it by lower levels. iii) Central provision is necessary to some goods and 

services where there are considerable external economies and diseconomies, i.e. spillovers. iv) 

There are ceilings on the capacity of society to generate revenue; some resources cannot be 
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divided between the center and the regions; and hence a need of some centrali zation v) Sub­

national governments have limited capacity in areas of budget preparation, execution, tax 

co llection etc, and attempts to improve their administrative capacity may lead to unnecessary 

duplication of staff and skills at the center and sub-nationallevels"(Eshetu 1994: 171). 

2.3. Economic Basis of Jurisdictional Design 

The literature provides several theories which are the economic basis of jurisdictional design. 

According to Shah" there is a strong rationale for decentralized decision making on the grounds 

of efficiency, accountabi li ty, manageability and autonomy" (Shah 1994) He mentions the 

following principles that deal with this : 

i) Stigler'S menu: It identifies two principles of juri sdictional design 

a) A representative government works best when it is closer to the people. 

b) People should have the ri ght to vote for the kind and amount of public services they 

want. 

ii) The principle of fi scal equivalency (Olson): When the political jmisdiction and benefit 

area overlap, the marginal benefit equals the marginal cost of production, thereby 

ensuring optimal provision of public services. A related idea, the "correspondence 

principle" , is also proposed by Oates. According to thi s principle the jurisdiction 

determining the level of provision of each public good should include precisely the set of 

individuals that consume it. 

iii) Decentrali zation theorem (Oates): Each public servIce should be provided by the 

jurisdiction having control over the mll11mUm geographic area that wou ld internali ze 

benefits and costs of such provision. 
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To achieve the optimal number and size of juri sd iction, different implementation mechanisms 

are mentioned in the literature. Shah mentions the following (Shah 1994). 

i) Tiebout 's hypothesis of voting with your feet : People consider the price and public services 

menu offered by various j uri sd ictions in deciding where to live. 

ii) Voting by ballot: This suggests that co llective decision making may not ensure the 

electorate's welfare maximization because of different goals of citizens and their 

government agents. 

iii) Voluntary association (Buchanan's theory of clubs): Provision of public services by clubs 

(associations of people) ensures the formation of jurisdictions consistent with the optimal 

provision of public services. 

iv) Jurisdictional redesign: An important process for community formation in modern societies 

is redrawing existing boundaries to create special or multipurpose services. 

But jurisdictional arrangements are not decided by economic criteria alone; political and other 

factors may also playa greater role. 

2.40 Assignments of Expenditu,oe and Revenue 

The ass ignment problem or the allocation of expenditure and tax functions to various levels of 

govenmlent, is the most fundamental issue in a federation (Shah 1994). Different levels of 

governments are given different tasks that they can handle. Some tasks can only be handled by 

one particular level while different levels could manage others. Though there are similarities in 

assigrullent responsibilities among countries there are also some country variations in practice. 
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Regarding expendi ture assiglUllent, Oates says public services are provided most efficiently "by 

the jurisdiction having control over the minimum geographic area that wou ld internalize benefits 

and costs of such provision"(Shah 1994). The central or national government is given 

responsibility of public services whose benefits are considered national in scope; e.g. defence, 

foreign policy, monetary policy, etc. Regional goverlUllents are more involved in providing 

education, health, some economic and social infrastructure etc., though central government also 
/ 

has its share of setting policy standards in these areas. Local govenmlents take responsibilities of 

fire protection, refuse co llection, street maintenance, police service, etc. 

The other assignment is that of tax. In many countries sub national goverlUllents have limited 

power of taxation. A larger part of the tax is centrali zed because it is one of the main sources of 

inter governmenta l grants which are necessary for the objectives of redistribution. Even so there 

are different types of taxes that suit the different levels of governments. Musgrave has forwarded 

on the basic of equity and efficiency cri terion, the most widely accepted theoretical principles for 

revenue assignment as follows: (Shah 1991) 

i) Progressive redistributive taxes should be central 

ii) Taxes suitable for economic stabilization should be central ; lower level taxes should be 

cycl icall y stable. 

iii) Tax bases di stributed highly unequally between juri sdictions should be central ized. 

iv) Taxes on mobile factors of production are best administered at the center. 

v) Residence based taxes, such as sales of consumption goods to consumers or excise are 

suited for states. 

vi) Taxes on completely immobile factors are best suited for local level. 

vi i) Benefit taxes and user charges might be appropri ately used at all levels. 
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Despite these guides actual practice could vary depending in the specific situation of the 

country or the capacity of each level of government and on the characteristics of the tax. 

Table 2.1 Conceptual Basis of Expenditure Assignment 

Expend iture Categories Service ResllOnsibility Provision of Services Comments 

Defense F F Benefi ts I Costs National in Scope 

Foreign Affairs F F Benefi ts I Costs National in Scope 

International Trade F F Benefits I Costs Nat ional in S COI)C 

Environment F S,L Benefits I Costs Nat ional in Sco pe 

Currency, Banking F F Benefits I Costs National in Sco pe 

I nterstate Commerce F F Benefits I Costs National in Scope 

immigration F F Ocnelits I Costs National in Scope 

Unemployment Insurance F F Benefits I Costs National in Scope 

Airl ines IRailways F F Benefits I Costs National in Scope 

Industry & Agriculture F,S,L S,L Signifi cant Interstate Spil lover 

Education ,Health & F,S,L S,L Transfers in kind 

Social Welfa re 

Police S,L S,L Primarily local benefi ts 

Highways F,S,L S,L Some roads wilh signifi cant interstate 
spillover; others primarily local ; 

Natural Resource F,S,L S,L Promotes Common Market 
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Table 2.2 Conceptual Basis of Tax Assignment 

Determination of Tax Collection 
and 

Tax Ba se Iblc Com ment 
Administration 

Custom F F F Intcrnaliomll Trade 

Income tax F F,S F Redistri bute, Mobil: factor 

Estates & Gifts F F,S F Redi stribute 

Corporate la:\: F F,S F Mobile Factors 

Resource lax F F,S F Unequally distributed 

RClail Sal es 5 S S . Hi gher Compliance cost 

F S F I-Iarmonizcd, lower compliance cost 

VAT F F,S F,Se Border tax IIdjllstrncnts possible 

Exc ises S S S Res idence based taxes 

Property tax S L L Completely immobile factors, benefit tax 

User Charges F,S,L F,S,L F,S,L Payment for services received 

Noles: - F= Federal ; $= State IProv ince/ 

L= Municipal! Local ; SC= The Council or States 

SOUTce: Shah: The New Fiscal Federalism in Brazil 

2,5 Intergovernmental Transfers and Other Solutions for Fiscal Imbalance 

Assignment of responsibi lities in a federal structure can face two sets of fi scal problems or fiscal 

imbalances: vertical and hori zontal imbalances. As defined by Shah (1994) vertical imbalance is 

the disparity between revenue means and expenditure needs at various levels of governments in a 
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federat ion. Horizontal imbalance is the inconsistency between revenue raising ability and fi scal 

needs of government at the same level in a federation. Since the design of allocation of 

expenditW'e and revenue between the center and lower levels of govenm1ent can not be absolute ly 

perfect, and because sub-national entities differ in resources, some degree of imbalance is 

expected in all such arrangements. Governments have to correct or minimize these problems 

through various mechanisms li ke revenue sharing and intergovernmental transfers. 

One of the major topics in the inter-governmental fisca l relations is that of grants. As defined by 

Fisher,"intergovernmental grants are transfers of funds from one government to another, most 

often from a higher level government in the fede ral system to a set of lower level governments. 

Grants are intended to improve the operation of federal system of government finance" (Fisher 

1987). The importance of grants varies among cow1tries but in most developing countries they . 

are the dominant source of revenue for sub national governments . Though grant is widely used 

for equity purposes, i.e. to narrow regional inequalities, it can also be used for promoting 

efficiency. 

Grants or transfers are considered by some as "compromise solution to the debate over the 

division of revenue raising authority and expenditure responsibility, because they permit federa l 

governments to retain the authority to tax productive resource bases, whi le guaranteeing state and 

local governments a flow of revenues"(Luelseged 2000) . 

.101m and Culli s identify different types of grants. Grants can be conditional (depending on the 

behavior of the recipient) or unconditional. Conditional grants can be matching (where the central 

18 



government agrees to match a certain proportion of the expenditure of the local authority) or non­

matching. Grants can also be open or closed. There mayor may not be an upper limit beyond 

which the central government will not go (John & Culli s 1998). Conditional grants are allotted to 

encourage expenditures which are given priority by the central government. The sub-national 

governments can only get it if they involve themselves in such activiti es . Unconditional or block 

grants are lump sum additional resources for the recipient so that it can spend it in a way it 

prefers. 

The rationale for inter-governmental grants as summarized by Shah (1994) are bridging fi scal 

gaps, benefit spillover compensation, ensuring minimum standards of public services, fulfi ll ing 

the governments redistributive functions, preserving COlllinon internal markets, reducing net 

fi scal benefits across juri sdictions, achieving stabi lization objectives. To be effective, grants 

should be we ll designed. Again Shah mentions several criteria in the design of intergovernmental 

fiscal arrangements: autonomy, revenue adequacy, equity, predictability, efficiency, simplicity, 

incentive, safeguard of grantor's objectives. (Shah 1994). 

Borrowing is used as one source of finance/revenue by sub national govenU11ents when their 

expenditure needs could not be fulfilled by own revenue and transfers. "While there is no clear 

cut theoretical guide with respect to borrowing, country experiences show that direct foreign 

borrowing by lower govermnent units is resisted particularly in developing economies because 

thi s could run counter to the political as will as the overall stabilization objectives of a central 

government" (Kibre 1994). Even local borrowing may not be allowed or is very much restricted 

in some countries. But others recommend that "there is a strong case for regional governments to 
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borrow for financing capital projects. These projects have long life hence it is reasonable that 

they can be paid as they are used up. Not to allow thi s form of financ ing is to introduce a bias 

against capital spending and in favo r of consumption spending which is not li kely a pol icy in the 

interest of most sub national govermnents in most developing countries" (Luleseged 2000). Some 

of the major issues in loan finance, in addition to the ex tent to which regions are allowed to 

borrow, are upper limits of borrowing (incl udi ng grace period , interest obligation and repayment 

period), criteria for eligibility (e.g. project tied or not), procedures to be followed to acquiring 

them, etc. (Eshetu 1994). 

One other solution is that of tax or revenue sharing. This system refers to the practice where a tax 

is levied by one government (generally the federal govermnent) and the proceeds are shared by 

two or more govermnents (Rhatia 1998). Such practice helps in efficiency of tax administration 

and reducing cost of tax co llection. It is usually done in tax types which are more productive so 

that regional govermnents could share some of it. The sharing is done according to criteria agreed 

upon by them. 

2.6 Summary of Intergovernmental Fiscal Issues 

Fiscal federali sm encompasses principles of fi scal relations between central and sub national 

leve ls of government, that is the command over resources by the various levels of government, 

and the direction and size of intergovernmental fiscal flows (Kibre 1994). Shah and others have 

summed up some of the sa li ent points of intergovernmental fi scal issues as fo llows. 
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I. As much as possible, regional govenunents should have broad autonomy in determining 

their own priorities with respect to functions assigned to them. 

2. Revenue assigrunent should ensure that as much as possible, there is a matching between 

expend iture needs and revenue generated from thei r own sources. 

3. Where there is mismatch between the two, there should be adequate provIsions for 

resolv ing the matter, through revenue sharing, transfers and loans. 

4. Attention should be given to ensuring equity between regions. 

5. Center-region relations should be characterized by transparency and simplicity, which 

means there should be no room for arbitrariness regarding what regions can get from the 

center, and the rules and procedures should not be unnecessarily complicated. 

6. A concern with equity should not, however, lead to the undermining of efficiency. 

7. The system should as much as possible, give incentives to sub national goverrullents to 

maximize their resource mobi lization efforts. 

8. Whatever relationships are establi shed between the center and the regions should not 

jeopardize over all fi scal management (Eshetu 1994: 177). 
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Chapter 3 Fiscal Federalism in Ethiopia 

3.1 Introductory Background 

Ethiopia was a highly central ized un itary state before the change of government in May 

1991. All power was concentrated at the center and the administrative divisions had only 

limited task of implementing mainly in conformity with the center. Because of the pressure 

that came from the different interests of the diverse population, ethnic composition, 

geographic and other economic conditions etc, some form of decentralization in the 

admin istration by way of some regional arrangements was contemplated even under the 

previous governments. Some changes were made in the provincial regional admin istrati ve set 

ups during the monarchy and the military regime. 

An attempt to decentralize local and regional government in Ethiopia was made by Emperor 

Haile Selassie towards the end of his reign. The Imperial Government proposed the Awraja 

self Administration proclamation as a pilot project in some Awrajas to make them self 

administering units with considerable autonomy (Cohn 1973). Some of the reforms were 

driven by the need to have regional development plans. Models like Awash Valley Authority 

(AVA) which focused on agricultural and other related development activities in the 

surrounding areas were introduced. (Teshome 1985). But the different reforms attempted in 

this period were not successful because of conflicting interests, and the experiment at 

divestiture ended when the military government took power in Ethiopia. 
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The Derg had its own plan of reorganizing the country's political and economic structure. 

Mass assoc iations of peasants and urban dwellers were organized so that they could take the 

responsibility for administering the local affairs. The Derg reorgan ized its administration and 

created autonomous and administrati ve regions. Those that were accorded autonomous status 

were " the troubled areas where both ethnic Icivi l conflicts were raging and sentiments for 

separation were running high through out most of the 1970s and 1980s" (Mehl"et \998). 

Whatever names were given to the regions, Ethiopia remained a highly central ized unitary 

state and the entities at sub national level had only nominal power. 

The fi scal system was also high ly centl"alized. All the decisions l"egarding revenue, 

expenditure and other fi scal issues were decided at the center. The branches of Ministry of 

Finance at the provinces were mere collectors and facilitators. Besides the dominance of the 

center we see high discrepancy between the provinces in their revenue collection abi lity and 

expenditme allocation. Economic activities concentrated in the capita l, Addis Ababa and very 

few other places. 

Tax collection points were few: of the total domestic revenue collected between 1979-89, 

Addi s Ababa accounted for 70.6 % of the col lection whi le 14.6 %, 3.9 % and 3.7 % ere 

collected from Eritrea, Shoa and Harar respecti vely. Regarding expenditures, recurrent and 

capital expendi tures were directly paid out from the Centra l Treasury. [f we look at the fisca l 

regional balance, only the above stated provi nces were able to co llect revenue to cover their 

current expendi tures. The ratio of revenue collection to current expenditure of Eritrea, Shoa 
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and Harar was 4.95, 1.18 and 1.66 respectively. All others had ratios ranging between 0.26 

and 0.76 hence resulting in deficit of different magnitude which was covered by Central 

Government subsidy (Wogenie 1994). But we should take care in interpreting these figures. It 

does not mean that the provinces that collected the highest share were also the sources of all 

the revenue they collected. The other provinces were also original sources for some of the 

items. Hence the figures can not be taken as measures of viability. 

Budgetary deficits were typical of the heavily centralized fi scal administration of the Military 

Government of Ethiopia. The gaps between government expenditures and revenues were 

widening and to finance its ever-growing deficits, the government resOli ed to domestic bank 

borrowing (Teshome 1993). 

With the coming to power of EPRDF (Ethiopian Peoples Revolutionary Democratic Force) in 

May 9 1, the country entered into a new political environment. The highly centrali zed unitary V 

structure was rep laced by a federation of states reorganized dominantly along ethno-linguistic 

basis. Power was shared between central government and regions. This rad ical shift sparked 

controversies in different issues of politics as well as economics. 

The issue of decentrali zation of power as so lution to internal problems is not confined to 

Ethiopia a lone. Different countries with similar background in regional and etlmic problems 

have opted for power sharing in federa l arrangements. Examples include India, N igeri a, and 

Yugoslavia. Former Eastern Block countries and other developing countries with unitary 

tradition are also in the process of decentrali zation in one form or another. It is beli eved by 
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many that though there could be some extreme cases of weak application of the principles, if 

wisely handled, decentrali zation could be beneficial to faci litate the path to peoples 

participation in economic development and attain peace and stability in the country and its 

surroundings. But differences arise on how to apply the principle in practice, i.e. how much 

power to devolve, on what basis should the arrangement be made, etc. There are no problem 

free form ulas for designing the relation between the center and the sub national entities. 

Countries adopt one that suits their situation with the least problem. 

Ethiopia's recent history was one of prolonged wars dominated by movements for self­

determination. The central government was determined to hold its power to preserve the unity 

of the country. Despite their differences in ideology, strength and other criteria, some of the 

movements struggled to improve their situation with in the union. Others aimed to break out 

of it. As a large number of the groups were organized along the national question, we can 

infer that the fee ling of alienation fro m the center was strong. 

This also meant that most of the fo rmer provinces were no longer basis for organization of the 

movements, hence implicating that most were not strong economic regions that transcended 

etlmicity. In fact most were political arrangements of the dominant regional groups. As one 

scholar has expressed it: "In the drawing up of the regional administrative division, economic 

and social factors were not taken as criteria and the major concern was with 'stability 

consideration' (Asmelash 1988). 
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The stiff resistance or opposition to the center. was a consequence of not solving the basic 

problems of the country. The consolidation of centra li zed government during Menelik and 

Haile Sell asie was a result of forceful measures assisted by gains of modern ization. As Colm 

puts it : "Through out its long and complex hi story, the Ethiopian state has been t1u'eatened by 

centrifugal forces of regionalism which were nurtured by geography, ethnicity, religion and 

many other di sintegrative factors" (Colm 1973). In all the three regimes of Menelik, I-Iaile 

Sellasie and the Military, the policy of undermining the identity of the various entities was 

implemented. 

Investigating the deep rooted problems of the country and trying to provide a solution has 

been the concern of many Ethiopians for many years. The solution attempted varied, as there 

were different alternative views by different groups and ind ividuals. Those who tried to bring 

the so lution by fo rming multinational organization wh ile neglecting the different small 

national movements could not reach the desired result. The past tlu'ee decades seem to prove 

that those forces that said that the national question is the primary issue that should be dealt in 

order to so lve the various other problems of the people and ach ieve unity and progress seem 

to have gained acceptance. 

"Ethiopia is a perfect candidate for decentralized government and administration. The 

Country 's enormous ethnic, linguisti c and cultural diversity requ ires a state organization that 

permits a great degree of autonomy and deci sion making authori ty at regional and local 

levels. Until recently (i.e. before 199 1) the Ethiopian state has been embroiled in ethnic and 

civil confli cts between a central ist reg ime and forces bitterly opposed to its rul e .A high ly 
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centralized and rigid bureaucratic system of political administration is ill -suited for a country 

as diverse and as big as Ethiopia."(Melu·et 1998). Though there are different forms of 

decentralization, Ethiopia's hi story can only lead us to be li eve that a govenUl1ent structure 

that doesn' t consider the right of the different nationalities will only repeat mistakes 

committed by the past rulers. Hence a federal relation is currently the most appropri ate form . 

3.2. Analysis of Institutional setting for Fiscal Federalism 

3.2.1. The proclamations 

The main proclamations on the decentrali zation process are: the Transitional Charter of June 

1991, proclamation 711992, which declared the establ islunent of regional governments, 

proclamation 33/ 1992 which defines the sharing of revenue between the central and the regional 

governments and proclamation 4111991, which defines the powers and duties of the center and 

regional executive organs of the Transitional Government.Proc.41 / 1993 was amended by proc. 

411 995. The ratification of the Consti tution later in 1994 was followed by the establishment of 

the Federal Democratic Republic of Ethiopia (FORE) in 1995. 

3.2.2 Structure of Government 

The Federal Democratic Republic of Ethiopia consists of the Central Federal government and 

Regional govenunents. Currently there are nine regiona l states and two city adm inistrations. 

They are Tigray, Afar, Amhara, Oromia, Somali , Benshangul-Gumz, Southern Nations, 

Nationalities and Peoples (SNNP), Gambella, Harm·i , Add is Ababa and Dire Dawa. Bes ides the 

federal and regional levels, zone, wereda and kebele are the di ffe rent hierarchies that exist today. ,/ 

Though the wereda was taken as the bas ic adm inistrative hierarchy in Proc. 7/92, later the 
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Constitution gave the power to establish lower forms of government to the regional councils. 

Currently there are 66 zones and 556 weredas in the country. Municipal administrations also exist 

in many urban centers. 

The form of govermnent in Ethiopia is parliamentary. The Federal and Regional governments 

have legislative, executive and judiciary branches. At the Federal level there are the two Houses­

the House of Peoples' Representatives which is the highest authority of the Federal Government, 

and the House of Federation which is the representation of the nationalities both of which are the 

legislative branch. The President is the head of state. The Prime Minister, the Council of 

Ministers and the different ministries are the executive branch. And there is the judiciary with 

the Supreme Federal court at the top. 

At the state (region) level, there are regional council s, executives elected from among the 

counci l members, the different bureaus, and the courts. There are differences in the organization 

structure of zones and weredas among regions. While all have elected wereda councils and 

executives, only few have elected zone councils. The majority of the zones are led by 

executives elected by the regional councils. 

Though different in the degree of responsibilities, similar tier systems also existed in the 

previous govenmlents of Ethiopia. What distinguishes the current decentralization process is the 

federa l arrangement with strong emphasis on the ri ght of nationalities. FDRE constitution Art. 

46(2) clearl y stated that "states shall be delimited on the basis of the settlement patterns, 

language, identity and consent of the people concerned." So, the regions of Ethiopia have mainly 
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ethnol ingustic basis, though other factors are also in effect; for example that of the Southern Cd 

Nations, Nationalities and Peoples Region which is a voluntary union of different regions (of 

several nationalities) that were established by Proc. 7/92 

The forces that came to power in 1991 and the participants of the Transitional and Constitutional 

Conferences be lieved that the nationalities question in Ethiopia was an issue of prime 

importance that it should deserve a fundamental solution. As the permeable of the Transitional 

Period Charter of Ethiopia puts it ... "whereas the military dictatorship was in essence, a 

continuation of the pervious regimes and its demise marks the end of an era of subjugation and 

oppression thus starting a new chapter in Ethiopian history in which freedom, equal rights and 

self- determination of the peoples shall be the governing principles of political, economic and 

social li fe and thereby contributing to the welfare of the Ethiopian Peoples and rescuing them 

from centuries of subjugation and backwardness." 

The spirit expressed in the permeable of the Transitional Charter is confirmed in Art. 2 of the 

Charter itself and Ali. 39 of the FDRE Constitution. In the words of the constitution: 

"Every nation, nationality and people in Ethiopia has an unconditional right to 
self determination, including the right to secession ... Every nation, nationality 
and people in Ethiopia has the right to a full measure of self -government which 
includes the right to establi sh institutions of government in the territory that it 
inhabits and to equitab le representation in State and Federal governments." 

Although it is a normal evolutionary process in all countries that the way the different parts of a 

country are organized may change over a long period, there is high probabili ty that the process 

of administrative arrangements in Ethiopia could change in not so long period. Even with out 
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mentioning the possibi lity of seceding of particular people out of the union which could change 

the map of the country once again, there is a possibility of rearrangement with in the country 

itself. Formation of zone and wereda within a region is determined by the respective regional 

government.[proc.7/33 (Art. 5) and FDRE constitution Art 50(4)]. Some of the nationalities 

contained in the already recognized regions could also demand to establish regional states 

[Art.47 (2) FDRE constitution]. Aside from the separation aspect, there is also the possibility of 

the amalgamation of reg ions (as experienced by Southern Ethiopia) and also possibility of 

rearrangement of zones and weredas. 

Whi le the ri ght to set up own administrative territory may solve the demand of a given people, 

it has its effect on the resource of the country. The recurrent budget will ri se signifi cantly if 

many of such cases occur. Each administrati ve unit will desire to have many of the 

establishments or activities that are available in other previously established similar 

admin istrative levels. 

Another point that can be added in relation to this is that the number of zones and weredas in 

some of the regions are too many compared to their area and population size. For example, the 

Harari region which has smaller area and population than some of the weredas in Orol11iya and 

Al11hara, is divided into 3 zones and 19 weredas (MEDaC 1998). While the justification for thi s 

is not clear, the recurrent cost implications are quite obvious. The central govenunent has to 

bear the expenditures. One particular indicator cou ld substantiate thi s fact. Accord ing to 

MEDaC ( 1998), the average number of permanent civil servants in the country per thousands of 
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population was 4.4 In 1996. But for Harari and Gambella regIOns it was 18.8 and 13.0 

respectively. 

There were and still are some problems in the current federal arrangement. Some have been 

so lved; others awa it solutions. Few examples will be cited. Boundary di sputes between some 

regions e.g. between Somali and Oromia; demand for recognition as separate nationality e.g. 

Silte; demand to establi sh own region zone or wereda e.g. Wolaita's demand for zone; the 

unsettl ed case of DireDawa; restricted political participation of some nationalities in Harari etc. 

and the uncomfortable relations in some regions between the original inhabitants and other 

people who came due 10 past population dynamics etc. 

The organizational structure of centra l mini stries and regional bureaus now seems to be 

stabilized after some change with the formation of FDRE after the transition period. There are 

different ministries and commissions at the Federalleve!. Besides them there are also a number 

of authoriti es and offices with different tasks independent of the establi shed ministries. 

Similarly at the regional level there are a number of bureaus and offices. What we see different 

at the regional level is that some of the bureaus are structured differently from the central 

ministries and also there are differences in the organizational structure of the bureaus among 

some regions. 

Proc. 41 /93 Art 33 allows the regional governments to establi sh the necessary bureaus they need 

as fo llows: "The regional government may, where it find s proper having regard to the type and 

scope of activities and the utili zation of resources and manpower, merge under one bureau 
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several of the bureaus to be established." As an application of this we can see the following 

examples. While there are for example Ministries of Trade & Industry, Transport & 

Communication , Culture & Information, Education, Touri sm commission independently at the 

federa l level, some regions have different combinations of these as follows . Trade, Industry & 

Transport bureaus (in Amhara, Oromia, Tigray,) Trade, Industry & Tourism (in Addis Ababa,) 

Transport bureau separately in Addis Ababa, Culture, Tourism & Information (in Amhara, 

Oromia, Tigray Southern Eth iopia), Education & Culture (i n Afar) etc. 

Regarding the organizational structure below the regional level , though the structure and strength 

differ from region to region , many regions have most of the bureaus at zone and wereda level. 

But some bureaus do not exist at wereda and even at zone level in some of the regions. Especially 

in the so-ca lled relative ly backward regions, the organization of the bureaus at rcgion and wereda 

is a bit different than others, given the critical manpower situation they are in. For example at the 

weredas sector activities like agriculture, education and health are lumped together in one office 

called "Economic and social services office." 

3.2.3 Expenditure Assignment 

As expenditure assignment is one of the fundamental issues in intergovernmental relations, 

proclamations 7/92 of the Transitional Government and the Constitution of FDRE have made 

divisions of functions between the center and the regional governments. The items included in 

any expenditure assignment are the powers and functions that are given to the different levels of 

government. It is to perform these functions that a government plans expenditure budgets. In 

Ethiopia, the tasks given to the Federal Government are what lIsuall y most central governments 
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do. But due to the emphasis given to the ri ght of nationalities to administer their own affairs, 

major social and development activities are assigned to the regions. In addition, as the Art. 52( 1) 

of the constitution puts it " all powers not given express ly to the Federal Government alone, or 

concurrently to the Federal Government and the States are reserved to the States." So, in contrast 

to the previous unitary and highly centralized tradition, the regions under the current government 

are assigned extensive responsib ilities. 

The detail s of the expenditure assignment are shown in table 3. 1. As we can see, the di vision of 

assignment is between the center and the regions alone. There is no specified task assigned to the 

lower levels of zone and wereda or municipalities. As subordinate organs of the regional 

governments, their formation and their responsibilities are to be specified by the regional 

councils. The central government' s responsibilities were indicated in a highly condensed form in 

Proc. 7/92 and some impOltant functions were omitted. Later its power and functions was 

expanded relatively better in the constitution. In contrast, the power and functions of the regional 

governments was relatively condensed in the constitution. Some items specified in the list of 

regional governments' tasks in Proc. 7/92 (such as power to establish, direct and supervise social 

and economic development establishments or enterpri ses) were dropped in the constitution. 

There are some problems with the assignment of expenditures. The responsibi li ty of economic 

. and social policy is stated in FDREconstitution Art 51 (2) as fo llows: "The Federal Goverrunent 

shall fo rmul ate and implement the country' s policies, strategies and plans in respect of overall 

economic, social and development matters." And according to Art. 52(2c) reg ional governments 

are al so given the power and functions " to fo rmulate and execute economic, social and 
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development policies, strategies and plans of the state." It is not clear if regions could formulate 

and execute policies that could differ from the Federal Government and how it could be resolved 

if in case it happens. Incidentall y, the proclamation that establi shed regional govermnents (7/92) 

in Art. 10(3) indicates that National Regional Self-Governments shall have the power and duties 

" to plan, direct and supervise social and economic development programs in accordance with the 

rel evant policy of the Central Transi tional Government". So, it seems the regions' responsibility 

is to formulate policies which suit the region given the overall national policy. 

Current constitutional provisions do not mention clearly whose responsibility it is to provide or 

manage institutions like tertiary education and similar level public services. We may take it as 

indirectly specified in the article concerning establ ishment of development enterprises in the 

proclamation but the responsibility is not clear. So far the practice has been for universities to be 

under Federal Government and for the other lower public schools and vocational training schools 

to be under regional govenunents. The Constitution in fact only mentions that the Federal and 

regional govermnents formulate social and economic policies in addition to the setting of national 

standards in education, health and other areas which are the responsibilities of the Federal 

Government. 

The ambiguity created in Proc. 7/92, Art. 9 ( I), regarding the establi slU11ent of 'maj or' 

development activities/enterprises/ was reso lved in the constitution (Art.5 l ) by specifying that 

Federal Government's invo lvement is in activities which have nation wide benefits . But in Art 

5 1 (13), there still occurred translation discrepancy which could lead to ambiguity. While the 

Engli sh translation reads "It shall admin ister and expand all Federally funded institutions that 
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provide services to two or more states," the Amharic text reads as "insti tutions that cover one or 

more than one state". Considering the uniformity of language used in other sub articles of article 

51 (regarding federa l government' s involvement in the inter regional activities), the error must be 

in the Amharic version, though the constitution authorizes the Amharic version as the final legal 

repository of authenticity. 

Table 3.1 Expenditure Assignments in Ethiopia 

Defense 
Foreign affairs 

Federal Government 

Formulate and implement overall economic and social policies, 
Formulation and execution of the country's financial , monetary and fo reign investment 
policies, 
Enact laws for the utili zation and conservation of land and other natural resources, hi storical 
sites and objects, 
Printing of currency, 
Establi sh and administer air, rail , waterways and sea transport and major roads liking two or 
more states, as well as postal and telecommunication services, 
Levy taxes and collect duties on revenue sources reserved to it and draw up and implement I 
federal government budget, I 
Regulate inter-state fore ign commerce, 
Administer federally funded institutions that provide services to two or more states. 
Establi sh uniform standards of measurement and calendar. 
Conferring of citizenship and administering immigration related issues, 
Deployment of army in situations beyond capacity of regional governments, 
Declaration of state of emergency, 

(N.B. The list is se lective; there are other items not included here.) 
Regional Governments 

All powers not given expressly to federal government alone or concurrently to the federal and 
the states, are reserved to the states; 
Establi sh state admini stration, 
Enact and execute state constitution other laws; 
Formulate and execute economic, social and deve lopment policies, strategies and plans of the 
state; 
Administer land and other natural resources in accordance with federa l laws; 
Levy and collect taxes and duties on revenue sources reserved to the states, and draw up and 
administer state budget; 
Enact and enforce laws on the state civil service and their condition of work; 
Establish and administer a state police force, and maintain public order and peace within the 
state . 
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Table 3.2 Revenue Assignments in Ethiopia 

Federal Power of Taxation (Art. 90) 
1. Levy and collect custom duties, taxes and other charges on imports and exports; 
2. Levy and collect income tax on employees of the Federal Government and international 

organizations; 
3. Levy and collect income, profit, sal es and excise taxes on enterprises owned by the Federal 

Government; 
4. Tax the income and winnings of national lotteries and other games of chance; 
5. Levy and co llect taxes on income of air, rai l and sea transport services, 
6. Levy and co llect taxes on income of houses and other properties owned by the Federal 

Government, it shall fi x rents; 
7. Determine and co llect fees and charges relating to licenses issued and services rendered by 

organs of the Federal Government; 
8. Levy and collect taxes on monopolies; 
9. Levy and collect Federal stamp duties. 

State Power of Taxation (Art 99) 
1. Levy and co llect income taxes on employees of the state and of private enterprises; 
2. Determine and collect fees fo r land usufractuary rights; 
3. Levy and collect taxes on the incomes of private farmers and farmers incorporated in 

cooperatives associations; 
4. Levy and col lect profit and sales taxes on individual traders carrying out a business within 

their territory; 
5. Levy and col lect taxes on income fro m transport services rendered on waters within their 

territory; 
6. Levy and collect taxes on income derived fro m private houses and other properties within the I 

state; collect rent on houses and other properties they own; 
7. Levy and collect profit, sales, excise and personal income taxes on income of enterprises 

owned by the states; I 
8. Consistent with the previsions of sub-article 3 of Arti cle 98, levy and co llect taxes on income I 

derived from mining operations, and royalties and land rental s on such operations; 
9. Determine and collect fees and charges rel ati ng to licenses issued and services rendered by 

state organs; 
10. Fix and co llect roya lty for use offOl'est resources. 

Concurrent ]'ower of Taxation (Art 98) 
1. Jointly levy and co llect profit, sa les, and excise and personal income taxes on enterprises they 

jointly establish; I 
2. Jointly levy and co llect taxes on the profits of companies and div idends due to share holders; 
3. Jointly levy and co llect taxes on income derived from large-scale mining and all petroleum I 

and gas operations, and royalties on such operations. j 
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3.2.4. Revenue Assignment 

Another important ass ignment and one that is very relevant for the issue of fi scal 

decentralization is that of revenue or tax assigru11ent. The different layers of government 

require means of financing the di ffe rent tasks or expenditures they have been assigned to . In 

the Ethiopian case, the revenue assignments or implementation of revenue, borrowing and 

transfer tasks are elaborated under proclamations 33/92, the FDRE Constitution, Financial 

Proclamation 57/96 and Council of Ministers Financial Regulation 17/97. 

The center- regIOn revenue sharing arrangements are provided in proc.33/92.The 

Proclamation gives the objectives, basis of revenue sharing, categories of revenues stipulated 

for the Central and regional governments, joint revenues and administrative procedures, 

relations and issues of subsidies and borrowing. 

The objectives of revenue sharing are stated under Art. 3 (1 to 4): 

1. enable the Central Government and the National /Regional Govenunents efficiently carry 

out their respective duti es and responsibilities, 

2. assist National /Regional Govenunents develop their regions on their own initiatives, 

3. narrow the existi ng gap in development and economic growth between regions, 

4. encourage activiti es that have common interest to regions. 

As the basis of revenue sharing between central government and regIOns, the following 

principles are considered under Art 4 (1 to 5). 

1. ownership of source of revenue, 

2. the national or regional character of the sources of revenue, 

37 



3. convenience of levying and collection of the tax or duty, 

4. popul ation, di stribution of wea lth, and standard of development of each reg ion, and 

5. other factors that are the basis for integrated and balanced economy. 

There are three revenue categories identified by the Proclamation: central (federal), regional 

(state) and joint (concurrent). (See in table 3.2). 

There is no basic difference between Proc.33 /92 and the Constitution regarding the 

categorization of the revenues save for minor ones. Forest royalty, previously a joint revenue, 

has been assigned to regions. Collection of taxes on monopolies and federa l stamp duti es 

have been added in the li st of federal government revenues. While the land rentals on mining 

operations stipulated to the regions is for the regions themselves, rent of land co llected from 

large scale mining and all petroleum and gas operations which was under joint revenue In 

Proc.33/92 has not been mentioned in the Constitution. 

There is problem regarding excise tax . Proclamation 33/92 doesn' t mention it at all . In both 

the proclamation and constitution some common types of taxes are not identified. It would 

have been better to include some of the most common ones, in order to avoid ambiguity. 

Since in some of the tax literature taxes like V A T and excise are taken to be parts of sales tax, 

it may be possible to guess that excise is some how included in the categorization of taxes in 

the proclamation. But we can not be sure. [n fact , in the constitution it is mentioned in some 

pmts and omitted in others where it is expected to be. It seems there is no consistency in 

usage. We can not be sure whether it was simple omiss ion or deli berate one in order to bring 
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it in the li st of those taxes not identified and therefore are decided by the joint session of the 

parli ament. In the Constitution, excise is mentioned in federa l and regional and jointly owned 

government enterpri ses But it is not mentioned if there is excise taxes levied by the different 

levels of government for individual businesses and corporations. 

Unlike the definition of power / tasks between center and region which says any residual 

power (not specified as center or region or joint) is that of regions, there is no such residual 

power of taxation to ei ther of them. Article 99 of FDRE Constitution states the undesignated 

powers of taxation as follows " The House of Federation and the House of Peoples' 

Representatives shall in a joint session, determine by a two thirds majority vote on the 

exercise of powers of taxation which have not been specifically provided for 111 the 

constitution" 

As can be seen from the categorization, the federal and regional govel'lU11ents have the power 

to collect their assigned tax types. In proc.33/92 it was clearly expressed in Art 9(1) that the 

central government co llects those revenues that are specified for it and the joint ones, and also 

whenever deemed necessary the co llection of such revenues may be delegated to regional 

goverrunents. But since Art.98 of the constitution expressed the procedure of collection of 

joint revenues in vague and impractical terms (that joint revenues wi ll be levied and collected 

jointly) it seems problems arose in practice. So in 1997 the FDRE constitution faced its first 

occasion of amending a point in the constitution and the only one so far. Article 98 was 

modi tied. The task of collecting joint revenues was given to the Federa l govel'lU11ent. 
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Regarding the types of taxes assigned to Federal and regional governments different 

comments can be forwarded. As will be seen later (in the section that analyzes the data) the 

revenue assigned to the center is greater than the regions. But this does not mean that 

ass ignment of the different taxes to the different levels of government is contrary to what 

economic theory and practice tell us. The categorization is taken to be fairly standard by 

many commentators despite other problems that exist. Though practices differ among 

countries to which type of tax should be to central or regional governments, most countries 

assign foreign trade taxes and other taxes with progressive redi stri butive incomes to the 

center. This is what is in the Ethiopian case. In fact some of the taxes that are usually taken 

for center, like income tax are partly regional in Ethiopia. But equally some of those which 

could be regional are assigned for the federal govenmlent. 

One strongly stressed point in the literature of fi scal decentralization is that revenue or tax 

assignments that give more power to the sub national levels as opposed to center hinder the 

central government in its task of macroeconomic management and redistribution role (Teresa 

Ter-Minassan 1997). Also the trend of growing centrali zation of revenues in many countries 

is expressed in different studies. While we can see that the assigrunents in Ethiopia are not of 

the type that could deprive the federal govenunent from fulfilling its task of macro economic 

management, it needs further observation and research to see if there is or will be growing 

trend of central ization of revenue. 

There are other points we can raise In the tax ass ignment Issue: the tax power given to 

regions. In the constitution (Art .94) it is stated that "the Federal govenunent and the states 
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shall respecti vely bear all Financial expendi tures necessary to carry out all responsibilities 

and fu nctions assigned to them by law." One source of revenue that would help them to filifil 

their task is the power to levy taxes and co llect duties on revenue sources reserved to each of 

them. Though FDRE constitution articles 51(10) and 52 (e) and also proc. 7/92 Art. 10(1 ) 

clearly put the power given, there seems there is some restriction on the power of the regions 

to tax. Proc. 33/92 justifi es there should be tax harmonization. In Art 8 it is stated " In order 

to avo id cascading incidence effect of the tax levied by the Center and the Regions and to 

enable the harmonized implementation thereof, the tax rates levied on types of taxes jointly 

owned by the Central Government and Regional Governments shall be fi xed by the Central 

Government. " 

This points are also stressed in the Financial Proclamation and the Financial Regulation, 

issued later after the ratifying of the Consti tution. In the section dealing with federal and 

regional financial relations, Proc. 57/96 Art.58 (1&2) puts tax harmonization as follows: 

"Tax systems at the federal and regionallevels shall have harmonized tax bases." 

" The Ministry of Finance, through research and administrative support, shall facilitate such 

harmonization and standardization" 

Council of Ministers Financial Regulation 17/97 further clarifies it 111 Art. 76 (1 &2) as 

follows: 

" Consultations between federal and state govermnents shall take place on a ll new or changed 

taxes at both levels of government to ensure that the tax bases are harmonized and 

standard ized." 
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" The Minister of Finance sha ll provide, as required, research and administrative support to 

state governments to fac ilitate the harmonization and standardi zation of these tax bases with 

those of the Federal Government." 

So far we have seen that though they could be justifiable on economic grounds (greater 

revenues to the center so that it can help it in its macro management and redistribution tasks, 

and greater tax administration power to the center so that unnecessary cascading effects are 

minimized on the society), the regions have fewer revenue sources and limited power of 

taxation. It seems some of the right/ power they have been given has been restricted for the 

causes stated above. Given this situation, it is possible that regions could be in difficulty of 

knowing what exactly their power of taxation is. They are not able to determine or change 

rates, introduce new taxes, depend ing upon their needs. Setting tax rotes levicd on those 

jointly owned taxes is given to the center. For other cases also there is much central 

involvement. The role ofMOF in the harmonization process has been mentioned above. 

A.mong the comments forwarded one deals with the split in the tax collection responsibility. 

A.s one World Bank report has remarked,"The assignment in Eth iopia is some what unusual 

in the sense that the jurisdiction of the federal and regional governments are to a cons iderable 

extent, structured according to tax payer categories, rather than by types of taxes" (World 

Bank 1999). The report mentions the case of public enterpri ses where ownership determines 

jurisdiction; income of employees, sales, profit, dividends and production of federal 

enterprises are taxed by federal government, while those from regionall y owned public 
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enterprise are taxed by the regional government. Similarly in the case of private companies, 

profits and dividends are taxed jointly by the federal and regional governments. 

Such division of responsibilities may Ilave some problems; there is cost to be incurred. 

Federal Inland Revenue Authority (FIRA) and Regional Finance Bureaus are the main organs 

that collect revenues (aside from Customs Authority) . In places where FIRA doesn't have 

branches taxpayers are forced to go to where it is; since it has not delegated the regional 

finance bureaus. It creates inconvenience fo r the taxpayers to deal with two authorities for the 

same business. It has cost impl ication for the government. There is duplication while it could 

be handled by a single agency. But we should not forget the justification for such an 

arrangement; it is to give the regions revenue they can contro l. So, even though there is some 

inconvenience, the arrangement can work especially by designing solution to somc of the 

problems in the tax adminstration. 

Another point worth mentioning IS regarding some joint revenues, specifically the taxes 

collected from" large scale mining and all petroleum and gas operations." In Proc. 33/92 it is 

stated that the words ' large scale mining, petroleum and gas operations' shall have their 

respective meanings assigned to them by the mining and petroleum proclamation or by 

regulations issued there under. Especially the word ' large' could be interpreted in different 

ways, which because those that are not stated ' large' are in the regions' domain. 

It is in the Counci l of Mini sters Mining Operations Regulati on No.1 82/l994 that we find the 

wo rds defined. In Arti cle 2 sub articles 2 and 3, the definition di fferentiates small and large 

43 



scale mining operations by the amount of 'annual run -of- mine ore' . It puts different figures 

(in tons and metric cube) for the different mineral categories; precious minerals, metallic 

minerals, industrial minerals, construction minerals, mineral water, thermal power, and sa lt. 

Small-scale operations go up to the figure indicated. Large ones are those that exceed. But the 

article makes one exception. It defines' large scale' mining operation as a mining operation of 

which the almual run -of- mine ore exceeds the limits stated (which are different for the 

different mineral groups mentioned, with the exception of precious and semi precious stones. 

The exemption is not clearly put, but we can guess that precious stones are specially reserved 

for large-scale operations. The very technical definitions can only be understood by 

professional of that particular field. And it seems that a company can only be labeled large or 

small if the quantity figures of its operations are known-a process that can come only after it 

estimates its yearly capacity. 

The different tax types have di fferent contributions / consequences in the present situation. 

Ethiopia 's revenue source is mainly from foreign trade taxes and non-tax revenues. Besides 

being the 1110st productive, they are easy to co llect. Most of the non-tax sources are from 

government owned enterpri ses most of which are around Addis Ababa and few other places. 

The taxes assigned to regions are currently with diffi culties. For example, the income from 

agri cultural taxes has been low due to the dependence on weather and backward teclmiques. 

The taxes from small traders has also its own problems; the sector is weak, and there is 

diffi cul ty in co ll ecting. Other revenue sources to regions include rent of houses, taxes from 

enterpri ses owned by regional govenunents, taxes from mi ning activiti es, etc, which at thi s 

stage have very low or insignificant contribution in some regions. So we can say that, the 
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revenue assignment, though it may not be far from what economic theory suggests, in 

practice it has problems. The regions have few resources at hand that is insufficient to cover 

the highly devo lved expenditure assignments 

As part of the revenue assignment, the issue of joint revenue and the procedures of sharing it 

are worth discussing a bit further. The items in this category are less important for most 

regions because the big private corporations, large mining operations and enterprises jointly 

owned by regional and central govenU11ents are concentrated in few places or do not yet ex ist 

at all. But they have a potential to grow in the near future (especially some of them) in some 

regions. 

Proclamation 33/92 (Art 6) states that there would be a committee for revenue shari ng. The 

committee whose function is to study conditions and submits recommendations guiding 

sharing of revenue is designated by the Prime Minister and accountable to the Council of 

Ministers. The members of the committee are representatives of central government and the 

regional executive committee concerned with the agenda to be discussed. Article 6(3) states 

that " based on the objectives and principles of revenue sharing indicated in the proclamation, 

the conunittee shall study and submit its recommendations to the Council of Ministers on: 

a) the percentages in which the joint revenues of the central goverru11ent and National / 

Regional govenU11ents are shared; 

b) measures for resolving Issues that may from time to time anse regarding sharing of 

revenues; 
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c) amendments or changes as the case may be, to the revenue categorization." 

The proclamation further hints that the detai ls of the duties and responsibilities of the 

committee are to be defined by directives to be issued by the council of ministers. 

Later in the constitution, some change was made regarding the procedure of decision. The 

House of Federation was given the power to " determine the division of revenues derived 

from joint federal and state tax sources and the subsides that the Federal Government may 

provide to the states" [FDRE constitution Art 62(7)]. So the committee that is responsible to 

study brings its recommendations to the House of Federation for decision. 

3.2.5. Intergovernmental Grants 

For Ethiopia and many other developing countries, intergovermnental tTansfers (also called 

grants or budgetary subsidies) are important sources of financing sub national govermnents. 

Proclamation 7/92 and the Constitution have identified grants from central government to the 

regions as one source of finance for the regions. Procedures fo r Federal Government grant or 

subsidy to the states are elaborated in Proc.33/92. According to Aliicie 7, subsidy shall be 

granted fo r the fulfillment of the fo llowing objectives: 

a) to promote social services and economic development of the National /Regional 

Governments; 

b) to accelerate the development of the hither 19 neglected and fo rgotten areas; 

c) to narrow down the gap in per capita income between regions 

d) to support projects that will help control negative economic external ities that may be 

reflected from region to region and strengthen projects that provide conunon benefit to 

neighboring regions, 
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e) to encourage foreign currency earning projects and other projects of national interest. 

However, the regions are required, before approval of their budget, to submit to MOF and 

MOPED (now MEDaC) their subsidy requests together with the total expenditure required 

and their revenue co llection forecast. After thi s MOF and MEDaC review the request of the 

regions and the central govermnent's revenue col lection capacity and submit proposals to the 

Counci l of Ministers for decision. Unfortunately, the English translation of the article 

[Proc.33/92 Art.7 (4)] omits Council of Ministers whi le it is there in the Amharic version. 

The translation errors that occurred in such important documents should be recognized as a 

major weakness, a weakness repeated in other important documents including the FDRE 

Constitution. 

Other relevant information regarding grants stated in the documents include, the power given 

to the federal government to audit and inspect the proper utilization of subsidies it gave to 

regions. (Constitution Art 94(2). The Financial Proclamation also emphasizes the 

management aspect of subsidy. It states that Counci l of Ministers should ensure the regional 

govenunents remain accountable for the subsidies; and for thi s to be implemented, the 

regional govenUl1ents shall have a financial management and reporting system, which in the 

opinion of the Council of Ministers is consistent with the financial proclamation."(Proc. 

57/96,Art.62). The Financial Regu lation in Art 77(1) insists the Federal Government shall 

inform the state goverm11ents of their budget subsidy ceilings on time so that they could -
prepare their regional budgets. It also assigns MEDaC for the preparation of estimates of 

regional subsidies [Art. 4(4)]. But ultimately it is through MOF that the regional budget 
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subsidy along with the federal recurrent and capital budget goes to the council of Ministers. 

Besides submitting, MOF also gives recommendations on the consolidated annual budget and 

admi nisters the approved budget [Proc 4/95 Art 19(1)]. 

We can see from the different documents that intergovenunental transfers is given great 

importance to all eviate the problems of the regions in general and accelerate the development 

of the relatively backward regions in particular Because of the balanced development 

objectives that the government stresses, Art 94(2) of FDRE Constitution warns that care 

should be taken that assistance and loans that it gives to regions do not hinder the 

proportionate development of states. Hence we can say that the grants are dominantly equity 

based. 

There are some points about grant tbat are not stated. The proclamations don't tell if formulas 

will be used to determine the amount to be given. Notbing is said about the detail s or criteria 

for accepting or rejecting the request and also what could follow if there are failures in 

implementation by the regions. 

An important shortcoming is the scope of the grant system that is indicated in the 

proclamations. No mention is there if there are different types of grants. The one particular 

point mentioned in Proc. 33/92 Art7 (2) is that "the amount of subsidy to be granted should 

be proportional to the contribution made from the revenue co llected by the regions." From 

this we understand that the grant is matching type. The region wi II provide some amount, and 

the central government will add a certain amount proportionally. Other than thi s, the later 
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documents don ' t specify if there are changes or if there are other types of grants. Looking at 

the procedures, MOF & MEDaC approve after studying the region's demands and of the 

revenue capacities of both the region and the center. While the request could be for different 

purposes it seems the respond is a certain lump sum amount. There is no mention if the 

region can use the amount for whatever it wants, or if directive is given to it in areas it can 

Ican not use etc. 

As we will see later (in another section) some of the issues rai sed concerning the lack of 

clarity of the earlier procedures have been solved to some extent. The constitution in Art 

62(7) declares that the House of Federation has the power to determine the subsidies that the 

Federal Government may provide to the states. It was MEDaC's Regional Plarll1ing and 

Development Department that prepared the various formulas that evolved in the period. Thc 

grant allocation procedure changed from that of ad hoc basis to that of formula. Besides the 

procedures, the type of grant was no more matching grant as hinted in Proc. 33/92, but block 

grant. Regions were free to use it in their priority, for capital as well as recurrent budget. Of 

course since this subsidy also includes those fimds from foreign loan and aid, it has a specific 

grant component in it that donors particularly want to be implemented using that budget in a 

particular area. So it is only appropriate to call the fund from central treasury and any non­

particularly specified donor grant as block grant. 

3.2.6. Borrowing 

Internal borrowing is indicated as one source of financing for regional governments in Art.3 5 

of Proc. 7/92 . The constitution also states that the federal Government shall determine by law 
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the conditions and terms under which states can borrow from in ternal sources in Art 51 (9). 

Though not specifically stated, external borrowing is not allowed for sub national 

govenunents in Ethiopia because fo reign relation is the domain of Federal GovenU11ent. 

Countries differ in the way they handle borrowing by sub national govenU11ents. The most 

common practice is to restrict them due to the problems it creates in the overall economy. 

The procedures or detail s of internal borrowing are stated in proclamations 33/92, 

83/94,57/99 and regulation 17/97. But the most detailed information is in Article 10 of Proc. 

33/92 . It elaborates the conditions that had to be fulfill ed for regions to exerci se their ri ght to 

borrow from domestic sources as follows: 

1. Regions should submit to the Ministry of Finance or to the Ministry of Planing and Econom ic 

Development the loan amount required to cover their deficit together with statements 

showing the relations of the requested amount with thei r revenue collection forecast and with 

economic indicators of the regions. They are also required to attach a copy of the their 

consolidated budget and the feasibility study report of the project for which the loan is 

required with the loan app lication form. 

2. The ministry to which the request has been submitted evaluates the accuracy of the 

information on the basis of relevant general economic indicators. After taking into 

consideration the effect such request will have upon national budget deficit, the ministry shall 

obtain decision on the amount that each region may borrow with in the national limi t set by 

rel evant laws. It will then communicate the decision to the National Bank and the regions. 

3. The National Bank of Ethiopia authorizes the di sbursement of loan on request. 
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There seem to be some unclear points in the procedure besides being very restrictive. Once 

the detailed information is forwarded by the regions and the relevant ministries study it, the 

final step is decision. But the article does not mention who decides ultimately. It only hints 

that the relevant minister "shall obtain decision on the amount': probably it could be the 

Prime Minister's Office. 

In Financial Proclamation 57/96 the organ that is responsible for decision is more clearly 

identified. Art 59(1) says " the regional governments shall provide the Ministry of Finance 

with all information required to allow it to determine the amounts to be borrowed by 

individual regions, taking into account national fisca l policy and borrowing limitation 

imposed by law or agreement." The responsible organ has now become Ministry of Finance 

(in contrast to MOF and MEDaC of Proc. 33/92). But another point in Art.52 (6) of Proc. 

41 /93 seems to contradict with thi s. It states that the Regional Finance Bureau has the power 

and duty "to negotiate and sign in the name of the regional self government credit agreements 

obtained from domestic lending sources, supervise and administer such debts." What we can 

guess from this situation is that as the decisive force is Ministry of Finance, the regional 

bureau onl y handles the requests representing the regional government, and administers it 

after it receives the loan by the stated procedure from the National Bank of Ethiopia tlu'ough 

MOF. 

But the problem of borrowing does not end there. In the Monetary and Banking proclamation 

No. 8311994 Art. 27 it is stated that " the Bank (NBE) shall not extend direct credit to any 
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person other than the central government, banks and other financia l institutions." Further, it 

says" except as provided in sub arti cle 3 of Article 25 hereof (they are limi ts on what the 

government can borrow) the Bank shall not directl y or indirectly extend any credit to the 

central government, government owned autonomous institutions and enterprises, agencies, 

boards, local government bodies and political subdivisions of Ethiopia". Hence, from the 

monetary and banking proclamation, regions do not have any ground for borrowing directly. 

Because of the ambiguiti es and difficult procedures that exist 111 the different documents 

regarding borrowing, Befekadu envisaged the process to be as follows: 

" A very generous interpretation of the credit clause of the regional governments would have 

to transfer the exercise of thi s right to the central government. What may happen lUlder such 

circumstances is that once the volume of credit to regional governments is approved, this is 

passed over to the National Bank of Ethiopia for disbursement. If such is the case, then the 

borrower and therefore the debtor is the central goverrunent and the source of credit would be 

the National Bank"(Befekadu 1994). 

We can infer other difficu lties as well. The loan is expected to be project rel ated only and the 

projects are critically examined by the ministries. Besides, because there is a ceiling which 

considers the overall budget, a restriction that MOF can not pass, the loan size is very limited. 

Another problem referred is the failure to mention the instrument of debt. "Whereas the 

central government could borrow from domestic sources by issuing treasury bills and bonds, 
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no such instrument of debt IS acknowledged by or identified for the regional 

governments"(Befekadu 1994). 

Other issues rai sed in relation to domestic borrowing in the Financial Proclamation and 

Regulation are those that deal with the administration aspects. Proc. 57/96 Art 59 says that 

"di sbursements on borrowings of regional governments shall be managed by the National 

Bank of Ethiopia, unless these borrowings are fi·om entities other than the NBE." It fl.lrther 

states "if regional goverrullents borrow from entities other than the NBE, the respective 

regional governments and MOF shall jointly agree on the administrative arrangements related 

to such borrowings." In the Financial Regulation 17/97 Art. 75(2) the MOF is "empowered to 

monitor the disbursements of the NBE and any other entities against borrowings of state 

governments and reconci le these with the periodic reports it receives from state 

governments." So we see MOF has an important role in all aspects of the issue of borrowing, 

from checking and accepting requests, monitoring the disbursements and following the 

reports. 

A.tl0ther point that shows the centers dominance but which gives due consideration to the role 

of the region in the borrowing agenda is put this way: "The fi nancial requirements of the state 

goverrullents shall be closely aligned with the federal Govenunent's fiscal plan and budget 

and both levels of govenullent shall ensure that their respective financial organi zations 

mai ntain close working relations duri ng the course of the fisca l year to mi nimize overall 

borrowing costs and to act in the best interests of the national economy" (Fi nancial 

Regulation 1711997, Art. 75( 1)). 
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In conclusion we can say that borrowing as an instrument of financ ing for reg ional 

governments was set to be very restrictive from the beginning. There IS Federal 

Government's big ro le 111 the whole process, from critically examining at the application 

stage, limiting the amount to be approved, and monitoring the implementation. It demands 

much effort, capacity and time to fulfil the requirements that justify the loan request. In 

particular, this strict criteria may be to the disadvantage of the relatively backward regions, 

because they have low man power capacity to fu lfill procedural obligations and also low 

capacity of repayment given their current development level. It may be due to all these factors 

that it has been of limited use until now. 

Of course it can not be said that sllch process is totally irrelevant. Borrowings, internal as well 

as external have been sources of many problems in the economies of di fferent countries. And 

in Eth iopia, besides the heavy debt burden due to foreign loan, the previous mi litary 

government was borrowing from local banks so much that such practice crowded out the 

private sector and also spoiled the financial discipline. But even so, there will be situations 

where sub natural governments would have capacity to handle borrowing, and make use of it 

wisely. Hence the difficult and vague procedures should be cleared. 

A related issue is that of the administration of foreign currency. In Proc. 33/92 and the 

Constitution, it is clearly stated that management of foreign currency is the responsibility of 

the Federal Government. There have been some changes regarding the way regional 

govenm1ents can acquire fore ign currency they demand. In proc 33/92 Art. ll ,it was 
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indicated that regions submit their annual requirements with detail statements to MOPED 

(MEDaC), and MOPED obta ins the decision of the Council of Ministers on the amount 

approved to each region, after which it communicates to the regions. The chaIUlel was 

MOPED and final approval point was Council of Ministers. Later, in the FinaIlcial Regulation 

17/97, Art. 77(3) it is indicated that the regions submit their requirement to Mini stry of 

Finance. So, the charUlel now is MOF. 

3.3 Administrative Aspects of Fiscal Decentralization 

3.3.1. Some Issues in Government BUdgeting 

The govenunent's budget represents a plan Iforecast by govenunent of its expenditure and 

revenues for a specified period. It is to implement its economic functions that a government 

raises revenues and spend them in different programs and activities. Budget structures are the 

formats that organize budget data. In addition to providing information on what the 

goverrunent proposed to do, the budget structures indicate the fil II responsibility of the 

spending agency (Nesanet: 1998). 

Though there are different classifications, the first important classification of the budget is 

between revenue and expenditure. Revenue budget represents the arumal forecasts of 

revenues to be raised by govenUllent through taxation and non-tax sources. In Ethiopia the 

revenue budget is usually structured into 3 major headings: ordinary revenue, capital revenue 

and external ass istance. Ordinary revenue includes both tax and non -tax revenues. Main 

categories of tax revenue include direct taxes, domestic indirect taxes and forei gn trade taxes. 

Non tax revenues include charges and fees , investment revenues, miscellaneous revenues, and 
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pension contribution. Cash grants and technical assistance are included in the external 

assistance part of the revenue budget. In the third part, (capi tal revenue) domestic sources, 

external loan and counterpart funds are included. Govenlli1ent expenditures for administration 

and development activities are handled through the expendi ture budget, which is categori zed 

into recurrent and capital expenditures, which in turn have categories of general 

administration, economy, social, and other services. Revenue and expenditure budgets are 

structured in detailed categori es with standard code numbers that represent the various items 

(Nesanet 1998). 

Budgeting from the initial stage of forecasting the aIlliual revenues and expenditures, to the 

final stage of approval of the annual budget passes tiu·ough a sequential and an iterative 

process (Nesanet 1998) In Ethiopia, the budgeting process and the directions to be followed 

are indicated in the Financial Proclamation 57/96,Financial Regu lation 17/97, in the 

Constitution and other manuals prepared by MOF and MEDaC. 

The Constitution of FDRE states that the Federal and Regional Govenunents shall levy taxes 

and collect duti es on revenue sources reserved for each of them, and also, each shall draw up, 

approve and administer their own budget. [Art 51( 10) and 52(22)] [n the Constitution, 

Proclamation and Regulation , the different organs responsible for the different functions of 

the budgeting process are mentioned. At the federal level MOF and MEDaC in association 

with PMO and Council of Ministers are the main organs in the final preparation and review of 

the budget, and it is the Council of Peoples' Representatives that approves it at the end. The 

House of Federation has the power to determine the division of revenues derived from joint 
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federa l and state tax sources and the subsidies that the Federal Government may provide to 

the states. At regional level, regional finance and plan bureaus in association with the 

executive committee of the region finalize the budget of the different sectors and localities 

and the regional council approves it. 

The main responsibility of the budget preparation at the federal level lies on MOF for the 

recurrent budget and revenue budget and on MEDaC for capital budget and also for a 3 year 

rolling plan of Public Investment Program (PIP). The different public bodies mainly interact 

with these two ministries for the direction they have to fo llow, for submission of their budget, 

and they are also notified about the final approved budget by them But finall y it is the MOF 

which has the power and duty to "prepare and submit to the counci l of mini sters, together 

with recommendations, a consol idated annual budget of the federal government upon 

analyzing recurrent budget proposals received from general govenU11ent organs, capital 

budget proposals prepared and forwarded to it by MEDaC and requests from regional 

governments for budgetary subsidies, and administer the approved budget" Proc. 4/95 

Art.l9( I). 

The detail s of the budgeting procedures are presented in Financial Proclamation and 

Regulation. In Financial Proclamation 57/96 part4, Articles 15 to 22 deal about the fo rmat 

and ceiling of budget, budget approval and notification, budget transfer mechanisms and 

restrictions with in and between public bodies; also included are issues like transfer of 

emergency expenditure and supplementary budget. In part 5, Articles 23 to 26 deal with the 

public disbursement procedures, limits, commitments and special conditions. In part 6, 

Articles 29 to 32,deal with management of unspent fund s. In Financial Regulation 17/97 part 
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3, Articles 7 to 11 deal with preparation, submission and approva l and calendar of the PIP 

(Public Investment Program). [n part 4, arti cles 12 to 16 deal with the budget estimate 

preparation, submission and approval, and budget calendar. In part 5, Articles 17 to 20 deal 

with budget execution issues like budget transfers, budgetary control and supplementary 

appropriation and budget requ isition. In part 6, Articles 2 1 to 24 deal with public 

di sbursements, the procedures and mode of payment. 

One unclear point in the financial proclamation 57/ 96 is regarding Art. 15(1 ) which says 

"MOF and MEDaC in consultation with the appropriate government authority sha ll establish 

the format for annual budgetary submissions and the maximum amount on which each budget 

request is to be based." The authority to be consulted is not stated. But thi s role can only be 

that of PMO. Though not directly mentioning the format and cciling of budget, Financial 

Regulation 17/97 Art. 14 hints that once the budget has been finali zed by the coordinating 

ministries, it wi ll be presented to Council of Ministers for revision and recommendation 

before it goes to the Council of Peoples' Representatives fo r approval The appropriate 

government authority that consults MOF and MEDaC in establi shing the fo rmat and ceiling 

as well as guide them in their coordinating tasks can only be PMO (Prime Minister's Office. 

The budget manual prepared by MOF and MEDaC confirms that thi s is the practice. 

It is known that after the macroeconomic and fi scal frame work are prepared and the revenue 

and expenditure estimators are made, the PMO will decide on the shares of federal 

government expenditures and subsidies of regional governments. While it is clearly stated 

that the regions subsidies from the center are to be decided by the House of Federation by 
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way of a proposed fo rmula, the method or procedure how the total resource is div ided 

between budget fo r central government and subsidy for regions is not stated in any document. 

So far there is no approved method to decide the di vision of resource. MEDaC says the 

div ision is made on the basis of the existing ass ignment between the federal and regional 

govenunents. But because of the difficulties in estimati ng every expenditure and lack of data, 

they usually fo llow the residual approach. After deciding the amount for the main Federal 

Government expenditures, the rest is given as subsidy. The practice fo llows the pattern of 

distribu tion that has been since the Transition Period , and is allocated proportionately. Some 

estimates were known from the expenses required fo r each government at the time they 

shared the responsibil ities for the different on go ing projects. The best way would have been 

to bring a mechanism of sharing after stud yi ng the minimum necessary budget fo r each 

function of the different level of governments. But it is difficult, takes much time, and also 

there is problem of how to define what minimum could be. 

If we view the practice of budgeting as expressed by the officia l document (Negarit Gazeta) 

after 1983E.C, there were some changes of presentation. In 1984 and 1985E.C, only 

consolidated budget was prepared. There was no separate budget for federal and regional 

government. So the previous practice was more or less followed. In 1986 and 1987, budget 

was prepared fo r federal and regional goVetTUllents and al so the national total; for all of them 

subdivided into recurrent, capital and total expenditures. The Negarit Grazeta of these two 

years contained detail s of revenue and expenditures and other relevant summaries. For 
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example the 1987 Negarit Gazeta had 227 pages each for both Amharic and English 

languages. 

Starting from 1988, the budget declared on the Negarit Gzeta contained Central Government 

budget that includes the subsidy to be given to each region. The practice adopted in 1986 and 

1987 of presenting details of regions was changed. Federal Government has its Federal 

Negari t Gazeta and the Regional Governments were expected to declare their budget on their 

regiona l Negarit Gazetas. 

Observations of the shortcomings in the budg~ng process include some of the fo llowing. 

------
(As rat 2000, Nesanet 1998) 

• Lack of authoritative binding budget calendar; the only dates mentioned so far are dates 

for approval and notification. 

• Notification of federal subsidy to regions is always late; this creates difficulties in the 

regions' annual planning process. 

• The different planning practices (i.e. the annual budget, the 3-year ro lli ng Public 

Investment Program (PIP) and the long term Sector Development Programs (SOP) are not 

yet fu lly harmonized. 

• Some activities and sources of revenues are not included In the Federal or Regional 

budgets,(due to problems of information coordination) 

• While it has been standard procedure to publish the yearly budget on Negarit Gazeta, 

some regions have not able to fulfil th is task, and also there are some differences in the 
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presentation of those that have been published; this creates gaps 111 knowing how the 

nations total public resources are being utilized. 

• There is lack of coordination in recurrent and capital budget preparation in l11<my public 

bodies. 

The Budgeting process at the Federal level 

Nesanet (1998) has outlined the different steps as follows : 

I. preparation of the macroeconomic and fi scal framework revenue forecast and 

determination of budget ceiling; 

2. Determination of Federal government expenditure and subsidy to regional governments; 

3. Allocation of federa l government expenditure between recurrent and capital budgets; 

4. Budget call and ceiling notification; 

5. Budget review by MOF and MEDaC; 

6. Budget hearing and defense; 

7. Review and recommendation; 

8. Submission of the consol idated budget to the Council of Ministers; 

9. Submission of the budget to the Council of Peoples' Representatives; 

10. Notifi cation and publication of the budget in the Negarit Gazeta; 

11. Allotment. 

The Budgeting process at the Regional level 

There is similarity with that of the budgeting process at the federa l level. At the same time 

there are some variations between regions. The responsible organs for the final preparation 

are Regional Finance and Plan Bureaus for recurrent and capital budget respectively, and the 

regional council is responsible for the appropriation of the region 's budget. 
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The budgeting process at the regional level is usually done in two processes. Pre-ceiling 

budgeting is the practice of budgeting before the region receives its subsidy from the Federal 

government. It usually starts at wereda level. The Finance Office consolidates the budget of 

the sector offices and submits it to the wereda council. From the wereda it is sent through two 

chatmels (through the executives and sector offices) to the zone. From the zone al so it goes to 

region in similar two channels. 

Post ceiling budgeting is done foll owing the notification of subsidy from the federal 

government. The regions total budget will be spli t between reculTent and capi tal expendi tures, 

fi rst fo r the recurrent expenditure and the remaining for capital expenditure, It is then 

distributed to the sector offices. In some regions (Southern Ethiopia, Amhara) a lump sum 

amount is allocated to zones where the zones distribute it into its priorities for the wereda and 

sector offices. 

Due to the gap in the assignment of responsibilities between revenue and expenditure, major 

part of the regions' budget is subsidized by the central government. But because of the 

problems in the budgeti ng process both at federal and regional levels, not all activities are 

done on their set time. As one World Bank report comments: " the sub regional governments 

rarely know the envelope they are working with as they create their budgets. The information 

they pass up to the regional government is thus more of a wish li st than a calculated, well 

debated development plan that is based on realistic resource constraints."(World Bank 1999) 

In other words the attempts of bottom up approach exercised at wereda and zone levels have 

defic iencies because they start before the whole resource they can use is exactly known. The 
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information about subsid ies comes late . Also, the precise amount a region gets can not be 

predicted because of unfo reseen facto rs such as not getting the expected (promised) fo reign 

assistance and loan. The actual amount a region receives is one that has been cut by a process 

called 'budget offset'. It is the process of reducing the foreign fi nance, which can onl y be 

distributed when it is available. 

3.3.2. Relation between Central Ministries and Regional Bureaus 

It is normal to expect that the new federal structure would face difficu lties in the exercise of 

tasks relati ng to responsibilities of federa l and regional governments. Unlike the previous 

governments' provincial bureaus which were tota ll y subordinate to the central ministries in 

every aspect, the present regional bureaus have autonomy in their specific area. They are 

accountable to their regional council s. But they are not totally unattached to the central 

mini stries. Their re lation is stated in the proclamation that defi nes the power and duties of 

central and regional organs. 

In Proc. 4 1193 Art 4(1d) it is stated that "each ministry shall in its fi eld of activity gIve 

assistance and adv ice to reg ional self governments, and fo llow up the proper implementation 

of laws, regulation and directives by their executive organs," in addition to other tasks given. 

Proc. 4/95, which came out after the establislm1ent of FDRE, had modification over the 

previous article of duties of min istries that was assigned during the transition period . In Art 

I O( Id) it says that " each mini stry shall , in its fi eld of activity, give ass istance and advice, as 

necessary, to regional executive organs. " It seems that the obligations of the central ministries 

in the regions has been reduced to that of the role of ass isting only. 

63 



But actually when we see the specific duty of each ministry it has more role than just 

assisting, The central ministries initiate national po licy proposals, and overa ll basic research 

activi ti es in their area, They also prepare directives which can be modified or app lied by the 

regions depending on the specific situation, They coordinate some programs that are to be 

implemented on nation wide or across some regions, Other additional responsibi li ties are also 

given to the Ministry of Finance in the Financial Proclamation and Regulation because it is 

the main organ of goverrunent which guides how government resources should be controlled, 

So, the role of central ministries can not be underestimated just because regions are 

autonomous or the regional bureaus are accountable to their region's council. In fact it is a 

standard procedure at all levels that bureaus loffices at wereda, zone, region level fo llow the 

two way reporting system to their council and at the same time to their sector office, which 

means the regional bureaus regularl y report to the ministries at the center. 

The actual practice may differ from what it should be, The delineation of ro les of each organ 

may not be easily identified, Each could attempt a task separately believing it is its role, or 

might not attempt it bel ieving it is the others role, Even without this obfuscation, there are 

shortcomings that each one commits, Regions expect a lot of assistance from the ministries, 

(e,g, training, material, directives, comments on reports etc) The expectation is justifiable, 

because it is the ministries that have experience, access to different sources of resources and 

capacity, If not done to the desi red level the regions may complain or be frustrated, Like wise 

centra l mini stTies wou ld expect regions to specifica ll y identify their problem to be so lved, 
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receIve reports they are enti tled to receIve on time etc. If this does not happen to their 

expectation they may neglect the relationship. 

Complaints of the regions on the central ministries include the fo llowing: greater share of 

chances of tra ining's, workshops, is taken by the center and less for the regional staff; there is 

delay of feed backs on some reports; budget ceiling is notifi ed very late that it affects the 

regional budgetary process; information on foreign aid and loan does not come on time; 

regions are not aware about the joint revenues; etc. The central ministries on their side also 

pose some problems of the regions: regional bureaus don' t send repOJls and other relevant 

info rmation on time and to the desired criteria; some reports have exaggerations; some 

recommendations are neglected, etc 

As a result of low capacity of the regions' manpower and also the weak center regIon 

relations, many regulations and standard procedures are violated and they are not corrected on 

time. We can cite some examples from Afar Region. In 1989E.C., the region collected fo reign 

trade tax on salt which came from Assab. [n the revenue sharing proclamation such taxes are 

in the domain of federal goveJ'J'U11ent. It continued till m id year 1990 when it was corrected by 

MOF. The point is, if there was proper relation such cases could have been stopped with in 

the same year the mistake occurred. Another example is the case of controversy over who 

should tax those private corporate businesses who took license from central government but 

work in the region. A marble factory and some contractors were asked to pay taxes there, but 

later the region came to know the issue was the task of the center. 
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Some activities of revenue collection were not properly done because Federal Internal 

Revenue Authority (FIRA), the government organ which collects joint revenues such as taxes 

from corporate businesses did not have branches in many places or did not delegate regional 

finance bureaus for such activity. Businessmen were forced to come to where FIRA had 

offices in order to pay. It is possible that some that did not want to take the trouble or the 

inconvenience might have kept silent by not paying. Few businessmen in some places paid 

thi s tax to Regional Finance Bureaus. But the amount is very small. 

Whatever the causes of the minor problems in the relations, each central ministry as well as 

regional bureau has to have the concern and effort to improve it. While the Prime Ministers 

Office, because it has the coordinating role, has to watch the problems and take corrective 

measures when they ari se, the concerned ministries should not await for the high executive 

organ to act for any issue which is with in their sphere of activity. They should take their 

responsibility. The various interviews with the regional bodies confirm that none of them 

blame the central ministries for unnecessary interference. The criticism is more on the other 

side; that central ministries have not contributed in the relation to the desired level. 

One important point stressed by all the interv iewed was the importance of the joint forum 

where different issues are discussed between the regional and central bodies. They 

commented that it lacked continuity and suggested that PMO take active ro le in coordinating 

it. 
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Despite the shortcomings, the regions admit and appreciate the assistance they got so far from 

the central ministries and other governmental , non govermnental and international agencies. 

To cite some examples MOF sent professionals to assist in closing accounts in Afar. The 

National Income Accounts that was prepru·ed for the Tigray Region was accomplished with 

training and assistance given by MEDaC. Various offices got computer training and 

equipment from many organizations etc. 

3.3.3. Auditing Activities 

Though the emphasis in the literature of fiscal decentralization has been "more on policy than 

administrative issues, there is little doubt, that sub-national devolution of revenue- raising and 

expenditure responsibility poses new challenges for tax administration and for public 

expenditure management"(Theresa Ter- Minassen 19(7). Among the administrative issues to 

consider is auditing, which is a check up or correcting mechanism for the govenunent 

finances activities. Due to its relevance in showi ng us the capacity, problems and lack of 

experience in financial management in decentralized situation, some inquiries in the auditing 

problems of federal and regional govenunents is essential. Among the various auditing 

activities the study concentrates on the auditing activities between fede ral and regional levels 

of government. 

In the prevIOus governments the Auditor General Office was establi shed at central 

government level to the task of inspecting accounts of government offices to ensure that they 

are properly made according to approved procedures and to the assigned purpose. As is the 

usual practice in other countries also, the Audit Office is responsible to the legislative branch 
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(Parliament) and not to the executive, because it is the organ establi shed to check, corrects the 

different ministri es or bureaus. 

After the change of government the office was organized at regional levels following the 

federa l structure. But due to various factors the establi shment of offices at regional level and 

the restructuring of the main office were done later. Proclamation 7/92 that establi shed the 

regional governments mentioned audit and control office wou ld be one of the organs to be 

established at region and wereda level (Art. 8(1) and Art.39). But from the information of 

Afar and Tigray regions, it was at the end of the transition period that regional audit offices 

were established. So, we can say that no external auditing was done by the regional 

governments in the transition period. 

The constitution and other proclamations mention the role of the different organs in the 

auditing task. As Art. 94(2) of the constitution states, "the federal government shall have the 

power to audit and inspect the proper utilization of subsidies in grants to the states." The 

funct ion is done by Ministry of Fi nance (MOF) and the Office of the Federal Audi tor General 

(OFAG). Counci l of Ministers Regulation 17/97 again affirms the role of both organs. "The 

MOF shall have access to the accounts of the state organs necessary for it to conduct audits of 

their use of budgetary subsidies received from Federal government" Art. 80( I). "The Auditor 

General, as part of his or her own normal audit program should audi t the Federal 

Govenm1ents record of its fi nancia l transaction with State Governments" Art. 80(2). 
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Hence we can say that besides internal auditing in organi zations or bureaus and the Regional 

Finance and Aud it Bureaus, the Central Government organs of MOF and OFAG are invo lved 

in the auditing activities of the regions. Un like the OFAG and the Regional Audit who are 

accountable to the legislative branch, MOF and Regional Finance Bureaus are responsible to 

the executive. There seems some duplication of tasks or redundancy. The same task of 

checking how the subsidy was utilized is done by different offices. But because they are 

accountable to different bodies, there is difference. The purpose of separate accountabi lity 

emanates from the nature of separation of power of goverrullent between the legislature and 

the executive. 

MOF's Inspection department started to audit regions ' subsidies starting from 1986 EC, when 

the budget started to be arranged on federal and regional levels. Because of manpower amI 

resource constraints, they onl y did selective tasks of auditing in some bureaus of the regions. 

One problem rai sed was the view that unlike the capital budget which was totally covered by 

the federal subsidy, the recurrent budget used in the regions was partly composed of regions ' 

own revenue, hence auditing by federal organs would be beyond there responsibility. They 

later solved it by devising means to see the particular case. 

OFAG, as the main authoritative body for external auditing started late to work in the regions. 

During the end of the Transition period, some regions had refused OFAG auditors permission 

to work on subsidy auditing. This move could be a result of, on the regions' side, 

misunderstanding their autonomy position, or probably the fear of being exposed if there is 

any malpractice. OFAG actuall y started its fu nction in the regions in 1990 EC. 
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Tn discussions with many of the auditors, plan and finance workers, they admi t that corruption 

and poor financial management is not a specific problem to the regional governments alone. 

It also was and is frequently encountered in many of the central ministries and other offices 

here in Addis. But because it was accompanied by many shortcomings and other political 

problems of some of the newly establ ished regions, it became a frequent news story in the 

media. There was frequent change of leadership in some of the regions mainly attached to 

such malpractices. Many believe there is improvement today from what it was in the early 

transition period. The central government is also playing its role of giving financial directives 

to and checking the activities, of which were very loosely done dming the transition period. 

Professional manpower shortage in the regional govern ments ranks top in the list of 

problems. One of the professions which are in very short supply is that of auditors. The 

capacity of two regional Audit offices can show us the level of the problem. In Afar region 

where there are around 300 government offices/bodies that can be audited, the Audit Office 

has 4 teams of 3 people each. This can only handle about 5 percent of the offices within a 

year. Similarly in Tigray, where there are around 400 offices, the capacity of the Audit office 

is 8 teams of 3 people each. One team can only handle 4 to 5 auditing tasks within a year. 

Due to thi s shortage, they can only handle few offices which have maximum government 

outlays or cases which are ordered by the courts. They are forced to be selective and to work 

on sample basis. 
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One factor for the limited manpower in them is that the market has high demand for such 

profession (accountants, auditors) and also it pays them more than what the govenunent does. 

Another disincentive is the salary difference which is higher in Addis Ababa and lower in 

other regions. Considering the different advantages, fac ili ties, one gets in Addis; it should 

have been the reverse, i.e. higher in the regions. So, not many are attracted or committed to 

work in the regions. Repeated vacancy call s have not been fru itfh l. 

Auditing activity IS given little attention be it at federal or regIOn level. Many don' t 

understand it. They do not take it as supportive or corrective organ, but as one which IS 

faultfinder. As a result they don't cooperate with it. This problem arises due to low attention 

given to resource contro l. Many public body officials and staff don ' t give due attention to the 

financial management aspect of their organization. People with lower skill are recruited or 

posted in tasks related to finance and other resource control activities. Financial laws and 

regulations are vio lated or not properly implemented in many departments at fede ral and 

regional level. Other shortcomings, or errors include the following: - accounts are not closed 

on time; transfer of budget to where it is not allowed; mixing of items in reporting (for 

example of loan and aid accounts); not followi ng the proper procedures in contractual 

agreements; payments done without proper legal documents; responsibilities that should have 

been separately done by different individuals are done by one person in some offices; loose 

internal control ; etc. 

External auditors whether from OFAG or MOF can only handle lim ited share of the vast 

publ ic resources. The major work of correcting public bodies in thei r management of 
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resources should be do ne by internal auditors with in the organizations themselves. But 

currently, this branch is not strengthened. There is loose internal control. The relation 

between internal and external auditors, between auditors in different public org,Uli zations is 

weak. Auditors and accountants in public or private sector don ' t seem to play the ir role to a 

desired and possible level of what the situation demands. 

The weak attitude or moral of the civil service and society as a whole is one of the hindrances 

in the fisca l management responsib ility of the aud iting profess ion . People don ' t expose or 

condemn corrupt ind ividuals and practices. In fact there is admiration by many for those who 

became wealthy as a result of their malpractice out of government fu nds. If there is no 

societal support in following and caring for public resource, few auditors in some offices 

would have insignificant contribution. There should be a revival, an interest in caring for the 

Nation's resource by strengthening efforts at educating the people and the civi l service. 

An impOltant aspect of the auditing activity is the stage where the Audit Head present reports 

of the activity of the office to parliament or regional council. Shortcomings that were seen 

are exposed and corrective measures are recommended so that they could be lessons in the 

future. It is expected that the suggestions are taken seri ously and implemented. Though such 

fo rums are important, they were not effective as expected. Mistakes were seen to be repeated. 

Timely decisions were not taken on some major faults. 

One supportive ann to the audit activity would have been committees In parliament or 

regional council s that could gather information on corruption and other shortcomings III 
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government offices and agencies, actively become involved in trying to implement the 

recommendations and generall y create awareness on the necessity of publ ic resource control. 

In the developed western countless, the usual practice for such tasks is to form a public 

accounts committee (PAC) dominantly fo rm the opposition party members in the parl iament. 

They can seriously follow shortcomings of the party in power. In the Ethiopian parliament, it 

is the Budget Commi ttee that also acts as PAC, resulting in less attention towards it because 

it has a lot of functions to handle. And the opposition party members are not that strong. In 

Tigray Region PAC was formed from the regional council members. But their activity was 

not to the expected level. Most of the members are regional officials with lots of additional 

tasks, and they could not have enough time for their role in the committee. Some of the 

members also complain that because they lacked professional know how, they couldn ' t be 

effective as desired. Any way, though there are shortcomings, thc move to estab li sh PAC is a 

good start. 

3.4. Review of Fiscal performance 

3.4.1 Introduction 

The Transitional Government of Ethiopia initiated a new economic po licy and reform 

program. One of the main objectives of the reform program was to rectify the fisca l ill s (that 

were experi enced during the Derg period) and attain a consolidated budget. This objective 

called fo r rationali zing the state's role in the economy, implying reori entat ion of government 

expenditure and enhancing revenue performance at the same time. A number of policy and 

institutional measures have been taken along thi s line to achieve the stated objective ( 

MEDaC 1999) . The first phase of the economic reform program focused on two objectives: 
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I) liberalization measures to remove U1Ulecessary government controls and to encourage 

private sector participation; 2) stabilization measures to contain inflation and reduce 

imbalance. 

The fi scal policies that were enacted to help the economic program include: 

I . Managing fi scal deficit to a sustainable level by avoid ing inflationary financing especially 

from the banking system; 

2. Measures to enhance government revenue, by reforming the tax policy; broadening the tax 

base, reforming the tax structure; (reducing many of the rates); 

3. Measures to rationali ze and control government expenditure; withdrawing from direct 

involvement in production; giving emphasis to social sectors and capital expenditures on 

economic infrastructure; 

4. Institutional measures such as improving efficiency of the fi scal administration; 

restructuring the revenue collecting organs of the government to avo id corruption and enhance 

efficiency of tax collection; 

5. Fi scal federa li sm - the restructuring of the fisca l system to fit the Federal system of 

government; an issue that defines the revenue and expenditure responsibilities and other 

relation between central and regional governments (MEDAC 1999). 

3.4.2 Revenue 

There was a steady growth of revenue during the period 1984 to 1990 E.C: from 2.2 billion to 

8.4 billion years. It had a growth rate of 22% per annum. In thi s period the revenue was on 

average 15.4% of GDP or an amount of 5499. 17 million birr per yem. If we consider only the 
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5 year period between 1986 to 1990 E.C the revenue was 15.9% of GDP and yearly average 

becomes 6581.55 million birr. 

In the given 5 years period (1 986 to 90), non tax revenues and foreign trade taxes were the 

dominant sources for the country as a whole accounting for 32.8% and 27.7% of domestic 

revenue. Direct taxes and indirect taxes had 23 .7% and 16.4% percent respecti vely. 

Categorizing the revenue as tax and non-tax, tax revenue accounted for 67.2% of domestic 

revenue and the non-taxes 32.8%. 

When we see the revenues at different levels of govenunent, fo r the period 1986 to 90 E.C., 

federal government had largest revenue from the non-tax revenues and foreign trade taxes 

(accoLUlting for 33.8% and 33.4%), and direct taxes and indirect taxes had 16.95% and 

16.57% each. Out of the non-tax revenues, goverrU11ent investment income is the dominant 

source of revenue. Since the federal govenunent revenue col lection has the largest sharc, the 

national trend ratio follows that of federa l government' s pattern. 

The regions had raised 17.2% of the country 's total revenue, the federa l govemment having 

82.8% on average over the period 1986 to 90 E.C. There was a slight improvement of the 

ratio in favor of the regions in the given period and thi s had an impact on the increase of 

revenue to the country. "One of the factors that contributed to the rise in taxes is the 

increasing effort exerted in improving the tax administration by the regional govenU11ents 

particularl y since fi scal decentralization. The tax revenue collected from regions increased 

from 53 1 million in 1993/94 to 830 million in 1995 /96 and 984 million birr; almost doubling 

in just four years. This is a clear indicator that regional states have improved their tax 

co llection capacity significantly" ( AREE 2000). 
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But the dominant sources of revenue for the regIons differ from that of the federal 

government. They heavily depend on di rect taxes and out of the direct taxes, business profit 

tax is dominant for Addis Ababa, Oromiya, Somalia, Harari and Dire Dawa. For the other 

regions personal income is the dominant source of revenue. Recently, urban land lease fee is 

getting importance in Addis Ababa. Agricultural income tax and rural land use fee are 

important sources of revenue exclusively given to regions, though the amount collected has 

not been very large so far. While the ratios of federal regional shares of the indirect tax and 

non tax revenue was a disproportional amount of above 80 and below 20 for federal and 

regional governments respectively, that of direct tax was almost 59 to 41 , signifying the 

importance of di rect taxes in the assigllli1ent to regions. 

The regions differ in their revenue raising capacity. There is Addis Ababa at the top with 

388.2 million birr and at the opposite extreme is Gambella wi th only 5.704 million. Of the 

total regional revenue 85.38% is co llected in Addis Ababa, Oromiya, Amhara and SNNPR, 

each contributing 34.3, 27.5, 12.22 and 11.36 per cent respectively . The other seven regions 

collect only 14.6 1%; and from these Gamballa, Benshangul and Harari had less than 1% each. 
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Table 3.3 Five Years Average Revenue: 1986-1990 E.C 

Description 5 Years average revenue (In mil) Federal; regional share Percentage shares of 

Federal Regional Tolal Federal Regional Tolal Federal Regional Total 

Direct lax 924. 164 632.804 1556.968 59.36 40.64 100 16.96 55.91 23.66 

- Personal Income 

Tax 174.832 17 1.1 22 345.756 50. 57 49.43 100 3.21 15.10 5.25 

- Business lncolllc 

Tax 746. 23 250.874 997. 102 74.84 25.16 100 13.69 22.17 15. 15 

. Agricultural Income 

Tax 8 1.722 81. 722 100 100 7.22 1.24 

- Rural L.and lISC Fee 75.032 75.032 100 100 6.63 1.14 

- Urban Land Lease 

Fee 45.808 45.808 100 . 100 4.05 0.7 

Indirect Tax 903.84 177.682 1081.22 83.57 16.43 100 16.58 \ 5.7 16.43 

Foreign Trade Tax 1820.472 2.4 1822.924 99.87 0. 13 100 33 .41 0.22 27.7 

Non Tax Revenue 1841.66 3 18.876 2160.536 85.24 14.76 100 33.8 28.17 32.83 

T olal Revenue 5449.536 113 1.81 4 6581.35 82.8 17.2 100 

Federal-Regional share 82.8 17,2 100 100 

Table 3.4 Five Years average Expenditure: 1986-1990 E.c. 

Description 5 Years average revenu e (In mil) Federal ; regional share Percentage shares of 

Fcfleral Regional T oL.'ll Fcdcral Regional T otal Federal Regional Total 

Administration and 

General Services 15 14.736 744.244 2258.954 67.05 32.95 100 25.5 1 20.60 23.65 

- Derence 1019.092 10 19.092 100 - 100 17. 16 10.67 

Economic Services 1978.318 11 24.77 3 103.088 63 .75 36.25 100 33.3 1 31 13 32.49 

- Agriculture and Natural 

Resource 372.986 697.8 1 1070.828 34.83 65. 17 100 6.28 19.32 1 1.21 

- Roads 438.994 26 1.374 700.368 62.68 37.32 100 7.39 7.24 7.33 

Social Selvi ces 599.772 1558.426 2158.2 27.09 72.2 1 100 iO. 1 43. 14 22.6 

- Education 324.656 972.562 1297.218 25.03 74.97 100 5.47 26.92 13.58 

- Hcalth 92.284 410. 17 502.45 18.37 8 1.63 100 1. 55 11.35 5.26 

Others 1746.524 185. \3 193 1.652 90 .42 9.58 100 29.41 5. 13 20.22 

- Public Debt 1275.714 12 7~ . 7l 4 100 100 21.48 13.36 

Total Revenu e 5938.328 36 12.56 9550.89 62.18 37.82 100 

Federal Regional share 62. 18 37.82 100 -

Source: Calculated from data orMor (a) 
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3.4.3. Expenditure 

Though there was reduction in the role of government (i n contrast to the previous Derg 

government policy), absolute amount of expenditme on government activities was increasing. 

In the period 1984 to 1990 E.C. total expenditure increased at an allnual growth rate of 16.7% 

but there was difference ill the allocation pattern. Defense expenditure was reduced to a large 

extellt and this helped other sectors to get sufficient fund- a trelld opposite of that of the Derg 

period. Emphasis was given to social sectors and economic infrastructure. The capital budget 

was increased to roads, education and health mainly. 

"An important developmellt observed durillg the post reform period was the increasing 

tendency to fully finance the recurrent expenditure through domestic revenue. Allocation 

from central treasury to finance capital expenditure was also increasing. Reliance on external 

loan and assistance for up to 50% or more of capital expenditure w1til the eve of the reform 

program has fallen bellow 30% in the post reform years. This is a solid confirmation to 

attaining fiscal soundness, which was proved to be a difficult task for many sub-Sahar 

African countries. The increasing reliance in domestic sources of finance is also believed to 

have ellhanced the implementation rate of development projects by reducing the inefficiencies 

of disbursement of external loan and assistance" (MEDaC 1999). Besides thi s, the 

govenm1ent also continually tried to pay the past debts. 

The expenditure ranged fj'om around 4200 million birr in 1984 to over 11 ,800 million in 1990 

E.e. If we particularly take the 5 year period 1986 to 1990, the average amollnt was 9550.89 

milli on. Out of these, federal and regional govenm1ents spent 5938 .316 million and 3612.56 
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million birr respective ly. The yearly expenditure was divided on average in to 5978 .81 2 

million and 3572 .078 million birr of recurrent and capital budget. Since the average revenue 

for the 5 year period was 658 1.55 million birr, we have a deficit of 2969.34 million birr. For 

the period 1984 to 90 E.C. the annual expenditure was 28. 12% of GOP. And for the 5 year 

period 1986 to 90 E.C expenditure was 29.36% of GOP. 

When we look at the federal regional dimension, out of the total government budget a greater 

amount is allocated to the federal government. But there have been some changes over the 

years infavour of the regional expenditure. The average ratio for the 5 yea.r period 1986 to 

1990 E.C was 62.2: 37.8. Closely looking at the composition of the expenditure, in its 

recurrent and capital allocations, the ratio for the peri od was 62.6:37.4. If we separate this 

average ration for both levels of governments, we find that the federal ratio of recurrent to 

capital was 61.65:38.35 and the regions' ratio was 64.16:35.84, showing the regions devote 

more to recurrent budget, though there was a continuous increase of capital budget over the 

years. 

Investigating the expenditure budget in detail shows there is difference in the federal and 

regional governments' invo lvement in the sectors - a fact that emanates from their divi sion of 

responsibilities. Defense, payment of debt burden are 100% federal expenditures. 

Administration and general services though responsibility of both, showed a trend of increase 

in favor of the regions, as regional administrations were getting strengthened. In the 

economic sectors, though there is dominance of federal allocation because of the heavy 

infrastructure it handles, there is improvement in the regions share as well. But from thi s 
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sector agricul ture is dominantly handled by the regions (above 73%), and the share is 

increasing. The regions dominate in the social sector expenditures (abOlit 74%). They nearly 

handle three - fourth of the budget on average and in some years, some activities such as 

health are higher than that. 

Looking at the expenditure discrepancies with in the regIOns, we find that the highest 

expenditure is that ofOromiya (average of 5 years is 1050.298 million), and the lowest is that 

of Dire Dawa (3 1.5 million) . This amOlmts to 29.07% and 0.87% respectively of all regions' 

expenditures. Almost 86.5% of the expenditure is controlled by the 1110st populated and/or 

better performing five regions ofOromiya, Amhara, SNNPR, Addis Ababa and Tigray. 

Expenditure budget utilization can easily be calculat.ed by financial implementation rate, 

though it does not tell the whole story of its effi ciency. In the given period 1986 to 1990 EC, 

Addis Ababa and Tigray almost full y utili zed their budget allocated from central Treasury, 

While there was lower utilization in other regions. Though not representative of the period, 

there was such extreme discrepancy as high figure of 209.5% in Addis Ababa and low figure 

of 34.2% in Afar (both in 1987 EC). But the overal l utilization was improving and the 

di screpancy in utili zation between the regions was narrowing. In general the low performance 

is mainly in the relative ly 'backward' regions. "There is interregional di fference because of 

variations in implementation capacity which is due to lack of skilled manpower for plalming 

and implementation, machinery, material , inaccess ibility in the regions, capability of 

contractors etc" (MEDaC 1998). 
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Table 3.5 Financial Implementation Rate From 1986 to 1990 
(From Central Treasury Source} 

1986 1987 1988 1989 1990 
National 73.2 89.5 90.2 100A 95.3 
Tigray 104.0 93A 97.6 135.9 100.8 
Arar 62.7 34.2 58.5 70.5 65A 
Amhara 59.5 72.2 100.7 95.8 63.6 
Oromia 86A 9 1.0 99.9 102.9 99.5 

Somali 48.8 54.7 95.6 98.3 68.7 
BCllshangut 74. 1 87.8 59. 1 50.1 99.2 
SNNP 52A 89A 81.4 lOl A 101.3 
Gmnbela 72.8 63.6 97.8 90 .2 56.3 
I-Iarari 98.6 62.2 63.2 109.6 
Addis Ababa 87.0 209.5 84A 110.6 185.0 
Dire Dawa 56A 77.7 82.6 94.7 98.9 

Source: MEDaC 1998 and 1999b 

3.4.4 Defense budget and recent trends 

From the vaJ"ious expenditure items of Ethiopia 's government budget, defense expenditure 

had the characteri stics of radically changing the pattern and trend of the over all budget. 

During the Derg period it took the largest share of recurrent budget affecting expenditures for 

other social activities. After the downfa ll of the Derg, defense expendi ture was heavily cut 

resulting in significant contribution in the socio economic development of the country. And 

recently the war with Eritrea forced the government to reverse the trend of declining defense 

budget again affecting the development activities, though not on a magnitude as that of the 

Derg period. 

In the five year period (1984 to 1988 E.C), the government spent on average about 87 1.1 

million birr per year on defense. This is far lower than the last five year period of the Derg ( 

1979 to 83 E.C) which was 1518.4 million per year. The defense expenditure was 7.6% and 

8.3% of total expenditure for 1988 and 1989 E.C respectively, and 2.0% of GDP for both 
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years. This was a radical change from the 30.8% of total expenditure and 9.6% of GOP in the 

last 5 years of the Derg period. But just before the onset of the current hostilities with Eritrea 

there was a change in the trend. The govenm1ent had more than doubled its defense budget to 

2189.5 million birr. The following two years we have significant increases to 3045.7 million 

birr in 1991 E.C. and an estimate 4232.9 million birr in 1992 E.C. This years estimate is 

about 29.8% of total government expenditure and 7.62 of GOP. 

"But there are plans and signs to cut the military expenditure significantly thi s year it self. 

The reduction was possible since the high levels of defense expenditures so far incured 

contained a large proportion of one time exceptional expendi tures" (World Bank 2000). The 

government seems to have reached its target of improving the defense force that was under 

funded in the first five years of its reign. Due to increase of recurrent expenditure on defense, 

capital expenditure to many social development projects which had earlier gained better ratio 

had declined. Similarly the total subsidy to regions was reduced though some regions were 

not affected. 

The ratio of federal- regional resource allocation has al so made changes. In the 5 year period 

1986 - 90 E.C the trend was a decline of federal govenm1ent share and increase of regions 

share . The average ratio for the period was 62.18:37.82. In the two years of the war period the 

ratio became 68.74:31.26. While federal government expenditure increased by 57.45% 

regional governments expenditure increased by only 17.68%, hence the increased dominance 

offederal government in the national budget. 
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3.5. Measures of Decentralization and Imbalance 

I n this subsection, some commonly used measures of fisca l decentral ization and imbalance 

are used in order to show at what level the different assiglUllents (expenditure and revenue) 

are found. The fi gures also help to compare the situation with other countries. While there are 

some aspects of decentral ization that can not be subjected to quantification, financial flows 

can be estimated by quantitative measurement and can give us some hint about how much 

responsibilities are shared by the different levels of government or how much autonomy or 

dependency exits among them. 

Among the several stati stical ratios used for the analysis of decentrali zation , the fo llowing are 

mentioned: (UNDP 1993, Bulti 1994). 

a) the expenditure decentralization ratio, which IS the percentage of total government 

expenditure spent by local government; 

b) the modified expenditure decentrali zation ratio, which takes into account the fact that 

some government expenditure can not be decentralized (specifically defense and debt 

servicing) and therefore involves subtracting such expenditures to give a modified 

expenditme decentrali zation ratio that measures the responsibilities that can in practice be 

decentralized; 

c) the revenue decentral ization ratio , which is the percentage of local government revenue in 

total government revenue; it assesses the significance of local taxation; 

83 



d) the fi nancial autonomy ratio, which is the percentage of locally raised revenue in total 

local expenditure, gives an indication of the local governments independence from central 

goverlUnent funding. 

There are other indicators of decentralization, one of which is the control over social 

spending. It can be shown fo r example by calculating how much of the total budget is 

devoted to social expenditure or how much of the social expend iture budget is handled by 

lower leve ls of goverlUnent. "It is generally presumed that when local govenm1ents are 

responsible for education or health they use resources more efficiently and effectively, 

di stri bute the benefits more equitably and generall y respond more sensitively than the central 

govenunents to the needs of the local community" (UNDP 1993 :70). 

Vertical imbalance which is the mismatch between expenditure needs and revenue sources, 

can give us some hint on the weakness or strength of the regional or local governments abil ity 

to fulfi ll thei r assigned tasks. Many fo rmulas have been designed for measuring thi s 

imbalance, some of them incorporating many variables . In thi s study a simpler and conunon 

method which measures the degree of control exercised by the federal government over lower 

levels of goverlU11ent is used. The formula is: 

Vertical imbalance coefficient V. I = I - [(Rs/R)] 
s [(E IE)) 

where R s = state revenues 

R = aggregate revenues (federal plus states) 

E
s d' ~ = state expen Itures 
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E = total expenditures (federal plus states) 

" By thi s measure a coefficient of zero (low vertical imbalance) indicates that state 

governments are pretty much autonomous in their decision-making as their revenue and 

expenditure shares (in the aggregate) are the same. A coefficient close to one indicates 

abso lute federal control over states, as the states' revenue share (in the aggregate) is 

extremely small in comparison to the expenditure share" (World Bank 1999) . 

From table 3.6 we see that there was a vertical imbalance of 0.54 on average over the period 

1986 to 1990 E.C. The expenditure decentralization ratio was 37.6. If we modify it by 

reducing defense and public debt, the ratio rai ses to 49.4; the federa l and regional 

govenmlents share nearly equal proportion of the expenditure budget that can be 

decentralized. For revenue decentralization the ratio is 17.2, and for financial autonomy 31.3 

in average. While the expenditure decentralization ratio is high comparing with many 

countries, (refer table 3.7) the low revenue ratio has affected the financial autonomy of the 

regions. Regarding the social expenditures, there is a good emphasis by the regions; 43% of 

their expenditure is devoted to the social sectors. Out of the total national expenditure on 

social sectors, 73% is handled by the reg ions. 

While they are important indicators of some aspect of inter governmental relations and 

ass ignments, thi s calcu lations may not tell us other aspects of the situation. For example, a 

small V.I fi gure indicates the sub-national governments have more autonomy; they are less 

dependent on the center. But a small fi gure could also be achieved in a situation where there 

is little decentrali zation in both revenue and expenditure. From table 3.7 we see that Mexico's 
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sub-national revenue and expenditure share is less than that of Ethiopia, 12.4 and 19.5 as 

opposed to 19. 8 and 41.2 . But Mexico's V.l. is lower than Ethiopia's, 0.3 6 vs. 0.52. This 

means the sub-national governments in Mexico are better able to fu lfil their expenditure 

responsibilities than our sub-national governments. In Ethiopia, the decentralization in 

expenditure is not accompanied by a comparable decentralization in revenue. Hence vertical 

imbalance only shows the discrepancy between expenditure responsibilities and revenue 

sources, and not how much power is devolved. 

Table 3.6 SOllie measures of dcccnfl'llli'l.atiOIl anti imbalance 

MC1IS lU'C 1986 1987 1988 1989 1990 Avcl1lgc 

a Expenditure decentralization ratio 33.87 36.2 1 40.15 39.65 37.98 37.57 

b Modified decentra lization ratio 44,57 47.24 50.96 50. 13 53.88 49.37 
, Revenue decentralization rati o 17.66 15.52 16.2 1 17.17 18.96 17.19 
d Financial autonomy ratio 28.51 27.61 29.74 32.89 35.43 31.33 
, Regional social allocation ratio 51.85 42.99 40.41 43. 11 40.8 43 
f Total national social allocation ratio 25.65 21.54 22.56 22.52 21.71 23 . Socia l c~~ndilurc decentralization ratio 69.14 72.28 7 1.89 75.9 71.34 72 

h Vertical imbalance 0.4786 0.57 14 0.5963 0.567 0.5008 0.544767 

Note. The calculations arc based on expenditure & revenue dala ofM0I(A.) 

Table 3.7 SomeComparisons : Vertical Imbalance in Selected Countries 

Sub-national Sub-national I Ve l,t ical 

r-:-c:.0~~~_~_~~'_+~~V~~C~I~~~~_~_~~I~~I~C~I~I~~~_~~~~I~~C_ 
Argcntina I 1995 I 40.30 I 41.50 I .03 

~k$ili~--r-~%-T---28.W----r----37.~-----r--~4--

-~---- -~----+----------~------------~----- -Bolivia I 1996 I 6.8 I 19.80 I .66 

- B~a~l- - - - r - i993 - T - - - 24.jO - - - - r - - - - 27.40 - - - - - r - - -:J 1 --
-~-----}----+----------~------------~------Canada r 1995 I 45.30 J 49.40 I .08 

-Chi;.1----r-~%-T---5l."00----r----54.iO-----r--Jj7--

~~~~---}-- --+----------~----- -------~------EthLopLa I 1996 I 19.80 I 41.20 I .52 

-G~~l~Y - - r - i9% - T - - - 24.50 - - - - r - - - - 28.90 - - - - - r - - -:J.5 --
~-~----}----+----------~--- ---------~------India J 1995 J 28.00 I 39.10 I .28 
-·---·- - -'----T----------,------------,------

MalaYSia I 1996 I 9.70 I 15.50 I .37 
~-~----'----T----------r------------r------

MeXICO I 1994 I 12.40 I 19.50 ~ .36 

-S~lrtilAfri~-1- 1995-T ----i80----r----3O'90-----r---:s8--

I-,~. -----~----+------ ----~- ----;;-------}-------
USA I 1995 I 39.90 I 3 • . 80 I ·.22 

Source: - World Bank, 1999 
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Table 3 .8 Re gional Imbalance 

Ilegioll s 1986 1987 1988 1989 1990 A,'cnlgc 

Tigray 18.65 19.65 28.89 26.63 25.34 24.27 

Afar 8.79 13.25 9.71 22.05 8.78 I 1.45 

Arnahra 18.76 17.45 18.58 19.1 I 22.65 19.42 

Oromiya 29.19 27.44 29.65 30.06 31.1 I 29.65 

Somalc 60.03 42.53 24.45 22.98 13.87 26.83 

Benshangul- Gumz 6.49 7.23 5.84 6.78 5.67 6.27 

SNNP 19.26 18.70 21.5 I 23. 15 27.54 22.3 I 

Gambella 8.70 10.87 5.85 8.75 7.5 I 803 

J-Iflnlri 33.71 15.78 18.9 1 19.64 10.94 16.79 

Addis Ababa 63.57 67.62 75 .8 99.39 94.63 83.47 

Dire Dawa 94.13 69.03 50.84 53.43 31.54 54.60 

Total regions' 28.5 I 27 .61 29.74 32.89 35.43 31.33 
revenue 
Total reg ions' 
expenditure 
Growth rate of -3.16 7.73 10.59 7.73 5.72 
financial autonomy 
ratio 

Computed from revenue and expenditure data of MOR",) 

Regional fiscal imbalance, also called horizontal imbalance, is the inconsistency between revenue 

raising abi li ty and fi scal needs of governments at the same level in a federation_ It can be 

computed simply as a ratio of own revenues to total expenditures. The different regions have 

different capacity of covering their expenditures from own revenues. Regions with smaller ratio 

have lower capacity. The concept is similar to the fi nancial autonomy ratio. Table 3.8 gives us -
the rat ios for the period 1986-90. The average fo r the period is 31.33 . Only two regions, i.e. 

Addis Ababa and Dire Dawa have ratios above the regions' average. The rest have ratios fa r 

below it, with seven of them not even ab le to cover a qU31ter of their expendi ture by own 
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revenue. But there is improvement in most of the regions, When we compare the yearly ratios 

there has been on average a 5.72% increase in the period. But with in this general trend, decline 

and fluctuations were observed in some regions. 

3.6 Some Issues and Problems in Inter-governmental Fiscal Relations 

3.6.1 Developments in the Grant System 

The objectives and the legal basis of the grant system in Ethiopia have been discussed in section 

3.2.5 of this chapter. As the data indicate, the regions dominant source of finance is the grant 

from the central government. Because of its relative importance the design of the grant system 

should be given emphasis. In thi s section we will see the developments and problems in the grant 

formula. 

"Federal transfers to regions first began in 1985 E.e. when grants were adhoc in nature, based on 

approved projects of the regions and assessment of required assistance for the individual projects. 

Formula determined grants date back only to 1987 E.e., when a fairly complicated formula was 

used to allocate grants among the regions. Grants for capital expenditures of the regions were 

determined on the basis of five indicators weighted differently: population (30%); I-distance, 

representing a region's relative developments based on eight factors against a hypothetical region 

(25%), tax effort (20%); capital expenditure in the previous year (15%), and area (10%). 

Recurrent expenditure grants were determined on the basis of the number of administrative units 

at the sub-national levels, the structure of bureaus and offices, and own revenues of the region." 

(World Bal1kI999). The eight elements in the I di stance indicator were length of rural roads, 
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share of urban population in total population, per capita-industrial production, per capita crop 

food production, density of telephone lines, numbers of post offices, hospital beds in relation to 

total population and pupils in elementary schools in relation to total population. 

As we can see the early attempts were either arbitrary allocations without formula, or when a 

formula was designed it was a very complicated one. Given the newness of the experience and 

lack of data, such attempt could not be expected to achieve the desired result. A revised formula 

consisting of population, I-distance and budgeted state revenue each having equal weight (33.3%) 

was introduced in 1988 EC, and it was lIsed to determine the total expenditure for the regions. 

No separate method was used for recurrent and capital. In 1989 there was change in the formula 

again. The eight elements I -distance indicator was substituted with a five factor development 

index consisting of number of health clinics, number of primary schools, number of telephone 

lines, electricity and road . But the previous weight was maintained, i.e. population, budget state 

revenue and I-distance index had one third each. 

Tn the 1990 EC revision, population, development index and revenue were given 60%, 25% and 

15% each respectively. The development index consisted educational level , health sector 

indicator, road density, electricity consumption, water supply and telephone coverage. The 

education and health indicators are made up of various sub components. This formula has been 

in use up to this year. The formula reads as follows: 

Gi = (0.6 x popD + (0.25 x Dev!) + (0.15 x Revil x 100 

"~ [(0.6 x POPi) + (0.25 x Devi) + (0.15 x Revi)] 
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Where Gi= Percentage share of the grant entitlement for region i, 

POPi= Index of population indicator, 

Devi= Index of development level indicator, 

Revi= Index of revenue raising effort indicator, 

"L = Number of regional governments form i to n 
i= 1 

Regarding the different formulas used so far, various comments have been forwarded by many 

researchers as well as the regional governments. Among the shortcomings: 

The 1987 and 1988 formula were complicated because they constituted many 

elements, some of which, especially those in I-distance indictor were 

heterogeneous and unrelated; 

The weight given for population was low in the 1987,1988 and 1989 formulas ; 

Revenue effort was not given sufficient weight; it should be an incentive; 

In all formula some indicators which are less important are included while others 

which are more important than these are excluded; examples include poverty 

level , variations in cost due to distance and other factors , peculiar problems of 

some localities, etc are some which could have been considered; 

Because of the shOitcomings/deficiencies in the process of calculation or 

avai lable data, modifications were made on the amount given by the formula; 

some adjustments were often made to consider other factors; 

The grant system only relied on block grant; conditional grants were not used. " 

While improving formu las when the need arises is common on all federal countries, it should be 

known that there is no fo rmula which is problem free; no perfect formula. As level of 

development, magnitude of their problem and emphasis of their policy differ, countries use 
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different methods to design a formula for so lving fiscal imbalance. Because the level of 

development, problems, emphasis of economies differ, their design of formula for solving fiscal 

imbalance varies. Many advanced countries who have capacity in providing detailed data of 

every aspect of the population and the economy are able to produce better formulas. Given 

Ethiopia's limited experience, poor data background and constrains of resources, the attempts 

made so far to improve the formula by trying to simplify it while also trying to include relevant 

elements, can only be taken as part of an ongoing process towards a better formula. 

In April 2000 the House of Federation approved a new formula. It is a modification on weight 

and composition of the elements of the formula used up to now. The formula now contains four 

variables. Population and level of poverty are given 55% and 10% each respectively. Inverse 

result of level of development/expenditure needs is given 20%. The items included here are 

education, health, safe drinking water coverage, per capita rural and gravel road density, recurrent 

budget implication (where share of number of Weredas and area is introduced). For educational 

and health indicators more elements are introduced to express them. The fourth variable, revenue 

raising effort and output performance is given 15%. In this variable, own revenue to income ratio 

and health and education sectors output performance are considered. 

The Formula reads as follows: 

Gj= pOPi x WI + povi x w2 + Devi x w3 + 

"l: POPi " l: Povi "l: Devi 

l_i= 1 i=! i=1 
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x 100 
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Where Gi= 

POPi= 

Povi= 

Devi= 

Rev peri= 

Percentage share for grant entitlement for region i. 

Index of population of region i 

index of poverty level indictor of region i 

Index of level of development indicator of region i 

Index of revenue raising effort and output performance 

indictor of region i 
Weights assigned to population, poverty, level of 

development and revenue raising effort and output 
performance indicators respectively. 

In the new formula, the major addition is poverty. Though it could also be indirectly addressed 

in the previous formulas by the development index, because the components of the development 

index tell us about how much a particular region is backward, the actual problems outside these 

indicators can not be revealed. The acute problems in many areas like recurrent drought, large 

population below the poverty line, unemployment in many urban centers can only be shown by 

taking it as a variable by itself. It can help in improving the conditions of those poor areas. The 

development component has additional variables. Especially education and health contain 

variables that incorporate cost factor-which is a good measure given that there are significant 

differences, for example the cost of building schools, clinics etc. due to distance and other 

factors. It can help those areas that were disadvantaged as a result of high costs. In the last 

variable output performance is added to revenue raising effort. The aim is to reward good 

performance whether in revenue collecting or other activities. From among the different 

activities undertaken by regional governments, social expenditure in education and health are 

dominant, so those who achieve good performance in these fi elds will be rewarded. 

The problems that may arise in this revision are yet to be seen. But at least some of the demands 

or requests of some regions over the previous formula have been addressed. As stated above, 
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formulas are not static; they could change after critically examining situations. The emphasis we 

give to day may change after some time resulting for the need to change the formu la. Whi le this 

is the reali ty, the process of changing should not be one that frequently happens because 

sufficient studies have not been made or major issues elements have not been incorporated. 

Grant formula are not the only solution for fi scal imbalance. Unconditional grants calculated by 

some sort of formu la can provide regions fund that they can use in whatever ways they prefer. 

The danger is that they may not be utilized in the most preferred or efficient manner when we see 

it from the perspective of national interest. This call s for need of other types of grants. 

Conditional grants from Federal government can influence the activities of the regional 

governments. For example a grant to promote education, besides improving the educational 

situation nationwide, effeciently allocates additional educational budget for the region. 

Looking at table 3.9 The data for the past few years (1986 to 1990 EC) show us that, the Federal 

Government allocated about 27.2% of the total national expenditure as subsidy to the regions. On 

average it was 2596.62 million birr per year. and it had a growth rate of about 12.5% in the given 

period. As central subsidies and regions' own revenue amount to 71.88 % and 3 1.33% of regions' 

expenditure respectively, there is an unspent fund of about 11 5.87 million birr which is 

equivallent to 3.2% of total expenditure. The share of each region' s subsidy differs because it is 

distributed according to the formula and other additiona l criterias.The subsidy covers a very 

high share of the regions' expenditure, and for some regions it is more than their expenditure. 
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Calculating in per capita terms clearly reveals the role of subsidy in the regions. Whi le we have 

46.9 birr as national average, it ranges from 23.68 to 357.56 birr. The higest goes to Gambella, 

Harari and Benshangul-Gumz, fo llowed by Afar and Tigray. Addis Ababa gets the lowest. The 

other regions are in between. We can say the highest beneficieries of the grant system are most of 

the 'backward' regions or those small regions that cannot use economies of scale. 

Even though there were changes in the subsidy form ula, the amount each region received every 

year was adjusted so that it did not get an amount less than its past years expenditure budget. 

Hence the change over the years were very minimal. But because of the capacity constraints, 

regions were not utilizing their budget to the full. The utilization ratio, though improving over 

the year in average was low in some regions, especially on capital budget. This raises various 

questions about the effectiveness of the grant system. 

There is some perception 111 the grant issue that needs to be dealt seriously by all levels of 

governments. The transfer that each region gets is a resource of the nation and some contribution 

from foreign sources. While there is scarcity every where, federal government takes 

responsibili ty to shift resources to mitigate acute problems in some areas. It is done mainly for 

equity purposes. Areas that have been di sadvantaged in the past are being helped to come out of 

the depressed situation. But if it is not used properly, if it is misused or utilized in inefficient 

way, some resources that could have been more productively used somewhere is wasted. Besides 

if some regions are given an amount that they can not objectively utilize this may also create 

conditions that could make them less pressurized to tax their people to raise revenue. This is a 
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major problem: dependency will take deep roots and the nation will not be able to raise the 

needed resources for development. 

The Federal government has established laws, directives, etc. about the procedures and usage of 

government grants. Public bodies at federal and regional level are expected to apply it properly. 

But public resource is not the concern of public officials or goVetTU11ent workers alone. It 

concerns the population of the country at large. 

Grants can not be taken as private rights. In situation where capacities do not allow the may not 

be provided. And when available it can be with drawn if it is misused. According to the reports in 

the media, there was a large wastage of public money in some of the regions especially during the 

transition period. It is possible that such situation can rai se questions from other regions that 

perform better but are less subsidized or have relatively more resources that the central 

goverrunent collects from their region. They may resist to finance the inefficient allocation. 
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Table 3.9 Budget Transfers to Regions (1986 - 92) (in million birr) 

Regions 1986 1987 1988 1989 1990 

Tigray 206,3 261.1 269.7 286. 1 266.0 

A far 96.0 75.5 113.8 14 1.5 172.2 

Amhara 391.8 563.1 632.2 725.1 722.4 

Oromiya 628.9 644.8 771.2 9 14.2 836.6 

Somal i 60.2 63.9 111.1 153.0 203.9 

Benshangul - 64.2 33.8 68.8 11 1.3 162.1 
Gurnz 
SNNP 309. 1 470.3 513.8 536.3 562.7 

Gambella 54.0 56.4 63.8 94.1 65.5 

Harari 16.2 30.6 34.2 37.5 76.6 

Addis Ababa 122.3 90.3 17.1 18.5 2.2 

Dire Dawa 1.1 3.0 9.7 15.2 31.9 

Total/Average 1950.1 2292.7 2605.3 3032.9 3102.1 

Note:- 1986 - 1989 actual , 1990 - 199 1 preliminary actual and 1992 budget. 
Calculated from data of World Bank 2000. 

Per capita calculated by using population figures ofCSA 
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1991 1992 

229.4 182.3 

209.8 176.0 

677.6 536.5 

879.2 6 12.6 

213.1 234.4 

143.0 120.4 

563.7 440.0 

130.6 97.6 

41.0 58.6 

1.0 0.0 

33.2 16.6 

3121.6 2475.0 

Average of Average % 5 Years average 
1986·90 share of total Per capita subsidy 

257.84 9.93 79.281 

4.61 109.654 
119.8 

606.92 23.37 42.416 

759.14 29.24 39.146 

118.42 4.56 35.764 

88.04 3.39 183.759 

478.44 18.41 44.374 

66.76 2.57 357.565 

39.02 1.5 281.679 

50.08 1.93 23.685 

12.18 0.47 44.59 1 

2596.62 46.903 
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·/oinl Revenu es (C ollecte" hy 1'1 RA ill I ~89 & 1990 E. c.) 

------ -----
1989 E.C Direct persona Rent Busine ss Tax on Indirect excise sa les Serv ice stamp Miscella- Total 
Reg ions Ta x I al Profito d ivid en taxes tax tax tax sa lcJ neous - .----

income inco tax d& and 

ll"oJ) tax me chance 
\1ot",) 

Duties 
, . tax winn in 

_ 9- ---- ._-
----~-

Tigray 0.0 1 0 .0 1 0 .01 

--_.- -~-- -- - . - .. 
Afar 

~ra ----- --- --- --.+.- ----- ---
0.16 016 0.24 0 .09 0 .11 0.04 040 

--- -

Ororn iya 0.71 071 3.70 3.62 0 .07 0 .01 441 

-- - -- ----- -- .. . - - - .- --- --_ .. - .. .. _ . - -

Somale 

Benshang 
ul GUIllZ --- -
SNNP 0.04 0.04 0.01 0.0 1 0.05 

--- ----
Gambela 
._---_ .. - --- ----- -- - --- - --_.- -_.-- ... -- ._--- - --- -- -
/-Iarari 0.04 0 .04 004 

----'109.i8 -- - ---- --- -- - - ---- --
Addis 0.12 108.79 0.27 188.95 7527 60.63 29.33 21.65 2.07 298 13 
Ababa --- ------ --- - - - - ---- ._--- ------ -_._--- - _ .. .. --
Dire 3.36 3.36 6.98 4.28 2.35 0.02 0.17 0.16 10.34 
Oawa 

, 

f------o.27 ----
313.38

1 
Total 113.45 0_12 113.06 199.98 79.55 66.74 29 .53 21.86 2.25 

- --~ -r= 1=,-- , _ ... - - _.- . -... 
1990 E.C Direct persona Rent Business Tax on Ind irect exc ise sa les Se rvice s tamp Miscclla Tolal 
Regions TaXI I al Profile dividcll taxes tax tax tax sa l~ neo lls '0 -

income inco tax d& & 

(" ./r., ) tax me cha nce ( To I'" ) duties 
tax w inllin 

----- __ 9_- ----- --- --_._. 
Tigray 1.65 1.65 0.03 0.02 0.01 1.68 

Afar 

Amhara 0.27 0.27 0.27 0.02 0 .03 0.22 0 .54 , 
; 

Oromiya 2.60 2.60 3.76 3.51 0 .07 0.15 0.03 6 .36 

Somale 

----- -- --- -
Benshang 
ul Gumz _ ... _. _ . . - --_. --.- -_. - --.-... ---- --_ .. . ---- -------- - --_._-_. - ---_.- ----_ . _._- -_ ... 
SNNP 0.05 0 .05 002 0.02 0 .07 

--_.- ---- --- ---- -- ---- -- _. 
Gambela 

Harari 0.08 0 .08 0 .08 

---- ---- --- - ----- ---- ---- ---------
Addis 132.17 0.06 131.9 1 0.20 197<1 7 71 .37 65.99 41 .67 11 .72 6.72 329.64 
Ababa _ ----- --- -_. __ ._ . - ---- --- - ._ . - _._ ... _._ .. - -_ ... _ .. - _ .... _--- --_._ .. - --
Dire 0.97 0.97 7.16 5.48 1.50 0.0 1 0.17 8. 13 
Dawa ------ - --- - ---- --- _.- ------ ---- .- .-

Total 137.71 0 .06 137.45 0.20 208.79 76.85 71.12 41.78 12.10 6.94 3,16.50 

._---_._- --- -- ---- - _. ---'---- .. _----- - --
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3.6.2. Joint Revennes 

It is the least important type of revenue from among the three categories of the revenue sharing 

proclamation. The Federal Internal Revenue Authority has been collecting this revenue from 

Addis Ababa and its few branches in Nazreth, Dire Dawa, Behar Dar and Awasa. These centers 

are places where a lot of business activity is performed and most of the government enterprises 

are located. Tax payers from other places have to got to one of these towns in order to pay. 

Regarding the amount collected, there is difficulty in organizing the data on regional basis since 

the branches serve the different regions and zones in their vicinity. But Table 3.10, compiled for 

1989 and 1990 Ee by FIRA, can show us the distribution and magnitude. The majority of what 

we have as joint revenue currently is collected in Addis Ababa. Out of the total collected i.e. 

313.38 million and 346.50 million for 1989 and 1990 respectively, 95. 13% of it i.e. 298.13 

million and 329.64 million (for both years)was collected in Addis Ababa. Next to Addis, Dire 

Dawa collected 2.79% and Oromiya 1.63%. Four regions (Afar, somale, Benshangul and 

Gambella), did not have any joint revenue reported. The other four collected less than 0.5% of the 

total .. The table also tells us that the dominant source of tax for this category was business profit 

tax and the different types of indirect taxes (excise, sales and others to a lesser degree). Since the 

revenue collected nation wide in 1989 and 1990 was 7877.36 million and 84 13.23 million Birr 

respectively, the ratio of joint revenue out of the total revenue was 3.98% and 4.12% 

respectively. 

The activity towards what to do with the process of sharing joint revenue started late. Though 

Proclamation 33/92 states that a committee would be nominated, actually the task seems to have 
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been performed (the study part) by MOF. The research team 111 the parliament also has 

participated in the discussions towards the formulation, Currently the proposed sharing 
I 

arrangements for the different taxes is as follows: For direct taxes the ratio is 50:50; for indirect 

taxes the ratio is 70:30, infavour of federal government; and for jointly establi shed enterprises 

(between federal and regional governments) the share depends on the share of capital contributed, 

The sharing arrengement for royalties between federal and regional governments is 60:40, 

According to the information from the regions, there was no joint revenue given to them, The 

finance bureaus didn't know what was being done about it. They assume that what was collected 

becomes part of the Federal revenue that was divided to all regions as subsidy, The federal 

government has paid little attention to it, possibly because this category does not have significant 

contribution to most regions at this period, 

The items listed injoint revenue are few in number and not all of them exist in all regions, There 

are no jointly established enterprises; Private corporate enterprises exist in only few places so far 

but have the potential to grow, The large mining operations are in few places, Because of all 

these factors the criteria for shmjng should be studied well. Besides the efficiency aspect that 

could result in those that gain from the taxes, the equity aspect should be considered, It could 

result in lUlbalanced addition to some areas, Equally also the allocation ratio should consider to 

compensate the regions where the exploitation takes place, According to a World Bank study, 

"Although received wisdom points to a federal levy on mineral resources, an argument could be 

made that exploitation of mineral resources may impose a substantial cost on tile regional 
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government under the jurisdiction on which it takes place; it should therefore be compensated for 

this cost" (World Bank 1999). 

3.6.3. The Problem around Foreign Aid and Loan 

Both foreign aid and loan have contribution in providing the locally unavailable scarce resources. 

But they also have some problems. Foreign assistance may increase dependence and loan may 

create heavy burden. Though the magnitude varied, Ethiopia has depended heavily on foreign 

finance in the last three decades. 

Looking at Table 3.1 1, when we compare the two periods, (1985/86 to 90/9 1 and 1991192 to 

92/98) there was an improvement in the country's situation in financing its capital expenditures. 

Central Treasury's share of financing capital expenditure increased from 50.96% in the Derg 

period to 68.8% in the current government. The role of external finances showed relative decline; 

foreign assistance from 11.52% to 7.26% and foreign loan from 37.53% to 23.94% share of 

financing capital expenditures. 

Despite the reduction in the percentage share of the role of foreign finance, the actual amount the 

country got from foreign sources has increased in the current government. In the two periods 

stated above, foreign finance was 7.93% and 10.18% of GDP respectively. When we see the 

assistance and the loan separately, the assistance amounted 4.92% and 4.77% of GDP in the two 

periods and the loan amounted 3.01% and 5.41% of GDP respectively. But the terms are now 

better than in the pervious governments. A study by MEDaC shows that from 1991192 onwards 

on average the rate of interest was 1.1 4% while the grace and payment period were 9 and 38 

years respectively. Comparing with the Derg' s last seven years, the rate has reduced by almost 
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75% and the grace and payment periods were extended by 4 and 16 years respectively (MEDaC 

2000b). 

Most foreign aid and loan is used for development (capital expenditure) purposes. Such activities 

are handled by federal and regional governments through out the country. As foreign relation is 

the domain of the center, the regions get such facility through the federal government organs 

especially MEDaC. As mentioned, there was increase in the amount of funds from foreign 

sources except in the last two years where they have reduced as a result of the on going Ethio­

Eritrean war. But due to differences in interest that occur between the donors, recipients and 

faci litators, aid and loan fi nance have difficult procedures. Laborious paper work, sophisticated 

technical detail s that requires expert professionals, the different evaluation processes to get 

approval, etc. often cause for many of these sources of finance not to materialize. And those that 

are approved after all these process are usually delayed in the disbursement of the fund. All these 

di scourage the regions. 

The budgeting process itself is a factor that discourages the demand for foreign finance. Regional 

expenditure is covered by own revenue, central government subsidy from the treasury, external 

financing (aid and loan) and other minor sources such as internal borrowing. In the current 

Ethiopian budgeting procedures all money that is to be used for public outlays, including the 

foreign source, is considered as part of the consolidated fund administered by MOF. When the 

general goverrunent budget is prepared all the available information about revenue from internal 

and foreign sources are compiled. Then the federal goverru11ent divides the resources between 

federal expenditures and regional subsidies. When the regional subsidy is disbursed, the declared 
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amount and what each region receives differ because of the procedures followed by MOF. The 

regions own revenue is subtracted from the total budget figure because it is the component that 

will be collected by the regions themselves. Then the aid and loan component of the budget is 

subtracted because it has yet to come from those sources. The remaining figure is what the central 

treasury of MOF actually provides. 

"The budget offset is the practice in Ethiopia where the Federal Government reduces the budget 

accruing to the regions by the full amount of expected external loan and grants that have been 

committed by donors towards projects in the respective regions"(Worid Bank 1998). The 

rationale given for this procedure is for macroeconomic expenditure control (i.e. to maintain 

stability), and intergovernmental equity (to help those regions that are less favored by donors.) 

Despite the positive intentions, this procedure has created some problems. Regions disl ike these 

foreign sources of finance because it would be reduced from the subsidy at first and it may not 

come in full later. There is a tendency by the regions to wont donor aid after the budget has been 

declared. Some regions may also approach the donors to either forward the fund later after the 

budget declaration or reduce the figure they tell to the Federal Government. This perverse 

situation has its repercussions. If regions do not actively work to find aid and loan, the total 

national resource will reduce, hence reducing also their subsidy. 

One example that could show us the situation is that of Irish GovenU11ent Aid. They have more 

projects in Sidama and Gurage zones than other areas of Southern Ethiopia. Last year when the 

region's budget was on the process of allocation to the zones, the Sidama and Gurage zones 

allocation from the central treasury was very small because it was offset by the projects of Iri sh 
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Government aid. The zones were alarmed and had to come and complain to MEDaC because 

they fear that some parts of the foreign fund may not materialize. 

The amount of aid and loan promised or scheduled may not come as desired due to different 

factors . To mention some: the strength of relation between the countries, change of political 

factors or situations in both countries (internal conditions), the capacity of the different 

government organs to master the procedures and other teclmicalities, etc. Whatever the causes, 

the experience on the side of Ethiopian Government organs which handle the foreign finance is, 

not to include every aid or loan that was promised, but only those that could be very dependable. 

Projects that have passed through a lot of discussion and paper work are the ones to be included. 

Generally they may include a ce11ain percent ofthe total promised fund. 

To minimize the disincentive created by the offset procedure MEDaC is trying to modify it. 

Currently they are taking only 30% of assistance and 70% of loan in the budget. They believe 

that out of the total estimated assistance and loan the ex post di sbursements amount to such 

percentages. This adjustment also helps to maintain the grant formula share of each regional 

government in balance. With this modification, it is expected that regions will reduce the 

perverse behind the scene dealings with donors or withholding of aid information. The 

government is also trying to convince donors to come through the channel that is most preferred 

for the country, i.e. through MOF, instead of independently acting with different sectors or local 

recipients. This can enable the government to fulfi l its macro stability fimction and equity 

purposes and also reduce unnecessary influence of donors by concentrating in few selected 

places. 
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Table 3.11 Financing of Capital Expenditure (1985/86 - 1997/98) in Million Birr 

Source 1985186 86/87 87188 88/89 89/90 90/91 91/92 92/93 93/94 94/95 95/9 6 96/97 97/98 

entral 771.6 767.5 745.5 940.9 707.0 594.1 465 .1 922.4 1919.3 2249.3 2693.0 268.8 2733.6 
reasury 
hare % 52.4 55.5 52.0 48.5 49.1 48.9 48.9 51.7 71.2 71.3 75.6 6.0 64.0 

xternal 163.4 121.9 154.7 249.9 180.0 153.3 135.9 277.3 117.8 185.1 142.8 50.0 495.0 
ssistanc 

hare % 11 .1 8.8 10.8 12.9 12.5 12.6 14.3 15.5 4.4 5.9 4.0 .5 11.6 

xternal 536.8 493.7 536.5 748.5 552.7 466.6 350.8 585.2 657.2 722.1 726.8 81.1 1036.5 
oans 
hare % 36.5 35.7 37.3 38.6 38.4 38.4 36.9 32.8 24.4 22.9 20.4 0.5 24 .3 

otal 1471.8 1383.1 1438.7 1939.6 1440.1 1214.0 951 .8 1784.9 2694.3 3156.5 3562.6 209.9 4265.1 

Change -6.0 4.0 34.6 -25.8 -15.7 -21.6 87.5 51.0 17.2 12.9 0.7 -0.8 

Source: MEDaC 1999a 

Table 3.12 The Budget subsidy and the Budget offset, 1977/98 (in million Birr) 

Region Total Budget Own Budget External External Budget Subsidy from 
ofrcgion revenue Subsidy I loans Assistance Offset Central Treasury2 

I 2 3= 1-2 4 5 6=4+5 7=3-6 
T igray 379.80 86.6 293.2 4.7 32.8 37.5 255.6 
Afar 249.7 12.2 237.5 3.8 7.8 11. 7 225.8 
Amhara 945.3 177.5 767.8 8.3 34.4 42.8 725 .0 
Oromiya 1344.1 434.90 909.3 8.6 74.5 83.1 826.2 
Somale 375.3 48.6 326.8 34.2 103 44.5 282.2 
Benshangu l gumz 180.1 8.0 172. 1 4.5 6.5 11.0 161.1 
SNN P 788.4 145.6 642.8 21.7 67.0 88.7 554.1 
Gambcl la 138.6 6.7 132.1 3.2 2.9 6.0 126. 1 
I-Iarari 88.4 8.0 80.4 1.2 2.2 3.3 no 
Addis Ababa 7 19.2 664.4 54.8 40.2 14.6 54.8 0.0 
Dire Dawa 53.5 18.0 35.5 1.1 2.4 3.5 32.0 

Total 5262.7 16 10.5 3652.2 13 1.6 255.4 387.0 3265.2 

Source: World Bank (1998). 

I The budget subsidy shown here is the amount "voted" in the Federal 1990 Fiscal year proclamat ion. 
2 The amount shown here is the amount that the regional state will receive from the ministry of Finance 's Central 
Treasury. 
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Table 3.13 Some Indicators of Regional Diversities 

Area %of %of 
Regions Population Sq.km. Revenue Regions' Ex penditure Regions' Subsidy % share of Per-capita Financ ial 

(000) Revenue Expenditure total subsidy autonomy 
(000) (million) (million) (million) subsidy ratio 

Tigray 3,593 50,10 77.86 6,88 320,80 8,88 257.84 9,93 79,281 24,27 

Afar 1, 188 88,80 11.322 1.0 98,918 2,74 119,80 4,61 109,654 11.45 

Amhara 15,850 159,20 138,296 12.22 712,004 19,71 606 ,92 23.37 42.416 19.42 

Oromia 21,694 353.00 31 1.39 27.05 1050.298 29,07 759,14 29,24 39,146 29,65 

Somale 3,602 248.50 40.312 3.56 150,246 4,16 118.42 4.56 35,764 26.85 

Bcnshangul- 523 49.30 5,912 0.52 94.274 2,61 88,04 3.39 183 .759 6,27 

Gumz 

SNNP 12,132 11 2.30 128,528 11.36 576.162 15.95 478.44 18.41 44.374 22.71 

Gambella 206 25.80 5.704 0 .. 5 71.048 1.97 66.76 2.57 357.565 8.03 

Harari 154 0.30 7.094 0.63 42.238 1.1 7 39.02 1.5 281.679 16.79 

Addis Ababa 2,424 0.4 388.20 34.3 465.06 12.87 50.08 1.93 23.685 83.47 

Dire Dawa 306 1.20 17.20 1.52 31.5 0.87 12. 18 0.47 44.591 54.60 

Regions 6 1,6 12 1131.814 36 12.56 2596.62 46.903 31.33 

Total! Average 

Source: Population and area from CSA; others from MOF(a) 
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3.6.4 Regional Diversities 

Ethiopia' s federal structure is based mainly on Ethno-linguistic criteria. Because of various 

historical circumstances, the current regIons show considerable differences In many aspects. 

Besides the composition of the nationalities, religion and cultural diversities ofthe people with in 

a region, there are also major issues like size of population, area SIze, natural resource 

endowment, economIc and social infrastructure, level of urbanization, level of development, 

natu ral problems (topography, drought, etc.) etc. All these and other factors have their influence 

on today's performance of the regions. 

Brosio and Gupta (1997) have put their observation on some of the sources for regional 

differences as follows: 

" ... The States vary widely in population, land area, and economic circumstances. 

For example, Oromiya is estimated to have a population of 17.1 million and a land 

area of 0.32 million square kilometer, while both Gambela and Harar·i have 

population of only 0.1 million each and land areas of 27,300 square ki lometers, 

and 3000 square kilometers respectively. Severe economic disparities exist 

between war· and drought affected states. This implies that expenditure needs also 

var·y widely, as do revenue rai sing and hence fi scal capacities." 

From the currently recognized 9 regions and 2 administrative city councils, 11 ' regions' in total, 

some of the following observations can be made: 
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3 are actually urban centers with some rural population sUlTolmding them; and 

all these are with in the large state of Oromiya. In fact, the Oromiya State 

touches all regions except Tigray in the extreme north. 

3 have population of over 10 million, while 4 regions have a population of 

under I million, (currently Oromiya has greater than 20 million while Harari 

has less than 0.2 million people. 

While most regions are composed of dominantly by only few nationalities, the 

SNNP region is one with over 45 nationalities. 

Besides the above indicators of disparity the regIOns differ in natural resources (forestry, 

minerals, livestock, arable land, water resources, etc.) and in topography (some are dominantly 

high land, others dominantly of desert climate). There are also differences in economic and social 

infrastructure such as roads, schools, hospitals, etc. caused partly by the geographic situation of 

the country and the past unbalanced growth among the regions. Government and private 

economic establishments (like factories etc.) are concentrated around Addis Ababa and very few 

other places. 

In the past, since the major economic and social activities were in few highland areas of the 

country, the periphery was not beneficiary of these developments. As a result the current federa l 

arrangement may have exposed some areas to high discrepancy in statistics . In those days, there 

disadvantaged areas were part of their nearby highland provinces, so that whatever data stati stics 

was taken it was total of that province. It doesn ' t tell the differences with in, which was and is 

still marked. 
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There are other factors at present which may also work in widening the gap if maximum efforts 

are not made to improve them. Given the poor economy, a large part of the national budget is 

funded by foreign finance in aid and loan from bilateral and multilateral donors. In addition 

there are a nLU11ber of NGOs, local or foreign that work in the country. When we see the 

activiti es of these donors and NGOs, most of them concentrate in few places they favour, 

probably to strengthen their influence. While there is concentration and duplication of these 

activities is some places, in others, especially in the periphery we see only very few of them. 

Local Development Associations established in some regIOns are actively trying to bring 

changes in their localities by building schools, clinics, credit schemes that help the poor and 

other community based activities. But in other regions the intellectual and business community 

has not created organized capacity to be arms of development. Private sector investment has not 

expanded in these backward regions because of the lack of infrastructure and other 

inconveniences in these places. The difference in private sector participation among regions is 

very wide. To change the situation, the regions should endeavor to attract private investors by 

providing incentives based on their local endowments. The federal govenunent also has a 

greater role of helping the di sadvantaged. 

When we see the performance of the regions now, whatever supporting policies the government 

may follow, it wou ld not be easy to narrow the di screpancy. Currently there are the so-called 

relative ly 'back ward regions' consisting mainly the regions of the old periphery, Gambella, 

Benshangul-Gumz, Afar and Somali. In many criteria, these regions are lower than most of the 
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other regions. As a result they are very dependent on the center - higher budget subsidy is 

allocated; supporting skilled staff is sent from the central ministries to these regions; different 

training programs give priority to these regions etc. The constraint in skilled manpower is the 

dominant problem in these regions. Many positions that demand capable professionals are 

handled by low quality manpower resulting in inefficiency. But from among these, the Somale 

Region has better financial autonomy ratio, though still lower than the all regions average. It 

nearly covers 27.% of its expenditure by own revenue. In per capita terms it has been one of the 

least subsidized though due to the general backwardness of the region a lot of support and 

attention is given to it. 

Another category of the regions can be that of Oromiya, Amhara SNNP, and Tigray. The first 

tlu·ee have the largest population of the country and are also large in size. Four of them have 

achieved relatively better performance in many activities than the previously mentioned 

regions. But here also there is some difference in experience, capacity, and success of 

mobi lizing the manpower of the region and other factors. Addis Ababa, Dire Dawa and Harari 

are the urban regions. Addis is in many performance criteria-revenue collection, budget 

utili zation , manpower capacity, avai lability of different facilities, investment, etc highest 

among the regions. It is financing its recurrent expenditure from its own revenue. Harat·i is one 

of the regions which receives highest per capita subsidy; and its financial autonomy ratio is far 

below the all regions' average though better than Benshangul, Gambella and Afar. Dire Dawa is 

one of the better performing regions. It can cover almost 55% of its expenditure by its_own 

revenue- a financial autonomy position onl y superseded by Addis Ababa. 

109 



The main emphasis of the various proclamations and the practice so far has been to narrow the 

existing gap in development among the regions. But differences exist not only among the 

regions but also with in localities of a particular region. The magnitude of the differences may 

vary depending on the particular situation of the region. Considering a particular case of 

Oromiya, some of its zones and weredas are located in the extreme southern and western parts 

of the country. There is very limited infrastructure in these areas. In contrast, the central parts 

of the region are areas, where most of the economic and social infrastructure of the country is 

established. So there is significant difference with in the region itself. This indicates that in 

order to solve the development gaps in the country, fiscal allocation issues should go beyond 

narrowing the gap between regions only. Efforts to improve the gap between localities should 

also be strengthened. 

3.6.5 An Exercise in Tax Shift to Reduce Vertical Imbalance 

Earlier we have seen that in principle the revenue and expenditure assignments in Ethiopia are 

generally not far from what economic theory suggests. But in practice, whi le central 

government's revenue is very high, the regions have fewer resources to fund their expenditure. 

There is a need to increase the revenue assignment for the regions. This can be done by shifting 

from the federal taxes to the regions some of the commonly taken regional taxes in other 

countries. As part of solving this problem, the study attempted to shift all federal indirect taxes 

to the regions to see its impact in reducing vertical imbalance. This is done for simplification 

only. It is also possible to shift only some of the indirect taxes or other federal taxes as well. 
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The exercise used revenue and expenditure data of the 5 years period from 1986 to 1990 E.C. 

The ratio of regions ' revenue out of total revenue was in average about 17.2% only. When the 

domestic indirect tax of the center is given to the regions, the regions revenue share out of total 

revenue becomes 30.9%. The figure nearl y doubles. Like wise when we take own revenue to 

expenditure ratio of the regions it was about 31.33% only. With the addition of the federal 

domestic indirect tax it improved to 56.34% in average. The regions were able to cover slightly 

more than half of their expenditure form their revenue and the rest from the center. By the 

measurement of vertical imbalance of V.I = 1 - RfE, where R is the ratio of regions ' revenue 

out of total revenue, and E is the ratio of regions' expenditure out of total expenditure, we had 

V.l 0[0.545 before adding the federal indirect tax to regions and 0.182 after the increase. The 

V.1. has reduced, telling us there is an improved situation. 

Though the shift has improved the regions' position to some extent, there is sti ll dependence. 

We can not go on shifting or giving other taxes to the regions. The center wi ll be without 

resources to accompl ish its tasks. The problem is not significantly one of assignment. Due to 

the poor economic situation, poverty, and lack of taxable capacity, the regions can not collect 

revenue to cover their expenditure. But at the same time we can not deny the importance of 

adjusting some of the assignment, because it has its own contribution of strengthening the 

regions' capacity and lowering their dependence. 

But care should be taken in attempting such exercise or such reform. The center's role should 

not be undermined. It needs resources not only to the every day activities of the central 

ministri es in Addis Ababa and the projects implemented by it across the nation, but also for the 
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role it has in improvi ng the situation of the less able regions. Hence we should check carefiJlly 

which type of tax or what amount of it should be taken to the regions, if after the rearrangement 

the center has sufficient funds to fu lfi l its tasks, if those taken from it don't create problems of 

inefficiency (some administrative problem). Also we should check the problem that could 

result in creating regional disparity; reg ions where there is not much economic activity may not 

benefit from this shift. So their problem can only be solved through other means. For these 

exercises to succeed, detailed research about the different taxes that the Federal Government 

collects in the regions should be known, and what amount each region may gain from this 

should be studied. 

Table 3.14 Exercise in Improving Vertical Imbalance 

By Adding Federal Indirect Tax to Regions' Revenue 

No Descript ion 1986 1987 1988 1989 1990 Yearly 
Aven~ge 

1 Regions ' total own revenue 696.50 886.50 1129.29 1352.39 1595.39 113 1.814 

2 Federal indirecllax revenue 735.65 822.85 948.54 1059.16 951.50 903.54 

3 Regions own + Federal indirect tax 1431.15 1709.35 2077.83 24 11.55 2546.89 2035.35 

4 Total National revenue 3938.80 57 11.27 6966.09 7877.36 84 13.23 658 J.35 

5 Regions' total expenditure 2439.75 32 11.2 1 3797.04 4 111.96 4502.84 36 12.56 

6 Total Nat ional Expendi ture 7202.66 8868. 11 9456.99 \0369.96 11856.93 9550.89 

7 Own Revenue x l 00 17.683 15.52 1 16.2 1 17.1 68 18.962 17. 197 
Tota l Revenue 

8 Own Rev. + Fed.I.Tx100 36.337 29.929 29.827 30.163 30.272 30.926 
TOlal Revenue 

9 OWIl Revenue x 100 28.548 27.606 29.741 32.889 35.431 3 1.33 
Expenditure 

10 Own Rev. + Fed. IT x 100 58.659 53.23 1 54.722 58.647 56.562 56.34 
Expenditure 

11 V.1(bcrorc add ing) 0.478 0.57 1 0.596 0.567 0.50 1 0.545 
12 V.1(ancr adding) 0.073 0.174 0.257 0.228 0.203 0. 182 

Source: Calculated from data of MOF(o,) 
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CHAPTER 4 Experience of Some Regions 

4.1. AFAR 

4.1.1 Background and Administrative Structure 

The Afar National Regional State is located in the northeastern part of the country. It has an area 

of 88.80 thousands square kilometers and a population of 1.16 million. Afar is a low land area 

with desert and semi-desert climate. Though endowed with various mineral resources and great 

potential for agriculture, the region is one of the least developed parts of the country. The 

majority of the people are pastorals. The economic and social infrastructure of the region is very 

poor. There are few urban centers, most of whose in habitants are highlanders who came from 

Wello, Tigray and other places. In the previous regimes the Afar area was admini stered in the 

different surrounding provinces. 

The Afar regIOn IS now divided into 5 zones, 29 weredas and 336 kebeles.The regional 

government that was established during the Transition period had a lot of difficulties due to the 

rivalries among the different political groups. The period was marked with widespread 

corruption, misuse of goverm11ent funds and general instability. After the 1987 E.e. elections a 

relatively better situation was achieved. The leadership was changed. The central government 

also gave more attention to help the leadership to so lve the difficulties that it has. The regional 

council , which is the highest legislative organ of the region, elects executive committee members 

from amongst it self to lead the daily a activities of the regional government. The executive 

committee members are organized in 4 different committees: Security affairs, economic affairs, 
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social affairs, and administration and finance affairs. Under these committees are the different 

bureaus and offices established at region level. 

As it is with in its power, the region has organized the bureaus considering its shortage of skilled 

manpower. There are various combinations some of which contain entities that are under three 

ministries at the federal level. The li st of combined bureaus is as follows: trade, industry, touri sm 

and transport bureau; education and culture bureau; labor & social affairs and disaster prevention 

and preparedness bureau; water, energy, mines and urban development bureau. Some of the 

bureaus are separetely organized just like their ministries; finance , plan, justice, agriculture, 

hea lth, civil service. There are also other offices separately organized; e.g. investment , women's 

affairs, audit, etc. 

Some bureaus don ' t have branches at zones and weredas. Some others have different 

organizational stricture at wereda level. There are no separate offices for the social and economic 

sector activities like agriculture, education, health etc. at wereda; instead they are establi shed as 

one, and named 'social and economic services' office. This arrangement was devised for the so­

called relatively 'back ward regions' for the purpose of integrated development. It seems it was 

suggested by the federal authorities considering the weak man power situation of these regions. 

But these wereda offices are not well coordinated. 

Regarding the bureaus the study is mainly concerned with , finance, has offices at region, zone 

and wereda; though the capacity is very low at the lower levels. Audit is establi shed at region 

level. The plan bureau is still at reg ion level. Because it does not have zonal office, there are 
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problems in project implementation. Experts from the regions plan bureau have to go and fo llow 

the projects in the zones and weredas. In all the bureaus of the region there is inconvenient 

organizational structure. Even the existing narrow structure IS not staffed by the needed 

profess ionals. There are a lot of vacancies. 

The manpower capacity problem has also influenced the government budgeting process. The 

general procedures of budgeting and the delay of subsidy are similar with that of other regions. 

But in Afar, until recently the budget for the wereda was prepared at the regional offices. It was 

in the 199 1 EC. budget preparation that the weredas themselves, with the assistance of 

professionals from the region, were able to prepare their budget. The main sources of need 

identification, capacity estimation, priority setting are the conferences where peoples 

representatives, elders from different clans and others concerned participate. This participatory 

approach helps in understanding what exactly the people want and in making them understand 

what thei r role can be. Ideas gathered at wereda are summarized at zone and the zone pass them 

to the region in similar marU1er. 

As we have so far seen, and also will see by other examples in the other subsections, the 

manpower constraint is affecting every activity. Bureaus could not operate at lower 

administrative levels. Those which have been establi shed are with inconvenient organizational 

structure and are under staffed. Though regional goverrunents were given full power to 

administer their own affairs, in Afar the decentrali zation process to lower levels could not go to 

all aspects as it was envisaged to be . But the exercise is going on and there are some 

improvements. 
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4.1.2 Fiscal Performance 

4.1.2.1 Revenue 

For the period 1986 to 1990 E.C Afar region collected on average 11 .322 million birr per year. 

The dominant revenue source was direct tax which in average accounted for 50.75% of total 

revenue of the region. Indirect taxes and non-tax revenues contributed 28.32% and 20.93% each. 

Of the direct taxes personal income tax had the highest share, 39.43% of total revenue (or 77.69% 

of direct taxes). Business profit tax accounted for 10.93% of total revenue. Agricultural income 

tax and rural land use fee contributed on average about 230,000 birr per year, which is a very low 

contri bution of 0.41 % of the region's revenue. But in general, revenue of the region has shown 

increase at on average growth rate of 19.59 percent. On average, Afar's revenue was 0.172% of 

tota l national revenue and 1.1 % of total regions' revenue in the five year period . 

Table 4 .1 Afar Region Revenue (in million Birr) 

1986 1987 1988 1989 1990 5 years % share 
Description average 

Dirccllaxcs 3.36 4.97 8.44 5.98 5.98 5.746 
50.75 

Personal income lax 2.69 4.34 7.6 1 3.84 3.84 4.464 39.427 

Business income lax 0.66 0.57 0.80 2.08 2.08 1.238 10.934 

Agricultural income tax - 0.01 - 0.01 0.01 - -

Rur<lliand lise fce 0.02 0.05 0.03 0.05 0.05 0.04 0.353 

Indirect taxes 1.86 1.73 1.38 5.89 5.17 3.206 28.317 

Non la;\ revenue 1.89 3.04 1.28 2.82 2.82 2.37 20.933 

Total revenue 7. 11 9 .74 11.1 0 14.69 13.97 11.322 

Calculated from data ofMOF(a) 
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Table 4.2 Afar Region Recurrent Expenditure (1986 -90) 
(in millions of birr) 

Description 1986 87 88 89 90 5 years % Share 
average of 

recurrcnt 
A<lmi llistration and General 18.65 19.0 1 20. 17 15.61 25.83 19.854 42.39 
Services 

Economic Services 7.84 9.93 9.05 5.59 9.9 1 8.464 18.Q7 
-Agriculture and 3.84 6.04 5.52 3.97 7. 16 5.306 11.329 

natural resources 
Social Service 18.6 1 23. 10 19. 17 8.87 20.85 18.12 38.688 

- Education 9.73 12.83 9.57 3.90 11.82 9.57 20.433 

- Health 5.0 1 7.26 6.54 2.83 7.02 5.732 12,238 

Various Expenditures 0.24 0.46 0.45 0.40 0.40 0.39 0.833 

External Ass istance 0.06 - -

Total Recurrent 45.34 52.49 48.89 30.47 56.99 46.836 

Afar Region Capital Expenditure 

Description 1986 87 88 89 90 5 yea rs % Share 
average of Capital 

Economic De,'ciopment 25.76 12.63 42.09 12.58 40.99 26.81 5 1.476 
Agri culture and natural 
resources 24.85 10.20 12.26 9.37 21.37 15.65 29.97 
Road 0.90 2.43 29.83 17.77 10. 18 19.558 

Socinl Development 5. 14 7.73 16.93 13.35 33.39 15.308 29.397 
Education 3.25 2.00 8.95 4.66 8.92 5.556 10.667 

Health 1.89 2.20 4.32 6.01 9.92 4.868 9.347 
Urban development and 3.52 3.66 2.68 13.10 4.592 8.817 
hOlLsing 

General Deve lopment 4.67 0.65 6.48 10.23 27.82 9.97 19. 144 

Total Capital 35.56 21.00 65 .49 36. 16 102.20 52.082 

Total Expenditure ( Recurrent + 80.9 73.49 114.38 66.63 159. 19 98.9 18 
Capital) 

Calculated from data of MOF (a) 
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4.1.2.2 Expenditure 

For the five years period indicated, the region had yearly average total expenditure of 98 .92 

million birr. This contained 47.3% recurrent budget and 52.65% capital budget. The aJlliual 

expenditure ranged from 73.49 million birr to 159. 19 million birr, with high fluctuation 

especially on the capital budget. The average yearly growth rate of the total expenditure in the 

period was 10.9 per cent. From the recurrent expenditure, administration and general services 

took 42.39% while economic and social services took 18.07% and 38.69% each. From the capital 

expenditure, economic development had largest share (51.48%). Social and general development 

had 29.4% and 19.14% each. Within the capital expenditure category, agriculture and natural 

resources, and roads were given 29.97% and 19.56% each, while education and health received 

10.67% and 9.35% respectively. From the capital budget, the region allocated 8.82% for urban 

development and housing, and 19.14% for general development which was totally allocated to 

public aJld administrative buildings. In other words about 28% of capital budget was devoted to 

bui ld the new towns and government buildings that would be centers for the regional, zonal and 

wereda administration. From the country's total national expenditure, Afar's expenditure 

amounted 1.04 per cent of the total, and from the total regions' expenditure it was 2.74% 

4.1.2.3 Deficit, Transfers and Unutilized Funds 

Afar region could cover on average only 11.45% of its expenditure from its own revenue. The 

region had yeaJ'ly average deficit of 87.596 million, ranging from 63.75 million to 145.22 

million birr. From 1986 to 1990 E.C. the region got transfers which far exceeded its 

expenditures, i.e beyond its absorptive capacity. The average yearly subsidy was 119.8 million, 

ranging from 75.5 million to 172.2 million birr. The transfer for the region was 4.614% of the 
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total transfer to all regions from the central government. Andit had a growth rate of 18.85% per 

year in the period. 

As a resu lt the region had unutilized fund of about 32.2 million birr per year, an amount higher 

than its yearly revenue. The unutilized was nearly a quarter of the total fund of the region ( own 

revenue plus transfer from center), and it could also cover about 113 of its total expenditures. 

This unutilized nmd was high mainly due to the 89.56 million birr in 1989. Avoiding this, the 

other four years would have an average of 17.865 million birr only. The obvious reason for the 

mismatch of funds and expenditure is the fai lure to achieve the budgeted expenditure. Because 

of the low utilization capacity of the region there is big discrepancy between budgeted and 

actual expenditure. The Ministry of Finance usually allows the regions to use the unspent nmds 

on capacity building. 

Table 4.3 Afar region's revenue, expenditure, deficit, transfer and unutilized fund 

1986 87 88 89 90 Ave rage 
I Region 's own revenue 7. 11 9.74 11 .10 14.69 13.97 11.322 

2 Region's total 80.9 73.49 114.38 66.63 159.19 98.918 
Expenditure 

J Deficit -73. 79 -63.75 -103.28 -57 .94 -145.22 -87.596 

4 Transfer 96 75.5 113.8 141.5 172.2 119.8 

5 Revenue + Transfer 103.11 85.24 124.9 156.19 186.17 13l.l22 

6 Unutilized fu nd - (5 -2) 22.21 I 1.75 10.52 89.56 26.98 32.204 

Calculated from data of MOF(a). 
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4.1.2.4 Recent Trends 

The two war years did not affect the region's budget or subsidy significantly. In fact whereas for 

most of the populated and large regions the subsidy was reduced, Afar's region share increased 

on average though due to the significant cut of national subsidy in the 1992 E .C. budget, Afar's 

share was also reduced from that of 1991 EC. On average, the region had 11 9.8 million birr of 

yearl y transfer from central government in the 5 years period, which is 4.6 14% of the total 

national transfer. In the 2 years war period the average transfer was 192.9 million birr, which is 

6.89% of the total national transfer to all regions. In terms of the abso lute amount of the average 

figures , the region's transfer increased by 61 percent. This clearly shows the emphasis given by 

the federa l government to accelerate the development process of Afar. 

4.1.3 Problems in Revenue Collection 

Currently the Afar region collects a very small amount of revenue. This does not mean the region 

does not have any resource potential or taxable activity. Various factors have contributed for the 

poor performance. A study by the regions finance bureau mentions some of the problems as 

fo llows:(Afar 1999) 

Many offices of the regional government do not prepare revenue plans; they don' t know 

what activities could be source of income for the goverr1l11ent; 

The relation between the finance bureau and other service giving government offices is 

weak; there is lack of coordination in gathering information; control mechani sm has not 

been established; 

Poor accounting and reporting system ; 

Critical shortage of skilled man power, lack of training and experi ence; improper 

recruitment practice; 
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Shortage of office faci li ties, transport viechels and budget for the finance bureau and the 

revenue collecting posts; 

Finance offices are not well establi shed in some weredas; 

There is no clear and detailed manual and direction for the revenue collectors; for 

example different tax collecting posts use different and old manuals and rates; up to date 

manuals are not available; 

The geographical situation: international borders (with Eritrea and Djibouti), difficult to 

control contraband trade; harsh and desert climate; 

Some of the weredas are very far from the region's center; and there are no transport and 

telephone services; 

There was also security problem 111 some area of the region a few years back; some 

opposition groups and bandits were taking some of the tax of the region; 

Low consciousness of the population regarding taxation; and the difficulties due to the 

nomadic way of life and poverty in general; it is not easy to collect taxes from a 

population that has little property and always moves. 

As result of the various problems a large part of the revenue can not be known and collected by 

the government. Natural resource of the region is misused with out payment, by different 

individuals and firms. Due to lack of control many individuals have enriched them selves by 

corruption. 

The revenue potential of the region and the problems around revenue collection can be shown by 

one example of a study done in the region. From the salt mining done by traditional method 

around Berahle (zone 2 of the Afar region), it is estimated that around 115,200 camels load of 

salt comes to the different markets in the area in a given years time. The usual practice is to 

charge 12 Birr sales tax per camel, and a total of Birr 2, 764,800 was expected in the two years 
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period of 1989 and 1990 E.C. But the actual collection was Birr 39 1,830 according to the 

information from zone finance bureaus. Around 85%, which is over 2 million birr has not been 

collected. Among the reasons cited for thi s are I) The weakness of the finance office ( not 

strengthened in man power and facilities); 2) problems of some political groupsl, especially in 

1989 and before, who took the tax collected for their own purposes; 3) the salt traders changing 

routes to escape taxation, i.e. ( not compliance and it is easy to do it, given the vast terrain which 

is difficult to control)(Afar 1999). 

4.1.4 Manpower Capacity 

Though a nation wide problem, shortage of sk illed manpower is more critical in some regions 

than others. And Afar is one of the most disadvantaged in this respect. Almost all offices are 

working with low quality and limited capacity manpower. Governmt:nl offices lhal existed in 

the previous regimes were staffed by people from the neighboring highland regions. There were 

very few educated Afar; and out of them most went abroad or were in private business. 

In the transition period because of the instability in the region, the recruitment practice in most 

offices that were established was very improper: clan basis; people with no education, ski ll or 

experience posted to positions that does not fit them; unprocedural recruitment by bureaus for 

type of jobs that should be done by the regional CPA (Civi l service COl1Ullission); etc. This 

J {The particular group mentioned is one which was at fist organized by the Military Derg from 
among the local Afar people, in hi s attempt to curtail TPLF activities in the area. After the down 
fa ll of the Derg some of the members oflhe group continued their banditry activities.} 

122 



resulted in irresponsible practices, corruption and plunder of govenunent sources, the 

consequence of which was poor performance of the region in many development activities. 

After the 1987 E.C. election, a relatively better environment was created. The federal 

govenunent also strengthened its role to help solve the problems of the region. Many skilled 

people from the different central ministries were sent to work in the region. The federal 

govenunent and the region are also giving high priority to education and training. Many are 

learning in Ethiopian Civi l Service College, Edget Adults Boarding School established in Addis 

Ababa for the 'backward regions', and other training centers. Despite such efforts the capacity is 

still very low. There are other factors that contribute in hindering professionals to come to the 

region. I-larsh, and hot weather; poor urban facilities , for example it is difficult to get houses to 

let, restaurants and other services in many places; there are no other advantages one can gt: l, fur 

example higher education through extension classes etc. 

There is also some negative aspect of the culture and elements of the society that is hindrance to 

the development of the region. Though it could be a minority attitude, there is tendency in some 

Afar individuals of not accepting persons from other regions to be in a higher position than the 

local Afar people. This has its own impact on the decentralization process. Because of lack of 

capable man power things could bot progress as expected or desired. People could not get 

benefit of services from govenunent offices because offices at lower levels, zones and weredas, 

could not be staffed. Considering the fact the Afar did not have access to important decision 

making position in the past, it is justifiable to give them priorities in employment. But thi s 
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should be accompanied with some care. Offices headed by appointees who have background 

which is very far from what is req uired in that particular job can not be productive. 

We can have some idea of the manpower situation by looking at one bureau alone. For the 

revenue department of the region 's finance bureau it was studied that it needs 121 for its offices 

at region, zone and wereda level. But now it only has 61 people which is 50. 41 % of what it 

needs. Simi larly for the inspection department, out of the needed 54 people they have onl y 31, 

which is 57.40%. The problems is vividly seen when we investigate the educational level of 

those currently recruited in the government offices. In the revenue department out of the 61 

people only 3 have degrees and diplomas. The rest are 121h complete and some below 121h 

grade. It is the same with the inspection department; out of the 31 people, only 3 have degrees 

and diplomas. The others are 121h and below. 

4.1.5. Cooperation With Other Regions. 

The Afar regional state is using cooperation with other regions as one direction to solve its 

capacity problems. The capital proj ect implementation capacity of the region was at a very poor 

situation in the transition period. The amount of subsidy it received from the Federal 

Government was not fully util ized. The main problem being lack of capable manpower in project 

design and management, in financial management and other techn ical aspects. 

The Federal Government has tried to so lve problems of the relatively backward regions like Afar 

by deploying professionals of management, finance and other teclll1ical fields to the different 

bureaus of the regions. Besides, there is also an advisory team sent by the Prime Minister's 
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Office that assists the executive members of the regional council.The region has also recruited 

people of different capabilities to fill the gaps in the different offices. Despite such efforts these 

is still critical shortage in many aspects of the activities of the region, hence for the need of other 

types of solutions. 

The main participants in the regional cooperation with Afar are Amhara and Tigray regions. In 

recent years these two regions have carried on projects worth of tens of millions of Birr in 

different sectors-roads, schools, clinics and other activities, in the different weredas which are 

neighboring them. The Afar region plan bureau coordinates the activities of the technical 

committee organized fi'om the regions to implements the different projects. The Amhara and 

Tigray region involve manpower and machinery in these projects. They pay the regular salaries 

for their employees involved in these tasks. For some of the costs in these projects, ego perdiem , 

necessary items for the machinery etc, budget is transferred from Afar regional account to the 

respective regions account through MOF.The cooperation helps the Afar region not only in 

completing the necessary projects on time, (projects that would have taken longer time if 

attempted alone) but also in gaining experience in the joint activities. These activities have also 

their contribution in strengthening the solidarity between the people of the regions. 

Other than the above stated cooperation, the PMO also implements some projects 111 similar 

manner. The Afar region also benefits fi'om training institutions in Amhara and Tigray. The 

region sends some trainees in the field of agriculture, health and others, to these institutions. The 

Afar region is also a member of the Eastern Ethiopia Neighboring Regions Forum, which is a 

forum of five regions (Afar, Somale, Oromia, Harari and Dire Dawa). It is established for the 
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purpose of dealing some issues like contraband trade, security problems, local disputes among 

their people, combating cattle diseases, etc, and for the purpose of strengthening their friendship 

by activities like cultural festivals etc. 

Cooperating between regions are also practiced in other areas; for example, the Amhara region is 

helping projects in Benshangul Gumz. All these activities so far are due to initiatives of the 

regional govenmlents themselves. Other than project implementation, there are also different 

forums for sharing of experience. MEDaC's Regional Development and Planning Department is 

proposing a consultancy forum to strengthen such cooperation. They believe it will be a good 

forum for sharing of experience between regions and the center. 

4.2. TIGRAY 

4.2.1. Back ground and Administrative Structure 

Tigray National Regional State, located in the northern part of the country, has an area of 50,078 

kilometers Square and population of 3,593 ,900. The dominant occupation for the majority of the 

population is agriculture. About 16.5% of the people live in urban areas. The region was among 

the ancient settlements of the country. It is an area frequently attacked by drought and famine, 

and in the time of the Derge it was the battleground for the different opposition groups fighting 

against the government. 

The region is divided into 5 zones (Western, Central, Eastern, Southern and Mekele Zones) and 

35 weredas. There are elected council members at wereda and region level. Executive members 

are elected from among them to lead the different sectors and the zones. The region had a stable 
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administration starting from the Transition period. The leading party is TPLF (Tigray People's 

Liberation Front) which is one of the founders of EPRDF, the party that is in power in the 

country. 

Most of the bureaus in the region are organized in simi lar mmmer as the federal ministries. But 

there are few that are regrouped. Touri sm is with Culture and Information; Transport is with 

Trade & Industry. Water resource is with Mine & Energy. Most bureaus have offices at zone 

and wereda level, though the functional sections and capacity is limited. The bureaus are 

grouped in to three committees- administration & security, social affairs, economic affairs, each 

of whom are led by executive members of the region. In addition, the chairman, vice chairman 

and secretary of the region are assigned to follow each of the committees. For the propose of the 

study, besides the regional bureaus, fi nan<.:e ex isls al zone mld wereda level , plml goes only up to 

zones . The audit office exists at region level and is accountable to the regional council. 

4.2.2. Activities in the Budgeting Process 

The Budgeting process is similar to the general situation expressed previously on the budgeting 

section. It starts by the budget call made by the regional finance and plan bureaus (for the 

recurrent and capital budgets respectively). Since the subsidy ceiling notifi cation is usually late, 

the planning exerci se starts without it to assess the region 's demand. The offi ces at lower level 

(at wereda) prepare their plan. The wereda counci l discusses the expenditure needs of the 

diffe rent offices, the capacity of revenue collection of the wereda and li sts them according to 

priori ty and approves. It is then sent to the zone executives and sector offices where they gather 
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information of the different wereda offices and pass the request they supported to region's 

executives and sector bureaus. 

At the regIOn level experts of the regIOn do a technical appraisal of the requests, forward 

.i lIstification on those that should be supported or dropped. Parallel with this process there is the 

task of a committee composed of finance and plan bureau heads and the regional executive 

member who coordinates these bureaus. The committee defines what the ratio between capital 

and recurrent budget should be, considering the different sources of income expected (region ' s 

own revenue, central treasury, loan and assistance). Once the ceiling is known the committee 

allocates the recurrent budget and assigns the balance for capital projects. At this stage a detailed 

discussion is held between executive members, bureau heads and the committee. Problems are 

raised, j lIslificalions are forwarded, allernali ve slIggestions are presented by the participants, all 

this with the aim to finalize the budget request that would be presented to the regional council for 

approval. After the approval, detailed implementation plans are worked. The budget is disbursed 

and regular monitoring is done. Especially for the capital projects the regional officials normally 

do field tours to evaluate performance in the project sites. 

We can see a participatory approach is exercised for many of the tasks . Peoples ' conferences at 

wereda level have the role of giving ideas in what should be included in the annual budget plan. 

In the discussions, problems and priorities are identified. The projects suggested by these 

representatives of the people are issues directly related to their locality e.g. clinics, primary 

schools, roads cOlmecting them to market and other nearby towns etc. Other higher demands 
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e.g. majors road are identified at region level. The professionals in the different bureaus have 

also a major role or organizing the demands, justifYing the plans they have for the year etc. 

The participatory approach is manifested not only in suggesting and discussing locally needed 

projects by the council members but also in active participation of the masses in implementing 

them. Many of the tasks are performed by mobilizing the local cOtlli11lmities- from voluntary 

money contributions to involving physically through their labor and evaluating the activity itself. 

Besides these, the council members especially at wereda level have the important task of 

mobilizing the revenue in cooperation with the finance offices. In fact it is one of the main areas 

where these representatives' performance is evaluated. As agricultural income tax and rural hand 

use fee is collected fr0111 the vast rural population, it is responsibility of these council 

representative to agitate and convince the peasants to pay their obligation on time. 

In the planing process, the region tries as much as possible to incorporate not only those that are 

officially recognized plans of the government offices, but also those activities of local NGOs, like 

Tigray Development Association (TDA), Relief Society of Tigray (REST) and other 

development organizations. Normally, local NGOs' finance is registered in the consolidated fund 

of MOF if the source is foreign governments or government agencies. But if the source is 

contribution from voluntary individuals in the country or outside, it is not accounted in the 

consolidated fund. It is normally taken as an incentive for the region and no deductions (or offset) 

are made to such contributions. With the aim of achieving a fair distribution of activities with in 

the region as a whole, the regional administration approaches the NGOs so that their activities 
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are coordinated with that of the government. This minimizes Ulmecessary duplication in some 

areas and scarcity in others. The region tries to see where they have interest and also suggests 

them some activities and areas to focus. As a result of such efforts the activities on the ground 

(the result) are more than the budget proclamation declares. 

4.2.3 Fiscal Performance 

4.2.3.1 Revenue 

For the five-year period 1986 to 1990 E.e. the Tigray region collected on average 77.86 million 

birr in a year. The revenue ranged from 44.22 million to 104.98 million. Direct taxes, that 

contributed 40.05% of revenue had the highest share. Indirect taxes and non tax revenues had 

34.98% and 24.6% each. From the direct taxes, personal income tax and business profit tax had 

16% and 10.92% each (which is 39.94% and 27.26% from the share of direcllaxes). Rural land 

use fee and agricultural income tax contributed 6.58% and 5.39% respectively of total revenue. 

The regions revenne has shown increases over the years. On average the growth rate was 23.29 

percent. Tigray region's revenue is about 1.18% of the total national revenue in Ethiopia and 

6.88% of all regions total revenue. 

Table 4.4 Tigray Region Revenue (in millions of birr) Calculated from data of MOF(a) 

Dcscril2tion 1986 87 88 89 90 5 Years average % Share 

Direct taxes 16.06 26.78 32.33 40.98 39.78 3 1.1 86 40.054 
Personal income tax 7.63 10.33 11.36 15.32 17.643 12.457 15.999 
Business income 
lax 2.56 4.94 10.65 13.28 11.068 8.4996 10.9 17 
Agri culture in co me 
lax 2.78 5.29 4.39 4.63 3.905 4. 199 5.393 
Rural land usc fec 3. 10 6. 15 5.64 5.81 4 .904 5. 12 1 6.577 

Indirect taxes 14.78 16.02 29.4 1 4 1.74 34.2 1 27.232 34.976 
Non -t ax revenue 11.94 15.73 24.48 22.26 21.36 19. 154 24.60 1 
Total revenue 44 .22 58.53 86.22 104.98 95.35 77.86 
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Table 4.5 Tigray Region Recurrent Expenditure ( 1986-90 )E.C 
(in millions of birr) 

Description 1986 87 88 89 90 5 Years % Share 
average 

Ad mini strat ion and 27.65 38.98 44.10 47.08 52.32 42.026 25. 186 
General Servi ce 

Economic Services 17.29 34.97 24.85 28.30 29.98 27.078 16.228 
- Agricu lture and 
natural resources 15.24 19.58 20.34 20.68 20.70 19.308 11.57 1 
Social servi ces 62.75 75.13 79.60 86.3 1 100.03 80.764 48.402 
- Educat ion 36.99 45.78 50.5 1 54.99 60.84 49.822 29.858 
- Health 2 1.63 26.63 26.29 26.32 34.23 27.02 16.193 
Various Expenditures 10.87 11.61 18.43 20.77 23.17 16.97 10.170 

External Assistance - 0. 12 

Total Recurrent 118.56 160.69 167.10 182A6 205.50 166.862 

Tigray Region Capital Expenditure 

Description 1986 87 88 89 90 5 Year % Share 
average 

Economic 57.30 69.21 58A2 124.23 104.98 82.828 53.806 
Development 

Agricu lture an d 31.07 35.70 25.03 91.07 77.89 52.152 33.879 
natural resource 

- Road 25.76 32.68 32.50 32.26 26.85 30.0 1 19.495 
Social Development 60.73 64.69 68.81 76.25 60.35 66.166 42.982 

Education 26.97 34.12 34.95 32.47 16.95 29.092 18.899 
Health 14.68 22.20 16.79 19.72 28.67 20A 12 13.259 
Urban 13.00 8.32 10.24 14.00 8.88 10.888 7.073 
development and 
housing 

General Devc!opment 0.49 3.30 4. 15 11.26 5.53 4.946 3.213 

Total Capital 118.51 137.20 131.38 211.74 170.86 153.938 

Tolal Expenditure 237.Q7 297.89 298A8 394.20 376.36 320.8 
(recurrent + Capilal 

(Calculated from data of MOFa) 
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4.2.3.2 Expenditure 

On average, the region allocated 320.8 million birr in a year in the given period. Out of this 

52.0 1% was for recurrent and 47.99 % for capital expenditures. The expenditure ranged from 

237.07 million birr to 394.2 million birr. The average yearly growth rate was 13.349%. 

Tigray's expenditure amounted to 3.36 % of the total national expenditure and 8.88% of all 

regions expenditure. 

From the recurrent expenditure, 48.4 per cent, which is highest share, went to social services. 

Administration and General service had 25 .19% and economic services got 16.23%. From 

the capital expenditure the highest, i.e. 53.8 1 % was allocated to economic development. With 

in economic development agriculture and natural resources took 113 of the whole capital 

budget (33.88%) and 19.5% of capital budget was allocated to roads. Social development 

had a share of 42.98%. In this sector education and health had 18.9% and 13 .26 % each. 

General development had a share of 3.2% of capital budget in the given period. When we 

combine recurrent and capital expenditures 22.28, 24.6 and 14.79 per cent were respectively 

allocated for agriculture, education and health. 

4.2.3.3 Deficit, Transfers and Borrowing 

From 1986 to 1990 E.C. the region covered on average 24.27% of its expenditure by its own 

revenue. The rest was f'unded by transfers from the center and other sources. The deficit on 
~---

average was about 242.94 million birr in a year. The region had transfer of about 257.84 

million birr per year for the given five years period. This accounted fo r 9.92% of the total 

transfer given to all regions. There was a slight declining trend in the percentage share of 

132 



transfer given to the region though in absolute amount there was an increase for most of the 

years. From the calculations, we can see that there is about 14.9 million birr of un utilized fund 

in a year. While this is average figure, the reality is that the region had unutilized fund for only 

3 years while for the other 2 years, transfers from center couldn't cover the yearly expenditure. 

Possibly it could have used some fund retained from earlier years. 

The region did not borrow from bank or other sources to supplement its budget. But as part of 

its right to borrow one thing can be mentioned. It allowed its budget to become a guarantee 

(collateral) for a loan given to the Office of Farmer's Cooperatives. This was done to help the 

farmers purchase production inputs. If incase the farmers are not able to pay, the loan 

agreement states that MOF deducts that amount from the region's yearly budget. This practice 

is also used in other regions. According to a World Bank report, the Amhara Regional State 

was a guarantee for similar support for the region's farmers in 1996/97 . But because there was 

crop failure in that year, some farmers could not repay their debts. The region had to cut some 

of the budget of the areas that defaulted. The Report advises that regional governments should 

facilitate the development of credit and insurance schemes and not directly involve themselves 

(World Bank 1999). 

4.2.4 War Effects 

Ethiopia's defense budget has been reduced after reduced after the fall of the military regime, 

and expenditures on social sectors and economic infrastructure have been increasing as a result 

of the gains from the peace dividend. It could be expected that as a result of the current Ethio -

Eritrean war, not only would defense expenditure increase but also due to the scarcity of 

resources of this poor economy, the government wold follow various restrictive measures to 
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control situations in favor of the priority task of defending sovereignty. Hence assessing the 

repercussion of the war on the decentrali zation process is necessary. 

At the federal level, defense expenditure increased to a huge amount; budget of many sectors 

especially capital budget was reduced, and subsidy given to regions declined. On the other 

hand the total revenue was affected in many aspects . Foreign loan and assistance, which 

covered a large part of capital expenditure, was reduced because the donors saw the situation 

politically. Projects started earlier with their fund were delayed or some off them totally 

cancelled. Besides the huge mobi lization of manpower and other resources to the battlefront, 

the war has affected touri sm, trade, investment and other aspects of the economy. While the 

problem has its impact on the nation as a whole, the areas around the war front, Tigray and 

Afar regions, were the most affectcd; and out of the two there is a bigger impact on Tigray. 

Regarding the revenue of the region, we can see there was decline by comparing 1990 and 

1991 EC. In 1990 Tigray region collected 95.345 million birr. Out of this, 11.668 million was 

from business profit and 34.207 million was from indirect taxes. In 199 1 E.C. the tota l 

revenue collected was only 81.151 million birr. It was less than the previous year by more 

than 14 million birr or in percentage terms a 14.89% decline. But the situation affected some 

of taxes more severely than others. In 1991 E.C, 9.3 19 million birr and 20.496 million birr 

were collected from business profit taxes and indirect taxes. This is a 15. 8% decline for 

business profit tax and 40% decline in indirect axes; indirect taxes were the most affected. 
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When we see the expenditure in 1990 the region had a total of 376.36 million birr; 205 .5 for 

recurrent and 170.86 for capital budget. In 1991 the total was 316.76 million of which 203.44 

was for recurrent and 11 3.32 for capital. There was a reduction of almost 60 million birr, i. e a 

decline of 15.84% from the previous year. But the reduction is significant in the capital 

budget; it was 33.68% signify ing that many projects were affected. 

The transfer from central government to the region actually started to decline in 1990 E.C. 

before the war. In 1989 E.C out of the total subsidy fo r all regions which was 3032.9 million 

birr, Tigray got 286. 1 million. In 1990 E.C out of3102 .lmillion birr, 266 million was given 

to T igray. In 1991 E.C out of3 12 1. 6 mi llion birr, it received 229.4 million birr. We can see 

the subsidy in total slightly increased, while Tigray's share declined. And in 1992 E.C when 

the total national subsidy for all regions was heav ily reduced Tigray received an amount of 

only 182.3 million, an amount that was the smallest it received in the seven years period from 

1986 E.C. on wards. When we compare the prewar 5 years average with the two war years 

average, the transfer declined by over 20 percent. 

A number of factors related to the war had caused the decline in revenue, and other 

performances in the region. Cross border trader with Eritrea was immediately stopped. Other 

economic activities-tourism, hotels, investment, trade, other production activities, etc. also 

slowed down. The main reasons were the security situation (because it is war zone any danger 

can occur any time), and the increase of cost of imported goods, (since the port of Dj ibouti is 

fa r from the northern areas. Cost of transport increased and it resulted in cost of goods in the 

market to increase, hence affecting welfare of the people. Factories could not operate at fu ll 
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scale due to shortage of impOit ed supplies. Besides, projects of the private sector that were 

near completion were delayed and others that were to start were cancelled especially those 

that were close to the border with Eritrea. Because of security reasons and some also for 

political reasons, some projects handled by fo reign finance and NGO's were also affected. 

Some of the consequences on the social aspect include: death that occurs to the thousands of 

mobilized soldiers and other people in the battlefront, destruction of property in many 

villages and towns as a result of bombardment; family separation, diseases, lack of basic 

necessities etc, of the people displaced from their vi ll ages as a result of the war; decline in 

crop production in the areas not ploughed due to the situation and hence increase of relief aid 

dependents, etc. 

All the respondants in the interviews in Afar, Tigray and Addis Ababa had similar views 

regard ing the impact of the war on the decentralization process. They believe that though 

there was a reduction in the overall budget, the war situation has not affected the 

decentralization process of the fi scal system. No directives or restrictions were sent by any 

ministry of the federal govermnent or received by any bureau or executive of the regions. 

There was no responsibil ity or power that was overtaken by the center because it was a 

situation of war or strict budget situation that needed central contro l. All the tasks and 

procedures of decentrali zed fi scal system continued as before. Regions had the right to use 

their budget on their own preferences as they did before. 
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While the principles or the process of decentralization might not have been affected we see 

there is an increase of dominance of the federal government in the resource management. 

Increasing defense budget and reducing regions' subsidy means more finance is administered 

under federal government. The federal government may not have added responsibility, but in 

terms of financial power its capacity has increased. Hence to a certain extent we can say there 

is concentration of financial power due to the war situation. If we see the data of expenditure, 

there was a decl ining trend of federal allocation and increasing trend of regional allocation in 

the five years period before the war. The trend is reversed and the federal budget continued to 

show increases whi le regional budget continuously declined. During the 5 years period of 

1986 to 1990 E.C the average share was 62.18 to 37.82, while in the 2 years war period the 

average was 68.74 to 31.26, showing increase of federal share and decline of regional share. 

The cause for this discrepancy is the difference in the rate of increases of the expenditure of 

the two levels. Federal expenditures increased by 57.45% while regional expenditures 

increased by only 17.68% when we compare the two periods. 

Despite such declines in the share of resources to the regions, dominance of the defense 

budget, and the decline of foreign sources of finance, the domestic sources of revenue of the 

regions and the center were utilized to the utmost to substitute the loss that occurred in many 

aspects. In fact for some regions the subsidy budget was increased than the previous years so 

that their development effort would be enhanced. Besides, because it was a common national 

cause, all regional governments supported the cause of defending the country by mobilizing 

their people, and also contributing from the regions' budgets. 
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Chapter 5 Conclusions and Suggestions 

In this final chapter, some of the important conclusions in the Ethiopian fiscal decentralization 

process and some suggestions towards solving the problems that it has faced will be pointed out. 

5.1 Conclusions 

The Government established after 1991 believes that the federal arrangement is a 

necessary solution for Ethiopia's diverse situation and history. But there are some 

controversies over the etlll10lingustic basis of the federalism. 

The regions are very diverse in size, population, resource, economic and social 

infrastructure, manpower capacity, etc. These have their impact on the fiscal performance 

of the regions. Their expenditure needs and revenue capacities differ. 

The expenditure and revenue assignments, as stated in the different proclamations, are not 

far from what economic theory suggests. But in practice, while expenditure function is 

highly decentralized the revenue assignment is in favour of the center hence creating a 

high vertical imbalance. 

As a result of the weak tax capacity and assigmnent problem all regions have deficits. The 

biggest share of their budget is covered from central govermnent transfers. 

Foreign aid and loan finance a large mount of capital expenditure. Because of the 

difficulties in its procedures and other political reasons, foreign finance does not 

materialize as promised. It is not a preferred source by the regional goven1l11ents. 
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The budgeting process currently practiced creates problems to the reglOns. The 

notification of federal subsidy is always late, and the aid and loan component is reduced 

from the total subsidy by an offset system. 

Unlike the Derg period where there was huge defense budget, the national budget of the 

present government has been in favor of social sectors and economic infrastructure. The 

regions are the major spending agents for most of agricultural, educational and health 

budgets. 

The federal and regional governments collected 83% and 17% of domestic revenue on 

average in the period 1986 to 1990 EC. The revenue collected has increased over the 

years at both levels. While non-tax revenues and foreign trade taxes account for the 

highest share of federal revenue, the regions mainly depend on direct taxes. 

So far there has been no clear formula or method for the division of resources between the 

federal and the regional governments. Also the issue of joint revenue has not been given 

due attention so far because of its insignificant contribution for most of the regions. 

The grant formula has showed several improvements so far. The grant given is only 

unconditional type, which allows regions to use it as they saw fit. It is more concerned 

with equity between regions. 

Local borrowing as a source of finance is very little used because of its restrictive 

procedure and ambiguities in the proclamation. 

Various efforts were attempted to solve problems of the backward regions by the federal 

goverrunent: extensive training programs, designing grant formula that very much favors 

the disadvantaged regions, assigning professionals from the center to work in the regions, 

etc. Cooperation with in the regions themselves is also practiced especially in the 
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implementation of capital budget projects e.g. The Amhara and Tigray regions assist Afar 

regions' projects. 

Manpower capacity problem is the main bottleneck in the regions; it has been the cause of 

inefficient and low utilization of the budget. 

Though there are no legal restrictions, the decentralization process has not gone to lower 

levels as desired especially in some regions; the manpower constraint and lack of 

experience have been the major hindrances. Regarding municipalities the Constitution has 

not mentioned any directive for them. 

While the federal arrangement has brought political sol uti on for the stability of the 

country, the diversity in the regions may not enable some of the regions to benefit 

economies of scale. 

The current Ethio-Eritrean war has increased defense budget significantly affecting some 

capital expenditures and regions' subsidies. But there is no change or restriction in the 

decentralization process due to the war. 

5.2 Suggestions 

Need of clarity of the law: Proclamations and regulations should be analyzed carefully 

and exhaustively before being ratified. Translation and editorial errors should be seriously 

checked. Ambiguities in the constitution and revenue sharing proclamation regarding 

borrowing procedures and some problems of the revenue and expenditure assigmnents 

etc. should be solved in the near future. 
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Need of reforms in tax powers to make it in favor of the regions; some of the federal taxes 

should be shifted or jointly shared; there is a need to find other solutiol1}for the regions 

that may not benefit form such reforms. 

Grant system: Grant formula should be changed or revised after being thoroughly studied 

by professionals and concerned federal and regional authorities. There is a need to 

establish a system that evaluates the performance and effect of the grant. In addition to the 

unconditional grants, various options of conditional grants should be introduced to 

encourage efficiency. 

Timely decisions or measures are needed. Comments on audit reports should materialize 

if the legislative body has confirmed them; the court system should be active in solving 

tax cases, corruption and other legal issues; committees that were designated for some 

tasks relating to intergovernmental fiscal issues should be functional. 

There should be greater role of central govelTlillent organs: The parliament to see over all 

. issues that need decision; the PMO in its over all role of coordination; the MOF and 

MEDaC, in their role relating to budgets, subsidy, aid and loan finance, training and other 

supports to build regional capacity, to prepare manuals and directives that could help in 

financial and project management, coordinate national data regarding govenmlent 

finance. 

Improve the situation of the civil service: increase salary; improve working faci lities; give 

regular training to upgrade skill ; giving additional advantages to those that are committed 

to wok in the regions (outside Addis Ababa) and especially the less favored remote areas. 

Need of reform of some points in the constitution that have fiscal implication: for 

example the creation of zones and weredas should not be the responsibility of the regions 

alone. Central and regional governments should work together to minimize wmecessary 

fragmentation, while at the same time they properly handle the demands to establi sh own 

administrative structure. 

Joint forums should be strengthened to discuss problems and solutions in the activities 

and relations between regions and the center. Cooperation among regions and usage of 

joint fac ilities to benefit economies of scale should be encouraged. 
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Proclalilution 1:'10. 4/~995 
Defillation ;of Powers' tuul Duties til' the Exclllivc 
Orgillb o( ~ thc",·.FcUcrDJ,. Oel!l ocrnli c Rcpub! i!.: ' ur 

, EI! liopia Procl~nalio n', .. :. ,.:: ... ,:" .. :"" .. pa l~l ' 113 

10. CUlllnW/J P OWCr$ n'1d Du/ics of 1t1iJlisllics 

E:-och Minisl ry shall : 
I . ill i t~ lidJ of Ilclivi ty: 

a. iniliare polic ies !'nJ lllWS, prcpllle plllns IIml bulle! 
and. upon approval, implcmCIII'.~I1I1WJ; . 

h. cn~u !'c Ihe enfOlccmcnt o r II1 W.\ , Z'cgul n lioll ~ nn 
dilcceivcs of Ihe Federpl Govcnlillent: 

c , untlcl lllke studies l1ud ~~ru-ch: collec t IInJ cOUlpi 
.\l.:'l listical datil; 

d. g ive assi~l.:'Incc and :od vicc. liS ncccssary, 
I(egionai c,;ccut!VC orgnllS: 

c . c llicr inlO contracts wld intcmnlio lllllllfPCclllents 
acconJn.llce Wilh the law. 

2. pClfonn the dutie,\ s pecified In th is Proclrunnlioll II 
such oi licrs lIS 1110:: 1LS3 igncd co .it by olher IlIws, 

J. Submie pcriodic IIC tivity n:pollS 10 the Council 
"' IiniSlcrs . 

_ . - .,,-~-- ------ - ..... . _ . . ........... __ _ .L .~ 

19. 77,c Ministry of Finallce 

'Il lc M in is[l), of finan ce shall ha ve Ihe puwe rs {tnd 
ullti c~ 10: 

I . prepare nnu suoln i[ 10 the Council of Mill i sler~, 

toge ther wilh its reco mmendations, a cO ll so lidaleo 
1II11lUIl: budge l o f Ihe FcLlernl Goven mlL'lI\ upon 
IIl1al yzing recu rrent budgct proposu ls rcc!.:ivcd rrolll 
Federal GO"e rnmen! orgrms. capil:lI burJgc[ 
Jlroposals prepared al1d forwun1cd [0 i[ by Ihe 
Ministry of Econom ic DcvcloJlllle ll1 111111 
Coop!.: lat l(1 t1 ' I IIU II:'IUCSIS Iro lll l{egion:.1 (joV!.:nt ~ 

I11C1\t5 for budgctary subsidi es: il nu ad'lli' lisler tlte 
applOv(' d lmdgc.t ; 

2 . ~111)11l il p!.:riOlJi cll ll y 10 tlte ('olli lcil o r fl.lini :-; [\.'r<; 
ge ll cru l report on the Fcd!.: ral Govc nllllclt!'S 1',11:11' · 
c ial ope ration and situalio n; pl/.:pare lind suulnit 
SUp plCIllCllltJ ry budgct when Il cc!.:SStlJ)' : 

3. establish accoullting SYS ICIilS for [hc FcdL:fal (Jov!.:!' · 
IHnenl nnd supervise Ihe ilnplclIlCIl[atio ll o r :-;amc; 
inspect the accounts o f Feder"l Goverlll l1f:1!1 o rgans 
nlld the accou nt s o f Regional GOV!.:fIllIl!.: llIS with 
respec i 10 budgctary suusi t.ii!.:s grillil cd to .hcll! hy 
the Fede ral Govcrnmcnt; 

4 , borrow mOlley ill th e nalilC o r the Fellc eal G(I\'C III ­
lIlen t rro lll intent .:!1 sourccs ill m:conj[mce wilh the 
appropriate In w; ndlllini sler tire Fcderal GO\,CrII ' 
IIICIII'S inl emal and ex[crnal debts; 

5. be lll e Icpos itory of u nd safcguanJ the Fellc lal 
Govenllllc nl" s ::.hn res , Ilcgo liahlc alld lI un· 
Il cgu tinulc ins troJIII CIlI S oml o lher s imil:l r li ll:JlIl:i,d 
assets; 

6. issuc and supervise the illlplcmcll t:ttioll of t1i rccl; \,c 
concclll illg Ihe purchase and ul il i7.atioll ~lr F!.:ucral 
Governmen t supplies: as.~ist in Ihe prep'lralioll III 

direct ives cO III.:emin g Ihe purchase aml lllili/.'ltiunllf 
Reg iona l Govcrnmcllls ' supplies: 

7. accollil l for and Administer propcrl)' of th!.: h .'d!.:r.d 
G uvc nllllCll1 whi ch is no t admilliste red ur usnl hy 
any othcr lugtl ll of the FcdClal GOVCIIIIIWIII : 

8. in coope rati un wi lh the Na tiona l lJank .Hlll o ther 
concc rned o rgans , initiate prope r 111011!.:['U), polk;.­
wilh a vicw 10 enhancing; thc coulltry's CCO ll lJ IIl k 
growlh , slabililY and ju~;tice as wcll as Ihe 1\(11 ~ 

rnal iz.alioll o f Ino ney c ircula ti on and excha nge ralc:>: 
9, submit !O the COLillci l o f /vtill islcrs leporl s UII (Ii !.: 

Itll il ual IJll a llc ial operalion cf the Fcucral GOV!.:IIl · 
Illent and 011 IO tnl GO\'CnJIIlClit reyenue and 0:1'\, 11 ' 

dilurc, 
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Annex 6.6 Organogralll of Tigray Region Finance Bnreau 

lJureau I lead 

Planning and Research Service Administration and Finance 
Service 

I I 
Budget Disbursement and Accounts Inspection ami Govcrnnh.::nt tvlalerials Revenue Department 
Department Purchase and Administration Department 

I I 
I I I I rax Assessment I 

l~tldge, GOvcflUllcnl Division I"ax Collection 

17"bu",,,,,nt Accounts Division inspection iVlatcrials Purchase Division 
Division Division and Adm inistration 

Division 

Fone Olliec 

i"',nn,ng ,nd R",",ch Sm,« \dlllinistralion and Fi nance 
'crv ice 

I I 
Budget Disbursement and Inspection anti Govcnullcnl Revenue Division 
Accounts Division ~'I alcrials Pu rchase Di vision 

Wercda Olliee 

Adminislration and Finance 
Service 

I Revellue Section 
Budget Disbursclll<.!1l1 and 
\cCOUlllS Section 
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