MOBILIZATION OF RESOURCES THROUGH

TAXATION IN ETHIOPTA

A Thesis
Presented to the
School of Graduate Studies

Addis Ababa University

In Partial Fulfillment
of the Requirements for the Degree
Master of Science in
Economic Development and planning

4
w

oy
Teame Ghirmay

June 1985



ded

i

-

5

s

35¢ reconme

0r accepiancs, a thesis

s

read
TAXATION IR ETHIGPIA™,

in partial fulifiiment of the reguire-

hey havs
GH

" 153
a‘v.aéR.G‘..

[
P

e
-~
ES

that
dies

-

-
N

MOE

353

& undersi
Schaol o

ntitled

h

H

H
4

2

to the

2

o
¢ @
G o
v ki
L e
¥ m
Y
o
o S,
fua :
W Y
o AW
W ﬂ._!
4. | *
& J U
e .,;..w mfwf
p..’.n.» £ AN v. m
g »M %W Jo— TMW
s i ® M %w -~ S
3 X N
o 4l XN el b
5] . P ﬁ ..“ «\.‘c, ..... ¥ o .
qu ﬁk& ﬁa’& e)fll 0&.‘4,-“5.! = 9&!!(\ fﬂl
W o A.mw N o o i
&3 o s B 8 . ks
b LY ot
S “ L 2 ad 5y
e o HIEN R Mo 9pg &
i - m i o e YR ot IS bt
b o B o mm k“ s 4 e hw :,“m _ﬁ & L
2 o SRS E RE OS2 o
) ] . o ¥ o¢ v ¢
o o A Lo R M
£ ot Wi g el R A ~ o
o s CJ N :



ACKNOWLEDGEMENT

I am very grateful to Ato Shifferaw Gurmu, my advisor, who has
been a constant source of helpful guidance during the preparation of
the study. My thanks are also due to Dr. Eshetu Chole for his invalu-
able comments and suggestions. I am also thankful for all the people
who have assisted me, in one way or the other, but I owe special words
of thanks to W/o Azieb Negussie, Head of the Research and Planning
Department of the Ministry of Finance for providing me with necessary
data and information, and to the staff of the Systems Design and Data
Processing Unit of Addis Ababa University for their cooperation in
processing the data. Finally, I must express my debt to W/o Azeb

Belay who typed the paper.



ABSTRACT

The task of mobilizing resources for public sector outlays 1B a major
concern of economic policy in Bthicpia. This is especially true in post-
revelution Ethiopia, where the socic-political changes that have taken place have
have caused the nation to rely heavily on the public sector for its social

and economic develcpments.

Taxation is the primary means of mobilizing resources in the country.
A strong tax performance is thus an indispensable condition inorder for the

government to step up its development expenditures.

The objective of this study was to ascertain the compatibility of the
tax system with the goal of resource mobilization. Towards this end the
structure of the tax revenue was analysed and its impact on the revenue
raising capebility of the tax system examined. Moreover, the magnitude of
the tax revenue raised was evaluated by comparing it with the taxable capa-
city of the country, and revenue needs of the government. Finally, the tax
effort made in the past was assessed, and the vpotentiality of the tax system

tc mobilize an increasing share of the national income in the future examined.

The cutcome of the study indicated that despite the increased efforts
made to improve the effectiveness of the tax system, tax revenue in Ethiopia
remains inadequate (skimp), unstable, and inflexible. The cause of such
anomalous conditions were attributed to among others, faulty tax ploicy, and

weakness in implimentation of the tax laws.

It was suggested that a synchronized action both at policy and execution

aspect of the taxation process can improve the performance of the tax system.
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INTRODUCTION

1.1 Statement of the Problem

Development is rightly considered to be a complex process. It involves
the interaction of a whole gamut of factors—economic, political, social,
demographic, and culturzl - to bring about growth and change. Consequently,
any attempt to attribute it to any single factor would be a gross simplifica-
tion. Nevertheless, to claim that finance is an underlying requirement for
economic development can hardly be overemphasized. This is so because every-
thing of importance costs a great deal. '"Capital goods must be paid for, and
so should the development of managerial and technical expertise. Moreover,
finance is essential for the purpose of altering or adopting cultural
attitudes and creating a general economic environment conducive to sustained
economic development."1 It is against this background that the thesis which
holds, the central issue of economic development is the problem of mobiliz-
ing and allocating financiasl resources for development in that development

i =3 ; . : 2
becomes self-sustailning, has received a general sanctlon among economlsts.

Historically, the contemporary developed capitalist and socialist
countries have not reached their present level of economic and social deve-
lopment, without realizing and implementing this principle during their
early stage of development process. In the former case the emerging enter-—
preneurial class invested its growing profit on private accounts, in the
later case the big increase of surplus created in the economy was collected
by the government and was channelled into priority goals by the planners on

o ;
public accounts.”
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In developing countries where subsistence economy is predominant and
the propensity to consume\is very high, which makes private saving very low,
it is incumbent upon the government to undertake a major part of this task.
Whatever, disagreement exists among economists about the size of the govern-
ment sector, which is an integral part of the political philosophyv of the
countries concerned, most economists generally view the expansion of the govern-—
ment activity as a pre-requisite for the succesful pursuit of economic and
social betterment. Obviously the more actively interventionist the state is
on behalf of growth and develooment the more important and insistent becomes the
task. Thus an increasing amount of resources rust be channelled into the public
hands inorder for the government to be able to cover the growing current non
developmental expenditu;eﬂ the current autlays on development and the investment
in capital projects. The poorer and more back-ward a country is the more urgent
and extensive are the needs on government outlays. As A. Prest has indicated,
"it is ofcourse true that all governments at all times have to face demands for
additional spending but.... the pressure in underdeveloped countries tends to
be particularly intense,"h This means the expenditures needs in the developing
countries is so high; so much so that some have even said that " in the developing
countries governments can most often usefully invest any amount they can reach”5
Indeed, to attain the desired rate of development and alleviate mass poverty,
the government must provide a larege number of basic services particularly in the
fields such as @ducation, public health and transportation. The full weight
of increase in government revenue, however, becomes evident in connection with

formation of capital a sine cua nom to economic development.



Consequently, the main preoccupation of policy makers in the developing
countries is how to mobilize enough resources into the hands of the government
and allocate them optimally so as to maximize the rate of economic growth, which
is hoped to bring about in the countries a level of per-capita income comparable

to those reached by the developed countries, in a relatively short period.

However, the hard fact is that the record in this direction has not been
impressive. It is said that in most developing countries, grand and noble
aspirations to raise the populations's well being, increase the tempo of economic
development, alleviate poverty and improve health and educational services have
not been matched by equally grand accomplishments in mobilizing resources. Plans
formulated and launched, to help developing countries move out from their present
state of object poverty to a desired state of development are often disappoint-
ing in their implementation. There is simply not enough money to spend and
invest. Virtually every study of budgeting in poor countries ends with the
conclusion that revenues are insufficient. Based on their study of the budgetary
process of 14 developing countries, Caiden and Wildavsky concluded that lack of
revenue is the main reason most poor countries fail to reach their desired

level of economic development.

The reason for such anomalous situation may perhaps be sought in among
other things, the lack of effectiveness of the instruments used to mobilize
resources. This can be borne out by examining the instruments of resource

mobilization.

In general developing countries resort to domestic as well as foreign
sources of revenue. But as the result of the despair and disillusionment over

the flow of foreign loans and aid, developing countries have increasingly



depended on domestic sd>urces. Consequently, several instruments have been
developed and used to mobilize resources from the domestic sources. However,
the limitation of the non-tax sources of revenue which, in general are either
gquantitatively not very significant or could nat be used very liberally with-
out creating subsequent problems, has made taxation to be the best and most

appropriate instrument by which domestic resources can be marshalled. Conse-

quently, in most developing countries, the size of government development programme

and the acceleration of economic development depends much more heavily on among
other things, the economic and administrative capacity of the tax system to

mobilize enough resources.

However, despite their heavy reliance on taxation as a source of revenue,
and in contrast to the strong reasoning established for increased mobilization
of resources through taxation, it is claimed that, these countries have failed
to fully exploit their tax potentisl. Tt has been stated on ssveral occasions
that the effort in this direction leaves a lot to be desired. It is argued

that"compared to development needs the developing countries do not makRe use of

ol

their tax potentisal. N. Kaldor for example, contends that "it is probably

not exaggerated to say that the typicel underdeveloved country collects in

8

direct taxetion no more than one-fifth or possibly one-tenth of what is due."

U. Tanwsi also states, "= major characteristic of the tax system in under-

9

developed country is that it does not provide governments with mueh revenue."

Needless to say thus,zvolving an efficient tax system is a mmjor goncern in

developing countries. This is what a U.N. report states when it says "if

increased capital formation, and hence & higher growth rate, is to be achieved,

o . - 0
it is essential to step up the level of existing tax effort..."



In Ethiopia like in any other developing country the need of finance is
immense. In a least developed country such as Ethiopia, with all the gloring
marks of underdevelopment, it does not require us tc make research to unveil what
must be done. One need only look around to find scores of problems that require
prompt attention. The resource need is thus so high that even if we attempt to go
about adding up what it will take to alleviate all the oroblems, the amount of
resources needed would certainly exceed the countrv's financial capacity. This
increased financial needs: receive more prominence particularly in post-revolution
Ethiopia, because in the absence and limitation of private investment brought
about by the socio~political changes taking place in the country, government
finance must play a predominant role in generating domestic resources for develop-—
ment. But,although the socio-political change has resulted in the nation to rely
heavily for its social and economic betterment on the government more than ever.
the revenues at hand to meet them have been woefully inadequate. The government
budget, the principal tool of mobilizing the rescurces needed for public sector
investment, has been unable to generate revenue for substantial eontribution to
finance government and public sector investment. Thus the government outlays
have been limited by the inavailability of adequate revenue. TIn view of these,
ministries and departments have been at times asked to cut their expenditure and
reduce the scope of their activities. Moreover in financing even the modest
expenditure programmes , the rate of growth of government svending has persistently
surpassed its revenue. "To close the gnpe  the government had to make sustained
resort to foreign loans and money creation12 which, resulted in the growing in-

debtedness and inflationary pressure in the country.13
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Any effort to rectify this anomalous economic condition and generate
revenue for further development purposes, which is apvarently yery large (while
everything should bz done to contain unvroductive government consumption) makes
domestic resource mobilization a major concern of economic policy in the country.
A World Bank study, indicates that the high rate of consumption expenditure re-
flects in= ‘.iuacies in domestic resource mobilization effort in the country.l
The task of stepping up mobilization of domestic resources for economic develorment
becomes all the more urgent because the country has found it increasin-ly difficult
to obtain sufficient external capital. In recent years in vparticumlar, even the
small capital flowing into the country has been obtained at unfavourable terms

15

and conditions. Moreover, the long-term objective of the government as enshrin-
ed in the recently promulgated Ten-Year plan is to bring about improvement of the
living standards of the people, a structural transformation of the economy to-
wards self-sustaining development, creating employment ovportunities, achieving a
more equitable distribution of benefits of development and laying down the
foundation of a socialist society. For the realization of these long-term object-
ives, the main element of the government's strategy is among cthers, to raise the
levels of investment and saving. Towards this end the plan preposes saving and
investment to increase from their present level of 3.67 and 11.3% of GDP re-
spectively to 15% and 28.3% of GDP respectively bv the end of the plan period.
(1993/94). Out of the total investment morc than half (55.5%) is planned to be
finianced by domestic savings. In this regard the central government alone

6 .
will provide 13.4% of it.ld Obviously, 21l these means a major challenge to

planners and policy makers to mobilize the planned resources.



Like in most other developing countries, taxation has becen and is the
single most important instrument utilized for domestic resource mobilization in
the country. The fact that 847 and 79% of the total domestic revenue in 1979/80
and 1980/81 fiscal years respectively have been raised through taxation underscores
this fact. And there is every indication that it will remain so for the forseeable
future as the potential for increased revenue generation from other domestic
sources is slim indeed. There seems to be hardly any scope of mobilizing re-
sources through non--inflationary deficit financing, and the low surplus generating

capacity of the public sector enterprises is well established.l7

Furthermore,
the Ten-Year plan envisages that about 27.2 billion or 79.5% of the total
government revenue will be raised through taxation, making the magnitude of the
task for taxation and the effort required in this very direction more apparent.
Thus, it is hardly an exaggeration to claim that the size »f the government
revenue and developmental outlays for that matter, critically depends much more
heavily on the ability of the tax system to place the required revenue at the
disposal of the governmment. Thus we need nc much effort to indicate that. in
Fthiopia too, evolving an efficient tax system is basic.

In a developing country like Ethiopia, it is said that "tax revenus must
be high enough to cover current expenditure and above that to mobilize enough
resources for finance development expenditure"%8 The question then is, what
must be the set-up of a tax system intended to fulfil this task? It is generally
held that to achieve this task, the tax system must be structured in such a way
that, it enables the transfer of an increesing part of the national income to the
public sector. This can be best achieved if the whole tax system has a high degree

of income =lasticity. In such a case, the ratio of tax revenue will exceed



the average ratio, and thus tax yield will expand more than the proportionate
increase in the national income, which means an increasing share of the growing

national income will be ploughed back into further development efforts.

True to say that, the Ethiopian tax system has undergone quite numerous
changes since its first inception. In the wake of the 1974 revolution in parti-
cular for reaching reforms, which affected practically all the component taxes
were made apparently to modernize and enhance the effectiveness of the system.
Not withstanding this reforms, the overall effectiveness of the tax system in
exploiting the tax potential remeins to be ascertained. After all the tax
system at any given period of time cannot be seen isolated from historical
factors, adequate knowledge of how the economy works, the capabilities of the
tax administration, the tax payers compliance, etc. Thus even a potentially
well elaborated system directed at implementing the tax objective may fail in
actual implementation process. This obviously calls for the analysis and
evaluation of the tax system. The strategic importance which taxation plays
in the economic drive of the country warrants special and keen attenti-n from

policy makers and planners.

1.2 Objectives of the Study

The general objective of +this paper is to ascertain the compatibility of

the Ethiopian tax system with the objective of resource mobilization. The
study, it is hoped, would provide policy makers with an insight into the taxing
process, which is highly significant from the point of view of designing a
programme of tax reform appropriate to the requirement of the socio-economic
development of the country. Towards this end, the specific issues which the

study attempts to address itself to are:



- To anelyse the tax revenue composition in the country. Thiz would help to see
ths chanres in the structure of tax revenue, which re '2cts the differing
rates at which the various taxes have been growing. Such a study is hoped

to provide an insight into the administrative and political capzcity of the
government to implement tax policv and its readiness to break with tradition

in devising its tax structure in an attempt to strengthen the revenue base.

. To assess the revenue performance in the country hoth in its static and

dynamic context vhile the former would help to see the degree of utilization

of the tax potential at a given time, the latter would show the effort mads in
the nast to increaze tax revenue.

. To determine the built-in-responsiveness of the tax system as a whole and the
component taxzz. Such investigation by providing a measure of the 'inheront'

or 'aubomatic' tax revenue growth in the country, provides information on the
potentiality of the tax system to raise revene in the future, which is of
considerable significance in formulating a tax policy.

. To identify the factors which determine the degree of responsiveness of some

of the component taxes. Such a study by providing insight into the width of the
tax base and the nature of rate structure, would permit identification of the
savrces of fast ravenue growth or conversely the cause of lagging revenue grow-
th.. This would help to examine whether an underutilization of tax potential 1is
due to faulty tax policy or administrative inefficiency or both, which is

very useful in tax reform planning.

. To attempt tax revenue projection on the basis of the current tax structure.
.Given that the successful implemtentatidf of a plan critically depends on the

availability of adequate finance, the importance of an exercise of this kind is
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self evident. Such a forcast whet set against the targetted total tax
revenue would indicate the extent to which the plenned tarset can be met
given the present tax structure, and thz effort needed in the “whwmre to
raise the »l-nacd revenue. vhich is very useiul in providing a basis for

considering options in the tax reform area

1.5 Hothod nf Study

Throughout the study an attempt will be made to follow, quantitative
techniques of analysis, but in cascs of inrvail2bility and limitation of ro-
levant etatistical data reenrt 55 cowwo mualitative analveis is unavoidable .
Anzlysis of the revenue composition of the tax cvstem will be made in terms of
the trends in the ratic of individual or groun o7 tex-e to total tax revene:

The analysis will focus mainly on the dirveccetrindirect tax ratio, and the ratio
of exogencously determined tax revenue to total tax reveme,

Internationzl comparison of the Fthiopian tax performance will be made
based on International Tax Comparison (ITC) index. For this reference will be
made to recently publiched materials, with a view of comparing Ethiopin ¢ rscord
with that of other devecloping countries.

In the estimation of the responsiveness of the tax revenue (bucrancy and
elasticity) as well as in tax revenue projection the lcast square repression
technique will be used. Both linear and logarithmic functions will be entertained
se hich one woul? =revide tha best fit.

Since built-in-elasticity of tax revenue refers to the built-in-responsive-
ness of the tax system at a given rete and base structure. an attempt will be made

to climinate as far as possible the increasc in revenue arising due to discretionary
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changes-rate and base changes- with the help of two techniques, the proportional

s the case demands. All

m

adjustment technigue, and the dummy variable teclhnique

the above methods will be discussed in dztail in the appropriate section.

1.4 Data Source, Scope,and Limitations of the Study

The study will cover the veriod running from 1967/68 to 1982/83 fiscal
vears. This period is chosen partly because, data relevant to our study are readi-
ly available for this period, and partly because it is during this period that
major reforms in the tax structurc were made, and thus be considered as one
during which . the tax syzt:m was perhaps becoming more development oriented.

A1l data related to actual tax revenue are gathered from the Ministry of
Finance. Information regarding changes in tax rates and tax bases, and the
estimate yields due to such changss are obtained again from the Ministry of
Finance. For GDF figures and its commonents reference is made to the Central
Statistics Jffice (CG0) National Bank of Ethiopia publications. Other
Statisticel information such as value of imports exempted from sales taxes and
import duties are compiled from the archives of the Fxcise and Customs Division
of the Ministry of Finance. All proiescted figures of CDP and components of GDP as
well as rrojected btax revenus figures are obtained from the projecticns mnde by
the Nationral zommittee for Central Planning Cffice,

In asscmbling data for regression analysis problems of lack of uniformitvy
of data was encountered. While most of the tax asc (except GDP and its components
as presented in the national accounts) figures are given for calender years,
all tax revenuc figures are given for fiscal years. This problem was solved by
overaging the data for every two calender years, which 1s hoped to convert the

calender years acaounts to fiscal years accounts.
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The study will attempt to bc comprehensive and thus will try to bring all
taxes (except municipality taxes) under ex~mination, in this case it is considered
to be of wide coverage. This aporoach is motiva*ed in view of the lack of such
studv in the country. On the other hand it i clonr that the task of develooment
does not lie solely in the generation of adequite financial resources, but alse in
the conversion of finance into approvriate factor inoutsand the efficient allecat-
ion of such inputs. This means, as much as it requires to assess the revenue side
of the problem, so dces require the expenditure side of the problem. The study
however. is limited to the supply side of the nroblem only.

Finally we hasten to indicate that the dearth of relevant statistical data
has been a great limiting factor in the senpc and depth of this study. Ever basic
data relating to the number of income tax payers, the amount of assessed income,
the total or commodity-wise turn.over asseszed for sales tax ete. are not at all
available. Faced with these problems, in establishing tle relationships between
the individual taxes and their bases. we are forecd to use proxy rather than .
legal bases. Fven such attempt is not possible with some of the taxes because
data on what are conceptually consider=d to be close proxy bases could not be
obtained. Another problem is the problem of measurements. Although GDP and its
components are usually presented, there is a great deal scepticism about the
accuracy of the GDP fisures in developing countriez. This is 30 because such an
exerciss requires full and accurate knowledge in gquantitative t:rms, of the
cconomic activities in all sectors of the economy. This ~twviously is a difficult
task in a developing country especially when considering thz existence of a larpe
non-monetised sector in the economy. This 1is ~nother limitetion ~f the
study. as it's objective is to establish the relaticnshin betw-.en tax ravenue
and GDP. Thus it is with these limitations in mind that the results of the study

should be intervreted.
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Organization of the Paner

The study will be presented in six chapters. 1In order to nrovide a
background to th: detailed evaluation of the revenue verformance that will
f.1iow, we start with a brief historical review of the sclient features of
the Ethiopian tax systenm interms of rate and bate and analysis of the revenue
composition. These will be presented in chapter two. Chapter three and four
will he devoted to the actual appraisal of the revenue effectiveness of the tax
System. While ehapter three will be cenecerned with the evaluation of the degree
of exploitation of the tax rotenticl, and compariscn of the tax revenue growth
with government expenditure growth, chapter four will be devoted to the estimat-
ion and analysis of the degree of resvonsiveness of the total as well as individual
tax revenues. In chapter five the projection of the tax revenue will be attenmpted.
The last chapter, i a. chapter six will present a brief summary of the findings

of the study and proposals for tax reforms.

1.5 Revievw of the Literature

The strategic importance which taxatisn has ~ssumed in the development
2fforts of developing countries, has made it to receive a great deal of attent-
ion from economists. Tt has assumed a recurrent theme in the writing on economic
development and development finsnce. Tt is generally recognized that in the
developing countries, taxation besides providing financial resources to the
government to initiate development process, is also used as a policy instrument
for guiding development, by influencing the trends and intensities of certsin
economic measures to achieve certain objectives. These include, the goal of
rescurce allocation, income distribution, economic stablilizstion capital

20

formation etc.”  The extent to vhich these objectives of taxation sre carried
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out in a specific developing country, however, is a function of the preveiling
political views and the role of the state as w2ll as on its level of esconomic
development and institutional faoctors. Tt is against this background that the
maxim which states that "each country should pursue its own tax policy" is
generally supported by economists.21 Neverthesless, it 1s asserted that there

are a number of common features in the taxation policies of these countries

arising from their political =nd economic conditions. The most important of

which is that in the developing countries the volume of taxation has to be large
enough inorder to be able to finance their economic development.22 It is generally
held that any country which claims development to be its objective must =xploit
fully its tax potential. Thus, developing countries are advised to be prepared

to adopt their tax system to the unfolding socio-zconomic conditions inorder to
take advantage of their ever changing taxable capacity based on constant evalua-

23

tion of their tax performances. Consecuently, the question, how to assess the

tax performance has been the subject of several studies.

Ideally, it is said that any such excercise requires a completz evaluation

of the tax performance in the context of what F.J. Toye calls full dress macro-
5 2k ,

economic plan, or a post-mortem on a past plan. This method, howaver, demands
knowledge of the impact, incidence, and economic ~ffects of taxes imposed, which
proves to be 2 complex process, as it eludes measurement and thus its treatment
becomes enormously difficult. This is particularly true in a developing country
A
where there is severe paucity of data.“j Consequently, several alternative

methods have been developed and used in the study of the tax performance in the

developing countries.
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L common approach tewards assessing the tax performance has been, the
investig'tion.of the "tax effort’ expressed in terms of the relationship between
the actual amount of tax revenue collected end some measure of "taxable capacity."
Generally tex effort refers to the degree of intensity of the government's will-

ingness to tap available resources, and taxable capacity refers to the tax poten-

tial availsble, that may or may not be u’cilized.26 A common indicator or measure
of tax effort was taken to be the tax ratio, the percentage of tayx revenue to
total income. But since taxable capacity cannot be measureed in absolute sense
or what is the same thing, since one cannot make any meaningful enquiry whet a
country's taxable capacity or the maximum amount of tax that it could possibly
levy by taking & country by itself, led economists to consider the question in
relative terms. Thué it was considered possible to judge the tex effort in
relation to those of ether countries, based on the tax ratic. The first study
®f this nature was made by J. G. t'IilILiamson.eT He used per-capita income as an
indicator of the stage of development and fitted an exponential function to data
for sample of 33 developed and developing countries. His result indicated that
there was a significant positive relatimnship between the revenue ratio and
per-capite income, and thus wealth as represented by per-capite income was
considered a mejor determinant of the ability to mobilize resources. A major
limitation of this approach is that, it assumes that total income is the appro-
priste indicator of relative taxable capacity. This is considered to be an
eversimplification of the problem.. It is contended that "while interesting,

the mechanical relationship between tax revenue and GDP is not a satisfactory
indicator of the adequacy of these (tax) revenue in relation to the government's
needs or to the level of taxation that the government could raisc, given the

particular structurc and characteristics of the zconomy at vaat particular

time, which means that wealth is not the only determining factor and
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does not work consistently because there are other variables that may have

8

& stronger effect, under certain circumstances. '©- This

no

that the taxable capacity of a country is a2 function of both wealth and the

constraint on and opportunities for topping it. Musgrave, points to the fact

that revenue is determined not only by what could be extracted from the economy,

but also by the ability of the movernment to implemert its fiscal yolicies.29

f~te
[}

Thus showing the distinetion between the objective determinants of tax revenue
whct refers to the structure of the economy and the subjective determinant which
refers to the effort of the government to mobilize resources. Chellish, also

by separating “volitional" from objective determinants, tries to clarify the

d

=0

st

=5

nction betweer capacity and effort. He states, "that the ability of the
zovernment to collect tares is dstermined partly by objective. structural factors
and partly by such “volitional” factors as efficiency in administration and the
nature of the politiesl leadership. The former taken together with the ability

1y taxes may be sald to constitute the total “capacity”
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factors affecting the tax ratio.” Thus the question which might be asked is that
iz there any way in which the tax ratios can bhe compared amonz countries taking
into account their wpotentials as reflected in their economic characteristics,
so that it may be possible to assess the relative effort of a country to tap its
potential rescurces?

A mathod which has been developed tries to handle the above problem by
adjusting the tax ratios for the variations in tax capacity factors. This method

estimates the taxeble capacity by regressing the tax ratios on variable that are

5 " m t : A
considered proxies for o country's "tax handles”. Tax handles are defined as
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Convenient bases to which tax rates can pe applied. 7~ Thus symbolically, the

taxnble capacity aguation may be presented ag-

o < T (12)
where:

T = tax revenue

i~
1

a vector of tax handles,

Such emprical analysis provides as estimatin: equation which can be used-to
calculate a 'predicted’ tax ratio for each country. The estimated tax ratio can
thus be taken to represent relative taxable capacity, or the tax ratio which a
state would have had, if it has used its capacity to an average extent. Thus
2 comparison of the sectual ratio for a country with its estimated ratio will show
whether a state is making the average degree of effort, or more or less. The
actual tax ratio divided by the estimated (predicted) one would be treated as an

.

ndex of relative tax effort which is used for the purpose of international tax

e

comparison. Thus if a country's index of tax effort is below one (averags) the
conclusion drawn is that its taxable capacity is not being realized "which is
tantamount to saying the country has made a low tax effort’-- Given (according
to the writers) that all taxable factors (handles) are represented in the model,
what transpires from the studies iz that the cause for low tax ratio is the failure
Of the government to tap the tax potential. This would have the policy impliecation
that the country should examine its tax system to identify the cause there and
investigate the scope for raising more revenue on the basis of detailed studies.

In an attempt to determine the explanatory veriable for the tax ratio =
number of studies were made, which disapgpgregated GNP into various components,

assuming that different income types hed differing taxability. Non-GNP variables.
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such as openness of the economy (the ratio of foreign trade sector to GNP) or
regional location wers slso ineluded as explanatory varisbles.
According to the studies made by Hinriches,33 Lotz and Morss,3h and

35 z
Musgrave™ tax collection may bhe possitively related to the following (1) the

share of trade in procuction, this is represented by the ratio of exports plus
imports to GDP (X+M/Y) or by the ratio of exports to GDP (XY) (2) the sestoral
composition of the economy. FProxies for this variable include, the share of
mining in GDP (NY) and the share of agriculture in GDP (AY)' (3) the percentare
of economic units sixceeding a certain size limit and number of workers employed in
such unit. (4) the importance of the large retail establishment. As factor 3 and
4 are considered to be positively correlated with the level of economic Jevelop-
ment rer-capita GDP(Y) is selected as a proxy for the two of them. (3) the

literacy lavel, represented by literacy rate (L). Thus based on the above

analysis the fcllowing functional relationship can be derived

T/GDP = f(X+M/Y XY, NY, AY, Yy, L).... (.

vhere T = tax revenue.

Based on the above relationships several equations which include varicus
combinations of the explantory variables were estimated by several writers . To
take an examnle, out of the numercus exercises made, the one that has got the best

26
statistical soundness iz that of Bahl.”  He conducted a study of 49 develoo-
ing countries in which average for the three year period 1966-1968 were used.
According to him, taxable capacity is a function of three factors - stage of
economic development, sectoral composition of income produced. and the size of

& : £ 1 o) { (o]
foreign-trade sector. UYe took the agricultural share of lncome as a proxy for
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the stage of economic development and the other two factors determined by

the mining share of income and the export share of income. But due to the high

degree of multicolinearity between the mining share and the export share, the

latter was found to be statistically non-significent and was dropped from the

estimating equation, which thus ended up showing taxable capacity as dependent

on the agricultural share of income and the mining share of income. The regres-
sion equation derived was
T/Y = 14.95 - 0.07T42AY + 0.29NY  R® = O.411.... (1c)

where Ay = percentage of GDP originating in the agricultural sector

N - = percent of GDP originating in the oining sectoer
h'A

Similar other studies by others were also made using different explanatory
variables. Chelliah37 for example, using the data of L9 developing countries,
found out that, the tax ratio was significantly related to the degree of 'openness'
represented by the non-mineral export ratio) and the economic structure (the
mining share serving as a proxyﬁ_ While the level of develonment (rzpresented by
the per capita non export income) was not significant.

Based on such taxable capacity equations and others, tax effort indices
were calculated and countries were ranked in accordance to their tax performances.
Such rankings have been important suidlines for action by policy maker53 and terms
of references for writers in the field.39

This method of evaluating tax performance has however, come under mounting
criticisms and its shortcomings have been pointed out. Firstly the prior
Justifications for the use of the selected independent variables which are believed
to affect only taxable capacity and explain variations in it fully gpe slim indeed.

In practice there may be factors that simultaneously affect taxable capacity and

tax effort. For example, the per-capita income variable does affect the capacity
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to pay taxes, but it may also influence tex effort through its impact on the

L

o 2 . O . .
demand of public services. Secondly, it is argued that the concept taxable

capacity is an elusive one which defies measurement. It is argued that, while
the collection of revenus by government depends upon the country's taxable
capacity is self evident, the precise statistical relationship between revenue
and taxable capacity however, is not self-evident, a relation that normally
varies from country to country and within a country from time to time.hl This
greatly complicates efforts to find proxy variables for taxable capacity and make
nmeaningful international comparisons 4ifficult. Thirdly, it is contended that
in this method of study, the level of taxation is not unambiguously related to
any concept of effort. Normally, tastes relevant to public-private mix would
differ across countries which would have significant bearing on the tax ratio.
Thus, two countries seeking to equate the marginal social benefits of private
and public goods may end up having quite different tax ratios and yet one may be

by
o1, - . i E o 4z
considered as making unsatisfactory tax effort as far as the effort index can show.

Despite the controversial nature of the method and its obvious limitations,
proponents of the method argue that this method successfully summarizes large
amount of information which makes it to retain utilitarian value for tax per-—
formance evaluation purposes.243 It also effectively overcomes the limitation of
the straight forward comparisons besad on the simple ratio of T/GNP, by taking
into account differences in taxable capacity, and thus measures mors accuragely
the sucrifice undertaken to raise tax revenue:thurthermore, it is said that by
eliminating the misleading term "tax effort” and replacing it with the neutral
term International Tax Comparison (ITC) index, the connotation that ceuntries

to raise their tax revenue and that they are
ol 45
making insufficient effort to raise them can be eliminated.

with low indices could try harder

However, it is
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also cautioned that the margin of error in the measurement of tax effort based

on broad definition of tax variables cannot be very small, especially when viewed

in the context of the quality of data availsble. Different assumptions as

regards the choice of variables would also result in different tax effort rankinns
and thus in interpreting effort very minor differences should be disregarded as
not accounting for a significant differences in tax ef‘fort.h6 Thus by putting
into consideration the sbove qualifications and avoiding the use of the indices in
2 mechanistic menner, the method is considered very useful in judging tax per-
formance.

But while important and useful information can be obtained from the use of
the above method, tax performance evaluation analysis based on this method only
can hardly be considered sufficiently detailed and complete. As indicated while
tax performance is a process i.e. it takes time into consideration, the ITC index
method is based on cross sectional analysis, an anproach which is open to
criticism, for it concentrates only on current relationships that exist among a
highly diversified universe and neglect the historical innovational changes that
occur through time that enrich the analysis.hT Moreover it can be seen that the
approach deals only with the overall tax ratio - the ratio of the sum of all taxes
over GDP., i.e. it doesnot deal with the relationship between individual taxes and
the related economic bases. This of course is a major limitation, especially when
the objective is to make recommendations on the steps that have to be taken in
particular taxes to exploit the tax potential.

Faced with these problems alternative methods which can help fill the gap

4+ " X 3 1
were sought. There seems to be a general agreement that "any examination of tex

structure must graple directly with data on the operations of each tax system”
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Moreover as stated by Wang'y serious effort at re-examination of the tax system

must be considered within the framework of the entire socio-economic system. It

will have to be largely on a country-by-country basis, since conditions in each

country ars different."so

An attempt in this direction was to evaluate tax performance by equating the
taxable capacity of a country to the economic surplus concept. This approach is
based on the contention thet whet the people of a given country can affora to
pay in taxes depends not only on the income but also on the extent to which the
incomes of various groups are above a minimum consumption level. Chilliah
for example once stated that "the starting point for any realistic theory of
public finance for underdeveloped countries’ must be the concept of the economic

il

surplus generated in the economy. But the definition of essential consumption
has proved to be difficult. Yet some approximate measures have been used. The
World Bank attempts in this direction can he taken as an example. "Take India...
its taxable surpulus may be defined as all incomes above the poverty line
(defined there as the inceme of the fortieth percentile in the distribution of
income}. On this basis India's taxable suplus in 1975 was L1% of the aggregate
income, the ratio of taxes to taxable surplus therefore, was 34% - comparable
with the tax-to-GNP ratio of industrialized nations".52 The expediency of such
an approach, however, has been questioned, for, as Prest has put it, "the concept
of a subsistence level is highly elusive and is dependent not just on known
physiological needs, but also on people's willingness to have their consumption
standard squeezed. This inturn depends on the accentability of the cause for

n33 Any effort to use the above methed

which their standards being squeezed.

15 considered to be crude and not free from the flaws of the method discussed

above.



An alternative aprroach in this direction which has received a wide attent-

1ion and has been widely used for tax performance evaluation igthe tax revenue-

income responsiveness methodology. The tax revenue income responsiveness is

discussed under two headings. The buoyancy of the tax revenue which measures
the hsitoric aggregate responsiveness of the revenue structure to GDP change
(tax base) changes . and built in-elasticity of tax revenue, which relates to

the automatic responsiveness of revenue yield to movements in economie activity

alone. Both these approaches take time into consideration and have proved good

)

neasures of examining the behaviouwr of the tax system over time.s' The former,
by showing the change in the overall ratio of tax to income (base) changes,
permits the evaluation of the natipnal effort-political and administrative - to
increacse the effective tax rates or the coverage of the tax s_vstem.55 The later,
by measuring the inherent or automatic growth of tax revenue to changes in income
(tax base) provides an insight into the nrogressivty of the rate structured.
Quite = considerable amount of tax performance studies, comparative as
well as country studies have been made through the use of these methods. A
ploneering work in this direction is perkaps that of G.S.Sahota.56 He used both
approaches in his study of the tax performance in India, for the period 1948-
1958. The main finding of the study was tkat the tax system was inelastic,
and the main cause of the inelasticity was attributed to the inelasticity of
the inecome taxes. This was a surprising result in view of the fact that even at
that time, India had a highly progressive income tax structures. Upon investiga-
tion, the causes for the inelasticity of the income tax were found out to be

defective slab structure and rate schedule, wide spread tax evasion and income

g . . W s ayers group, or in favour of
redistrubution in favour of the "non-income tax P g
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the low income brackets within the tax payin o7

ng group.”’' Another important

study of this kind was also made by Charles Manuficld.sg He applied the method

5 alysis t agua; : : 5 . s
of analysis to Praguay and after rizorous analysis of the elasticity of the tax

revenue he discovered that the cause of the modest income elasticity of the revenue

system was not the commonly taken reason of stognant tax bases but, it was due to
evafion, wide exemptions, ana faulty tax rates,’’ S8imilarly other important
studies using similar methods were made by other writers.6o

But it can be seen that, the above method, apart from indicating the tax
effort made and the tax behaviour over time, does not provide information ebout
the existence or non existence of tax potential. This limitation and the virtual
absence of standards or norms ageinst which to compare the elasticity coefficients,
has led to the development of using a composite tax effort indices in an overall
tax effort analysis. This consists of using static and dynamic tax effort indices.
The static index of tax effort represents the degree of use of taxable capacity,
and is given by the ITC indicéiwhile the dynamic index of tax =ffort represents
the effort made cver a given period to increase tax revenue, and is given by the
incone elasticity (bwoyancy). This approach also has been widely used. R.J
Chelliah ™~ for example used both methods in a comparative study of tax performance
of sixteen developing countries, and on the basis of both studies he concluded
that "governments in developing countries can raise the ratio of taxes to total

62 - .
income when they ars determined to do so.” More or less similar conclusion

was reached by W. Parmena,63 who used both methods in ‘his study of tax effort

1 4 ¢
of sixteen African countries. Similarly, = World Bank study on the tax
performance of Egypt, used both methods and discovered that both indices indicate
8 high tax effort. Based on this information the study concluded that Egypt's

financial crisis did nto arise as a result of lov tax effort.



In Ethiopia to the knowledge of the writer no study of this nature has

been made during the period of our study. But some studies have been made using

one or the other method of analysis. Moreover, most of these studies have been
directed at evaluating individual (component) taxes rather than the whole tax
system.

One of thess siudies is that of W&geniE'Yirko.65 As~part -of his study of
analvsing the F revenue sturcutre in post-revolution Ethioris, he atbtempted
to examin the contribution of taxation towards estsblishing the material basis
of socialism. He estimated the buoyancy and built-in elasticity of the total
tax revenue for the period of 1975-1981, and examined the difference between the
two measures in an attempt to assess the revenue impact of the tax reforms made
during the pericd. His conclusion was that the reforms have significantly in-
creased the tax revenue in the country. Although the approach used for comperisons
can be considered important, the estimation results however, can -hardly be
considered correct. This is so, becuase in estimating the built-in-elasicity
the writer used the proportional adjustment method to remove the revenue effects
of the tax reforms, while it is known that the method is unable to effectively
remove the revenue impact to tax rate changes. when the changes are more progressive
than before. Several of the tax roforms mnde in Fthiopia during the period were
more progressive than the rates they modified.

Similarly Kibre Moge566 examined the role of taxation, in the primitive

. . . ° A
socinlist accumilation process which is under way in Ethiopia. Although none of

) " - o
the methods discussed asbove were used in the study, by examining the tex reven

dats, the writer showed that taxation is the only methed as compared to the other

o L
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methods - price policy,; credit oolicy ete - used to mobilize resources from the

nrivate sector to the public sector.
Ancther study is that of Melaku KiPle.67 He used the

income-elasticity

method as one of the methods for examining the productivity of the agricultural

income tax. Eshetu Chole68 also used the buoyancy aporoach in comparing the
nroductivity of the pre-and vost-revolution income taxes.
69

A commendable work was made by Teshome Mulat ° in this resard. He used
o veriant of the built-in-elasticity method in examining the revenue effectiveness
of the coffee export taxes. He did this by relating the tax revenues to the value
and volume of coffee exports. Furthermore., by displaying considerable statistical
ingenuity, the writer derived the relevant revenue equations from the tax laws
themselves. The finding of this study was that the revenue was volume as well
as price inelastic. The writer thus sugeested that "the vresent coffee tax formula
requires constant revisions of tax laws whenever significant changes in price and/

70
or volume of coffee export occur"
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2. REVIEYW OF THE DEVELOPMENT OF THE TAX SYSTEM AND ANALYSIS OF THE TAX

REVENUE COMPOSITION

The maln objective of this chapter is to examine the tax revenue composi-

tion in Ethiopia. This is an essential first step study in any tax nerformance
evaluation attempts, as it would help to assess the direction in which the

government has been attempting to increase its tax revenue. But, before embark-

ing on this issue a brief summary of the Fthiopian tax system is given below

2.1 Review of the Development of the Tax System

Although the rudiments of fiscal vpolicies are reported to have existed
starting 1908, with the establishment of the Ministry of Finance, the b.nchmark
of a relatively comprehensive system of revenue collection and expenditure in the
country is traced back to l9hl.l The promulgation of the land tax in 1941 marked
the departure from the hitherto used feudal mode of taxation of land chiefly
tributes and the institution of a uni form pattern of land tax payable in cash.
Other laws regulating the payment of customs and excise duties as well as
personal and business income taxes were enacted in 1943 and 194k, This period
was followed by a proliferation of new tax laws, amendments and revision of old
laws (albeit "on an ad hoc ba..., in response to specific needs and pressures.“2)
in an attempt to improve the performance of the tax system. With the advent of
the 1974 revolution with its profound political economic and social changes
far reaching reforms, vhich affected practically all the component taxes were

made. Except for the reforms of direct tax as on agriculture 1n 1976, most of

the changes in the tax system took place in the years 1976/77 and 1978/79.

In this part of the paper we attempt to follow up and describe briefly the pro-
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cess of the main changes and developmeuts thst have taken place within the tax

system, as it evolved during the period of our study. The aim is to give a
general picture of the tax system without tending to make a detailed descript-

ion and ahalysis of the tax rates and bases.

2.1.1 Dircet Taxes
At present, the main direct taxes in Wthiopia include. the Income Taxes

and Land use Tax.

Income Taxes
e A R = -y . 3
Income texation in Ethiopia was first introduced in 1942,” under the name
Personal and Business Tex. Since then it has undergone several modifications
which altogether transiormed the system from simple tributes to a highly develop-

: ; e Rl .
e¢d modern income tax system. The letest of these changes is that of 1978, which

v

Hh

is currently in force.

Since the Income Tax Proclamation of 1963 the various incomes ars taxed
separately. This is to say, the taxes are schedular ones, with taxes calculated
on the amount of income which fall under the purview of each category irrespective
of the tax paver's income from the other sources ™rom 19675to 1976, the income
tax was divided into four schedules. These are Schedule A, which applied to the
taxation of incomes from employment, Schedule B, which anplied to incomes from
rent of land and buildings as well as from crop-sharing arrangements etween
land owners and tenants, Schedule C, which applied to the taxation of incomes from

. : % 3 he e
any trade, business, professional or vocational occupations, and Sch dule D,

. bt .seribed briefly
which avplied to income from agricultural activities. hese are deseribed br

below.
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Tax on FEmployment Incomss (Schedule A).

At present tax on employment

income is levied on incomes including salaries wages, pension and other emolu-

ments. Under the 1967 tax law, employment income was chargeable at a mildly

vrogressive rate, ranging from about 2% to 25Y. The rate structure is reproduced

in tablz 2.1. As structure clearly shows, monthly incomes of birr 25 per month.

Tax Rates on Income from Fmployment (1967)

Taxable Income Per Month Tax Per Month
Eth. Birr Eth. Birr or %
up to 25 Nil
25 o= Lo 0.75
Lo 50 1.50
50 - 60 2.00
60 - 30 2.75
80 - 100 3.75
100 - 125 L.75
125 = 150 6.00
150 - 175 7.50
175 - A 9.00
200 = 250 13.50
250 - 300 13,00
300 - 250 22.50
350 -~ 400 S
400 - 450 s
50 = 500 36.00
500 - 550 40.00
550 B £00 46.00
600 - 650 e
650 ~ 100 60.00



25
Tavle 2.1 (Contd.) S - N
__Taxable... : oo _Ta% per month
700 750 67.00
750 - 800 107
800 ~ 850 10.5%
350 = 300 11¢
900 . 950 11.5%
950 = 1000 129
1000 & 1075 13%
1075 - 1150 147
1150 = 1250 15%
1250 - 1500 167
1500 = 1750 17%
1750 = 2000 18%
22500 - 2500 207
2500 - 3000 21%
3000 ~ 3500 229
3500 = 250 23%
L4250 5000 ELN
Over 5000 25%

Source: Negarit Gazeta, 27th year No. 4 (November, 1967) pp. 20-21

and below were exempted and taxable income brackets started at birr 30 per

month and culminated at Birr 5000 permonth. These incomes above birr 25
but not exceeding birr 750 per month were divided into brackets each charged at

2 specific rate, while incomes above birr 750 were subject 1o ad-valorem rates.

€

Notwithstanding the progressive structure of the tax, it is possible to detect

proportionality and regressivity built-in the tax system. Moreover, the

Progressivity of the structure was compared to be one of the lewest Ty auy

standard.7 The 1078 income tax proclumation however, ushered in e major change 1n

this category of tax. The exemption limit was raised from birr 25 in the old

g i nus eliminating the
lav to birr 50 per montn. and the rates were made marginal thus elim
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cause of regressivity present in the old law. Moreover, the rates were made

to be higher and steeply progressive ranging from 10% on the first slab which .
is birr 250 to a maximum of 857 on incomes above birr 3750, making "the latter
rate among the highest marginal rates in the world”.8 The rate structure is
presented in table 2.2. A characteristic feature of the income tax reforms mede
in the late seventies is that they are designed to bring about accelerated
formation of cooperative societies. Towards this end, members of urban co-
operatives societies, whose income do not exceed hirr 500 per month are exempted

from this tax. But thcse whose incemes are higher than birr 500 are oharged

at the following rates:

above 500 below 700 birr = 24 birr
700 kn 900 11 - )...O i1
900 " 1200 ™ = 70 "

above 1200 are charged according to echedule C (which is described below)

Unlike in most developing countries, the tax on employment income in
Ethiopia does not contain any provision of exemption. wvn the basis of maritiel
status, nor does it provide any allowance for dependent children. The tax is
levied on gross income, and the principle of income aggregation (within each
schedule only) is applied. The tax ls collected on "pay-as-you earn" basis
monthly, and thus the administration of this tax does not pose any particular
ective education tax (2%)

problem. Moreover the new law abolished the hitherto eff

applied to the employment income.
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Table 2.2

Tax Rates on Income fronm Employment

No. Taxable Income Per Month in Rirr ngiz?Z§ainI£Z§;z
1 over 50 up S0 250 on the next 200 107
g " gt * sppr F ¥ gRp 137
3 " T T ot Y " g5 197
= 150 ¥ " 1000 % ©® * 250 2Ly
5 " 1600 " ™lese ™ ® W g5y 297
6 * ugtp * “aspp* M W gog 34%
TU 150 Y oratse " " 250 39
8 " atsp "t 2000 % * ¥ 250 hh%
9 " 2000 " Fogasg " " " 250 G

10 "% 20 ¥ "asge™ T P omp 547

o 2500 " Wampwm @ " 250 597

2o 2750 “ " 3000 * ¢ " 250 G

W ¢ 3000 7 Figasp M M a5 697%

w3050 ., 350" " " 250 W

15 W 3500 350 " " " 250 T9%

& , 350 859 85%

Source: Negarit Gazeta 30th year, No. 3 (October, 197815 -
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Taxes on Income from Rent of Land and Buildings (Schedule B): This was

essentially & tax on property income, and thus was s reflection of the institug_
ional set up which prevailed before 1974, - which expressed the social and economic
relationship which existed between the landlords and tenants. The tax applied

to income from rent of land and buildings including income from crop-sharing
arragnements made between owners of lands and tenants. Two rates one on bodies
at a uniform rate of 20% and the other on persons on progressive rates ranging
between 27 and 20% were levied on this income ¥ne rate structure is presented
in table 2.3. Super imposed on this rates were surtaxes which subjected income
above birr 30,000 per annum to a 20% tax and incomes exceeding birr 150,000 per
annum to a 10% additional tax. This tax was repealed vhen the rural land as well
as extra dwelling houses were nationalized in 197€, which once for all-dried uv

the source of this type of income.

Profit Tax (Schedule C). According to the 1967 law, the schedule applied

to (a) income"from any trade business profession or vocation (b) income from

3 - . o 3 * c i me 1
the exploitation of woods and forests for lumbering purposes , (¢) income from

" : . . 8 i ne from
the processing o: transforming of agricultural products , (@) inocome

> . . 2 in-
other activities relating to agricultural forestry, breeding cattle or mainta

1 . O TR s ] ders or
ing pasture land in cases where sald activities...shall as pursued by tra

. ; : : : : ) income from any interest
by business organizations of commercial nature, and (e) inc
and from ‘all nther sources not specifically mentioned

2re a? St id (= (' l W e t ' wee l)()(] 1€ a ‘) r30ns Ih ‘it s
=y Al 3 |15 lnctlon as mad., etwe n

{ £ d and buildings
were identical to those under taxes on income from rent of lan £

is ry has also
(Schedule B). Tollowing the 1978 income tax reform, this tox categor)
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Rates on Income from Rent ~f Land snd Buildings

Taxable Annual Income

Fth. Birr

720 -
900
1200
1500 =
1800 -
2100 -
200
3000 -
3600

L2oc. -

5400 -
6000 -
6600 -

1200 -

8400
2000

9600 -

Tax per Annum

Eth. Birr or %

900
1200
1500
1800
2100
2100

3000

(FY)
(02
Q
o

L4200
4800
5400
5000
6600
7200
7800
8400
9000
9£00

10200

18
2k
33
L8
60

378

432




ko
Table 2.3 (contd.)
10200 10800 117
10800 11400 o e
11400 = 12000 127
12000 12900 o
12900 = 13800 147
13800 15000 157
15000 18000 16%
18000 - 21000 177
21000 - 24000 187
2hooo - 27000 194
over 27000 207

Source: Negarit Gazeta 27th Year No. 4 (November, 1967), pp.21-22

undergone a major change comparable to that of employment tax. Similar to the
0ld law a distinction is made between orsanization - any government or privately

owned juridical person or association that carries out business activity

excluding cooperative society. and persons. The organizations are required to

DAy 507 of their taxable income as compared to 20% in the old law. The rates on

persons have nlso been made higher and much more progressive, ranfing from 117

. g - E e ddi 36,000. For
for incomes above birr 1200 per annum to 897 for incomes excedding 36,

the complete rate structure see table 2.4, Under this law incomes which have

g ] e taxes on
hitherto been exempted have also been made to P8y taxes , These includ

5 o : 43 10%) ¢
dividends (257) on chance winnings (107) . on incomes from royalities (L0%) and

. o he sur taxes
on incomes derived from services rendered from abroad (107). Th

gy, o o
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which were operative by the nrovision of the old law were remealed by the currently

- Ao q - -~ « SRS
enforced law. As 1n the case of income tax on employment no nersonsl allowance for

special circumstances are granted. There is no backward or forward carrying for

losses (excent in public enternrisss). In arriving at taxable income expenses
incurred in earnine income are deductable from gross income. Denreciation of

fixed assets is also dcductable.

Agricultural Income Tax (Scheduls D): The Income tax law of 1967 introduced
for the first tim= into the tax system a tax on income from agriculture. This
law replaced the archaic practice of taxation such as tithe and non-cash payment
wvhich had been effective since 1944. The rates of this tax wasimore or less
patterned after the other contemporary income taxes. Under this law taxable income
was defined as eross income from a harvest less a) one third of eross income as a
surrogate for costs of production (b) amount paid in land based taxes and (¢) amount
of rent payable., This tax overated until the 1976, Rural Land Use Fee and Agric-
wltural Activities Income Tax reform (Proclametion No. 7T of 1976) and the sub
Bequent amendments (Proclamation ¥O. 152 of 1978) brought abou a major
change in the rate structure. The rate .structures of the 1967 tax and the current

(1978) tax are given in table 2.5 and table 5.6 respectively. As is indicated

in the table of rates, the current tax law stipulates that an annual income not

be taxed at a2 rate of birr 10 and individual farmers

i

exceeding birr 600 per annum

: i : bjected to a
and asricultural cooperatives earning more than birr 600 a year be subj

i i 200 to
. mo . : pirr 600 and birr 12
progressive tax rate rising from 107 on incames between 01

897 on incomes above 36 000.
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Table 2.4
Rates on Business Profit Tax (1978)
Annual Taxable Income Tax in
Not Exceeding Birr
500 10.00
200 18.00
700 24.00
900 40.c0
1200 TC.00
Annual Taxable Income Exceeding Birr 1200
No Annual Taxable Income Tax Rate on Every
. in Rirr additional Income
1 over 1200 but not exceeding 3000 on the next 1800 11%
2 3000 ’ ) 6000 3000 147
3 “ 600 i el " 3000 207
b 9000 12000 " © 3000 267
5 12000 ) " 15000 roo" 3000 337
6 15000 " 18000 " 3000 Lo
T 800 " 21000 © 3000 77
5 21000 ’ " koo 3000 547
9 24000 8 27000 " " 3000 617
10 27000 " " " 30000 w3000 687
11 ! 30000 " " " 33000 " v 3000 @ T5%
I s3000 " " " 36000 " 3000 82%
= - 36000 IR

Source: Negarit Gazeta, 3 th year No.

3 (October 1978), p. 56
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Land Tax

The land tax proclamation of 1942 and the subsequent amendments of 19kk
ond 1962 repl=ced the traditional land taxes paid in produce and services by a
system of cash payment based upon the fertility of the land. According to the
last law 2 land tax of Dbirr 15 per gasha on the fertile lend birr 10 per masha on
semi-fertile land-and birr 5 ver ~asha on the poor land was levied. Additional
land based taxes the education.tax, and the health tax were also introduced in
1947 and 1958 respectively.

The land tax reform of 1976 issued as the result of the nationalization of
rural lands, abolished all the taxes which were related to land ownership, namely
the land tax, education tax and health tax. According to the current law land tax
is paid in the form of land use fee by which a farmer pays 2 flat amount of birr
10 or birr 5 if he is a member of producer's coonerative, and birr 2 per hectare,
on total holding, is paid by government azicultural ormanizations.

The responsibility for assessing and collecting the fee (the agricultural

income tax as well) rests with the peasant associations in the case of member of

: . : 1 ear. Thus
cooperatives and individual farmers which earn less than birr 600 per y

: . et : £ birr 10 and birr
while the peasant associations collect the minimum lncome tax of birr

Wals @ 1 n d
10 for land use tax, it is the responsibility of the Tax Nffice to assess an

: oo ipr 600 per annum.
collect the tax from tax payers whose income 1S in excess of birr p

: St i f all tax payers
But each veasant association is responsible for submitting 3 list o

I : f their income %o the
within its area categorizing them according %o the level of t

Tax Office.
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Table 2.5
Pates of Agricultural Income Tax on Individuals
(1967)

Taxable Annual Tax per Annum Taxable Annual Tax per Annum
Income Eth. Birr Eth.Birr or % Income Eth.Birr Eth.Birr or %
uwp to - 300 1.50 6600 ~ 71200 552.00
300 - k8o £.00 7200 7800 530.00
480 - 600 12.00 7800 ~ 8400 720.00
600 720 24 .00 8400 9000 810.00
720 - 960 33.00 9000 -~ 9600 10.%
960 - 1200 45,00 9600 - 10200 10.5%
1200 - 1500 60.00 10200 10800 117
1500 - 1300 75.00 10800 - 11400 - 11.5%
1800 - 2100 90.00 11400 - 12000 127
2100 -  2hoo 108.00 12000 - 12900 137
2h00 - 3000 162.00 12900 - 13800 147
3000 - 3600 216.00 13800 -~ 15000 15%
600 -~ 4200 57000 15000 - 18000 167
b200 - L4800 324,00 18000 - 21000 177
4800 -  s5hoo 378.00 21000 - 24000 187
5400 - 6000 432.00 24,000 27000 197
6000 -~ 6600 480.00 over 27000 20"

9 . 25
Source Negarit Gazeta, 27th year, No. 4 (November, 196T) P
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Rates of Agricultural Income Tax on Individuals

(1978)

1. Income lower than Br. 600 per annum. Br. 10.00

2. Income over Br. 600 per annum tax rate on every additional

incoma.

Annual Taxable Income Tax Rate on Every

" in Birr Additional Income

1 over J but not exceeding 1200 on the next 600 107

5 @ 1200 * " . " 3000 1800 117

3 " 3000 " " E 6000 " " 3000 1%

Lo 5000 MM G 900" " " 3000 207

5 " onop  * ; 1000 3000 " 26%

6 " 12000 % " L 15000 * * " 3000 33%

¥ " 15000 %" " 18000 " " " 3000 Lo%

8 " ooy " ¥ p1000 ¥ 7 3000 W77

g 21000 "™ n ohooo M M " 3000 5W%

" 2hoo0 " " ) o7000 ™ " 3000 617
n o ot000 ¢ " ' 0000 * ¢ " 3000 58%
12 " 30000 0" » 33007 ¢ " 3000 757
13 o — " 36000 " " " 3000 8ot
ik 36000 " " . 89%

— -

-~

curce: Negarit Gazeta 39th Year No. 2 (GeRObErs Ao
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2.1.2 Indirect Tax

The major indirect taxes which are levied on production and consuption in

Ethiopia include® Excisc taxes. sales taxes imvort duties Exmort duties -

and others.

Excise taxes: the tax bases for excises are domestic production and imports.

As is usual in countries with limited industrialization, excise revenue comes
from a few selected commodities. Currently the coverage of the tax extends to
twelve commodities. These are salt, textiles, yarns. sugar, tobacco and tobace>
products, alcohol and alcoholic beverages, petroleum products and lubricants,

soft drinks and mineral water, leather and foot weer, iron and steel rods, bars
and sheets, plastic, rubber and canvas goods, and matches. The seven first ments _u
ioned vproducts being the only ones upto the beginning of seventies, and it is only
after 1971 that the list was enlarged by-the remaining ones. The rates of excise
taxes are siven in table 2.7. The excise taxes are single-phased taxes, and as
can be ssen from the table all the texes (except those levied on tobacco and
tobacco products. leather and plastic goods) are specific rates. Nearly all of
the taxes are pavable through customs by importers or by monthly returns by
manufacturers.

Sales taxes: There are two kinds of sales taxes in Ethionia. These are the
tnsaction taxes and turnover tax. The transaction taxes as distinct from the

A ; i s. Currently
excise taxes are generally imposed on the sales of a wide range of good

/ icall
there are three separste transaction taxes (1) ad-valorem T# tax on domestically

. . e whi n e .t % as
manufactured goods (except pharmaceutical items which are charged at 5%)

=~ 1 as compered
compared to 5% beforer! (2) ad valorem 187 tax on imported goods =

( nx charges ars
to 157 vefore and (3) 2% ad velorem tax on exported goods. The tox ’

3 manufacturers of
computed based on the gross amount received from sale by m
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Table 2.7
Excise Tax Rates
Tax Rates
- o 0lad New
1. Tobacco 307 57%
o, Aleochol. Over 30 specific rates exist
differentiated, according to the type
of beverages and whether it is imported
or not. In most cases imported and
domestic beverages bear the same rate.
A sample rate 1is given below.
a) Alcohol of not less than 96 degrees Birr8.00
b) Alchohol liguor imported per litre - 3.50
c) Wine 770 millilitres to 1 litre imported 2.50 3.50
d) Wine domestic, with price above Br. 3.00 0.25 1785
e) Beer domestic, 650 millilitres to 1 litre 0.40 0.65
) Beer domestic 350 millilitres to 650
millilitres 0.30 0.55
(Alcohol imported in transist or by
diplomats is exemnt, as are sacra
mental wines)
3. Petroleum Products
a) light petroleum 0.10/kg 0.10/ke
b) Regular petroleum 0.225/1itre 0.105/1itre
¢) Super Benzine 0.225/1itre 0.135/ litre
d) Naphta diesel oil 0.185/ " 0.065/
¥ "
e) Kernsene 0.185/" 0.05/
f) Lubricating oils 0.285/kg 0.10/kg
L. Tron and Steel
( ame
a) Iron and steel rods and bars 1.00/k00Kkg 8 '
b) Iron and steel sheets 0.10/100kg



Table 2.7 (contd.)

5. Soft drinks

a) upto 25c cc

48

b) 250 cc upt to 350 cc

c) 350 cc upte 1 litre

Mineral water upto 1 litre

6. Sugar (excluding mollasses)

7. Textiles

a) Cotton yarns

b) Cotton fabrics

¢) Silk, nylon fabirc

8. Leather and fcot wear

a) footwear per pair (all leather domestic)

b) footwear ver par (immorted)

c) footwear per pair (domestic without

leather)

9. Plastic or Rubber Products

(plastic and rubber footwear subject to

the footwear excise is exempted)

10. Salt
percentage of fo
\ A
a) not over 10%
b) over 10% but
- — et
¢) Over 30%
Note:
0ld = tax rates

New = tax rates

reign elements in salt

not over 30%

effective 1971 or 1973
affective 1978 or 1979

.02
0.03
0.05
0.02

15.00/qt1.
0.15/kg(net)

0.34/kg "
2.00/kg "

1.00

1.00

5%

Birr 8/100kg
" 5/100 kg
* 3/100 kg.

Source: Proclamations (amendments) Nos. 28k, 285 of 1971

Proclamaticn
Proclamation
Proclamation

Proclamntion

(amedement) No. 31k of 1973
(smedment) No. 11 of 1977
{emedment) No. 162 of 1978

(amendment) Fo. 160 of 1979

21/qtl

0.25/kg
8.49/kg
2.82/xg

4o%
16%

162

5%
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locally producec goods and disposed of by manufacturers other than by sale.
custom duties and transaction tax paid during the importation of raw materials
that have gone into the production of the taxed goods are deducted when
computing the charges.  Moreover, most of the excises paid are deductible from
the gross receipts. Apart from these the sales of several goods are exempted
from the tax. Transaction tax on goods imported or exported is charged. levied
and collected by the customs administration at the point of entry or exit of
goods, and the general rules of assessment and collection applicable to custom
duties also apply to the transaction tax.

The Turnover tax is payable by any person selling movable goods, at a
rate of 27 on pross receipts. This tax is not limited to a one-point tax levy,
but has 2 cascading behaviour i.e. a one-point tax levy commonly develops into
a multi-point tax, imposed on every sale at 2ll stages of production and
distribution. Thus, the turnover tax on certain commodities may be not only 2% but
as high as 47 or 6%. TFxemptions are however extended to the following sales
(1) sales by an ‘mporter to a person (matural or juridical) acauiring the gocds
for direct export sale. (2) sale by a manufacturer to a person aquiring the

goods for resale (3) sale by an agricultural producer to a person acquiring the

goods for resale. (L) sale of petroleum products, bOOks and newspapees  lottery

ticket. water K electricity, telephone and telephone Services.

Import Duties: the complexity as well as the enormousity of the eustom

: i il.
tarrifs makes it difficult to present the complete rates gtructure in detal

: ure. The
We attempt to give instead, the salient features of the gariff  struct

: i gfied in
ltems taxed are classified in aporoximately 500 general catagories clas

- 5ot > d valorem
98 chapters. The tariff schedules include both specific duties and &
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The duties on majority of the goods are

quties. ad velorenm, the rates ranging

apital an? other exempted goods to

from nil on ¢ 200% for goods considered to

)
O

to be luxuries.” These duties are based on the c.i.f. value of merchandise
+hich is their free on board (f.0.b) value at the point of embarkation plus
freight, insurance and other transportation costs. While the specific duties
are calculated on the basis of bulk welght and other liquidor dry measurements.
For many vears import dubties have been very important sources of revnme
for the government  =nd to claim that import duties have been highly revenue
motivated can hardly be exaggerated. But in addition to the above objective,
they have had other aims to fulfil. In conjunction with the administrative
measures such as import prohibition and foreign exchange control, they have been
designed to achieve the following goals: to conserve foreign exchange, to

p : 4! :
protect domestic enterprises l:md to oromote the development of domestic

- . 12 . ; 4
industries. A1l the above motives have played part in the past years, although

the operation of each one varied over the years. The possibility of taking 2

restraining influence on the import volume by means of taxes especially with

consumer gocds has gained more importance. The protective measures have also

been important and it seems that it will remain so in the future as 1n the #arly

stage of ’industrialization, the cost of production is sO high that they need

protection. Tmwort duty relief (which is discussed further below) is granted to

Some commodities as part of thkpolicy of the government to promote the develop~
e 1 dut
ment of domestic industry. Apart from these several goods are imported duty

use they are considered as

free or at reduced rates, apparently, either beca

55 . 3 urposes .
Necessities or becauca they.are not meant to be for commercial purpo




M}—t—s—— Export duties in Ethiopia e levied on & small numper of com-
modities and unlike the import duties they are simple. A bulk of the export
duties revenue is obtained from those on coffee exports and to = smaller extent
from those on hides and skin exports. Others inelude those levied on the exports
of live animals, ivory, civet, chat, bees wax, butter, and leopard skins. Apart
from the export duties proper another form of tax, the surtax is levied on the
export of coffee as well as on the export of sugar and cotton seeds. This is
specially designed to enable the government to collect some of the increased
profits which accrue to the exporters as the result of increase in prices for
the commodities in the world market. Moregver, cess tax orginally intended to
finance the then HWational Coffee Board, but now accruing to Central Government
Treasury 1s levied on coffee exports. Export duty on coffee exports is equal
to Yrr 5 per 100 kg., the cess tariff is equal to birr 3 per 60 kg. While the
surtax is levied on = sliding scale varying with the New York price for "Santos
4" (U.S. cents per 1b). At Wew York price of 30 cents per 1b. Jurtax paysble
is 1,00 per 100 kg. of exported coffee and"there will be a corresponding increase
in surtax for every oneU.S. cent increase:

a) from 30 upto 50 cents per 1b birr 1.00 per 100 kg.

) =zbove 50 upto 100 cents per 1b birr 2.00 per 100 kg.

¢) above 100 U.S. cents per 1b. birr 3.00 per 100 kg. respectively,
)
of coffee prices”l“L

19
The surtax levied on sugar and cotton seed are also presented below:
kg. ¥.0.B. Price Surtax %
Cotton Seed 100 -upto 20 T'ree
4
over 20 upto 80 Lo
" 8o " 120 507
L £0%

" 120
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LKg F.0.B. Price Surtax %
Sugar 1000 upto 600 Free
over 600 upto 960 80%
" 960 " 1koo 85%
"o1kko " 1920 90%
" 1920 95%

The taxes leived on the other export commodities are specific in nature.

Other forms of taxes in the Ethiopian tax system which are of little
importance in terms of revenue generation are the stamp duties and the Tobacco

16

Regie taxes. Stamp duties were introduced in 1957. The law requires an
obligatory use of stamped papcr for a variety of instruments such as contracts,
articles of association, paper in court proceedings, bills of exchange, leases
and insurance policies, as well as tickets of admission to public entertainments.
The rates imposed varies according to the type of document and value of transac-
tion. The Tobacco regie tax was imtroduced in 1914217 and since then tobacco,
matches and pocket lighters were brought under state monopoly. The monopoly
covers (a) the purchase, preperation, manufacture, sale, import and export of
tobacco and tobacco products (b) the manufacture, possession and trade in
paper for the preparation of cigarettes (c) the manufacture, possession and
gserving in the

trade of machinary and detached pisces of machinary for machlnes,

manufacture of tobacco products (d) the manufacture possession and trade of

matches and pocket lighters.
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2,1.3 Tax Incentives

Like most developing countries, Bthiopia affers+t.y incentives, the principal
:

objective béing the encouragement of investment for promoting industrial as well
as agricultural developments. Moreover, today tax incentive is used in Ethiopia
to accelerate the socialization process of indivigual producers both in rural as
well as urban areas.

The incentive laws focus mainly on three aspects of taxation.

1. Exemption from income.tax for a given period

2, Exemption, or a special law duty rate on imports

3. Exemption from sales taxes.

Tncome tax exempbion have been ineffect in Ethiopia, since 1963.
According to the proclamation for the encouragement of capital investment,l
income tax relief is mpanfeq for a period of five years, for enterprises, in-
vesting A minimum of birr 200,008from the date at which such operatiou begins;
an existing enterprise investing additional capital investment of not less than
birr 50,000 is also granted an exemption for a period of upto five years. Further-
more, according to the proclamation governing the establishment of joint ventures

issued recently,l9 a joint venttre is exempted from the payment of income tax for

I i : i ajor
five years in the case of new project, and for three vears in the case of ma)

: . 2% -
extension of existing projectt. Moreover, the taxable income of a joint venturt

is taxed at the rate of 4OZ,and the salaries and allownaces of expatriate

£ i eover, as
®mployees of a joint venture are not subjected O income -thxation. Mor )

indi ot s, the
ndicated earlier, to bring about rapid socialization of small producers,

i . or incomes
1ncomes of cooperative : members are either taxed at lower rates

below certain level are exempted.
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Apart from income tax reductions and exemptions, import duty relief is
granted for some commodities. Among the goods which are imported free of duty

,re the agricultural and industrial machinary and parts thereof, imported for
tne exclusive use in agriculture and industry. The joint venture proclamation
also contains provisions for granting exemptions from import customs for a first
round spare part imports by a joint venture undertaking. Exemptions from transac-
tion taxes are also granted for the importe and exports of certain goods under
the two incentive proclamations.

While these in brief are the tax incentives provided in the courtry, it is
not difficult to see that, the granting of exemptions for incentive purposes
results in the forfeitine of government revenue. This is especially true in
developing countries such as Ethiopia, where the bulk of the import commodities
are mainly capital goods and other essentials, which necessarily are exempted
from duty charges.

Such in summary is the general framework of the tax system in Ethiopia.
While the above review is hoped to provide a general knowledge about the rate
structure and coverage of the tax system, the importance of each of these taxes
venue

in the overall tax revenue and the possible implication of this on the re

raising objective of the tax system is discussed in the following section.

2.2 MAnslysis of the Tax Revenue Composition

’ . taxation in
In this part we attempt to exsmine the revenue structure of

1opi : i 1 tax
fthiopia, by focusing on the relative weight of different taxes in tota

rom the level of taxation

revenye, gpart T

The importance of such consideration,
ture

15 : " esent tax struc

18 clear. Tt has been asserted on several occasions that he pr

g 18eses itself responsible

%’ﬂ@ing countries) in which indirect tax dominate
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for the low tax share in the national products. This is due to the peculiari
L ax‘l-

. 20
ties of direct and indirect taxes™™ (emphasis added). A study of this nature
yould thus indicate, as stated earlier, the direction in which the government
has been attempting to increase tax revenue, and the effort Juede to depart

from tradition and the past in devising tax policy in an attempt to strengthen

the revenue base.

Table 2.8 gives a summary of the percentage distribution of tax revenue by
its important components. What ecmerges from the table is that the tax system
in Ethiopia displays many of the features common to developing countries. The
tax structure, like in other developing countries is characterized by the domin-
ance of indirect taxes, which provided about T0% of the tax revenue on average
during the period of study. Another salient feature of the revenue composition
is that not only is the share of indirect tax revenue very high but is also
nerked by the preponderance of revenue from foreign trade. Athird major feature
of the tax structure in Ethiopia is the relstively small proportion of income
taxes and revenue derived from taxation of domestic consumption. This is clearly

seen in Table 2.9 which compares the relative importance of the component taxes

Vith the average revenue composition of 48 developing countries.

i ; . iti X
While the above description features the general composition of the ta
: g i rela-
SYstem, & study of the cemposition over time indicates that a change 1n the

gy . hanges
tve importance of the individual taxes has been common which may suggest chang

in revenue policy. The period 1967/68 to 1974/75 marked a shift from indirect tax

: . : i axes
to direet tax, brought about meinly by the relative fall in the weight of t

i . infavour
°f international trade. This situstion, however changed since 1974/75

indi . g from interna-
°f indirect taxes, as the result of sharp increase in tax revenue

: indirect taxes —on
tlonal trade, shiefly export tax, although the other forms of indirec
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domestic goods showed a marked relative decline, Beginning 1978 a reversa] of

the trend was registered, in which the situation altered infavour of the direct

taxes. One can observe that the period beginning 1978 secems to be a period of
readjustment away from the traditional source of revenue - the now declining
foreign trade tax to the growing income tax and taxes on domestic goods. Direct
taxes as a Wwhole have reached an unprecedented level of 38.8% in 1981/82 as
opposed to 247 in 1967/68. The increased relative importance of the direct tax

in the overall tax revenue can be attributed to among others the relatively

higher revenue - income elasticity of direct taxes as compared with indirect

i 21 - . %
levies.”™ This trend seems to conform to the general statement which says "with
Y

the gradual industrialization and commercialization of the economy, it would
be possible for developing countries to shift from personal and crude property
taxes to taxes on the incomes of individusls and corporation taxes and that,
concurrently, with diversification of domestic production, sales and excise
: ; ; 3 n22 This is

taxes would tend to gain at the expense of import and export taxes.
a desirable trend in so far as the tax revenue becomes free from its extreme

) . . . ” Ve~
dependence on a single foreign trade source, which mekes the government's re

Nue base much sounder than before.

; ) . . it mi
On the other han , this trend in adjustment is less real than it mitht
: s om tax is
SPpear at a glance. Firstly, the changes or the fall in foreign trade

3 " : : ich normall accom-
accounted by the fall in export tax rather than import tax whic

! ecline in the
PaNles any structural change in tax structure. Secondly, the d

. s e difficulties
" . exchange diffic
MPertance of import tax has taken place due to the forelgn g

i : . ; in general led
"hich leq to tight exchange controls and reduced imports, which in &

] . ition of imports
t0 increages restriction of non-essential items and the composition P

TR Sin 8 these hardly
“hanging in ravour of duty free or low dutied essential items. ALl
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Table 2.9
Tax Revenue by Type of Tax (In Percent of Total Tax Revenue)
Tax Develogping® Ethiopia**
Countries
Income Tax 30.7 23,3
Individual Income Taxes (10.9) (9.6)
Corporate Income (17.5) (13.8)
Domestic Taxes on Goods and
Services 26.1 24.3
General Sales Tax (9.7) (9)
Excises (11.9) (13)
Foreign Trade Taxes 33.h4 48.6
Import dutios (26.5) (24.0)
Export duties (7] (2k.6)

Source: For develoving countries, Vito, Tanzi, Quantitative Characheristics
of the Tax Systems of Developing Countries, in IMF, JEphpEN S
Memoranda No. DM/83/T9 (November 1963) p. 11-25.

For Ethiopia Table 2.8

¥ Average taxes of 1978-1980 for most of the countries

** Average of 1978-1980.
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meke the changes that :have taken place wholly structural. Some of it
: seems to

be a temporary change rather than permaneny Moreover, the short observation
period during which the changes have taken Place precludes the possibility of
meking any firm conclusion.

Thus, although a relative shift in the importance of the tax revenue
tovards direct taxes has taken place in the last fey years, Ethiopia's revenue
composition does not differ materially from that of other developing countries.
As table 2.9 clearly corroborates, reliance upon indirect taxes, largely import
and (to a lesser extent) export taxes, the limited yields from direct personal
income and corporate taxes, and the selective use of sales and excise taxes are
all features of the tax revenue structure of most developing countries into which
the Ethiopian tax structure fits reasonably well.

Reliance for the major part of revenue on indirect tax sources, which is |
dominated by foreign trade tax revenue, however, is associated with a number of
cnstralnts o socio-economic development in general, and on the priority of
financial purpose of tax collection in particular. Focusing our attention on the
priority of financial purvose of tax collection, the constraints posed by such
kind of structure are due to two reasons. The first is due to the low income-
elasticity of the indirect taxes and the second is due to the uncertainity and
fluctuations which characterize the budgetary revenue.

It is a common knowledge that indirect taxes are mostly income-inelastic
°r possess limited built-in-elasticity. This is to say an increase in tax ratio
fWtomatically with the increase in national income is not possible, but needs
SPecial and constant changes in the tax laws or rates to suit the changing condi-

i . i i of
Hions of the economy. In Fthiopia, where the inefficiency and AeXPETIENGS

: g tem to the
the tax #dministration is very high, the task of adjusting the tax 8yS



ing or unfolding socio-economic conditions,

chang inorder to take advantape of

the changing tnxable capacity, 1s too demanding an exercise. It is thus easy

to see hov far the revenue mobilizing capacity of the tax system is hampered
jue to the structure of the system. Indeed in a condition where more than T0%

of the revenue 1s derived from indirect taxes, the revenue which fails to acerue

to the government, simply due to the nature of the tax can be very substantial.

In Ethiopia, not only is the share of indirect tax in the total tex revenue
very high but is also marked by the dominance of revenue from foreign trade.

This is clearly secen in table 2.8. In 1977/78 fiscal year for example as high

&

as 55% of the total tax revenue was derived from foreign trade, out of which

coffee export tax alone contributed 30%. This of course, is sn unhappy situa-
tion, because 1t makes the revenue of the government highly succeptible to
foreign trade which is notorious for its fluctuations. This is further demons-
trated by teble 2.8 in which the ratio of exogenously influenced revenue (export
1 1 - i ing bet 33,3% and
and import tax) to total tax revenue fluctuated widely ranging between 33,3% an
55%. It is thus easy to see the precarious position the Fthiopian tax revenue

is based on, Certainly, in = situation where the mainstay of the revenue

. . 1+ : 4 o
structure is vulnerable to exogenous influences the uncertainity and fluctua

. o - - L . v
tlon which characterize the budgetary revenue could sometimes be disastmous.

. ’ . - . . 1 two
The fluctuation in the fiscal contribution of foreign trade is caused by

interrelated factors - the fluctustion and deterioration in the international

— ey . ~es in interna-
Prices of exports and the loss in import capacity due to chang

; ; . g through
tlonal prices. These changes are reverberated into the fiscal system

t -
he tax revenue they produce.

een considerable

The deterioration in Ethiopia's terms of trade has b

. (g |
5 2 2 g exports

e 1976/71 : ndex for Ethiopia
Slnce 1976 /7 . Taking 1976/7T7 as a base, the price 1

exports despite

5 ]
0 1980/81 vas 53.2.23 This has resulted in the fall of value O

o
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Table 2.10

Coffee Sector Performance

1974 /75 1975/76 1976/77 137T7/78 1978/79 1979/80 1980/81 1981/82 1982/83

BExports
Voluemne (000 tons) 49 TT-X k2.9 g 86.3 80.1 88.4 80.2 87.5
Value (Birr 19) 1XE.5 5977 408.9 412,5 514 .6 613.7 524.3 L77.2 478.2
Unit Price (Birr/kg) 2.4 3.86  9.53  8.87  6.28  T.8T  5.93  5.95 5.18
Coffee duty + ‘
surtax 25.0 68.8 199.9 263.4 215.6 292.3 161.0 172.1 191.2

Source: World Bank, Ethiopia: Recent FEconomic Development and Future Prospects (May 1984) p. 36
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the significant increase in the volume of exports. This situation is clearly
seen in table 2.10 for the export of coffee, the main export of Ethiopia., 1In
1980/61 for example, the export price of coffee fell by 25% below the 1979/80
price level, which resulted in a 17% decline in coffee export earnings, despite
a 10% increase in the volume of coffee exports in that year. Hence, the fall which
coffee export tax reveneu suffered during the year was high, amounting to 45%.
The loss in import capacity.dueto international changes in prices is also estimatead
very high. 1In 1980/81, it was estimated to be about birr 178.02 million (1979/80
prices) or 20% of sxpected merchandise imports.zh Although the import tax re-
venue loss due to the fall in imports is not given, it can be easily seen that
the loss could be su.bstantial.25

Moreover, when the flow of the meagre resources is compounded by instability,
the havoe which financial uncertainity wreaks in the budgetary process cannot be
under estimated. This obviously leads to repetitive-making and remaking the
budget-in the course of the year, and changing priorites to meet the new revenue
conditions. This situation also results in what is called the "paradox of
underspending." Where the flow of revenue is characterized by uncertainity, the
Treasury is in no position to take the risk of running out of resources before
the year is over. Thus on the one hand resources are insufficient and on the other

Bot everything available is spent. This results in the exasperation or sharpenn-

ing of the problem of scarcity of revenue. Thus, the National Bank report states,
"the heavy dependence of government on tax from international trade... activity,
Dot entirely under the control of the country, has rendered government budgetary
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lternatis O ¢ ” e .
The alternetive, Yo evolve an elastis tax revenue and to protect revenue

4 e 1 3 N1ab)
against the uncontrolable ang unnreds & " . : 5 ;
: ) L changes lies in relying more on direot

taxes levied on perscnal and company incomes, Thig is what U Tun Wai suggests

¢ TS i & {"i.'wa 0 . »
when he says "the direct taxes system has built-in structure for giving govern-

ments larger component of revenue from growth without, changing the level of of

+ 4 . . o
taxation.... ...0n the other hand, if indirect taxes are a large component of

revenue, governzment revenue will lag behind the increase in money incomes and

wl’

prices.

There are those who argue that "that Geveloping countries rely heavily

on

indirect taxes cannot be held against them. What one can criticize is the
enforcement of these taxass and how good a use of them developing countries makes
; _ = s : 128 ol ’

in the pursusnce of their economic development . The validity of this state-
ment cannot be totally rejected, considering the structure of the economies of
these countries, which are characterized by low averasze personal income, large
agricultural subsistence sector and small independent production unit. But what

that the tax structure of a county is not determined by

0

is equally important i
the structure of the respective economy only. BReyond wealth and economic structures
Are other factors, notsbly administrative efficicney, the political inelination

: P sr At he A +he
of the government . which may prefer some type of taxes over others. and the

expenditure programme of the government which determines the extent of use of
the tax baseg. In nutshell, the revenue structure of a country is determined by

objective factor- economic struture of the country as well as by subjective

® : " : e . 'his boils down
tactors—~ policy and implementation capacity of the country Thi (

1 nztheni -he revenue base and
to the fact that, +there is a scope for strengthening the re

reloping countr-
®nahance the revenue effectiveness of the tax system in the developing c

There secems to be a genernl

185 if the povernments are determined to do so.

e AT lic s Kaldor, for example,
8greement among fiscal experts on this regard. N1 ola )

; ) Y... 18 generally
°nce stated "no doubt the taxation potential of a poor country -
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lower, and in many cases appreciably lower, than that of a rich country. But

more important in my view is the low coefficient of utilization of that potential
due to bad tax laws and bad tax administration or bot . "7 The poor tax administra-
tion referred above is prevalent especially in the area of direct taxation,

because it is commonly held that, it is the relative administrative ease, with
wvhich the tax is collected, that has resulted in the more extensive use of the
indirect tax as compared to direct tax bases in these countries. Otherslhave also
pointed out that the lop-sided development of the tax system in the developing
countries is due to the frequent raising of rates on easily administered taxes

and those that are difficult to administer are neglected.30 In Ethiopia, to say
the least, it is a problem of administration and implimentation, which has resulted
in the mobilization of only 3% on the average of tax revenue from incomes from
agricultural activities. A very small sum when considered against the GDP con-
tribution of the sector, which is estimated to the tune of 50%31. Similar

problems are also prevalent on the tax on income of individually owned businesses.

We shall come to this in subsequent part of the study.
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3, THE LEVEL OF TAXATION IN ETHIOPIA

That the ability of the tax system to bring in sufficient revenue to
meet government expenditure is the basic criterion of taxation in developing
countrics is a fact which we have attempted to establish earlier. Thus, the
efficiency with which the revenue objective is realized is an important consider-
gtion in tax evaluation. Some fisecal experts even consider revenue productivity

as a single consideration for evaluating a tax system in developing countries.t

In this chapter we attempt to gauge the volurme of taxation in Fthiopia by
relating the magnitude of tax revenue to the level of the country's taxable

capacity, and to the fiscal needs of the government.

3.1 Growth in Tax Revenue

The total domestic revenue the government raised during the period 1967/68-
1982/83 is presented to Appendix I. Perhaps the most remarkable feature of the
fiscal system during this period is a slow but steady growth of the tax revenue
between 1967/68 and 1976/77, followed by a relatively considerable upswing dur-
ing the rest of the period. This pattern of growth has culminated in the total
nominal tax revenue receipt increasing from birr 31k million to birr 1k93.5
million over sixteen years. Alternatively, this implies an annual average rate
of growth of about 11%, which is almost double the average rate of growth of

; s ig 1 > i Ve
GDP at current market prices during the same period. This increase ln tax re

nue was brought about by an icrease in practically all the component tax revenues.

: : i import and export
The average nominal growth rates for income, excise, sales, 1mpo

tax revenues were 15%, 9.4%, 11.5%, 7.8% and 25.9% respectively, during the same

Period. This is obviously a remarkable performance.

67
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Nevertheless, some reservation should be made in using the above informa-
tion as indicator of tax effort. The situation is that the tax revenue in
Fthiopia at the beginning of the period of study was so low that it makes our
base of comparison accordingly low, which unduly megnifies the grovth rates.
According to a study made in 1967/68, Ethiopia's tax performance was one of the
lowest by any standard.® Moreover, from the point of view of mobilizing adequ-
ate resources to finance government expenditure needs, the relevant measure of
tax performance is not the rate of growth of tax revenue but the increase of
the tax revenue to the increase in national income. This is essentialy the
question of the responsiveness of the tax revenue to changes in national income,
which indicates the change in the overall ratio of tax revenue to income (GDP)
over the given period. This is extensively dealt within chapter 4. Neverthe-
less, even at this point some impression of.the tax performance of the total
tex revenue as well as individual taxes can be obtained by examining the
changes in tax ratios. Obviously this would give better information on the
development of tax revenue than do absolute figures of tax revenue. The tax

ratios of the total tax revenue and component taxes are presented in Table. 3.1.

As is depicted in the table, the tax ratio in the country almost doubled
over the period of study. But one can also observe that there was no appreci-
eble distinet trend upwards until 1976/77. It took eight years for the tax ratio
to increase from 8% to about 10%. Thus, we can conclude that the tax revenue was

more or less stagnant and for a long period did not provide to the public sector

&1 increasing share of the growing GDP. It was not before the mid-seventies that

% conspicuous upward movement set in, although for the last four years of the

i i i 80
Period no upward movement of the tax ratio was registered. The table al

indi : i i } ajor
ndicates that, although the increase in tax ratlo was common in all the maj

i outcome of
tex catagories, the growth attained by the aggregate tax ratio was the
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e e i A e
Total Tax

pirect Taxes
Inconme Taxes
Employmeut‘fnceme Tax
Business Profit Tex
Agricultursl Income Tax
Land Use Tax

Tadireot Taxes

Zxvise Taxes

Transaction Taxes

Tax

Tgnort Dutied 1.8 5 18
Export Dubies .6 0.9 0.8 T 0.6 0.9 0. .2

Sonree: Appendix I
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largely gifferent and partly opposite developments in the performance of the
individua.l taxes. An interesting point, which makes the record particularly
remarkable during the period 1976/77 - 1982/83 is that the tax ratio vas
maintained at the level of 15% in the teeth of highly adverse trends in the
world price for Ethiopia's exports which made the revenue duties to fall.

We have shown in chapter 3 that there was a sharp downward trend in the price

of Ethiopia's exports in general and that of coffee in particular.

A1l in all, what can be stated from the above-analysis is that the pro-
quetivity of the tax system in Fthiopia had been stagnant for a long period and
that a substantial increase in tax revenue has been achieved recently, indicat-

ing an increased effort made to mobilize more tax revenue.

The sbove analysis apart from indicating that the tax ratio has recorded
a stride, does not answer the basic question, whether what has been achieved
is the maximum amount of revenue the country could possibly levy, given its
taxable capacity. For this, the concept of tax effort to the extent that it

is measured by the tax ratio can be meaningfuly presented in relative sense,

i.e. by comparing it with the experience of other countries. However, for

reasons given earlier,3 instead of the straight forword comparisons of simple

ratios, we attempt to study the tax effort bY analysing the tax rstio in €T

of the country's taxable capacity Or 1tax handles' through the method of

International Tax Comparison (ITC) indices. Nevertheless, short of eny final

. . ] ; +
normative interpretation, we also compare the ratio of the country with tha

of other countries' in order to see the relative position of the Ethiopian

tax ratio.

i i i - collected
Typically, in a developed country the part of national income ©

I
. . early the tax
by taxation (including social security taxes) 18 equal to 36%, clearly
ta 4 : g, The highe
ratio in Ethiopia is much lower than that of the developed countrie
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yevel of tax ratio reached at in the country is 15.3%. A comparison of th
e

gthiopian tax ¥

atio with that of other countries which are present in Table

2B using data of 1978-80 also shows that the tax ratio in Ethiopia is lower

than ]‘n mOS‘t Si

milarly placed developing countries.

Although the comparatively

low tax ratio may give a prima~facie indication of a relatively low tax effort

in the country,

a final pronouncement about the tax effort should await a

complete analysis of the tax ratio through other methods, one of which is the

I7¢ index metho

Table 3.2:

4, which we take up in the following section

S . : ,
ource: World Bank, "Public Finance in Egypt,

(April

1984), p.

International Monetary Fund, Taxat
Paper No. 8 (October 1981), p- 5k.

x*%3qata of 1977

"
‘g ) .
NP per capita in US dollars

jon in Sub-

" gtaff Working Faper

Selected Developing Countries "Tax Ratios 1978-1980
Country Income* Tax Ratio
Togo 419 2h.9
Zambia 561 23.2
Sri Lanka 22k 21.9
Kenya 387 19.9
Ivory Cost 118 21.9
Ethiopia 119 12.4
Beypt 527 20.9
India 652.5 15.2
Jamaica 91k 18.2
Tanzania 21T 17.6
Sudan Lok 12.3
Upper Volta 175 11.9
Tunisia 1123 22.8
Ghana 505 17.0
Guyana 558 24.0
Pakistan 273 14.0
Zaire 192 18.3
Senegal 470 19.7
Somalis 145 23.8%*
Maurituis 20.1%7

Saharen Africa, Occasional

¥¥*%3ata of 1978



3.2 Tax Performance Analysis Through the Method of International

Tax Comparison Indices

In this part of our study we refer to two attempts made recently at
Constructing indices of the tax effort for developing countries, and make co-
mparigons of Ethiopia's record with that of other developing countries in order
to assess the relative tax performance in the country. The two studies are chosen
pecause they are particularly important in our analysis, not only for their being
recent, but alsc for the nature of the sample of countries insludedin the studies.
One of these, that is a work by the World Ba.nksprovides data and estimates indices
of tax effort for a group of developing countries from different parts of the
world, and the other by the International Monetary F\md6performs similar estimat-
ion for a group of sub-saharan African countries. A tax comparison ahelysis based
on these studies would permit us to see the relative position of the country versus
the developing countries at large as well as versus its African counterparts.

The first one presents data and computes tax effort indices for forty five

developing countries, thiopia included, using data for 1978-80. 1In this study

the potential tax ratios are computed by regressing tax ratios on’ Aifferent co~

3 > . . . . hd 2 - e.
mbinations of the variables, which foom a theoretical point of view are considered

to exert a strong influence over the tax ratio through their effects on the capacilty

factors. These variables are:

1. the level of econcmic activity as neasured by per-capité GNP

nomy , represented by the share of

2. the sectoral composition of the eco

agriculture in GDP and the share of mining in GDF

i ;s measured either
3. the openness of the economy, whose proxy veriable 18 m

o of GNP, OT total value of foreign

in terms of total exports as & rati

trade (export plus import) as & proportion of GNP.

4. the share of mining in exports.
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Five taxable capacity equationSYare derived based on different combinations
of the variaebles and the countries are ranked according to their indicés

wt of the indices computed to each specificaticn one which corresponds to the
first specificatinn is given in table 3.3.

What emerges from this study is that, regardless of the type of specifica-
tion used, Ethiopia shows an ITC index below unity. Bearing in mind the reserva-
tions voiced earlier about the precision of the results, it can be seen that the
tax effort in the country was below average, indicating a low tax effort to
mobilize the tax potential. As the result, the country's performance compares
wnfavorably with those reached in other developing countries. As the table shows
the country stands 28th out of the 45 countries.

gimilarly, following the same methodology, the IMF study estimated ITC
indices for 34 sub-Saharan countries, Tthiopia again included, using data for the
year 1977. Following the second gpecification ~rosented in note T, the approach
consisted of correlating the ratio of actual tax revenue to GDP against per-eapits

non-export income, the share of mining in GDP, and an export ratlo excluding

o

mineral eXpOI‘tS.b The TTC indices for the 34 countries calculated using the abov

equaticn and the ranking of the countries are presented in table 3.b.

Similer to the above study, the table shows that the Fthipian tax effort

index is below unity, which is equalto 0.953 indicating once agail, that the

- ran
country exhibits below average performance, Vel vy the standard of sub _—

. b il bian of
Africa. TIndeed the effort reached indicetes a lov coefficient of utilizatlo

. 1o b Other
the taxable capacity, especially when compared with those achieved by

: ich scored
N s ) y . etc, all of vhich
African countries such as Togo, Somalia, Zarbia, Benid ’

. o1 st out of the
an index equal or sbove 1.2k. Consecquently the country ranks 2l

34 countries included in the study.
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mable 3.3
Forty four Developing Countries ITC Indecess
1978-80
_Country ITC Index Ranking Country ITC/Index Ranking
Togo 1.593 (1) Korea 0.979 (23)
Trinidad and Pakistan 0.97h (2b}
Tobago 1.507 (2)
Mali 0.972 (25)
Zambia 1.384 (3)
Venezuela 0.963 (26)
Guyana 1.32 ()
Jamaica 0.959 (27)
Sri Lanka 1.309 (L)
_Fi4iopia 0.887 (28)
Senegal 1.294 (6)
Honduras 0.871 (29)
Kenye 1:285 (1
Singapore 0.852 (20)
Chile 1.282 (8)
Sudan 0.851 (31)
Nalayasia 1.268 (9)
Upper Volta  0.843 (32)
Ivory Coast 1.264 (10)
Thailand 0.799 (33)
Egypt 1.260 (11)
Philipines 0.78L (34)
Tunusia 1.252 (12)
Brundi 0.758 (35)
Tanzania 112ke (13)
Mexico 0.74T (36)
Peru 1.224 (1%)
ok 0.7hk (37)
Zaire 1.22k (15)
Costa Rica 0.743 (38)
Turkey 1.210 16
“ iy Colombia 0.689 (39)
Moroceo 1.209 (a7)
Praguay 0.647 (40)
Indonesia 1,52 (18)
- Bolivia 0.567 (k1)
Brazil 1.10 (19)
¥ Guatemals 0.566 (42)
India 1.06 20)
¥ : Eeuador 0.559 (b3)
Ghana 1.0 (21) bk
> Nepal 0.438 (b1)
Argentina 1.0L2 (23)——//-——/

Source: World Bank, op. cit. P- %5
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— : . .
An interesting point which emerges from the above discussion is that,

_nile one would on a priorl grounds expect a relatively higher tax effort index

in a country 1ike Fthiopiz, in which the government pleys a dominant role in the
gevelopment arive, which makes the demand for public sector current and capital
expenditure exceptionally high, such performance does not appear t'o be a feature
of the country's tax system. Not only does the country perform poorly relative
to the socialist oriented countries, notably Tenzania, India, Benin, Somalia,

grilanka, Congo, etc. (which seems to satisfy the priori expectations) but also
nas a long way to go before reaching the stage attained by countries considered

to be merket-oriented, such as Kenya, Ivory Coast, Bgypt, ete.

In conclusion, the autocome of the above discussions show that, although =
significant increase in tax revenue has been achieved, the tax level reached when
compared with the taxable capacity of the country, however, indicates that the
tax effort leaves much to be jesired. Thus it remains true today as it was more
then a decade ago, that the tax ratio is comparatively low not because of a 1low
taxable capacity, but because of the inadequste effortto effectively mobilize the

tax potential.

- . - - o—
On the other hand, the above situation indicates the existence of an unexpl

1 : i i fort
ited tax potential. All that is called for 1s & systematic and gustained ef

to tap this potential.

‘aoping it at a given
The sbove method assesses the tax performance by considering it & g

1 s R AR . However, 8s we
time, i.e. by making reference to static indicces of tax effort ’

: it is not fair
have pointed it out earlier, tax effort is a process and thus,

int in time. Consideration of
to judge the performance by how it looks at 2 point in time

: : .1 appraises past
tax effort must include tax effort in a dynamilcC sense, which app
uture develop~

ial for f
effort made to raise increased tax revenue and the potentl

ue to
: 3 g of tax reven
ment. This is easentially the question of responsivenes

: psequent chapter:
growth in natienal income, which is the subject of the subseq
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gelected Countries of Sub-Saharan Africa's ITC Index

Fiscal Year 1977

= Actual ITC
Country Tax/GDP Index Ranking

Togo 25.0h 1.69 1
Somalia 23.86 1.35 2
Zambla 22.13 1233 3
Benin 15.58 1.29 b
Seychelles 20.66 1.5, 5
Swaziland 7.3 1.20 6
Lesotho 1T 0% 1.18 7
Congo 22.38% 1.14 8
Upper Volta 1k, 55 1:11 9
Senegal 17-23 110 10
Mauritius 21.5 = 1.06 11
Sudan 1L .0k 1.0k 12
Tanzania 15.26 1.03 13
Zaire 22.35 1.03 14
Gabon 2L.76 1.02 15
Ivory Coast 18.33 1.00 16
Mauritania 17.46 1.00 17
Nigeria 22.16 0.98 18
Botswana 22 .61 0.98 19
Central Arfican Rep. 14.92 0.97 &
Brundi 13.7h 0,91 22
Madagascar 137k 0.89 23
Kenya 14.89 0.89 2
The Gambia 20. T4 0.89 =
Mali 13.37 0.89 26
Liberia 053} 0.85 "
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Table Btk (contd.)

i Actual ITC
Country Tax/GDP Index Ranking

Cameroon 1319 0.8k o8
Rwanda 11.42 0.81 29
Wierra Leone 14.T1 0.80 30
Malawi 12.05 0.71 1
Chad 8.25% 0.61 302
Ghana 6.32 0.59 33
Uganda 6.59 0.52 3

Source: International Monetary Fund op.cit. p. 55

* Data relate to 1976

3.3 The Relationship Bzstween Tax Revenue and Government Expenditure in Ethiopia

The foregoing discussion relates to the issue of tax potential available
and the extent to which, the potential has been utilized. In this part we

address ourselves to the issue of how the tax revenue relates to the fiscal

structure-total tax revenue and total government expenditure together. This 18

not to suggest that, the actual spendings themselves reflect the amount which

. 3 e
the country needs for its development. We have noted earller that the expenditur

requirement in a developing country is so huge that it certainly exceeds any

. 3 i i assess
country's finiancial capacity. Whet we intend tO do in this part 18 to

to under~
the ability of the tax system toO meet the revenue peeds of the country

take its modest expenditure programmes .

e at the table is
The comparison is presented in table 3.5 Even a gL8nc

: on has not been
enough to observe that in most of the years revenue from taxatlo

: . During the period
able to keep pace with the increase in government expenditure
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of the study, expenditure covered by taxes reached 69% only once, and sometimes
even remained sround 50%. What is more disconcerting is that, during the period
of study, there was not even a single year when tax revenue was sble to cover
current expenditure. Moreover, the picture describes a progressively deteriorat-
ing relationship between tax revenue and government expenditure - total as well as
current.

The lagging »f the crowth of tax revenue tehind the arowth of current
expenditure has resulted in a poor saving performance in which, as indicated in
table 3.6 government savings contributed 1ittle to the financing of the government
capital expenditure. The inability to match increased expenditure needs with
government revenue has resulted in entrusting the major burden of financing -
development expenditure on foreign loans and grants and domestic loan finance.

As table 3.6 shows, deficit financing grew from 65 million in 1970/71 to 1, 333
million in 1982/83, covering on the average, about T6% of government capital
expenditure. The structure of financing the overall government deficit as is
presented in: table 3.7 indicates that, on the average about 61% of the deficit
was financed by foreign loans and grants. Furthermore, the table shows an
increase in the share of domestic financing relative to foreign finencing. This
reduction in foreign financing can be attributed mainly to the problem of

mobilizing foreign resources. This is quite clearly indicated by the grovth

in the reliance on bank financing. Fo¥ most of the period for which data are

i ic fi i the
available, bank financing was the largest source of domestic financing for

j blem for
budget deficit. This method of financing has emerged to be 8 major Pro

i . 1 i aused an
economic management. The jnereased reliance on bank financing has ¢

. din 8 significant
expansion in the supply of money in the economy which has resulte

i : i inance has 8180
inflationary pressure.lo The increased reliance on foreign finan
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Table 30

Growth of Tax Revenue and Public Expenditure in Ethiopia

1967/58 - 1982/83

Total Revenue Total Fxpenditure Recurrent

Fiseal Year (in million mirr) (in million Birr) 1% 2 (in m. Pirr) 173
L —

1967/68 31L.0 523.2 60 Bh2.2 n
1968/69 335.6 530.5 63 b5k.6 Th
1963/70 373.6 58l .9 64 478.9 78
1970/T1 L06.2 631.5 6h 507.3 80
1971/72 428.8 6TL.2 6L 521.5 82
1972/73 L8L . L T16.0 68 563.1 86
1973/Th 537 .3 TTT.7 69 611.2 88
1974 /75 589.8 1048.9 56 811.3 73
1975/76 613.5 12004 51 917.6 67
1976/77 856.1 1344.5 an 101%.8 Bh
1977/78 939.1 1696.6 55 1367.2 69
1978/79 1147.2 1846.2 62 14774 T
1979/80 1298.2 2138.2 6o 16950 76
1980/81 1352.6 2295.5 59 17912 ¥
1981 /82 1411.7 21184 st 86 T8
1962/83 1493.5 3012.9" wl_’_fi

e

o " - g
Source: Ministry of Finance

data doesnot include external grants in kind.



Summary of Central Govarnment Financel 1970/71 - 1982/83

1970/71 1971/72 1972/73 1973/74 1974 /75 1975/76 1976 /77 1977/78 1978/79 1979/80 1980/81 1981/82 1982 /83

Domestic

LéEL. 8 L89.T 555 1 61€.9 711.L 761.1 1043.6 1192.2 1375.3 1559.7 1738.6 1824.0 1981

Revenue

Tax Revenue A406.2  L428.8 48h.h  537.3 589.8 613.5 8561 939.1 1147.2 1298.2 1352.6 1411.7 1h493.5
Current Exp. B05.5  L43k.3 4T6.7  529.5 T31.3 852.2 980.2 1230.7 1281.9 1548,0 1658.1 1692.k 2,187
R 59.3  55.4 78 89k -19.9  -TT.l 9.1 -138.5 93.3 1.7 80.3 129.2 ~206
Surplus
,Csyitai Exp. 12k.3 150.0 153.1 12k.3 205.6 247.6 095.9 26T7.3 332.9 389.3 1438.2 584.8 1,127
Overall -
Beficity 65.0 9L .6 Th.7 L.y 225.5  324.7 265.7 505.8 239.5 377.6 3571 155.6 1,333
Financed By

Foreign Loan ‘ )

(net and 52.5 68.2 63.0 W70 91.6 11l1.4 99.8 71.6 1bk1.0  1k2.T 128.2 L60.7 384
Grants

Domestic
Borrowing : s A 21.5 10.0 =251 ¥33.9- 2131 133.3 334.2 78,5 = 234.9 229.5 = 9Lk9
(net)

Banking (62.4) (199.3) (142.0) (b0)  (851)

Systems

Others (16.1) ( 87.5) ( 87.5) (=h7) (98)

Source: Ministry of Finance and World Eaik, Ithiopila: Recent Economic Development . m.”it. P ¢f
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Table 3.7
The Structure of Financing Public Sector Deficit 1970/71-1982/83
(as a proportion of total deficit)
1972/71 1971/72 1972/73 i973/7h 1974 /75 1975/76 1976/77 1977/78 1978/79 1979/80 1580/81 1981 /82 1982/83
Foreign
Financing .60 .72 .8k 1.0 A .34 .37 .18 67 37 .35 1.00 .29
Domestic
Financing .20 .28 S .59 .66 .63 .82 3] .63 qan .79
Ranking
o (.26) (.53)  (.h0) (.6)
Others (.o1) (110) (.2W) (.15)

Source: table 3.6



82

.4 in increased debt service .
resultec problems. The interest charge on foreign

Joans has registered a 10% growth rate per year guring the pefiod 1970/T1 to
1980/81 in which case it grew from birr 17.1 million to birr 33.8 million in
absolute terms. Consequently, the total interest charges payment amounted to birr
267.1 million.ll

Thus, it is easy to see that the government cannot achieve any headway in
expanding its development programmes due to the dearth of revenue. The tax
performance is 1ow, not only reletive to the performance in other countries, but
also to the expenditure programmes. As the result, even to maintain the status guo

resort to deficit financing was required.

Tyue enough, we can not expect a government called upon to meet a larger
share of developmental expenditure to raise 100% of its revenue requirements from
taxes only. In a developing country, where the need is great and pressing resort
to some amount of deficit financing seems to be inevitable. Moreover, in Ethiopia
the poor saving performance has taken place despite a substantial tax revesud u
increase, dus to the concomitant rapid increase in government expenditure rekek
(although the expenditre is below average by African stzandatrds).12 But the import-

ant issue which we raise at this point is whether adequate (tax) effort has been

made to mobilize as much resources as the capacity could allow and thus avoid the

; inding 1 .coeding section
need for substantial deficit financing. Our finding in the sreceecing ¢

i : ich is
confirmed that the tax effort in the country is 1ow by &n¥ standard, whic

s01 § . This
tantamount to saying that, the tax potential is not adequately tepped

i $ :oit financing is
situation obviously does not warrant the extent to which geficit fin £

i 1 ement that the size of
resorted to in the country. This asserts our earlier stat

3 matter, is con~
the government expenditure and gevelopment expenditure for that :

: tax effort of the
strained by the paucity of tax revenue partly due to the B

Country,
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This leads to the already stated question, what was the effort made in the
past to 1mpTOVE the capacity of the tax system to generate additional revenue,
gnd vhat is the potentiality of the system for the future? This is as noted

carlier the question of the responsiveness of the tax revenue which the following

chapter attempts to explore.
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staff Working Papers No. 639 (April 1984) p. 30-33.

6. TMF, A Statistical Evaluation of Taxation in Sub-Saharan Africe
Occasional Paper No. 8. (October 1981). p. L6

. The Taxable equations are 5
.14 + 0:0007 Yp + 0.0289 (xHfY) R = 0.086
7k
.1} 16.761 (1.80) F(2.41) = 3.062

H

+3

~

<

I
—~O -

2) /1 = 0.12 + 0.0004(¥p-Xp) +0.002Ny+0.0Th(X-Yn) fy R = 0.105
(6.3) (0.29) (2.30) (1.34 T o= (3.40)2.715
9]
3) T/Y = 0.1k + 0.00L2NY - 0.00hAy + 0.063%/Y R® =172
(4.82) (1.32) (0.69) (1.93
7(3.00)2.715
2
b, /Y = 0.12 + 0.00002 (¥p-%p) + 0.12K/Y R = 0.19
{7.22) (2.09) (3.49)
(2,1} = 6.16
5) T/Y = 0.17 + 0.0012Ny = 0.0008Ay R = 0.118
(6.46) (1.25) (1.42)
F(2,81) = 3.9
where:
T/Y = Ratio of tax revenue to GNP
Yy = GNP in U.S dollars
Yp = Per capita GNP
X = exports
M = Imports
Xp = Per capita exports . .
Ny = share of mining (including petrolem) in GOP
Ay = Share of agriculture in GDP 2
Xm = Mineral (including petroleum) expo
v£! = yalue are shown in brackets.
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8. the equaticn derived is:
/Y = 11. 190k - 0.0024(Yp-Xp) + 0.2L33Wy + 0.4849Xy
(8.2011)  (1.5351) (h,2229) (5.8187)

;\2 = .54 't' values are given in brackets.

g, Tne level of expenditure- total, and capital is very low in Ethiopia
py African standard. The median value of total public expenditure over GDP and
capital expenditure over GDP, in 1981, in Africa were 34.1 and 12,9% respectively,
as compared to 16% and 6% respectively in Ethiopia during the same period. UN.
Feonomic Commission for Africa Survey of Eeonomic and Social Conditions in Africa
1081-1982 (Addis Ababa) p. 96.

10. i€ AN &FE PCT He JT AOhAT AN m/o®4§ SANC
Gnt A®YT 4 OF G /000 1%/ TeM héY.hAN hNQ 2 JAF 19759/ 7 1A
1004 11. Ibid p. 989

12. See not 9 above.
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\_ mz RESPONSIVENESS OF TAX REVENUE TO CHANGES TN NATIOMAL INCONE IN EMEISPIA

k.1 Income Responsiveness as s Tax Criterion: A Theoreticsl Prapewirh

Refore we proceed with the fask of analysing the respossivensss of the
tax system in sthinpia, we give belov s brief explanation of the sssence pory
{sportance of an income responsiveness (glastisity) criterion of tax rewenue
in & developing country. o - v

Generally the degree of responsiveness of the tax revesue to chasges is
sational income is considered .to be a crucial ingredient in the eriteria of &
tax system in both the developed as well as developing countries, Bt wile s
the former case a high income-responsive (income-elastic) tax system i soutt
for its anti-cyélical impact, in #Be later case the size of the revenye yleld,
and for that matter, the ﬁte of economic development dopends on the acme
elasticity of the tax system. This is to say inorder to tax avay & sudetantial
gortion of the additional income generated by the economy, the tax system mut
be structured in such a way that the revenue generated increases move Ban the
proportionate growth in national éncome. (Por Musgrave, this meand “on the pessi=
sistic side increased responsiveness to inflation....
creased responsivepess to growth in real Mﬂﬂ')l Tn short, this medss -
pan upity or it met be elastic.

mmu"m‘" “”W.
M....Mdunu-ill--'

Aecording to A.R.Prest .2 a tax struct

{f either or both of two things happen, i.e el

b income clestic, or akastic-taxes must predoninate in the .

cconmic activity of Wae W

Tax revenue responds to changes in natd
W factors. The first is due fo ehanges in the

& vhich tax collections are related. This
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4ithout AnY change in either the tax base or the rates of existing ones
es, or

s 43 o 1 m . %
ghe addition of A€V imposts. Thus, this is the automatic response of tax r
e evenue

o income changes only, and is commonly known as the built-in-elasticity of the
thx system. The second is due-td the discretionary changes made in the tax
structure, which includes changes in rates and structure of the tax system,
involving its sidening and deepening by way of extension of base, additions and
chenges in statutory rates and administrative efficiency. The total response of
tax revenue due tO the built-in (automatic) changes as well as due to the dis-
cretionary measures is called ‘the buoyancy of the tax system. Thus inorder to
generate high vield, the tax structure must be sufficiently elastic interms of
its built-in—elasticity and buoyancy.

The first one, that is the built-in-elasticity, is considered to be an
important criterion of a tax system, because the alternative Ho-automatic growth
are upward revisions of existing rates and introduction of new taxes, both un-
popular at the political level and considered undesirable for their possible
adverse psychological impact on the effort fo invest and take risks. But most

important of all which is the main concern of the study is that, in developingZ
; . 3 .

countries frequent changes in tax policy are rarely implemented. Alex Radian,

after making an extensive study of taxation experience of several developlng

countries, concludes that, frequent tax changes do not generate the desired

i s Phndh anges
¥ields in the developing countries. According to his findings, frequent chang
int inistrat-
it tax policy make it hard for the tax payer to0 comply, as for the adm

1ex and unplea.sant tasks.

g of rule

lon to enforce, by destroying routines that simplify comP

1 : rn nevw set
Tax compliance is made harder pecause the tax payer must lea
1 : because a]ll change
fach time he files, administrative implementatlon glso suffers

i i storing and use
require reforms in procedure, training and me8ns of collect1ngs
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of informa'tion which are difficult to effectuate. When the changes are ma it
i ny, 1

" rgued, they arc cither altogether abandoned or only the convenient ones
chosen or €1s¢€ the administration is crippled when trying to implement all.

A1l or some of these problems can be avoided by having a £ax structure with a
nigh built-—in—f?lasticity. in which a part of the additional income is automatical-
1y mobilized into government hands, ~rithout having to g0 through the painful and
prolonged process of levying new taxes. More specifically the adventege of such
a system lies in that the larger the automatic increase in tax such revenue-dur-
ing & givenfperimd is, the less the amount to be raised through additional
measures inorder to achieve a postulated marginal tax/income ratio, because in
such a situation increases in nincome are caught in the tax net as they accrue
or as they are spent, which means that additional contributions are collected
from those whose incomes have risen. Moreover, this would ensure higher compli-

ance by the tax payers as tax payers are more willing or less reluctant to let

the government collect increasing revenue at existing rates of taxation then to

permit rate increases and imposition of new taxes. Arthur Lewié strongly recom”

! i i of resource:
mends for such a tax structure and says. n_,.this (automatic gransfer

.ﬂ - A o . e.
is the main hope of ine ressing the share of government 17 the national incom

i be
In less developed economies the narginal rate of taxation should alvays

greeter than the average rate.”

; . 3 jm to place 2
But, while the fzovernments of developlD& countries should &

major reliance on a tax structure with a high puilt-in clasticity for increas~
ing their share of the national incomes measures OF additional taX rate changes
cannot be ruled out. This makes The second criterion 1.8 yuoyancy of the tax

¢
revenue, which measures the historic responsiveness of the tax revenue structur

ry. This arises

=t : i ount
D important criterion of ~'8X gystem 11 a aevelopling ¢
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pron the fact that in these countries a tax structure with sufficiently high
built-in-ElﬁStiC ity can be achieved only gradually and thus in addition to the

gbove structure there is also the ne=d to "start at a higher level b
' As G.S

g e B (3 s
sahota, hes aptly put 1t, "1n an underdeveloped .+« o€CONOMy, there are many

3 S of 1 A m s . '
untapped sources of finance. There is a big "slack" to be taken. As industrializ-

gtion starts and new tasks are undertaken, new incomes are gererated, new aspira-

tions are formed, new neceds are felt, new values are developed and new shifts

in demand take place. Tn these circumstances the economy has to cross a "hump"

and it is necessary to widen and deepen the tax base to increase appropriately

the 0ld taxes and to levy new irrmosts.T (emphasis added). In pointing out the

importance of these two tax criteria Sahota comtinues to say, "this

(changes in tax base and rates) kind of tax expansion is primarily necessary to

start the cumulative forces, while "income (built-in) élasticity of a tax

structure” is essential to sustain the cumulative process”. (emphasis original)
Although, there is a general consensus among economists that developing

comttries could benefit from a greater flexidbility of their fiscal system, the

. . e in
Qestion as to what should be the degree of responsiveness of 2 tax structur

& develping coustry cannot be easily answered. Obviously, there cannot be &
; . : f the
doctrinaire answer for this, as it depends on the particular circuEstances o

; i itical
Country which requires a detailed study of the economic social and poll
s - those
tonditions in the country. But it was suggested that, 1n the case of

9 A
rence between the marginal and the

‘OWtries with fairly low tax ratio, the diffe

ain a satisfactory 1evel of taxation

*eTage should be sufficiently large to att

Wwiths . .
thin o relatively short period of time.
3 s g £ the methods of
With this, as background, we pass to the description 0
imat 1 ¢ iopia.
*Stinetion of the responsiveness of the tax system 1n Ethiop
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a - 3 m .
b.2 Method of HEstimating iax Revenue Responsiveness

y,2.1 Method of Estimating Buoyancy

We have noted that thu buoyancy of the tax revenue indicates the overall
apility of the revenue system to mobilize financiael resources, regardless of
the factors stimulating revenue. The buoyancy is therefore, measured by the
nistoric aggregate responsiveness of a revenue structure to GDP changes.

symbolically this may be presented as:

dR .
B g = e « ey 205 v SEEECERE (La) (1)
t ay R
t
yhere &f* R & = total tax revenue
y = income (GDP)
B 5
RtY = buoyancy of tax revenue.

The above model presents the responsiveness of the tax revenue to income
as a single number. But since the tax structure is a complex of meny taxes of
diverse nature, changes in national income, will affect the yield of indivi~

qual taxes in a dissimilar mamner. A flat rate, ad valorem tax, & specific duty,

sttt g

or a progressive rate schedule definitely makes & tax yield react differently to

changes in national income (gpP). These considerations make separate study of

the buoyancy of individual taxes necessary, ;7 the separate effects of changes

in levels of rates and the national income are %o be noted and the productivity

of component taxes examined. To this effect, the flexibility of the tax

aQ ~ - - - s
System must be presented as the weighted average of the sum of the elasticitie
of component taxes. The weight being the respective yields. This may be

Presented ag
R. (dR.
R Y = = (i)

I (ka)(ii)
% R (aY) B;

I

th tax

where R tax revenue from the 1

it
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In the cstimation of the buoyancy of the aggregate tax and individual

taxes, tWO types of regression models are used to see which would give us a

-

1
petter fit. These models are

Rt = a+blYt+Ut' (4b)

Rt: G'Y:lUt (be)

Log Rt = Log a + b210g Yt+log Ut (4a)
where Rt = tax revenue

Yt = GDP

a2 = intercept term

bl = marginal rate of taxation

b, = buoyancy coefficient

U, = Stochastic disturbance term

4.2,2 Method of Estimating Puilt-in-Elasticity

As indicated earlier unlike buoyancy the built-in-elssticity of & tax
system refers to the extent to which the tax system generates increased return
with every increase in the national income alone. Thus if during the period
wnder consideration no discretionary changes, cither in the tax rates or tax

: : timate
bases or both were made, the historical tax series could be used to estimat

the built-in-elasticity of the tax revenue. In this case analogous to the

y p 1% enue
carlier definition of buoyancy, the built-in-elasticity of the totel tax reve

: ; iven
end the individuasl taxes can be presented in the form of relationships 88 8

' i PR P9 ici oeffi-
in equation (ka). Similerly the estimstion of the built-in-elasticity €

clents can be made using models (4b) end (4a) given 8bove-

ently made, the
However, in practice discretionary X changes are fredd v

’ . wth in income
historica] tax series thus, reflects the combined effect of the gro
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iscretionary tax changes. It the 3
4nd of a g t therefore, becomes necessary to eliminate

(mmve) the growth accounted for by discretionary changes from the historieal
< I v ca
geries, incorder to estimate the built-in-elasticity of a given structure of a

tax. In the section below we discuss the techniques used for the purpose

:.2.3 Methods of Separating Automatic from Discretionary Tax Revenue

Changes

Several methoflsllh:n,ve been developed and used for the purpose of separat-
ing the revenue impacts arising from discretionary changes from the revenue
series. TIn this part however we discuss only two of the methods, which are
employed in this study to "aleanse" the revenue series from the impact of dis-
cretionary changes.

For the purpose of this study, discretionary refers to changes in the legal
rates and bases and major changes in tax sdministration. The yield effects of
normal (trend) improvements in administrative officisncyis not subject to re-
mcval.12

. L e ai L
4.2.3.1 The Proportional Adjustmert et Metbhod.

This method consists of simulsating & series of hypothetical revenue, wreh

; =l 2
would have been nbtained had the reference (desired) year's tex structure besn

(=Y s 1 ‘n
effective throughowt the piven period of the study. WO steps are involved 1

] 5 g : i es are
this method. Tirst, revenue observations affected by discretionary chang

. . is-
8 . J . : evenue impact of &
“Justed to preceding-year basis by removing the cstimated T

- the first
Cretionary measures in the respecive years of enactment (except for

changes between

Year, for which actual revenue is taken). As the result, revenue g
. i cond,

) the period. Se

80y two successive vears would reflect automatic growth during P

ion
the rVBt ’

. . 3 , each obseé
adjusted revenue series is further refined by applyiné ¥



93

, sequence of multiplicative factors which measure the continuing reven
- : ue

impact Of discretionary changes in cach future yeauz'.lLl The formula to arriv
{5 e

at such ‘cleansed' series can be presented as follows:

o R._5e01 R2,3 . Ha
(3= Re_q0d P R R R (ke)
= - . . .th
where R. the actual yield in the j = year

J

N . .th 2
Rij— the collection of J year adgusted to the structure

P ol o]
of the 1 year chosen as the base year and,

= R.=D:
J

o

R. :
._]—19J

where D_.] is the effect (positive or negative) in the jth year
of the discretionary changes in that year.

When the data series are adjusted in this manner, the resulting series

reflects the growth in revenue due to the change in the economic base only.

As can be seen in the above discussion, &n important requirenent for the
application of the proportional adjustment method is an estimate of the revenue
effects of discretionary changes arc prepared at the time the budget is
formulated and are presented in Appendix II. However, most of this estimates

are of an ex-ante type, and ex-post revision of the ipnitial estimate 18 not

provided. 8 ¢ the discretionary changes can ¢

Since the actual revenue effect 0

; i empted
different from what was expected at the revenue budget estimate, W€ have attempt

3 3 . by the
to correct the budget estimates by multiplying the ex-ante estimates OY

i ion that
'atio of actual to estimated overall yield of each t&¥s on the assumpt

. | e
the 5 : ; ’ : g discretionaly chang
Percentage error in estimating the revenue effect of

e error in forecast1ing the

of -
& particular tax would be the same &5 the percentag

ov -
frall yicld of that same tax.
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This method of adjustment however, is based on the assumption that the
revenue effect of any discretionary measure grows in proportion to total oietie
This means that the discretionary measures changes the level of yield but does
not change the built-in-elasticity of the system. Consequently, the method is
appropriate only when the discretionary change is of a proportional nature, and
not when the change is more progressive or less progressive than the tax it
modifies. This is a major limitation of the study and thus it cannot be used
wiformly 1n all cases. We have pointed out earlier that the tax system has
veen characterized by major and far reaching rate and base changes during the
period under study, in which case some of the reforms made were more progressive
than before. Moreover, in some cases, while information on the dates of the dis-
cretionary schtion are available, the necessary data on the estimate of the impact
of the discreticonary measures could not bte obtained. Faced with these problems
an alternative method was sought. This is known as the dumny variable method.

15

L.2.3.2 The Dummy Variable Method.

This method involves the introduction of dummy variable to make allovance

. : ok ; i
for diseretionary changes. Ry making use of the knowledge of just the years in

vhich discreticnary change occured, the technique enables the adjustment for the

discretionary changes and the estimation of the elasticities to be made simultane=

: 1 e i for
ousely. In principle s dummy varisble must be incorporated in the equation,

n ai : : ; ovenue and
each discretionary change. Thus, in the relationship between tax reven

1 - . : ich affected
income, if there are T observations and a discretionary change whic

Y 1T the s
the level of revenue has taken place at t*k& then the reltil nehiyp for

Periog 3 . 5 .
104 is given in the following model.



R, = o 4+ cD, +bY + U
t : £ T Y% (4t)

t
o

Where:

21
i

tax revenue during the period

D = dummy \f?"'l"ble, and

0

D =0 fort=1... k-1l and,

Dt =1 fort = keoo T.

But if the discretionary change had an effect both on the marginal tax
(elasticity) and oo the level of revenue, then the relationship for the T period

is given as follows'
B = g +ebD, +0L ¥ an, .y, * B 16 (4g)
i T t £ i g

The estimotes of a and b for the tax structure pefore the reform would
be obtained divectly by (4g) and estimates of the parsmeters for the tax
structure after the reform would be obtained as (atc) and b+d) respectively.

The main limitation of this method lies in that, since in practice,

discretionary changes in taxation ore frequently made, the problen of insuffici-

ency of observabion is faced. Besides, although in principle as many dummy

-

variables as there are discrebionary changes may oe inCOTPOI‘B'ted in the tax

function, the methed can work only if sufficiently large pumber of observations

are available for each structure. At a minimum two observations Der dwmmy

mst be available for each 's,tmlctx,tre.lrr This means, the technique is inappropri~

S

ate in a s3 . : i gsive yeers
¢ in & situation where the rate structure 38 chenged in two suce v

" his

or in the last yesar of the observation period. It 18 therefore, cleer that t
tax

method cannot be readily used in our case. As can pe seen for Appendex 11,

Sy S ing the
changes have been “he rule rather than he exception 1 pthiopia during o

. . in the us
Under review. This imposes a formidable technical problens 1% 3

Variable method.

riod

e of the dumey
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Tt thus becomes clear that neither of the methods can be used uniforml
110 Yy

i removing g1l the revenue impacts of discretionary changes. Thus we use bo
i . use both

13 . X . .
thods for the purpose. Where 1t 1s justified on a priori grounds that a

giscretionary change did not affect the built-in-elasticity of a tax, a clean
b
aate series is derived by the proportional adjustment method. But where its

straight foreward application 18 inappropriate resort is made to the use of the

qumy variable pmethod. In estimating the built-in-elasticity of the aggregate

tax Tevenue & synthesis of both methods is used. First partial adjustment is
mde using the proportional adjustment method, then the dummy variable technique

is used to capture th remaining effects of the discretionary changes.

NPPEI .
b.2.4 Partitioning of Tlasticities

A version of the elasticity (built-in) approach involves a partitioning

of the income elasticity coefficient into its components. Nirmally, the 1ncome

dlasticity of a tax is the product of its elasticity with respect to its base

\

ad the base to income elasticity. For instance, the income elasticity of

A

\ emloyment income tax can be divided into the elasticity of the employment 1ncome

tex yleld to its base, which is taxable employment income and the elasticity of

\ the latter to national income (GDP). In general this relationship can be presented
L 1n the follOWing‘ form.
|
i A A (?il_ i),(ﬂ i (kn)
¥ R, gs, Ry A1l
1o }R. [ = (b“, bg)
- ) o tax
where R. = revenue from the 1
% th
tax

tax base of the -

o
i

the # 5 with its bas€
By re elasticity of the 1 tax :

‘ t t £ the 0 pse with income
the elas Ficity O the 1 2

i

il



97

icities i.e the tax-to-base elasticities and the base-to-income
elastiCitieS can be estimated using the methods discussed under section (4,2,3)
The above relationship holds as a mathemetical identity. However, this
jdentity 1s strictly truc when the function is perfectly estimated. i.e §2=1.00,
In other words, tihe osroduct of the elasticity coefficients of the two components
vould give exactly the same result as the traditional income elasticity approach,
if the base and income are perfectly relsted, i.e if income is a perfect proxy
measure for the actual base. But, when this is not the case, and each of these
elasticities are estimated separately from regression equations, the product of
the components s1asticities may not be equal to the income elasticity of the tex,
ss mich as the estimates are affected by the random error term in the regression

. . (
equations. 20

4.3 Estimation of the Responsiveness of Tax Revenue to Income Changes.

%.3.1 Wstimation of Muoyancies and Interpretation of Results.

In this section a study of the buoyancy of the tax revenue OVer the period
1967/68 to 1962/83 is made. Moreover, to meke further comparison of the buoyancles

| ‘ he tax
and to see how discretionary changes have affected the respons1veness of ¢

| : . fferent
system over time in the country, the buoyancles &re estimated for differ

SWb periods,

i linear
o - ' i inear and 10g”
The results of the two forms of equations 1@ of the 1 :

| i e ol
fiictions, based on the data of 1967/68 to 1982/83 are presented in teble b

| ' . s of the components
pectively, Inovderrtooappreciate the contributlon

- i3
tandard errors of the regression coefficients.
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) . ) A
data, the R“ which measure the goodness of fit, the F-level, the Durban Watson
atatistics (D-W) which provide a measure of the auto correlation of the residuals

and the rho %) correction factor, where first order auto correlation adjustment

27
gre required  are also presented. It can be observed that neither the linear

nor the logarithmic forms of regressions are uniformly superior, although the
gifferences are small. Thus the buoyancy coefficients of the best equations of

the taxes selected on the basis of the coefficient of determination are sum-

i 2

marized in Table 4.3.

Several observations can be made on the basis of the information given in
the table. It can be seen that in most cases the buoyancy coefficients are
above unity and highly significant at 0.05 significance level, implying that
most of the revenue sources contributed towards increasing the tax ratio. Conse-
quently the = -regate tax revenue recorded a high buoyancy (1.8), which indicates

g high revenue performance. It can also be observed that, the high buoyancy was

the outcome of a comparatively high performence of the direct taxes which 1is

equal to 2.03, as compared to the lower performance registered by the indirect

texes as & whole (1.l1). Thus it can be said that the indirect taxes, which

ant
constitute the bulwork of the Ethiopian tex (70% on average), although buoy

' rwise much
in absolute terms, have pulled down the overall buoyancy of an othe
more bucyant tax system.

. 3 seen that,
g . 5 i : . > axes it can be
Turning to the investigation of the ipdividual t P

ome from
. 2 . 3 ax revenue has ¢
the largest contribution of the buoyancy of the direct ®

. i tax
: ultural 1ncome )
business profit and professional inccme tax followed by agric

. ) se tax showed
Vith estimated buoyancies of 2.69 and 2.16 respectively: Lond

the lowest buoyancy among the direct taxes.
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Table 4,1: Linear Regressions 1967/68 - 1982/83 (Model Lb)

i e

gource of Revenue
A

[A®]

pirect taxes
Income tAXES
Faploymen® income tax

Business Profit and
professional Income tax

Agricultural income tax
Land use tax
Indirect taxes
Fxcise taxes
-on domestic goods
-on imported goods
Monopoly tax
Stamp duties
-on dcmestic tools
-on Imports

-on Exports

& & R F  D-W Buoy-
ancy
-66.90  0.07h 53 1508 180
(0.018) 050 26
-65.66 0.068 605 19586 1.0k
. . Jalie Be Yy
(0.015) A, A0
-27.45 0,019 .81 5379 1.k5 0
(0.003) o
~126.06 0.053 .76 k.92 1.10 .6k 2.80
{0.008)
-18.60 ©0.008 .57 18.36 2.01 .58 2.16
(0.002)
-9.88 0.008 .58 19.56 1.9% 455 153
(0.002)
~173.60 0.132 .90 130.B7 1.33 Jbo  1.b0
(0.012)
-o4.14h  0.034 .60 20.58 1.36 .68 1.36
(0.007)
-34.59 0.03k4 68 28,95 1.30 .58 1.50
(0.006)
_4.08 ©0.001% .07 1.05 1.97 0.47
(0.001)
2,61 0.0006 .10 1.61 0.9 0.54
(0.0005)
0.09 0.0011 .87 93.T5 1.39 0.98
(0.0001)
_op. 46 0.13h .77 k62T 1.50 .58 2.20
(0.002)
—4o.47 0.0017 .9 286.18 1.83 1.80
(0.001) "
1.3%  D.00L LSS 0y o 0.8
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e e

—

Source of Revenue

Turnover tax

Import customs

Export customs
-Coffee surt'ei,-);

Total tax

2 Buoy-
2 b v
R F D-W gnbe
-38,.81. 0.011: 98 1,598.0L " HLL0 2,12
(0.000k4 )
-2,15 0.019 76 46.20 1.L40 1,01
(0.003)
-83,05 0.040  .L5 1%.9% "3.680. .50 232
(0.12)
-37.97 0.029% .16 1.9 1.19 1.85
(0.02)
~-365.32 0.222 9807 /850i61  1.95 45 1,70
(0.012)

Notes: ¥*Insignificant at

: Y, o T 5 .
Table 4.2: Log-Lenea

5% level of significance.

r

Regressions 1967/68 - 1982/83

(Model kec)

Source of Revenue

Direct taxes
Income taxes

Employment income tax

Q(7
professionel i1ncome tax

Agriculturel income tax

Land tax

—
(@3N}

—~
on oM

.03
.102)

.16
.100)
2,
Jh)

.69
.1h)
97
.bat)

.50
.418)

97
.96

o 1%

w32

A7

392.48 .

457.59

6.55

356.86
15.71

12.8k

, 9 48
189
1.7+ .50
1.92
1.86 ;6h
1.66 .55
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Table k.2 (coni‘.d.\,

e

gource of Revenue
a b qg

e

ct Taxes =3.23
3.2 1.63 .86 603.20 1.50

-

Tpdire
Excise Taxes o L7
2,47 1.23 .54 16.87 1.86 .68
—on domestilc goods =5 .83
2.8 .58  19.48 1.30
-on Importec EgOO is e
.02 O0.g* .06 0.9 1.88

e

Monopol : “1‘:» ¢
poly Tax -p.66 0.90 .20 335 1.68

Stamp Duties '
v ~2.48 0.87 9 52.3k 1 88
(988 2 .

Transaction Taxes
xes ~5.07  1.85 .97 472.85 1.19
(0.685)
-on domest ic Foods 5
odd S.hs 2.2 8o 63.65 1.23 .58
(0-277)

0.98 .78 250,66 1.23

-on Exports Fake
-2.81

80 .96 383.66 1.02

-on Imports
-5.08

Turnover Tax
-38.81 .98 880.84 1.82

Import Customs
o -1.99 85 T19.98 1.30

E@ort cust
stoms , ’
) -8.96 2.98 66 28.19 1.50

COff':: ~G = e 2 AL
ce Surtax*® 8.5 2.78% o e

o
. on

49 21305 1

Tct al Tax
-3.99 1.80

Voo
Notes- e — . e
: . il Pt
™3
Flgures in mpaj
0 pars -heages Aare standard errors

vt D7

‘(w.lnslgﬁ.ific"."lt Ak BF 1 11
“*data fron e 5% 1evel of 51En1flcance
rom 1570 /71-1982/33
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pable B3

gummary of Regression Results

w’ Revenue Busyancy
pirect Tax=s 2.03
Tpcome Tax 2.16

Employment Income Tax 1.60

Business Profit and Professional

Income Tax 2.69

Agricultural Income Tax 016
Land Tax 1455
Indirect taxes 1.%0

Fxcise +axes 1.36

-en domestic goods 1450

-on imports 0.49
Monopoly Tax 0.90
Stamp Duties 0.98
Transaction +aves 1.82

-on domestic goods 2.20

-on exports 0.98

-on imports 1.8
Turnover Tax 2.12
Import Customs 1.06
Export Customs 2.98

Coffee surtax 2.78
Total Tax 1,80

o L ; 4 markedly in
The component taxes of the spdirect taxes, BOWEVET gasTere

. . i nt kinds
their performances. This divergence can be atpributed to the differe

" . Indlre
: . h which the indir
of rates which are levied on different kinds of tax bases, wit

tax revenue is collected.

, ) .+ the depressing
Excise tax as s whole showed shove witly bioyancy despite

. .ty
e 3 howed belo¥ unl
#ffect of the excise revemue collected from imports., whigh 8 :
o
. L .t that, wne *F°
YWyancy., This is an important finding in vieV of the I8
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pelow UnLtY buoyency 25 the result of the rate structure which is mostly

Speci-
sic in nature. While it remailns to be analysed in detail later on as to what
a

contributed to the level of buoyancy, it can easily be seen even at this point

that the effects of raf:e and base changes made during the period must have con-
tributed significantly. Out of the component excise taxes those levied on
peverages and tobacco and tobacco products showed a high productivity (1.95 and
b2 respectively).3 while that on petroleum products, surprisingly enough,

exhibited insignificant coefficient at 0.05% level.

The sales taxes, both the turnover tax and the transaction tax emerged as
highly productive revenue sources in the Ethiopisn tax structure. The relatively
high buoyancy of the total transaction tax was contributed mainly by that imposed
on domestic goods followed by those on exports. The performance of the tax on

exports was however, relatively poor.

Tmport customs which constitutes an important category within the indirect

S e S s i ’ Bl r coeffi-
tax classification, showed a comparatively 1ow productivity. The buoyancy COex:

cient during the period was about unity which indicates merely & proportional

grovth of the tax revenue with the growth of the nationel jncome (GDP). The

: =t ! vi-
relatively poor performance of this specific tax despite the significent re

: : : tax may not be
sion of the tax rates upwards during the period shows that, the

counted upon as a lucrative source of revenue in the country.

. i sive=
: gbout its respon
As regards the export customs, any firm conclusion

” : axcept erhaps the
Ness cannot be drawn based on the figures given in the table, xeeps P
i 4ith GDP. This in
Negative conclusion that export customs 18 poorly correlated ¥ith
, P
. ) . g the fact thab
Heelf is o finding of meaningful gignificance, for it ascertail
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3 zer s te GDP 1 .
such revenue 18 exogenous te GDP. We have noted earlier that export customs

revenue is obtained mainly from coffee export surtax, which is a function of
the capricious world prices and the volume of exports, rather than GDP movements
This makes the coefficient of 1ittle value in the process of evalusting the
revenue performance of the tax. The results (for whatever they may serve) show
that export customs in peneral emerged highly buoyant, whereas coffee exports

oy, ranev Wed not s > on P 2 o
surtaX revenue et Ancy Wusd o signi .,lc%l’ltly 11 fforent from ZEeEn..

In generel, the above discussion shows that expept customs on imports, all
of the component tax revenues exhibited a proportionately higher growth rate than
that of GDP. Thus, we can safely state that the revenue base of the tax gsystem
was fairly Duoyant during the period of the study. This is further corroborated

by the high coafficient of responsiveness of the aggregate tax revenue. The

buoyancy coefficient (1.8) is highly significant at even 0.01 significance level,

the coefficient of determination is also very high. Thus according to this

information, it can be stated that, on the average, over the period, for every 1%

change in GDP, the tax revenue structure responded with a 1.8% increase 11

revenue, certainly classifying the tax structure as a puoyant tax system showing

a high tax effort to raise tax revenue.

- . icl measures
{fowever, we have indicated earlier that the buoyancy coefficient

arising through

the built-in (automatic) growth as well a8 growth in revenue

This makes the quantif‘ica’cion of

123

discretionary changes during & given period.

to see the extent

these two measures of same interest, as theY would permit U8

. sources
hi . ; . transfer of re
to which the buoyancy figure 1S attributed O automatic

s i study A
ba . the eriod of
Sed on given tax rates or new measures taken during P

5 effort
: . . ion of the tax €
increase tax revenue. This would provide @ petter impresst
guffice
: ' i T ¢ made lster. ©
made during the period. An investigation, into this will b
rded
k ce was reco
© say st this point, however, that 2 oredible tax per formes
point, or, the

duri -
1ng the period of our study.

___—
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The above analysis has focused on tax performance evaluation over the 16
years. put as indicated earlier, the post revolution period in Ethiopia has
o characterized Dy major reforms in the tax system, in which the objective
of increasing the revenue raising capability of the tax system figured more
prominently. Analysis of the responsiveness of the tax revenue during the -
pre-end post-revolu'tion period and the comparison of the same can shed some light
on the extent to which the discretionary measures taken have improved the revenue
produc’civity of the tax mechanism, in response to the increased financial needs
of the government. Towards this end, we have estimated the buoyancy of the
sggregate tax revenue and the component taxes for the sub-periods of 1967/68 and
1975/76 which is supposed toO represent the pre-revolution period and of 1376/77

to 1982/83 supposed to represent the post-revolution pericd.

The buoysncy estimates for the two periods are presented in Table L.k
and 4.5, They are obtained by fitting the data to the Jog-linear function.
To make comparisons easier the buoyancy coefficients for the three periods are
sumarized in Table h4.6.

An examination of the figures in the w0 tables reveals that as on€ would

; - i ent
expect, the performance of the tax revenue as a whole registered an improven

during the second period as compared with the first. The two buoyancy coeffici~

ents 1.64 and 1.8 are significantly different as is sndicated by the F value

; ’ . and
(Appendix III), demonstrating that, the relationship between tax -

1 second
GDP changed cver time. This means the increased effort made during the

. he tax system,
period resulted in a salutary effect on the revenue performance of %

that, wag desired.
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Buoyancy of Major Taxes

1967/68 - 1974/75

s
Buoyancy , T-value of
Constant  Coefficient R Coefficient
I
Direct Taxes -5.17 1.97 .93 9.19
Income Taxes -6.58 2.34 o9k 9.40
Fmployment income tax -8.95 2.87 .93 £.90
Business profit and .
Fl;ofassicnal income tax LTS 2.50 .91 7575
yrofe - P
Agricultural income tax -0.90 058 50 0.56
Lend tax = 0:03 0.0 0.13%
Indirect taxes -3.13 1.42 9L 10.2k
Excise taxes -4, 05 1.65 .93 9.32
A ; 6.
Excise on domestic goods  —6.95 2.35 B7 31
.0
Ixcise on imported goods =15.05 4.35 89 T
i 1.04%
Monopoly tax -, 71 1.4k .li o
Stamp duties ~-1.21 0.53 Z 6~28
5 87 .
Transaction taxes -} .68 1. T3 - i
-on domestic goods -5.78 1.90 . 8
-on exports -6.80 2,06 .18 h.%
-on imports ~li ik 1.62 .80 q.n
> h 2 092 o g
Turnover tax -8,2k 2.55 . e
Export customs -k .86 1.18 'r\g g
95 .68 .
Import custome -1.57 0.95 e La
Total tax -3.43 Tl N e
lote:

. . Gt =
*Insignificant at 5%

significance level.
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Table 37
Buoyancy of Major Taxes

.1975/76-1982/83

gource of Revenue Buoyancy t-value of
Constant  coefficient R2 Coefficient
Direct taxes -8.03 2.70 95  10.61
Tneome taxes =¥ 0 2.66 .93 9,42
Employment income tax -6.75 .23 93 8.70
Business profit and
Professional income tax -3.61 3.03 .86 5.97
Agricultural income
tax -13.5h 3.85 .89 .54
Land Tnx -10.68 3.32 87 6.26
Indirect taxes -2.67 142 .91 6,20
Excise texes -6.22 g3t 87 6.8
Excise on demistic -3.16 1.40 91 8.03
Excise on Imports 0.48 .18 .02 0.35*
Stamp duties -4,82 1.48 .85 5.86
Transaction taxes -6.28 2.16 .93 9.10
on domestic goods -9.18 2.70 .90 7.26
on exports -1.%9 0.63 .59 2,92
on imports -5.93 2.01 91 7.93
Turnover taxes -6.58 5.5 .95 - 10.90
Export Customs ~1.99 1.09 20  Lar
Inport: Custeuns . 0.38 0.46 21 1.17*
Total Tax )09 1.80 98 15T

T e

lote:

Insignificant at 57 level of significance
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-
Summar £ s
y of ¥uoyancy Measure fo
r

nffe
Diffarent Periods

/—-
196? LR-198>
L EE—— /66-1982/83 1967/68/19T5/16 197
Direct taxes 15/16-1982/83
Haaen 1 e 1.9
neulie TaXEs '17
B i 2.16 2.70
L;.'!:pl.f.‘gf ment income tax 1 1/ 2'3)4 2 66
. . '?’ '
susinees Profit and Pro- 201 2.23
fegsional income tax | 2.69 .
) . i ) « 0y
Agricultural income tax 5 i 2.50 3.03
Land tax iy - 0'50
} 3.85
) 17 j
Tndirect taxcs )?5 0.03 3.12
g 1.40 ¥
Excise taxes 5 1.52
gt | g e 1.2
n domestic goods 1.50 : Y
-0n imvmwﬁc e 2'35 1 h
mrorts .40
Stemp duties s 4.35 0.18
Sk .56 0.53
saction texes iy : 1.48
i el 00 e 1.75 T
omestic goods sl 2.10
. ExIBTE i 1.9 2.70
E— 0.9¢ 2.0 0.63
Pirnover tas 1.85 1.62 2,01
ImQOI‘t C’JS‘L‘,"‘}F‘S C.l? 2.55 2'12
Betet: o 1.06 1.72 0.46
a8
Total tax 2.98 0.9% 1.09
1.80 1.64 1.80

 shows that there vere

a

An investigstion 1
gstion into the individual texes als

sub .
stanital Smore
"“‘-‘f’fL‘VEH‘.entf’, ;r‘ . = - . . . :
s in several of them. Wwhat 1S interesting is there ¥as

[}

2 Subst
antial 1

&1 1ny v s - g

lneo srovement in all of the direct taxes except in the employment
me ta
ax. Th
N The dete . . .

ie deterioration in the puoyancy of the employmen® 4ncome taX
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from .87 in the first period to 2.23 during the second period is an unexpected
one, because i+ sco happened despite the fact that a more progressive rate struc-
ture was introduced during the second period. A detailed analysis of why the
tax behaved in such a manner will be given later, but it is not difficult to
gee even at this point, that the cause of the fall could be noting but the

stagnation of the respective tax base, i.e. taxable employment income.

Indirect tax as & whole recorded & decline from 1.55 to 1.40. The effect
of the fall on the overall buoyancy could be substantial because of the over-
whelming importance cf this category of tax in the overall tax revenue. The
cause for the fall in the buoyancy in the indirect tax can also be easily seen
in the table. FExport and import customs which comprise a major portion of the

indirect taxes showed no relationship with GDP as indicated by the t-statisties.

Tt can be concluded therefore that, the wide range tax reforms made to
improve the revenuc performance of the tex system as a whole during the post~

revolution period have resulted in the improvement of the overall buoyancy of

the tax revenue. This and the fact that most of the domestic toxes have improved

their productivity very significantly, make the effort made during the postrevolu

tion period to be highly evaluated.
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Comparison of Buoyancy with ITC Index

Tne sbove section on the analysis of buoysncy, clearly establishes that

a remakable tax offort was made during the period of our study. This is indicat-
ed by the nigh overall buoyancy of the tax revenue estimated for the periocd, which,
as indicated earlicr is an index of tax effort in the dynamic context. But,
vhether tne tax effort made as indicated by the buoyancy coefficient was adequate
enough tn effoctively mobilize the tax potential in the country is not and cannot
be indicated by the study. To give an answer to this question we bring together
the two quantitative measures of tax effort. - the static index of tax effort
based on I5C index (discussed in chapter 2 section 2.2) and the dynamic index !
based on the lesvel of buoyancy. As was noted, the former srovides information on
relative performance interms of degree of use of taxable potential, the later in
dicates the past elfort made to increase tax revenue. obviously, an above average
tax effort index (static) and & high buoyancy coefficient indicates an impressive

tax performance.
Our findings indicate that the two indices do not point in the same

direction. Whnile the static tax affort index points out that the overall per=

: ; ic 1 t a signi-
formance in the country 18 below average, the dynamic index shows tha m

. i to i tax revenue. This is the
ficant progress has veen made 1n +he past TO increase

¢"" t
same as saying that, although & highly commendable éefort was made 1in the past,

> e taken ere n 0 h to ensure average or above mf‘l!‘
t-le measures ake W e Ot &d.eq_uﬂte en 118 '

istence of the
utilization of the taxable capacity of the country. The persiste

i tly high tax
stetic tax effort index to remain below aVersges despite the apparen y bag

s :yigation of the tax
effort over the period implies that the coefficient of utilizati

omarkable effort
potential was so low tO begin with, 8O much so,thats even the T

mede to exploit the tax potential was not adequat

e to ensure an average ar above

i 4 of aeveloping countries
average utilization of the taxable capacity bY the standar | |
pnt,entia.l, yhich mty require addit

N : ’ ited
This implies the exsitence of an unexplol

ional effort to tap it.
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4.3.2 Fstimation of Built-in-elasticities and Analysis of Results

The forgoing section was concerned with the growth in tax revenue in
general. In this part we estimate and examine the built-in-elasticity of the
tax revenue over the period of our study and at the same time determine the
clasticity of the current tax structure in FThiopia. The results of the
regression estimates based on the 1967/68 rate and base structure of the tax
system are presented in Table 4.7. The parameters are obtained using models (4v)
(4f) and(bg). a is constant while b is the built-in-elasticity. Cy and Cy
represent the effects of the reforms on the level of revenue, do represent the

offect of the same on the marginal rate of taxation. Since the coefficients of

the independent variable GDP show the marginal rate of taxation, we have calcu~

1ated the elasticities and are cummarized in Table 3.8, Tt can be seen from the

table that most of the flexibility coefficients are significant at 54 level of

significance. Some of the dummy variables however, are not significant, indicat=

ing that some of the tax changes didn!t have an appreciable cffect on the elasti-

city of the tax revenue. The fairly high-§2 for the total tax revenue as well
n of the changes

as for most of the componeut taxes show & systematic correlatio

in tax revenue with changes in GDP.

An examination of the elasticity coefficients shows that, &8s expected the

elimination of the tax revenue accounted by the discretionary measures from the

1 i ici i > is implies that
tax series reduced the elasticity coefficient in every case. This implie the

e directed 8t increesing revenue.

partically all the discretionary changes wer

nt of the total tax revenue , which is

The built-in-elasticity coefficie
e§ were needed O

velow unity (0.9€) indicates that major discretionary chang

raige

without such changes one would expect an

t;a, ¢ ' nu Hlb thC Xab Oi Bloutu in nav nal
X e € e kl C 1 tl

almost equal rate of growth of

income.
A3 ffer
otal tax revenue, howeveT conceals the differing

i ~r lock at each
This warrants & closer 1 ok ¢

The inelasticity of the t

elasticities of the component beX revenues .

of them.
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Linear Regressions

able 3.7 5
a R D-W
yurce of Revenue - B co Cl 2 ] ‘?1 B
iR, o ~T2.42 0.100 ~122.91 0,018 -93 223
ployment income tax (0.018) (44.73) (0.007)
iployment income tax -23.98 0.012 0,001 .93 1.19
(0.0011) (0.0005)
)siness profit and ; .
rogessional -72.18 0,0025 3.1Ck4¥ 854,594 0,112 .98 2.208
(0.007)  (15.766) (232.04k) (0.028)
gricultural income tax 5.64 0.001 32,968 97 1,6&
(0.0008) (3.249)
;and tax 12.83 0,001 <55 120
(0.0003)
nxcise tax 47.38 0.10 .88 .10
(0.001)
Excise on beverages 13.8% 0.002 6L 1.L48
(0,000L4)
Excise on fuel 10.50 0,000L4* S a
(0.0005) b R
Excise on tobacco and
tobacco products -13.51 0,003 16.506 97 2.48
(0,001) (3.266)
Stamp duties 0.09 0.0011 .8 :
(0.0001) ¥ 7
Transaction taxes -29.27 0.018 g 1.52
(0,0007) e ;
- On domestic goods -16.88 0.007 .96 1.26
(0.0003)
- 0!\ imn. -1,‘011. 0.009 -96 2.60
(0.0005)
- On exports 1.34 0.001 T 1,17
Turncver tax -38,81 0.011 .98 1.10
d (0.000k)
Import duties 38, 3k 0.008 .56 1,28
' (0.0002)
Export Aduties -27.70 0.012% 1.437 127.41 .69 1.73
(0.,013) (1.27) (49.15)

*Insignificant at 5% level of significance.

Note:
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Employment Income Tax

The tax yield from employment income based on the 1967/68 structure showed
1.3 elasticity and the elasticity of the same revenue source based on the 1978/

76 rate structure ostimated for the period 1978/79 -1982/83 using a different
. 22 ¥
technique  Was about 1.35. Although elastic the degree of elasticity can hard-

1y be considered impressive in view of the fact thatinccme taxes have the virtue of
possessing nigh  elasticity. This mey be explained by the limited applicebility
of the tax, in that it covers only the modern sector of the economy. What is
interesting however 1is that, the elasticity did not show any improvement despite
the much more steeply progressive structure introduced in 1978/79, and it is

reported that the pdministration of this tax does not pose any particular problem.

The cause of such anomalous situation may thus, be sought in the base of this

tax. MNormally, & progressive rate schedule can bring in increasing yields only

if the tax payers keep on shifting to upper income brackets &s income expands.

Thus, if the distribution of income is in favour of the low income Broups within

the tax payers,.nc matter how highly progressive, the rate structure is the bult~

in-clasticity of the yield will certainly remain 1OW. Although we cannot pro~

oy R e 8 \ s 1 he count
vide data which shows the distribution of wage and salary income in the ¥

a few words can be said about jt. First, it is reported that the bulk of the

. : i syels per annum,
Ethiopia's wage earners fall between birr 600 and birr 1200 levels pe

this mcans the bdulk of the wage and galary earners are taxed at the lower rates.
Second, a partial freeze have been made on the salaries for those employed 1in
T — services.23 Thus the absence of improvement despite the major reform
in the rate structure can be nothing but, the contradictory operation of the tax
base, which made the conspicuosly highly progressive rate structure almost mEAmINg™
less. The fect that the clasticity of the tax revenue based on the old structure
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Table 3.8

summary of Elasticities of the Major Taxes
and Total Tax 1967/66-1962/83

Source of Revenue Flasticity

S
Employment income tax 1.30
Business profit ani professionsl income tax g i, |
Agricultural ‘ncome tax 0i36
Land tax 0.35
Excise tax 0.58
Excise on alesholic beverages 0.59
nxcise on Petroleum and products 0.81
fxeise of tobacce and products 1.32
Transaction taxes 1.30
-cn domestic geods 1.70
-on imports 1.3
-on exports 0.83
Turnover tax 2.1°
Export duries 0.6
Tmport duties 0.5
0.36

Tot!

%)

1 tax - —
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estimated for the period 1967/68 - 1974 /75 was 2.87 testifiss
. s that the progres-
sion of the tax base is muchmore impctant in improving the pyilt-in-elasticity
il ’

+han the progression of the rate structure.

Rusiness Profit and Professional Income Tax

e operational utility of income-elasticity approach in the examination of
the productivity of the Fthiopian business profit and professicnal income tax is
limited due to two reasons. Firstly, the revenue statistics available does not
distinguish between separate sources of revenue in this group of taxes. They
are available fTor the group as & whole including the highly progressive tax
imposed on individually ~wned businesses and on professions, and the proportional
taxes on corporate bodies, income§from royalities, dividends, services rendered
from abroad and chance winnings. Secondly, the revenue statistics from these
sources include arears and advances.

Bearing in mind the stated 1imitations, we estimated the elasticity under

the 1967/63 tax structure, &nd found out that it was 1.52. The elasticity based

on the 1978/79 structure calculated using the 3ata of 1979/80 to 1982/83, during

1 . - . - . m
which no arears collections are reported was 2.k, showing & significant =P

nsvwer as to vhich of the tax

ment, Although it is not possible to gives rrecises

i iei i . s+ed contribution of
revenue is responsible for the high clasticity, given the limited
ive individual
the other texes, it can be said that the two taxes-the progressiv

profit and professional income tax and the proportional company profit tax =

must have been the important sources. The former Oné is steeply progressive ::

the later although levied at proportional rate, its base i.e profit has ex:nm

: a oul

mich more rapidly than the growth of the national income. ThiS becomes €V P
i r

when we 1ook at such indicators, as the growth ip the manufecturing secto

nargeable income.

. ] any's €
15 a major factor influencing the growth of the comp
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But while no serious tax evasion is reported to exist in the process of tax
collection from the corporate bodies, this is not true with the first ome.

1t is said that this type of tax, i.e. the tax on individual business and
professional income, is the most difficult to implement and administer. This
is because, the individual business units apart from being numerous are found
scattered all over the country, and for the most part they do not keep
(accurate) records. Moreover, shortage of skilled assessors, auditors and
collectors is weported to have retarded the development of this tax.zh Thus
the potentiality of the tax for a higher elasticity is greater as compared to

vhat is realized.

Agricultural Income Tax

The agricultural income tax revenue showed 0.35 elasticity under 1967/68
structure and 0.55 under the more progressive rate of 1978/79. Agein &n
snomalous situation, similar to the employment income tax revenue. Despite
the progressive nature of the rate structure in both cases, the revenue wAS

income inelmsbic, This cextainly indicates the administrative incapability

of the tax administration to enforce e tax 1av. Bs s e oW

. iffi jes relatod t«
old law was hardly implemented due to "not only .- difficult .

estimation of agricultural incomes, OWiNng

collection but also (que) to under ;

"
ts in the various regions of the country.

to pre4sure from Janded interes

i i ing of
The new law also faced the same fate, this time due to the underreport

iati ; 4 with the
agricultural incomes by the peasant associations, sho are entruste

i i id that the peasant
assessing and reporting of agricultural incomes. It 18 said
: 2 irr 600. This is
associations report a1gost invariably sncomes less than bl
i onsidering the fact that,
obviously .nderreporting of incomes, especially ¢ sider

ven for coffee growing regions.

4 to frustrate the

Thus, the
similar income i reported €

i onspire
rdministration and implementation problems have consp P
i i » the tax 8 hi ine
intention of the 18¥, which was designed 10 impart ¥
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coming ©o the land use tax, it is not hard tc find the cause for the
inelr.—:.sticity of the land tax revenuz, the rigidity of the rate structure and
the inflexibility cf the base i.e. ares of the land are obvious reasons for

the inelasticity.

Indirect Taxss

4 detailed analysis of the income—elasticities of almost 21l indirect taxes
will be made in the subsequent section. 1In this pert we discuss only the salient
feature of the elagticities of the indirect taxes.

Among the indirect taxes, excise taxes exhibited inelastic coefficient,
which is equal to 0.6 under the 1967/68 structure. But the elasticity under a

constant tax structure can exceed unity, if among other things an increase in

the ratic of the value of excissble goods in the national income is ensured.

Since the base of the tax was broadened on geveral occassions after 1967/68,

ve have =lso estimated the built-in-elasticity of the tax based on 1975/76 stru

. i i ici jcients.
structure to observe if there was any improvement in the elasticity coeff

The results, estimated for the period 1975/76 to 1982/83 showed a 0.75 ccefficient

The cause for such jnelasticity cap be attributed to the specific

of elasticity.
i i i jed on twelve
nature of the tax. It was noted earlier that, excise tax 18 levied

i wo specific
types of commodities mnd the ~atos levied on ell of them, but two, ore spe

; syyre to teke commensurs
rates, which does not respond to Price changes. Thus, failur

es have substantially reduced the effective

able mctions on rates vis—a~vis prie

rates of the taxes.

and the transaction tax rocorded

both the turnover tax
to 2.1 and 1.36 reep

The sales taxess
i ici : op were equal

2 high coefficient of built-m—elastxcny which
ndeed, which indicote that both are pro

The flat ad-valoren enabled the tax revenues

respectively. A respectable figures 1

ductive sources of yevenue.
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so respond 1o changes in the prices of the dutiable commodities, which are fast
expanding in relation to the national income.

Import duties revenue was also found to be inelastic during the period (0.38).
The explanation for the imelasticity lies partly in the rate structure of the im
import tariff and the policy of import restrictions made in the country. Ome of
the basilc priciples underlying the rate structure in the country is protcetion for
domestic industries, a sequel of the domestic industry promotion policy by the
government. Thus We find while virtually no or little duty is levied on industri-
al raw materinls, capital goods and machinary, high duties are imposed on consumer
goods . Consequently, the composition of imports have been neavily weighted by °

those goods which are generall.yeither sero rated or subject to low duties. For

example, the proportion of the value of imports exempted from import duties went

from 19% in 1975 to 55% in 1982 of the value of te*al importsz." Furthermore, the

use of specific rather than ad-valorem rates on some commodities, the administra-

: i 1 ne lac -
tive problems encountered in the process of correct yaluation due to the lack of

adequate trained personu:l, should have also been major factors for the low

elasticity coefficient of the import duties.

. ; s in
Regarding the clasticity of export duties, since the bulk of duty earning

iopi 2 frici-
are wore a function of world prices rather than the Ethiopland GDP, the coe

:ngignifi efficient at
ent has 1little interpretative value. e insignificance of the co

0.05 level confirms our conclusion.

To sum up the above analysis shows that the fthipian taX system as 8 ‘m“"“

: : . tive-

based on the 1967/68 rate and pase structure was income inelastic. The relative

i ¢ income
ly high elasticities recorded by some of the taxes, chiefly employmen

rofessionel income taxes, transaction taxes, and turn”

tax, business profit and P :

As
. 2 nd the other taxes.
over taxes were more than offset by the inelasticity of

have noted it earlier, the elasticity
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the responsiveness of the taxes thst comprise it. If it happens that most of
the taxes especially the relatively important ones are not responsive to changes
in national income, then the tax system will certeinly suffer from regidity.
gven inelasticity of one tax revenue may render the tax system inelastic if the
jmportance of that tax is sufficiently large. Customs play such a role in the
tax structure of Ethiopia.

Put in view of the fact that, several tax reforms have been made during
the intervening years of the period under review, in which some of the rates
are more progressive than before, a question may be asked as to what is the

elasticity of the tax system under the present tax structure. An answer based

on empirical findings will be given to this question later on, but even at this

point it can be stated with fair degree of certainity that even the present

Tthiopian tax system is income inelastic. We have attempted to calculate the

elasticities based on each of the newly jntroduced taxes rates and have found

out that either they do not introduce any improvement or clse vhere inelastic

themselves. Morecver, the fact that the tax ratio has stognated at 15% for

the last five or so YyearsS, quring which there was no rate or base change under-

scores our claim.

he above discussion is that, although

An important point which emerges from t

an increase in the total tax revenue in

the various tax reforms have resulted in

of increase in tax revenue in relation to the

ahsolute terms, the automatic rate

i he reforms. This
grovth of the national income did not improve as the result of ®

i ro egsively
means that, based on the present tax system the channellling of a progr

O l, t a', i \I O Obc!uu i  1od ¢ a8 :.znk

turc. Amajor implicat |
i i {ging
t will have to go on jmposing nev taxes Or re

yields of tax receipts the governmen
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S ates. But continuous
existing rates resort to tax changes i i
7S 1n.order to raise tax reven
e

;s fraught with disadvantages is a fact which we heve attempted to indicate earlier
1t would be preferable, as much as possible to introdtxce built-in-elasticity iate
the tax system, SO that an increasing share of the growing national income may

be aqutomatically directed into the pbulic treasury. Towards this end, it becomes
necessary to investigate the causes for the high or low elasticity of each of the

tax components with a view of identifying the problems and suggesting prover tax

reforms. This is dealt in the section below.

4.3.3 Analysis of Elasticities by Partitioning.

As indicated, the objective of this method of analysing individual taxes
is to provide information concerning the resson for high or low elasticity in terms
of the component elasticities. If the rate structure is progressive and the
statistical results suggest a low tax-to-base elasticity, it implies either that
the composition of base is shifting towards 1ess highly-taxed catagories or that
s also provided regarding vhich bases

tax administration is weak. Information 1

are heavily taxed and which are 1lightly taxed.

To ge a - 149 i r)rmt].on i e. data On
O use the u.bOV e .Iel,llod of a]la.} ySlS . addltlona.l lnf .
the le a b h 1 f()mtioll i' not
g ases of taxes are required. Unfortunately such 1n
b”t"-

1 : s t 'proxy
available for most of the taxes. This makes it necessary to select 'P

which reflect adequately fluctuations on

direct taxes in particular,

Moreover, since data on close Proxy bases

the legal bases cannot be found for sSome of the taxes,
only. Furthermore, since
the analysis is limited to the yields of the other taxes only

. .1+ -in-elasticity of the
our interest is to identify the factors affecting the built=in

period 1975 /76-1982/83 only.

Current tax system the analysis covers the
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Table 3.8 Decomposition of Tax Elasticities 1975/76 - 1962/83

Tax-to-Income (GDP Elasticity  Proxy Base-to-Income Elasticity Tax-to-Proxy base Elasticity

Tax and Related (Proxv)

Base Constant Coefficient R2 Constant -Coefficient R2 Constant Coefficient Rd
Fxcise Tax/E -0.65 0,78 .89 -l 24 1.89 .95 0.90 .0.36 «90
(2.2h) (9.62) (6.34)
Excise on beverages/B 0.56 0,27 .28 ~T.2T 2.5 .89 1.60 0.,01* 0,00
) (1.50)% (6.2() (0.12)
Excise on petroleum
products/P -1.75 0.83 .83 -9.56 3.07 .85 0.79 0.29 92
(5.47) (5.35) (7.82)
Excise on tobacco and
Products/T -13,;51 1432 97 -10. L7 3.16 .96 -0.50 0,88 96
(2.75) (12.36) (13.83)
Transaction tax on ;
domestic good/GMNF -4,54 15T 9L -2031.70 2.36 .82 12.65 0.64 .96
(10.46) (4.94) (11.72)
Transaction tax on d
imports/MIT -3.86 1,47 91 -T+59 2.69 .95 0.28 0.51 87
(8.19) (10.82) (6.29)
Transaction tax on
Exports/X -1.09 0.63 .59 -8.55 2.92 .80 0.67 0,11 = .22
(2.93) (5.02) (1.29)
Import duties/Mad 171 0,11 .10 =TTT 272 el ) o i Oed2, % 1~
(.30) (10.64) (1.01)
Export duties/X 5670 -0, 87* -.29 -5.52 2wl .63 -0,03 0.78 87
(0.613) (2.92) (4.72)
Notes: E = Value of excisable commodities, 1.e. (gross value T = Value of tobacco and products
of petroleum products, tobacco and tobacco products GMNE =

Gross value of the output of the manufacturing -
sector
B = Value of beverages locally produced and imported MI'T = Value of imports wivh pay transaction tax

X Value of exported goods
Md = Value of dutiable imports

slcoholic beverages and textiles and yarns).

P = Value of petroleum products

STnnienifiocant at 5% level of

(Figures in paren
thosio ore Lol

mignificanco .
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The elasticities are estimated by fitting the date to the log linear
fynction aiscussed earlier, and the regression equations are presented in
Table 3.9. The elasticities are summarized in Table 4.10 and discussed below.
In every case the discussion starts with the jdentification of legal tax base
for a given taX, and where data on legal base is not available, with the

;dentification of conceptually appropriate proxy base.

Excise Taxes

Wie have indicated that excise revenues are collected in Ethiopia from
quties on 12 selected commodities domestically manufactured &s vell as imported.
But although the tax apply to all the goods, & comprehensive data on value of

the consumed goods is difficult to obtain. Therefore, the gross value of the

important excisable commodities, chiefly petroleun products, tobacco and tobacco

products, alcoholic beverages, textiles and yarns which altogether provide 75%

of the excise revenue on the average are taken as tax bases.

We have seen that the built—in—elasticity of the total excise tax revenue

weas 1low { T8). Tt is interesting to note from Table 4.10 that, this was the

product of the high pase-to-income (GDP) elasticity (1.89) and 1o¥ tax-to-base

clasticity (0.36). This situation arose partly because of the specific nature

: : i nAs e
of the rate structure of most of the taxes, which failed toO respond tO incre

3 i th
in prices of the excisable commodities and the apparent 1agging behind or the

volume of production in relation to value. The same development is mxt“cfu.-d
bty the clasticities of some of the individual taxes. The built-in-cluncxtna
with respect to GDP of beveragess petroleium products and tobacco and tobacco
ceodusts were §:2Ts (significant at 107 gignificance jevel) 0.83 an:f 132
respectively. For peverages the pasc Erev rapidly showing an clast.xnty'of."
5 L with respect to income, howevers tax collection to base nad an :lut::‘yic
ot different from zero. 1t is also interesting to note that the R* st®
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Table 4.10: Summary of Decomposition of Tax Elasticities
Tax-to-income Base-to-income Tax-to-base
Flasticity Elasticity Hlasticity
Excise tax 0.78 1.89 0.36
Txcise on beverages 0.27 2.1 0.36
Fxcise on petroleum products 0.83 3.07 0.29
Txcise on tobacco and tobacco
products 1.3 3.16 0.88
Transacticn taxes
-on domestic goods 157 2.36 0.64
-on imports 1.47 2.69 0.51
~on exports 0.63 2.92 0.11
Import dutles 0.11 2.72 0.12
Export duties -0.87 2.1 0.78

e mmn—————

ici ing & consis-
was very high for the beverages pase to GDP elasticity, reflecting

2 i i the
tent growth of the pbase with income (gppP). However, the R- statistics for

indicating’ ection
beverage tax-to-base elasticity was almost 2€ro indicating that tax coll
products and tobaeco and tobacce

was very erratic. gimilarly, for petroleun

arely been able to keep in pace

ly, whereas the

1 - . b
tively, demonstrating that tax collection has

with the growth of the tax pases.
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Tt can thus be seen that the inelasticity of the excise tax is the outcome
of the contradictory operations of two important factors. While the fact that the
tax is levied mainly on the consuger manufecturing sector, which is the most
rapidly growing sector, due to import substitution and structural changes taking
place in the cconomy and the fact that, the taxes are apnlied gelectively upon
goods whose demands are presumed to be elastic with income and faitly inelastic
with respect to price; would make this source of revenue highly income-elastic,
the specific nature of the tax rates and weak tax administration have caused tax

collection toO lag proportionately to the growth of the tax base.

Transaction Taxes

We have seen that transaction taxes fall on the sale of & wide range of

goods domestically produced, imported and exported, which carry different rates.

The legal tax base for the domestically produced goods 1s equal to the gross amount

received from the gales by manufacturers less custom quties and transacfion taxes

paid during the importation of the ravw materials that nave gone into the product~

jon of the taxed goods. Moreover, the sales of geveral goods 8&re exempted from

this tax. Unable to obtain the quantitative value for this base, Ve have chosen

. base. Regard-
the gross value of production of the manfacturing gector as 8 Proxy

ven that & wide repze of goods are

ing the base for the tax on imported goods, 81

: rt constitutes
exempted from this kind of tax, the yalue of goods which pay the -
: on the yalue of the
the appropriate base. gince we have peen able tO obtain date on t
- . of exempted goods is taken
exempted goods, the value of total imports 1€8% the value © '

e value of exports pbecause

is th
aAsS 2 Proxy base. The base for the tax on exports 18

virtually =11 exports P&y this taXs
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eyamination of the figures in the table shows that, the relstively high

puilt-in growth of the transaction tax revenue was attributable to the high
base-to~GDP clasticity rather than the tax-to-base elasticity. Focussing on
the tax revenue on domestic goods, it can. be noted that, the gross value of
menufactured goods grew more repidly than GDP as indicated by the high base~-to-
income elasticity (2.36), whereas the growth of tax collection was proportionately
jower than the growth of the pase. This is shown by the low tax-to-base elasti-
city which was equal to 0.64. The R2 statistic is relatively high for all three
coefficients indicating that the function assumed 2 good fit of the data. Thus,
over the period, +he manufacturing gector, which consists an important tax base
in the Ethiopian tax system recorded a high rate of growth, at the same time tax
collection did not keep pace proporbionately to the growth of the value of the
manufactured goods. This is indicated by the low tax-to-base elasticity. This

latter coefficient reflects the combined effect of the prOportional nature of

the rate structure (flst gg_—valorem) which normally imparts & anitary elasticity

at best to the tax revenue and probably weak aaministration 0 enforce the tax

law. Similar condition is observed about the transaction tax on imported goods

and cxports. While the former showed & pase-to-income (gpp) elaticity of 2.7

and tax-to-base elasticity of 0.51, the latter exihibited & pase-to-income

elasticity of 2.92 and an insignificant tax-to-base elasticity reflecting once

te and lax tex adnﬁnistmtion.

again the prOportional nature of the teax T&

Import Duties

4 . TN
Tt is evident thab the base of jmport duties are the value of impo

i 2 umber of goods -
goods. DBut since wide range of exemptlons are granted for & N
cular, the value of Auty free goods

for capital goods and raw materials jin partl

must be deducted from the value of imported E
ods, the valu

00ds . gince we Aare able tO obtain

datae for t ¢ total i rts less the value
' e O mpoT+s
he alue of exempted go

o are taken 8% the base for the import duties.

of goods imported duty fre

L
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14 is interesting to note that the extreme inelasticity recorded by
the impornt auties is due to the lagging behind of tax collection. This
is reflacted by the high base~to-CGD¥ elasticity (2.72) and by the extreme
tax to base inelasticity. The .§2 for the latter was very low indicating
poor systematic relationship between tax collection and tax bases. The
situation reflects the cumulative effect of the use of some specific

rather than ad-valorem duties, the change in the import mix in favour of

the items subject to lower taxes and as noted weak tax administration.

Export Duties

Export duties normally fall on the exports of a number of selected

commodities. But in the absence of quantitative data for the values of

duty paying exports, the value of all exports would be the possible proxy

base for export duties. Howevel, as was noted, export duties are specific

in character which makes the export revenue to depend upon the volume of

exports. Moreover, given that coffee consists the main export and the

ayen
main source of government revenue, and much of the coffee tax revenué

: i i jces, it can be
(coffee surtax in partlcular) is a function of world Pr

a rice.
said that export duties depend on the volume of exports and world P

and
But, since the value of export is oqual to the product of price

t to uvantity
quantity, and since the elasticity of export auty with respec q

, can be used a8
is equal to unity (at least conseptually) the export value

1t therefore, becomes possible to determine
28
xport value changes -

a proxy base for world price.

the revenue eclasticity from €

3 cate that
The results of the exercise 2as prcscnted in the table indicate
i 1icatin that the
the tax-to-base clasticity was pelow unity (0.78) - Indic G
This was due tO
tax hardly grew in proportion to its Dbase:
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the combined cffect of several factors including the use of specific rather
+han _a_q-valcrem guties, the downward decline of world price for Ethiopian

exports and probably lax tax administration. Thus, an important point which
can be discerned from the abova investigation, of the determinants of the

elasticity of tax revenue is that, the inelasticity or low elasticity of

the tax yavenues under consideration can be explained by the low tax-to-base
elasticities. This is similar to saying that, tax collections did not grow
at least in proportion to their respective bases. mhis is due to faulty tax
policy and weak tax administration. This of course, is an important finding
as it clearly indicates that, the low elasticities recorded by the component
taxes as well as the total tax were not due to stacnant bases. The implica-

tion of this is +hat some tax potential cxists which can be exploited by

appropriate policy reforxms and improved tax administration which by and large

26
is under the control of the government.

pefore closing our examination of the responsiveness of the tax revenue

let us round off the chapter by indicating the important points emerging from it.

in general the study points towards a picture of remarkable tax performance

during the period of the study- rhis is illustrated bv the high tax revenue

buoyancy measure of the tctal tax revenue which is equal to 1.6, which indicates

¥ an
that the tax ratio has been increasing over the period. Given that the buoyancy

: i e o hi buoy~
measure can be used as an index of tax cffort in the dynamic sense, th gh

al tax offort to

: o substanti
ancy figure indicates that the government has made &

figures are com-
incrcase tax revenue. This is further svidenced when the buoyancy figu

e jsons.
pared with the built-inelasticity figuresS. rable 4.11 presents the compar
ta taxroves
The observed 0.84 point gifference between the two measures of the aggrega

the increase in tax revenue arrived at during

nue suggests thata major portion of
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the period was dus to increase in tax effort

increase in tax retes widenine
imposition of new taxss an perhaps improvement in tax

The tax-to tax comparisons of the two measures also indicate in

+ion reflecting once again that the refoms had applied to more or

1ess all the componeut taxes. Zut. as is shown in the table major discretionary
changes wore made oOn husiness orofit and professional income tax, agricultural
income tax, land use tax as well as exciges taxes.

Cn the othar hand, the studv shows tbat the improved tax performance was
the consequence of edditional tax measures than of built-in elasticity of the
tax ravenue. In other words . althhough the diccretionary measures increased
tax reveme, they did not improve the overall built-in-elasticity of the tax system.
Cons=yuantly the tax gystem has remnined income inel astic. This is duc to among
sthar tiings, The specific nature of some of the tax rates. tax sxemptione, tax
evasion. and weak tax administration to enforee the tax laws. This means that
the ipelasticity of the tax system cannot be eseribed to the gtagnation of the tax
bases. This clmim is Turther corroborated by The 10w tax-to-tax base elasticity

) ) . -+ of the taxes.
as compared to the high base 4o income elasticlty of most of th
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mableyll
-repence Between Buoyancy and Puilt-in Flasticity
of the Total Tax and Major Taxes 1967 /68-1932/63
RuovAnCcy Flasticity pifference
Total tax 1.80 0.96 +0.6h
Employment income tax 1.60 1.30 +0.30
Basiness profit and professional
incoms tax 2.69 1.5 +1.19
Apricultural incone Lax 2.16 0.36 +1.80
Land tax 1.596 0.35 +1.20
Ixcise taxes 1.36 0.48 +0.58
Transaction taxes 1.82 1.30 +0.52
—on dcmesbtic goods 2.20 1.70 +0.50
~an imports 1.80 1.39 #0,U5
-on exports 0.98 0.83 +0.13
_ 1.06 0.58 #0.55

Inport customs
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5. TAX REVENUE FORECASTING

In this chapter an attempt is made to make intermediste (five-year) tax
revenue forecasting based on the current base and rate structure of the tax
system, and on the assumption that, the Fthiopian economy will follow the
growth path indicated in the Ten-Year-Plan just leunched. Although, such
forecasts are important in their own right, in that they provide additional
alternative revenue entimetes for the plan, the main concern, NOWEVET, is to
compare such projections sgainst the target for total tax revenue resources
postulated in the plan. Such comparison is hoped to shed some light on the

magnitude of additional tax effort required to meet the targetted revenue.

The procedure involves the jdentification of revenue functions that take

into account both the current structure of the tax system, and chenges in

ecconomic structure implied by the plan. This is followed by the process of

forecasting the automatic growth in tax revenue.

5.1 Method of Projection

4 method for tAX revenue projection is to estimate the tax

A commanly use

revenue buoyancy with respect to someé postulated determinants for example GDP

ulate the future revenue from

E
g the buoyency

from the observations in the recent p.;st end calc
the assumed levels of these «ieterminanté usin However, 88
discussed earlier & puoyancy messure reflects not only the automatic response
of tax revenue TO income growth put @lso the effects of guccessive changes in
tax structure. This mesns & projection based on buoyancy involves the agsump-
tion that ail giscretionsry changess which oecurred during the nistorical

ed and would have the sam
jon for foruﬂwtiy

e effect over the period
period taken would be replicat

to te forecest. This of.
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purposesn Any revenue forecast srrived using the paremeters estimated by the
revenue functions would be piased, as the regressions are based on the false

assumption that the parameters do not change. Thus en ideal taX revenue fore=
cast would be one that projects the automatic yield for a period ghead of the

current (present) tax rate and base structure - & structure that will generate

2
future revenue.

=3

he procedure would be simple 1£ sufficient time series revenue data

refiecting the current structure would be available. Unfortunately such tax

yield are aot available due to the frequent discretionary changes, Woich make

the time series under & given tax gtructure too short to permit any meaningml

regression anaj_L-ysis.3 This mekes it necessary the simulation of such revenue

series. This consists of generating a series of hypothetlcal yrevenue which

would have been obtained had the present tax structure been effective for &

longer period, which is don¢ vy adjusting the nistorical yleld date to the
present data. If this is &opes it means that, the obtained aata series would

‘ : L e
show what the taX would have yielded 30 past years with the current DAsE an
a on the existing gtructure's

rate structure. mnis mekes

slasticlty.

i ) thetical taX
The question which follows ig how tO construct the nypothetic

i could be used O
revenue series. We have dlscussed
e and

edjust the revenue dat?
The seme techniques = the

estimate the built—in—elasticity of

nt method and the dummy variable M€

thod will be used iD

proport jonsl ad justme
¢ ing the aresent

i : s A t yeer of (mprcsentu.g he T

+his part 2180, but this time, with the last ¥

I . da any the vrc?'.r.i\l‘i*”

i TSt ENIS &% to say B

tax strncture) the period 88 tne reference y

5imi ve

1 method put in yeverse. pimiler %0 what

will be used in exactly paralles
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pave done in the preceding chapter, in the use of the proportional adjustment
method, the cleansed revenue series based on the last period tex structure is
gerived from decumulated ratio. The decumuletion to the last year,"of some
year's 18X yield glready adjusted to a preceding year pasis is secured by the
application of an appropriate scquence of multiplicative factors. The effect
of suy oFf these factors ig to adjust tax yields to the tax structure that

preveiled in the year to which the factor refers.“h This is to sa2¥ inorder to
derive the tax yield series based on the last yeer (i.e. when going pack from

year n) instead of eliminating the effects of discretionary peasures, it is

pecessary O add to each year's yield the imputed effect of changes in the

later years within the period..5 By the same token, in using the dummy vari-

able metnod, the dummy variable will take the velue of one for revenues

observed under the structure of the last perioa and value 2€ro for other

observations.

£ Tax Revenue Functions

5.2 Tdentification ©

n the forecasting procedure is to estimate the historical

The next step 1

relationship between income (pase) and 1c1eaned’ ¢imeseries of TA% yield. T
obviously requires & sufficiently 1ong time gerics daté for all the varisbles
in the model. Wnile there is no hard and past rule 38 to exsctly now long the
time series should be, it is sur_r,gested that at @ minimum, the length of the
14 be the number of vears in the puture to be forecast

nistorical period shou :
ess., Base

plus the number of degrees of freedom 1ost 1B
i : .a of the years extending
on this consideration ten histoncal revenué geries ey

erom 1073/T4-1082/83 BT€ taken in this
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vioreover, & compon procedure followed in forecasting (dictated by ease
in computation than DV & priori rea.soning) involves the estimation of the
income-elas’c-icity of the total tax revenue and meking forecasts for the tex
revenue 928 & whole. Such an approacil, however, nos got some 1imitations
which maeke it inappropriate for tax forecasting purposes. 1t can be seen that
this procedure doesnot take into account the possibility of different patterns
of growth of the econony in the future. 1 is & commoR knowledge that taxes
are intimetely ralated tO their bases and dsvelopment plans often result in

gignificant structural transformation of the econom’s that may exert & pro~

found influence ©On tne evolution of the tax bases. mherefore, Yhe correct

approach is that which relates revenue tO pases Oof each component taxes And

the forecast made On the basis of given prOjections of tax beses.

In this kind of tax revenue projection method, Where tax revenue projec-

] : - : | : it is necessary
tion Lz made on the basis 0T & given projection of tax basesd,

noted
thet informetion OH tne relevant rax bases should be collected. But as note

date for the 1egnl pases for almost

in the preceding cnapters quantitative

all the taxes are not available. This gives rise to the selection of proxJy
MeASUYes, that on & priori e considered 1o exihibit a pattern of
pime variations which aporoximate that in *he grue bese: uplike in the proc
ing chapber Where past dabe for the ProXy pases B7° assenpled this time v
aglection of the appropriateé proxy base would 8180 gepend O° whether oF 1%
projections of the particular pase are ayeilable for the period for which

NPT -
which pekes the task O} £inding closer P

revenue forecast ATE to be made,

bages Very gifficult.

of the tax rovesuns are

A 1ist of the selected P :
: p -
o bases &€ preeent,ed in Table Sede It ¢

in Table 5.2 and daete of thes

/
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the selected bases

g 1arge extent the lack of relevant 41828

of revenues

1f Aata (both past and projected

ate proxy base for employment income,
jncomes taxes gould have beens wages and
icult

are rather aggregates,

gregate data for the

) he

and business profi

vhich reflects O

rajor catagories

ad been availeble, the most appropri-

t and prcffessional

rofits of companies and

geleries, and P

ural income tax it would have been

pusinesses respectively and for agric
comes. Unfortunaxely, such date i nformation 8re not
the dis-

taxable agricultural in

gvailable. Even narrower proxy basess
4 income taxes such as 88Y°

guch as sector

i ultura.l

g] incomes for

gpp for agricultural income tAX

n and services—trade.

aggregate
and value added in manufacturing, mining, constructio
v business profit £ax cannov pe used, pecause projec~
This, tnerefore,

banking and insurance fo
tions of thesec accounts in current Prt

had forced W

GDP at factor narket costs.

ce of the 1°

since the inciden

agricultural gector, &
pases for the tax. But &8 noted €
hend' tax and thus is nob related t

in the agricultural gectoT.

constent Pric

Coming to the i

action tax is & singl

exports,and jmportse

aifferent rates foT

ices have not

, income tax &

and use bvex

P orlglnatlnp !

arliers

peen made .

g @ whole by relating it to

pointed out in ¢he last chapters
evied 0048 10callY producrd,
rinarily ngValorcn rates, vith
rts. gigiler %0 oAt

jate hase.
trans
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Table 5.2

Proxy Bases for Tax Revenues

Tax Revenue 5

Proxy Bases

1. Income taxes 30
2. Land use tax e
3. a) Transaction tax on 3.

domestic production

b) Transaction tax on exports

c) Transaction tax on imports

L, Excise texes L.
5. Turnover tax 7
6 o, .5 6
. IExport duties s
T. Import duties 7.
8. Stamp duties o
3'

9. Tobacco Monopoly 7

GDP at factor market costs

Agricultural income at factor

cost in constant price

a) Gross value of manufactures

b) Velue of total exports at current
prices.

¢) Value of imports less the value of
capital goods imports.
-3
Private consurption less agricultural
income in current prices.
Privaete consumption less agricultural

income in current prices.

Valve and volume of exports

Value of Imports less the value of
capital goods

GDP et constant price

Value of tobbacco and tobbacco products.
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is done in the last chapter, the proxy base for transaction taxes on domestic
production is teken tc be gross value of manufactures 8% factor cost, the base
of the tax on exports is taken to be the velue of exports and that on imports
the value of imports. But as noted a wide variety of imported goods are
exenpted from thig kind of tax waich have to be deducted from the value of
imports, we could not, however obtein date on projected transaction free

imports, thus total import values 1ess the value of capital goods is selected

as a proxy base of the tax.

Taxes on production and expenditure &re usually excise, gselective or
general sales taxes. This taxes are alvays considered to pe born by the
consumer. Given this consideration it becomes necessary to find as to which

sector cr sectors of the population bear this tex inorder to determine the

base of these taxes. This can perhaps pe best done BY examining the consump~

: ier
tion pattern of the goods subject to excise and sales taxes. As noted earll

- i few
usually these taxes are imposed OB domestic manufactured goods and 1n &

g ing to
cnses on agricultural commodities prought to the market, According

. of their
Bangel's lew, persons with lower income spend & 187€S* percentag®

i arly all the
incomes on food items, and in the casé of the very lovw incomes ne 1y

imi j s0 gubstanti~
incomes goes 0 food consumption. Similar other gtudies have al f?
j elasticit ood
ated this consumption patterns and have sho¥d that the expenditure .
anuf‘actured articles and services pave

declines with rising incomes, vhile ™

shown & high income elasticity.
articles are 1argely consume

that the income per capit

that of the non—agricultural (urba.n)

- i t
interms of the consumpblon of goods subject
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Table 5.3 pata on Proxy Lages - 1973/ Tk-19082 83 (in million of rre
- 1973/1h 2978 /55 1975476 1916/11 1977418 1918/19 197980 A380/04 190)/62 A992/53
-] S
Gross domestic product at
¢actor cost at current
prices 5140.8 5103.2 5530.0 6146.3 6LBT. L T110.7 1653.6 BOkO.2 8298.2 860T7.1
Agricultural income at
factor cost in constant
prices® 1821.86 1785.4 1839.6 1838.7 1922.2 1968.4 s062.2 2122.T 2099.8 -
cross domestic product
at constant prices 3936.0 3939.5 5Oo3L.h  LO55.3 4009.3  he2l.T yush.2  4586.2 465349 ry
Private consumption expen~
diture less agricultural
incomes in current prices 1638.7 1983.5 1935 .5 op8T.4  2419.0 o887.6 2922.7 3028.0  3393.1 PWHT3
tross value of manufac~
tures at current prices T24.8 72541 807.1 86k .2 862.7 1191.4 1572 3 “1712.0 1956.6 -
Imports less the value of
capital goods 302.1 s2L.5 534,83 554.5 650.6 739.7 927.9 1027.8 10W8.2 1002.0
Exports in current prices 550,9  452.0 552.2  636.b 650.9  T18.1  950.3 8s2.h  T17.3  958.2
Exports in Kilograns 696.3 516.3 439.1 337.9 208.4 243.9 T2 423.5 b3c.1 B325
Yalue of tobacco and tobacce
products in current prices 31.8 35.6 29.5 53,4 TL.h 90.2  114.6 127.8 144.9 -
=" 1 ; .
Notes:  +n¢ 1960/61 prices
- not available
somrce: Centrel gtatistical Office, statisticsl Abstract, (various issues)

National Bank of Et

hiopia, Annual Report (varicus issues)
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taxes, the agricultural sector bears 1ittle of the tex, and these taxes are
1argely born by the non—agricultural tax base. Lacking any information as 1O
the percentage of this tax revenué deriving from the agricultura.l gector,
it is essumed that only 2 small proportion of it cc;mes from the agricultural
gector. The pase for the taxes 18 therefore, taken to be total private
consumption 1ess income created in the agricultural gector.

Regarding tne duties on international trade, we have noted thet most of

the duties except the coffee export gurtax ere specific in nature. Tne coffee

surtax rates are pased on the volume Of coffee exports and on the world market

price for coffee. We have 2180 noted that the movements of world market price

for coffee ceb be represented vy the value of coffee exports. Based on the

ahove considerations, the value and volume of exports are used 88 geterminonts

of export tax povenue. Furthermores most import duties are jevied on

. e : y oropriate pase.
ag-valorem 1Hasis which makes the value of imports to be the approp

But here egaif the fact that exemptions grom the bvex are extended 0 geveral

goods under the c.ountry‘s development incentive 1egisletion it 1s required

‘,h 3, ‘t e v.a] : f 3 o .
] \ i o \ Ch data

are not available for the future- Paced with these aifficultys yalue of {zports

ror the taXe
less value Of capital 80038 are taken ©0 pe the Proxy pases

: ieg, WhiCH carry
Uneble tO pind date °F closer proxy pase for gtamp dutiess
a GD? at constant price to be the pase fOr the

specific rates, W€ heve gelecte

auty, and sor wanb of eny other petter D

of tobaccO and products 3
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Table 5.4 : - Qfl /85=15 ag/89) (i “t11i0n cf Bi )
Date on Projected Proxy zases (1984/55 988/89) (in =illion irr )
19684 /85 1985/86 1986 /8 198

S S G—

Gross domestic products at factor

cost et current prices

Agricultural income at fector costs

in constant prices

Gross domestic products at constant
928kL.2 9783.6 10361.2 11036.0 11T94.0

. !
prices
private consumption expenditure less
agricultural incomes in current prices 6488.5 7072.6 1369 .4 8783.6 9766.9
Gross value of manufactures at current :
prices 250143 PRI IR 2610.08 2811.1 3341.3
Imports 1less the value of capital
goods 12171 A3T0E 1548.6 17565 1993.0
Exports 1n current prices 1406.5 1534.7 1728.1 1949 .1t 2209.7
yalue of tobacco and tobacco products 1155 3 138 193.8 218.3 240.0

R

mms—

Notes: lgy 1973/Th prices

Source: office of the National committee for National Planning.
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984 /85 to 1988/89

5,3 Revenue Projections for 1
Table D i

2 5.5 presents & summary of estimated revenue functions obteined vy
ritting the data for 1973/74 to 1982/83 into & log-linear function. The
ents thus reflect the revenue pattern under the tax structure effective

coeffici
at the end of 1982/83.
Based on the elasticity obtained from the sbove functional relationships,
e forcasts for the period 1984 /85 to 1988/89 are made. The £iscal
r which

tax revenu

e most recent yeer fo

year 1982/83 is token as the base year as it is th
fiym data are avallable. The forecasts are made b¥ using 2 formuls, which by &
projection of a given year. For

ure gives the revenue
given by the fol

step—by—step proc'ed
cast of & revenue £

or the first year is lowing

example & fore

formilats
daB

5 1+
o Bo

23]
i

Jat

= the forecast value of the tax

where: £
preceding year

j=0)
\

R = the 1evel of tex revenue in the

(e]

p = the elasticity coafficient of the tax
B - the nrojected proportionate rate of growth of
B b -

O .

the tax base in the girst yeer:
” forecast of &
The procedure iS repeated 0T g1l subsequen years 8ad the
1t on the eorecest of the preceding years. The revenue

particular yeer js bul
a are presented in Teble 56,
her than the

fore casting ot

n in most fo

forecasts obtaine
n of the above methot of
recutir.s

ain 1ipitatio

shortcomings ©of ceteris paribus

The m
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ayrmery of Estimeted Revenue Functions (1973/74-1982/83)
=2 X
a b o ey do R D-W
Income taxes .55 .60 .-0.06* 0.02% -0.38 0,89 2.7
(0.53) (0.04) (0.06) (0.021)
Land use tax 5,78 2429 0.68 2.1
(0.63)
Pransaction +axes On
domestic production .46  0.73 0.89 1.23
(0.09)
Transaction taxes On
exnorts —0.k0 0.9 0.60 1.3
(0.14)
Transaction taxes On
8 v23
imports 0.31 0.7 0.99
(0.09)
0093 2’16
Tycise taxes 0.55 0.83
(0.07) )
0091 2' 1
Turnover taxes -3.3 1.18
(0.22
0,47 1.57
y h . |
Trport duties 1.19 0.3
- (0.13)
0.9 1.88
0.3 .
Exvort : 0,82 1.07
¥port duties (0.66) (0.15)
0.70 2.20
Star : sn0i88 VBl
tamp dubies (0.5'6)
0.T1 2.50
% ~ - 2-39 ’0‘79
Tobeacco Monopoly (0'20)
{ 1evel of significance:

1k

able 549

*Insignificent at
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exercisegs is the partial equilibrium nature of the model. "While tax revenue
forecasts should allow for feed-backs between taxes and their bases, in this
model the airection of causation is agsumed to run from income level to reve”
aues There are geveral simplifying assumpbions which emanste from the use of
this model. Sych 2 model for exanple, assSumes that tax rates oOn income does
not affect the size of income itself, and future years gpecific tax pase level
are taken as given. Turthermore, basing projections on individusl taxes

rather than the tax revenue as a whole meens that the relationships among the
taxes are ignored.

The alternative +to the above model is constructing a comprebensive

country econometric model, that takes 8ll feedback effects OF linkeges into

socount. But in @ condition where fhere is no sufficient amount of dat8,

! i therefore, 18 %0
such an approach cannot be used. A more practlce.l method, »

project tax revenue separately on the pasis of 2 given projection of the tax

Yane. IE 28 a_ rgued that for medl

T1ed 0 % y 1:,] n K ‘ .] n .| r ceed
S i]’ﬂ'p ‘ 'l v .[ {0 6ne Ja; cq,uSa. i (o] aS aunIp (o) 8 ea,sonable 3!1d the tax pro
k C i 1. = pp"'

model.

ui ing tex icy imp j cations from
Before e proceed with the task of deducing ) pOll implic

u obtealn an abt i i : > nart to €O are our
the results ptoained, abtempt is made in the followinid : mp

recti ade by the Finance
projections with a1ternative fax revenué pro‘;ecalons m y

Departnent of the National Committ
attempt 1O estimate the fina.nci

during the Pen-Year-Plan period.
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Revenue Projection for 198L/85-1988/89

(in Millions of Birr)

1984/85 1985/86 1986/87 1985/88 1988/89

Income tax
Land use tax >

Trensaction tax on domestic

production

Trensaction tax on imports
Transaction tax on exports
Excise taxes

Turnover tax

Import duties

Export duties

Stamp duties

Mononoly tax

Total Revenue

Menorsndum Items

Gross domestic product

Tax ratio

550,6 606.6 678.2 759.5 850.6

54,8 56.6 61.3 63,6 70.2

93.3 100.9 1057 111.6 126.9

123.9 136.1 150.1 165.9 183.5

11.2 1T 12.k 13.1 13.9
289.4 316.1 337.7 357.b 380.1
T2.7 3k .6 93.1 102, 8 1144
1737 | 1411 199.) 197.7 206.7
207.1  227.2  25T.8 293.1 334.9
12.7 14.8 1T 21.0 25.4
4.2 3.8 3.5 3.2 2.8
1906. 4 2067.9 2310,k

1593.6  1738.5

11067.1 11876.9 12841.5

1k, b 1k4.6 14,8 14,8

1Projections made by the

B - L v = - ent lmn‘.s-
. 1 . B : ' Ce
o flce Oi natl )nﬂl Lom .ltt"( I el ral ! in
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cgmparison of !}_ternative revenue projections

1n Table 5.6 the projection results generated by the Finance Department
psing two aifferent methods, indicated 88 R and C are compaired with the
corresponding projections made using the method discussed 2bOVE indicated 8 A

e ratio of B to A, and C 1o A may be regarded as indicators of the extent of

3]

geviation of the revenue projection generated by the Finance Department from

our projection. The general method followed to obtain the get of tex revenue

projections indicated 23 B was O jerive the value of the tax vases from the

projections of the growth of the economy s and to derive tex rates bY calculat=

ing the proportion of the tax revenue of each tax to the value of the respective

base based on the observation of recent paste. The rates obteined were then

miltiplied vy the projected pase valued £0 generate tax revenue prc.]ectxona.

4 es of
To arrive at the tax rabes the aversge figures of tax revenues and bes

venue
three fiscal years 1978/80 t° 1987/83 were tokens The second group of re

thod, that involves

PTOjeCtion indicated 88 C was obtained by & gimple M€
11

¢ revenue colle ctione

extropolation of the historical trend ©

Altnough these pethod® are

ing, it 18 not aifficul®, howeveTrs

As far as the piyst one is concerned,

1imitation 1ies in that t

relationships gerived from tocsmal

obtained may thus D€
take place during

in view of the freq_uently chenging €
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Table 5.7

5 - 1988/89

Revenue Projections oy Alternative Methods (198L/8

(in million of Birr)

198k4/85 1593.6 1766.1 1980.9
1985/86 1738.5 1939.5 2115.7 1.58 1.22
1986 /87 1006. 4 2123.9 2250.5 1.12 1.18
1987/88 2067.9 2332.9 2335.3 1.13 1.15
1988/89 £310.4 25_69.2 2520.9 1.11 1.10
the pasts, 4hich have & direct pearing °OP the rax bases: The f1awsViLn the
gre that, such an approech ;jnvolves the assump
jstorical period

f forecasting
4 during the b

second method O
ich occurre

ry changes wh
ration

e and would b

3 giscretion®
ave the same revenue gene

tion that al
unt the possi

n the futur
pility of

e replicated i
such metho

ake into acco

would b
ds 4o not t

effect. Moreovers
different P

any structural change ©°F
future.
1t is to Pe recalle ethod of prol

into account,

methods used Y the

overcome the
) indicate

the ratio
e shortcomings o}

arising fro® th

the factors discussed.
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ations of the Projection Results

5.4 Tex Policy Implic
e drawn from the tax revenue projections

nt conclusions can b
t, it can pe observe

n 1982/83 to Birr 2

Two importe
d that tex revenue 18

Tirs
310.k pillion

as presented in Table 5.6.

projected to increase from Birr 1493.5 million 1

in 1988/89. This means
pe considred & ©
ratio rather th
According 'O our
ow hardly an?
1 be the

tax revenue will grov at &n annual
which may redible achievement. gyt as noted
an on the rate of growth of

t is on the tax

on averages

earlier our interes
projections.

This is presented.in Table 5.8¢

tax revenue.
ed 1982/83 tex improve~
n the table th
3 when it was 19+
our earlier find
ed proportion
proportion—

o in 1988/89 wil

with unchang
respectively.

at the tax rati
3% and 15.2%
ing thet the P

al. This

1t can be geen O
g2 and 1982/8

once again,

ment.
resent

+hat of 1981/

ubstantiates

same a8

This observation s
tax system is income—inelastic. 1¢ can 8% pest be call
constant, the canullizing of

means given the present tax gtructure
in national in t be possible in

£ the growth

come will no

1988/89 means 1ess than the

the Ten—Year—Directive Plan

get seb sn the plehs

the revenue £ar
the form of introducing
ration will have to be

adminis®
sen of the €

that about one fi
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Table 5.8 .

e

consolidated Tax Revenue Projections (1984 /85-1988/89)

(in current price)

IR T

Plan Projection*12 Projection"
.B'lrr Percentage Birr Percentege
(mlll'lons) - of GDP (millions) of GDP
1984/85 1748, 1 15.7 1593.6 1k, b
1985/86 1833.2 15.b 173845 14.6
1986/87 20L7.6 15.9 1906.4 14.8
1987/88 2231.9 15.9 20679 14.8
1988/89 oLL5.6 16.7 2310.4 15.2

Source: *Projection py the office of the National committee for

Central planninge

#*Table 5.6
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py the end of 1988/89 is 1ow. Because, & btax ratio of 16.2% by then vill not
improve the position of the country in the spectrum of developing countries’
tax ratios presented earlier. This is true especially considering the fact
that, the other developing countries are very likely to improve their tax
ratios. But this does not mean that, no significant tayx reform will be made

during the plan period tO improve the rax ratio. It can be seen that the

study 1is confined to the first ¢ive years of the plan period, Jhile the full

norizon of the plan is ten years: 1t seems that the full impact of the

planned tax reforms will pe felt in the revenue auring the second half of the

plan period. The fact that the tax ratio is planned to increase from 15.2%

;o 1983/89 to 88 high 88 apout 21% 1B 1990/91 (two years jater) under gcores

our claim.
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Notes

:-L’ One'of the V!_irlants of tax revenue projections in the Ten-Year Directive
Plan is obtalned‘by simple extrapolation of the post trend. See ¥MIAZ € AN % :
/000 ¢ %/ T¢H het hAN ANN @30t 1975 9.2, :: |

2. ) See R.W. .Bahl, Alternative Methods for Tax Revenue Forecasting in
Develo Countries: A Conceptual Analysls, op.cit., p. 3. See also R.J.
Chelllah, 2 note om Pechniques of Adjusting Tax Revenue Series for Discretion=

ary Changes, op.cit., p. 1.

3. For a list of discretionary measures that have been carried out in the
recent past. See Appendix II.

4, R.J. Chellish, op.cit., p. 5.

S. TFor example, "if at year a's rates, eollections in year b would have
amounted to 80, but because of the discretionary measures enacted in year b
the actuel outturn was 100, we could say, assuming eway any possible changes in
progressivity, that the effect of the diseretionary measure? in year 't: vas to
scale up revemues obtainable in year a's rates by a faetor of 100/80," Ibid.

6. See K.K., Artus. op.cit., p. 3 for similar method.

7. R.W. Bahl, op.cit., D. 1k,

j he period of our
. ted data on GDP at factor market cost for th :
: gk gy past velue of GDP at market prices and

study could not be obtained. But since : .
CDP at factor market costs showed corresPondlngly equ{xl rates éépgr?vtrh.t::‘ -
projection on GDP at factor cost is obtained by assumng that at factor cost

will grow at the same rate as that of GDP on market prices, for vhich projected
data is available.
. -
9. See H.S. Houthukker, "An International Comparison of Ro:x;:klfiiqmupi?,f
: " Bec 1 S.0. Adamu, Expenc re | iei=
ture Patterns, Econometrica, Vol. 25, (1957)"'The = eria;t e g et

' usehold Consumer Goods, :
e 3, (November 19707, P- 535, C.W. Hove, "An

and Social Studies, Vol. 12, TNo. Finaneial Behaviour in Kemys aod

3 3 umption and J
Analysis of African Househ%igngzll}z RIe)view, oy 7 1968); Massell B.F.

Uganda," The East African eviey, viie i +ical Anslysis of
aﬁd H:;rer Jualth, "Household Expenditure ir Nairobi; a; i;:;‘:‘“%cl' 17,J(Snnu'\r'j
Consumer Behaviour," Economic Development and Culturel CRAZES

1969 ).

10. For similer argumen
a of projection see Roy ,
15.

t see W. Parmena, op.cit., P- 6. o
Bahl: Alternative Methods
11. For similar method o1
Tax Revenue Forecasting, op.cit., P- ’-
- 1 ‘DU (o ;;L ol
Gm+ A®t B4 0% /000 . e¥/ TeH A .
105% — 1064::
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ese revenue projections are different from

These are the final plan projections and

jer ones plus some other considerations.

of the country after 1975.

It can be observed that th
aiscusced earlier.

the basis of the earl
conomic conditions

13.
the projections
were derived on
particularly the e
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6. CONCLUSION

It is a common knowledge that the financing of economic development is
primarily a "bootstraps" operation. This implies that developing countries must
shoulder the mejor share of the burden of financing their economic development.
In Ethiopia the public sector carries the heavy burden of planning for development
and financing a major portion of the development programmes. Thus financial
¥esources ryst be mobilized in ever increasing quantities and channelled into
government hands to satisfy, as much as possible, the rapidly growing demands for
spendings. The financigl needs are great and pressing in Ethiopia because the

government has to deal with problems of poverty and development.
The primary means of mobilizing resources into the government hand in the

eowstiy is tuxatlon. This makes the institution of an effective tax system a

major concern in the country. Hence, the analysis and evaluation of the tax

system becomes necessary in an attempt to ascertain its compatibility with the

goal of mobilizing resources.

A comprehensive analysis of the tax system has been made in this study.

The revenue structure of the tax system has been reviewed and its development

overtime examined. An avaluation of the volume of the tax revenue raised vis-
a-vis the tax potential of the country and the fiscal needs of the government
Furthermore, the tax effort rade : in the past to raise increased

was also made.
generate increased

revenue was assessed and the potentiality of the tax system to

revenue in the future explored.
An importent point emerging from the study is that, the tax yield has

he recent past years, demonstrating a sub-

increased very significantly during t

y the government to raise increased tax revenue.

stantial tax effort exerted b
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Aninteresting point which makes the performance pa,rticula.rly remarkable is

that & gignificant upward increase in the tax ratio was achieved within &
relatively short period of time, and this increase vas echieved in the face of
declining world price for Fthiopia's export, which comprise & major source of
the country's tax revenue. Notwithstanding the high revenué yield generated,
the fact remains that the tax system leaves much to be desired. Based on the
outcome of the study it cen be said thet the provlen of taxation in Ethiopia are

three fold.

First, the taX revenue 1is inadequate (skimp). It was seen that although,

inecresse in taX yield has taken place in the past, the 1evel of taxation remains

low when compared with the tax potential. This wes gemonstrated vy the lo¥

index of degree of utilization of the taxable capacitys which is belov¥ average

by any standard. Neither can it be considered adequate when compared with the

revenue needs Of the government. The tax revenue pardly Ere¥ in pace with the

growth in government expenditure. Thus, it parely covered the current expendi=

ture and no surplus was generated for capital snvestmente

e but 18 also characterized by

cecond, not only is the revenue inadequat

a wide range of uncontrolable fluctuations. This is due€ to its sig,nincant
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proposals that are pelieved to enhance the productivity of the system. In light
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the yield higher interms of magnitud and also more progressivc and elastic. The
problem associated with such kind of a tax rate is the problem of effectively
administering the lcw. Morz ebout this later.

Turning to the indirect taxes, it is the argument of this study that
the attainment of an income elastic tax structure can ve effectively ensured
vy the direct taxes and there is the need to as much a8 possible supplant in-
direct taxes with more poverful direct taxes. while this is 8 yalid argument,
the great revenue importance of the indirect taxes however cannot be denied. It

cannot be denied also that such taxes can be geveloped and refined to 8 great

extent.

As far a8 the excise duties are concerned, it was noted that almost all

are specific duties, which greately 1imited the alasticity of the taxes. Any

upward trend in the prices of the commodities are associated with the average

rate of raxation tending t0 gecline. Although the tendency can be rectified

through frequent adjustments g more 1asting golution would however pe the €0~
anable %O establish

aversion of gpecific rates to ad yaloren rates. Tnis would

1ink betweer +tax receipts and industrial outpub and prices which consequem.ly

results in the formeT growing at the growth rates of the latter automtxcully
without the need for tinkering with excise quties in each budget 88 pas been
ght make yaluation pecessary and

the practice so far. guch rates of course ml

_— : 3
might prove administratively more aifficults put this argument cant

presented in the cas€ of Ethiopia. W
tax with ad yelorem ras

aga ‘Zo—

are subject to poth taxes:
valuation proce

system.
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While the shift from specific to ad valorem rates would help very much in

imparting built-in-elasticity to the tax revenue, further improvements can also

be achieved by levying relatively higher rates on cormodities with relatively
high elasticity of demand, and by taking up commodities which promise & high

elasticity of demand with rising incomes., Apart from certain goods, ger-ic

are also considered to provide a suitable base for taxation in developing
countries. The inclusion of services in the list of excisable. commodities can
thus increase the performance of the Ethiopian excise tax as the contribution of
these sector to GDP is sizable and thus it may have 2 fairly large revenue
potential. Taxing services as telephone, electricity etc. can pe lucrative
source of revenue in the country as they have proved to be in other countries.
The sales taxes both the single stage trensaction taxes and multistage
turnover tax have proved to be the most elastic and productive revenue source in
Ethiopia. But while there is 1ittle guestion that a combination of turnover tax

and single stage levy would offer higher revenue productivity than either of

them, the administrative purden consequent to the multiplicity of rates ralses

the question of the possibility of consolidating them into one form of sales tax

o

with higher rates. This leads us to consider which of the t¥o texes f

amployed. ‘fn. selecting on€ form to the other attention should be given to factors

keepin
such as, the amount of revenue needed, trade structure, extent of record ping
2

: : i1i inistration,
in the business community, administrative capability of revenue admi

: dering the above
standard of vyoluntary compliance amongé tax payers etc. In considering

iti i at the single stage
taxes against these constraints and opportumtles it seems th
i spue of its greater
trensaction tax with higher rates would be preferable by virtu

liance of
administrative feasibility- In view of the Jow standard of comp
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many of the tax payers and the high administrative demand to assess a very large
number of retail tax payers who keep very rudimentary or even no account, the
single stage transaction tax levied at a stage where assessment is administrative-
ly feasible might produce more revenue.

The productivity of the tax can also be enhanced further by extending its
coverage to some of the exempted goods. The level of exemption extended to
imports from the tax have resulted in the substantial erosion of the tax base
detracting it from its revenue role. It is reported that only 47% of the value

of all imported goods have been subject to the tax in the past. This calls for

reexamination of the exemption levels.

The country relies heavily on the taxation of imports for revenue. On

the other hand the productivity of this tax has declined over time. The need to

conserve foreign exchange and the need to import capital and other essential

goods which carry either zero rate or low rates vis-a-vis other goods has caused

customs revenue to decline over the period. This also suggests that the trend

is likely to continue and thus increasing reliance be placed on domestic taxes.

- ; {os £
policy measure intended at preventing the average rate of import duties from

at changing the pattern of the structure of

falling will have to be directed

import duties. This implies higher rates on capital goods which runs contrary

ds with the objective of

to the long established policy of exempting these g00

ic i 1 ad the
promoting the establishment of domestic industires. We have presente
veness of the incentive provisions earlier

reservations voiced about the effecti
1 r
and there is no need to discuss taem here azain. Althoush 4 enmolete reversal of
:  nli~y of the level
the policy canndt be € rected, some re-examination about the 7 licy of the ; .
of exemptions must be made which at least results in the moderation of the de !

‘in import tax revenue.
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As far as export duties are concerned, it was shown that s bulk of the
export duty yield (95% on average) is obtained from coffee export taxes. This
makes our aiscussion to focus meinly on coffee export taxes. As noted earlier
at present coffee export is taxed on four different bases. (a) duty on coffee
export (p) cess tax (¢) trensaction tax (@) surtax. vhile the first two are
specific rates the *hird s proportional ad yalorem and the last one on sliding
scale basis. The most important of these is the surtax. It was indicated that
the rates are graduated in a vay providing for relative jperease in the tax burden
on a fixed quantity of coffee as prices rise. It is clear that such 2 pmgressivc
tax rate is the jdeal form of imparting built—in-elasticity to the tax in case
of groving income resulting from rising prices. But if the higher export income
rr:s:.'ltn' Fecan in. rensed production and sales only, the burden is proportional at

pest, and if prices £all, the tax revenue may show &1 absolute decline even if

g what has

nigher expor® incomes are gerived from higher production. This w2

happened OveT the last few years. The revenue showed & marked decline and this

gecline did not result from the fall in the volume of exports put from the fall

in the export prices.

. o e : . as
In considering, fiscal reforms, with the objective of improving the

i i ; esti a pe asked s vhat is the 1likely
performance in thic ofefs tne questlon +hat shoulf

iy el €0
trend of world price for coffee exports? Although, it is very aifricul

i iffi imistic. world
predict world market prices, it is also very aifficult to be optiml
~g have sShowm a declining trend and there

market priccs for agricultural commoditle

¢ they @0 not continue O

is a specul.q.tion that this will continu€.
i , The task is then

fall, & complete reversal of the gituation cannot be expected

, »

rable tyrend 0 vorld

astic in the face of unfavou

how to make the tax revenue el

: > ity of coffee
market prices for coffee. The alternat1ve pases BT€ the quantity
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exports, and the value of coffee exports. The advantage with the former one
1lies in that being & specific rate it enhances prOgressivity in the face of
declining prices and is relatively simple to administer. The main dravbacks
which make 1t unatractive are, 85 the tax is not related to price it is not
possible to mop-up the occasional wind fall geins. Secondly in periods of

very low prices for coffee, & specific export tax would fall unduely hard

on producers, which may adversely affect their desire to increase prodaction.
This leaves us with the second glternative i.e relating the tax rates %O

the value of exports. It 1s clear that this would mitipate if not solve the

problems. which can arise from the other forms of rates. Apart from this, the

alternative is attractive from the point of view of preventing the government

revenue from the wide fluctuations resulting from the ups and downs in the

price of world market.

As regmrds the other gquties on coffee the cess, and the export duties

as far as they do not serve any separate purpose their existence cannot be

justified on administrative grounds and should be consolidated into a single

export duty. A1l that is needed is & realistic tax rate which can generate

higher revenue.

Strengthening the export quties &t jeast in the pedium-term is very

crucial in Ethiopia, because it is the most jmportant method of mobilizing

view of the formidable probles of

resources from the agricultural gector 1n

administration faced in effectively taxing the gecto
sted reforms there seems also the need %O

method. Thus apart fyrom the sugge
Lh! i vgent
convert the taxes levied On other expOrtable commoaities from their pre

gpecific nature to 8d valorem rateés:
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on Tax Administration

It is hardly an exaggeration 1o state that a tax policy is no petter than
its application. However noble and correctly designed & policy may be, it is
not worth much unless it is implemented. Tt is said that in the developing
countries revenue 8re inadequate and unstable not because of inadequate policies
to tap the tex potential and ipsufficiency of taxable bases, but also because of
partial implementation of existing tax laws. In Fthiopia 1ikewise, the poor
enforcement capacity of the tax administration is widely acknowledged. This was
81s0 revealed by Our study. The iow elasticity coefficients of several of the

taxes were explained by the 1oV tax-to-base elasticity vhich is & sure gign of

ineffectiveness of the taX administration. This means that 2 gubstantisl amount

of revenue cen be generated by strengthening the implementation aspect of taxa-

tion. Matters of fiscel administration improvcments fall largely yithin the

realn of public a-iministration and thus i beyond the scope of this paper- Never-

theless we may priefly refer to sOmE jmportant gteps that has to be taken tO

improve the tax administration.

We have seen that the factors which affect i:nplementn.tion are the regsources

Thus any beX ndministration must be

and means available for tax administration.

i : opin, hOwever the
strengthened with the cite In Fthiopi®s ,

ng and
fiscal administration is reported to suffer from the 1ack of the mean

inted out that the means and resources are

resources. officials interv1ewcd po

far from adequete when compared with the task of the fiscal org:mizntion. This
has resulted in the 10w performance of the agency: We have geen for example that
j4 is because of the administrative weakness that the ap:ricultuml jncome tAX
revenue constitute only 3% in the total government revenue. An mordmately |
e of the gector. gimilar weaknesses are al®

gmall sul when compared with the siz
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reported in the implementation of other tax 1avs. All this calls for the
improvement of the tax administretion by equiping it with the means and
resources noted earlier. Apart from the other orgenizational issues the
success or failure of carefully planned policies depends to & large extent on
the suitability and motivation of the staff responsible for carrying them out.
This means a thorough training and improving the 1iving and working condition ©
of the staff is very important. Moreover, at the neart of taxing process are
data (information) and expertise to process and anslyse it with which any teax
administration must be strengthened.

Tt is true that establishing an efficient tax administration is an
expensive venture. But ensuring administrative efficiency especially 88 it
pertains to tax sdministration must be seeln in a gmag_lcz_ gsense. Expenditure
on improved administration in the short run is amply vindicated in the long

run by the increased revenue productivity of a more developed tax system. For

instance in view of the formidable administrative problems encountered 1n

taxing agriculture and small private husinesses through the income tax, &

'presumptive' assessment method cen be recommended. The establishment of such

o method may DPe expensive at the beginnings especially in egriculture, as it

i 1 7 i i+ is much more
requlres land recording and surveys. However, 1t seems that it 1

rational to pear the cost for & while, and overcome the problem over time, and

institute an enduring system of taxation, geared at, effectively mobilizing

surpluses into development expenditure:

This in prief are the proposa.ls we forward, which if effectively imple-

V - ] v y . L iﬂ
tC bP O y O i (!d - | C)t ac‘,i on both '\t pOIiC ﬂnd

: 1 ive tax © gtem.
execution 1evel which an result 11 the emergence of & productx e ¥
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But although the study suggests the existence of a scope for raising
increased tax revenue, it should be remembered thet, nigh tax efforts alone
cannot be expected toO have the desired impact on the saving rate in view of
the massive savings requirements in the country. The achievement fa
significant gaving rate by the gOVernment demands the use of all available
instruments. In the Fthiopian eondition, improvement‘in the rate of public
saving requires higher saving DY poth the central government and public
sector enterprises. It can be claimed that @ high potential for mobilizing

resources 1ies in improving the finencial performence of these enterprises.

Thus policies to ensure & marked improvement in the generation of internal

resources DY public enterprises should receive high priority. Finelly 88

noted at the outset, the task of gevelopment joesnot 1ie golely in the

. 3 j that
generation of increased fmancml resources: It 18 & common knovledge nat,

gdditicnal growth can pe realized from optimal allocation of smaller amount

of rasources .
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Appendix IT

Year (Fiscal)

1968/69

1963/70

1970/71

1971/72

1972/73

1973/Th
1974/75

1975/76

1576/77

Tax_Changes. 1967/68-1982/83

Estimate of Full Year
Revenue Effect (in

Description million of Birr)
Increased import duties on
epout 80 items 8.0
Higher eurtax on coffee exnorts variable

Additional education taxes on
urban proverty and Personal Income 5.0

Higher alecoholic excise tax on

imported and 1ocal products,Intro~ 3.0
duetion of nev excise taxes on

textiles, iron and steel rods and

bars footwear, plastic and rubber

products (except shoes and hoats)

and soft drinks T:1

Higher rates of transaction tax on

imports 7.0
Removal 0F exemptions previously

~w:nted in respect of the tax on

fuel used in agricultural tractors 7.0

Higher import duties on geveral items 15.0

Tncreaced excigse rates oD domestically

produced peer and stout 5.0
Introduction of new excise tax on
tobacco and tobacco nroducts 9.0
Reduction of excise tax rate on .
netroleum products 30 to 37
Abolition of educational and health
tax )
Introduction of .

~yural and use fee L i

Jagricultural activities ipcome tax -

75-100

Increased gurbtax on coffee eigorts
Higher excise rate on aleohollc "
ad and 10cal) 8.9

s on Sever
23.1%"



Appendix IT (Contd.)

1978/79 Higher excise rates on imvorted and
local goods

Higher tax rates on land use and agri-

cultural activities income

a) higher rates on land use

b) higher rates and more orogressive
tax rates on income from agricultural
activities

Higher and mor eprogressive tax rates on

employment income

Higher and more evrorressive tax rates

on business and professional income

Egher excise on leathér and footwear

imported =2& well ‘as local

Higher excise on tobacco and tobacco

products

Source: Ministry of Finance
-not given
#fpl]l in revenue
#¥ ox-post estimate

14.1



Appendix III

Chow™ Test

Source of Revenue ‘F-Value

Total tax 9.31
Direct taxes 13.67
Income taxes 21.85
Excise taxes 10.07

-on domestic goods 47.04

-on imports 42.31
Transaction taxes 4.21
-on domestic goods 28.26

-on imports Q.51

-on exports 5.01

Stamp duties 4.03
Export duties -2.29
2.43

Import duties

Note:

— : R 1
For 1L degrees of freedom the F-value indicating sigmificance at >

signficance level is 3.8
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