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ABSTRACT 

The task of mobi l i zing r esources f or publ ic sector outlays i B a maJor 

conce r n of economl C policy ln Ethi opia. This is es pec i ally t r ue l n post­

r evolution Ethiopia , whe r e t he soc i c-pol it i cal changes that have taken place have 

have caused the nat i on t o r e l y heavily on the public sector f or i t s soc ial 

and economic devel opments . 

Taxation i s the pri mary means of mobi l izing r esour ces in the country . 

A str ong tax per f ormance is thus an indispensable condit i on i nor der fo r t he 

gove r nment to s t ep up it s devel opment expenditur es . 

The ob j ective of thi s s tudy was to asce r tai n the compat i bil i ty of the 

t ax sys t em wi t h the goal of resource mobilization. Towards this end the 

struc ture o f t he t ax r evenue was analys ed and its impact on the r evenue 

r als lng capabili ty of the tax system examined . Mor eover , t he magnitude of 

t he t f:l.X r evenue r a i sed ,vas eval uated by compar ing it with the t axabl e capa­

city of t he count ry , and r evenue needs of the gove r nment . Finally~ the t ax 

e ffort made l n the past was assessed, and the ~otenti ali ty of th e t ax system 

t o mobi l i ze an increasing share of the nati onal lncome ln the f ut ur e examined. 

The outcome of the study indicat ed that despite the inc r eas ed e fforts 

made t o i mpr ove the effectiveness (If the tax system, tax revenue l n Ethi opi a 

r emalns i nadequate (skimp) , unstable; and in f l exible . The cause of such 

anomal ous conditi ons wer e attributed to among others , faulty t ax ploi cy , and 

weakness i n impliment at i on of the tax laws . 

It was s uggested that a synchronized action both at pol icy and executi on 

as pect of the taxation pr ocess can impr ove the pe r fo r mance of the t ax system . 
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1. I NTRODUCTION 

1 .1 Statement of the Probl em 

Development is ri~htly consider ed to be a complex proc ess . It involves 

the interact ion of a whol e gamut of fac t ors- economic , political, social, 

demographic , and cultural - t o bring about grNrth and chFin ~e. Consequently, 

any attempt to att r ibute i t to any s ingle f actor would be a gross simplifi ca-

tion . Nevertheless, to cl a i m t hat finance is an underlying requi r ement for 

econom~c development can hardly be overempha sized . This i s so because every-

thing of i mportance costs a great deal . "Capital goods must be paid for , and 

so should the development of managerial and technic al expertise . Mo r eover, 

financ e is essent ial for the purpos e of alteri ng or adopting cultural 

att itudes and creat ing a gener al economic environment conducive to sustained 

1 
econom~c development ." It is agai nst this background that the t hes i s which 

holds, the central Issue of econom~c development is the probl em of mobiliz-

ing and alloc ating financial r esourc es for development in that development 

. . 2 
becomes s el f - sustai ning , has r ece i ved a general sanct Ion among econom~sts. 

Historically , t he cont emporary developed capitali st and socialist 

countries have not r eached t heir pr e sent level of econo~ic and soc i al deve-

l opment , wit hout r eali zi ng and implementing thi s princ i pl e dur ing their 

early stage of devel opment proc ess . In t he former case the emer ging ent er-

preneurial cl ass invested its gr owing profit on privat e accounts , I n t he 

l at er cas e the b i g increase of surplus c r eat ed in the economy wa s collect ed 

by the government and was channelled into pr iority goal s by t he pl anner s on 

~ 

publ ic a cc ount s. J 
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In devel oping countries whe r e subs i s t enc e economy 1S pr edominant and 

the propensity to consume is ver y high , which makes private sav1ng ver y l ow , 

it is incumbent upon the Ilover nm,=nt t o undprt ake a major part of this t a sk . 

vJhat ever, di sagr eement exists amo::1g economi st s about t he size of th e govern-

ment sector, which i s an integral part of the political phil osophy of t he 

countri es conc erne d ) most economis t s generally view the expansion of the govern -

ment act ivity as a pr e -re~ui site fo r t he suc ces ful pursuit o f economic and 

social tetterment , Obvi ously the more actively int erventionist the state is 

on b ehalf of growth and devel opment the more important and i ns istent become s th e 

t ask. Thus an i nc r easing amount of r esources ~u st be channel l ed into the public 

hands inorder fo r the government to be abl e to cover the growing current non 
I 

devel opment al expenditur e, the current outl ays on develonment and the investment 

in capital pro ject s , The poor er and more back--ward a count r y is t he more urgent 

and extensive a r e the neeli s on gover nment outlays, As A. Pr est has indicated . 

"it is of cours e true t hat a l l gover nments a t all times have to face demands fo r 

additional spending but, ... the pres sure in underdeveloped countri e s t ends to 

. . ,,4. . . . 
be part1cularly 1ntense, Th1s means the expend1tures needs 1n the develop1ng 

countries 1S so high ~ so much so that some have even sa i d that" in the developing 

countries government s can most often us efully invest any amount they C8.n r each ,,5 

Indeed, to attai n t he desir ed rate of development and alleviate mass poverty, 

the government must provide a l a r p,e number of basic servic es particularl y in the 

fi elds suc h as education ~ public health ,. and transportation. The full ve i ght 

of increase 1n government r evenue, however , becomes evident i n connection with 

format ion of capital a s ine qua non to econom1C devel opment . 
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Consequently , the ma1n pr eoccupation of policy makers in the developing 

countries is how t o mob i lize enough r esour ce s into t he hands of t he over nment 

and allocat e them optimally so as t o maX1m1ze the r at e of economic gr owth , which 

l S hoped t o bring about i n the count ri es a l evel of per-c apit ~ l ncome compar able 

t o those r eached by the devel oped countries , 1n a r elatively short ~eriod . 

However , the hard fact is that the r ecord in this direction has not been 

impr essive . It is sai d that in most devel oping count r i es , gr and and nobl e 

aspirations to r a1se the populations ' s well being , i nc r ease the t empo of economic 

devel opment , al l eviate poverty and impr ove health and educ ational ser V1ces have 

not been matched by equally gr and accomplishments in mob ilizing resources . Pl ans 

f ormulat ed and launched, t o hel p developi ng countri es move out from their pr esent 

stat e of object poverty t o a desired st ate of devel opment a r e oft en disappoint-

i ng in t he i r implementation . Ther e is s i mpl y not enough money t o spend and 

invest . Virtually every study of budgeting i n poor countrie s ends with the 

conclusion that r evenues a r e i nsufficient. Based on t heir st udy of the budget ary 

proces s of 14 devel oping countries, Cai den and Wil davsky concluded t hat l ack of 

revenue 1S the ma in reason most poor countri es f a il t o r each their desired 

1 
. 6 

leve of econom1C devel opment . 

The r eason f or such anomal ous situation may per haps be sought 1n among 

other things , t he l ack of effectiveness of the instruments us ed t o mob ilize 

r esources . This can be bor ne out by examining t he instruments of r esourc e 

mob i l i zation . 

In general devel opi ng countri es resort t o domestic as well as fo r e i gn 

sourc es of r evenue . But as the r esult of the despair and disillusionment over 

t he fl ow of f or e i gn l oans and a i d , devel oping count r i es have inc r easingly 
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depended on domest ic s )urces . Consequently, sever inst r uments h~ve been 

developed and us ed t o mobiliz e resourc es from the domest ic sources . However , 

t he l i mit ation of the non-tax sources of r evenue which, in general a r e either 

Cluant i tativel y not ver y s i gnificant or could n ... t be used very liben.lly with-

out c r eating subsequent probl ems, has made taxation to be the best and mos t 

appr opriate inst rument by which domest ic r esources can be mar shall ed . Cons e-

quently , in most devel oping count ri es , the size of government devel opment programme 

and the acceleration of economic devel opment depends much mor e heavily on among 

other things , t he economic and administrative capacity of the t ax syst em to 

mobil i ze enough r esources . 

However, des pit e t heir hea~f r eliance on t axation as a sourc e of revenue , 

and in contra st to the strong r easoning established fo r i ncreased mobilization 

of r esourc e s through taxation, it i s cl a i med that, thes e countries have failed 

to f ully exploit their t ax potent i .3.l . It has been st at ed on s ever al occaswns 

tha t the effort in this direction leaves a l ot t o be des ired . It is argued 

" . that compared t o development needs the developlng countries do not maRe us e of 

thei r t ax pot ent i al. ,, 7 N. Ka.l dor f or example, cont ends that " i t is probably 

not exagger ated to say that t he typical under develoned country collects In 
8 

direct t ttxation no more than one-fi fth or po s sibly one-t enth of Vlhat is due ." 

U. Tanwa.i a l so s t ates, "a rna: or chs.ract erist i c of t he t ax syst em in under-

.. . . h ,,9 developed count ~J lS that It does not pr ovl de governments wlth mue r evenue . 

Needless to say thus , 2volving an effic i ent tax syst em is a m jor Gonc ern in 

devel opi ng countries . Thi s lS what a U. N. report stat es when it says !I i f 

increased capital formation , and hence a h i gher gr owth r~t e , i s t o be ach i eved, 

'" . , f rt ,,10 It lS ess entla l t o st ep up the level of eXlstlng tax ef 0 • •. 
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In Ethiopia like in any othc~ developing country the need of finance is 

1.mmense . I n a l ea ::; t developed country such as Ethiopia . with all the glor ing 

marks of under devel opment, it does not r equire us t o make r es earch to unvei l what 

must be done . One need onl y l ook around t o find scor es of problems t hat r equire 

prompt attention . The r e s ourc e need i s thus S0 higb that even if we attempt to ~o 

about adding up what it will take t o alleviat e all the pr obl ems, the amount of 

r e sourc es needed would certainl y exceed the countr y 's financia l capac i ty . This 

increased f i nancial needs ." rec e i ve mor e prom1.nenc e particularly in post-revolution 

Ethiopi a , because in the absence and limitation of private investment brought 

a-bout by t he socio - pol itical changes taking pl ace i n the country, government 

f i nanc e must playa pr edominant r ole 1.n gener ating domestic r esour ces f or devel op-

ment . But . although the socio-political chan e has r esult ed in the nat ion to r ely 

hea.vi ly fo r its soc i al a.nd econol"1ic better ment on the gover nment more t han ever . 

t he revenues at hand to meet t hem have been woefully inad~quate . The gover nment 

budget, the principal tool of mobilizinf, the r escur ces needed f or public sector 

i nvestment, has been unable t o gener ate r evenue f or substant ial eontr i bution t o 

f inanc e gover nment and publi c s ect or investment . Thus the government outlays 

have been limited by t,he inavailabil i ty of adequat e r evenue . I n V1. ew of these , 

mi nistri e s and depa.r tments have been at t imes asked t o cut their expenditure a.nd 

reduce t he s cope of their activit ies. Mor eover in f inancing even the modest 

expenditur e pr ogrammes , the r at e of gr owth of government spending has per s ist ently 

surpassed it s r evenue . "To cl ose the go.ps the government had to make sustained 

r esor t to fo r eign l oans and Doney c.reation
12 

Which , r esulted 1.n the gr owing i n­

debtedness and inf lationary pr essure 1.n the countr y .13 
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Any effort t o r ect ify this ana a l ous economlC condition nnd Jener ate 

r evenue fo r further devel opment purposes, which i s a nayen~ly v er y lRrge (while 

ever ything should b2 done t o contain unpr o uctive govern~ent c onsumption ) makes 

domestic r esourc e mobilization ~ maj or concern of economic ~olicy in the count r y . 

A World Bank study, indicat es that the high r ate of consumption expenditure r e -

14 fl ects inct " __ :! "')J'.lc i es in domestic r esourc e mobili zat i on effort in the country. 

The task of stepping up mobilization of do~est i c r esourc e s f or economic devel opn en 

becomes all the mor e urgent because the country has found it increasin" l y difficult 

t o obtain sufficient ext ernal canital . In r ecent years in narticular , even the 

small capital flowing into the count ry has b een obtained at unfavourable terms 

.. 15 . . . and condltlons. Mor eover , the l ong-t erm obJ ectlve of the Rovernment as enshrln-

ed in the recently promulgat ed 'Ten- Year pl<'.TI is to bring about impr ovement of the 

living standards of t he peopl e , a structural transformation o f the economy t o-

wards self-susta ining development, creating employment opportunitie s ~ achi evi ng a 

more e ~uitable di stribution of benefits of devel opment and l aying down the 

foundation of a socialist society . For the r eali zat i on of thes e l ong-term obj ect-

ives, the ma in el ement of the govermnent ' s s trat egy is among ethers, to raise the 

l evels of investment and saving . TOivards thi s end the plan p:rnpos es saving and 

investment t o increase from their pr esent l ev€l of 3.6% and 11 .3% of GDP r e-

spectivel y to 15% and 28 . 3~ of GDP r espectivel? bv the end of the pl an period. 

(1993 /94) . Out of the t otal investment more than half (55 . 51,) is planned t o be 

finianced by domestic sB.vlngs. In this r egard t he central government a l one 

will provide 13. 4% of it. 16 Obvious ly, al l thes e means n maJor challenge to 

planners and policy maker s 0 mob ili ze t he plann d r esourc es . 
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Li}~e in most 0t her developing count les t axation hfl.S be:e n /lnd is the 

singl e most impor t nt i nstrument ltili zed f or domes lC r e source mobilizatjon in 

the country. The fa t that 84~ and 79% of the total domestic r evenue In 1979 /60 

and 1980 / 81 fisc~l years r espect ivel y have been raised thr0u h taxation und0rscores 

this fact . And there i s ever y indication that it '..,ill r emF.l. ln so for the fo r:3eeaole 

fut ure as t he potentia l for increased r evenw"" gener nti0n fr om other d,Jmestic 

sourc es is sl i m indeed, There s eems to be hardly any scope of mobilizing r e-

sources thr ough non·· inflationary deficit financing,9.nd the low sur pl us gener ating 

capacity of t he public .. . 17 sec t or enter pr lses lS wel l establlshed. Further mor e, 

the Ten-Year plan envisages that a(,out 27 .2 billion or 79 . 50/. of the tothl 

government r evenue will be rais ed through taxo.tion, mak i ng the magnitude of the 

task. f or t'3.xation and the e ffort r equired in this very direction more appar ent . 

Thus, it lS ha rdly an exaggeration to claim that the size .')f the gover nment 

r evenue a nd devel op:ilental outlays f or t hat matter , critic ally dellends much ::uor e 

heavily on the at, iI i ty of the tax system t o place the r equired revenue at the 

disposal of the governmeClt . Thus we need no much effo r t to indicate th'l.t ~ ln 

Ethiopi a . t oo, evol'ring an effi e i ent tax system is bas ic . 

In a developing countr y like Eth i opia, it i s said that "tax r evenue must 

be hi gh enough t o cover current expenditure ~nd above th9.t to mobilize enough 

• • 11 18 . h . h t r e sourc es fo r f lnance development expendlture , The quest l on t en l S) .T a 

must be the set - up of a tax system intended to ful f il this t ask? It lS gener ally 

held thl1t to achi eve thi s t ask, the tax system must be structured ln such I). way 

that, it enables the trans f er of an increasing par t of the national i ncome to t he 

public s ector. Tnh elln be best achi eved if the "'hole tax system has a high de ree 

of income ~lastic ~.ty. In such p. co.se , the ratio of tax r evenue will exceed 
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the avera e ratio, and thus tax yiel will expand mo r e t han he pr oportionate 

lncrease l n t he national inc ome, which me~ns an incr eas i ng har e of the growlng 

national lncome will be ploughed back into further development e ffor s . 

True t o say that , the Ethiopian t ax system has undergone quite numerous 

changes s ince i ts first i nception. I n the wake of the 1974 r evolution i n parti ­

cular for r eaching r e f orms, which affected practically all the component taxes 

wer e made apparently t o moder nize and enhance the eff ect iveness of the system . 

Not withstanding t his re f orms , the overall e ffect i veness of the t ax system ln 

exploiting t he tax potent i a l r emains to be as certai ned . Afte r all t he tax 

system at any given period of time cannot be seen isolated from historical 

factor s, adequate knolfl edge of ho., the economy works, t he capabil i ties of the 

tax administr ati on , the tax payer s compliance , et c . Thus even a pot entiall y 

vell e l abor at ed system direct ed at implement~ng the tax ob ject i ve may f ail ln 

actual i mplementation pr ocess. This obvious ly calls for the analys i s and 

evaluation of the tax system . The strat egi c impor tance which taxation pl ays 

i n t he economi c drive of the country warrants sDe ci al and keen attenti -l1 from 

policy makers and planners. 

1 .2 Obj ectives of the St udy 

The general obj ective of t his paper lS t o asc ertain the compat i bi l ity of 

the Ethiopi an tax system with t he objectivt. of r esour ce mobi l ization . The 

study . it i s hoped, would pr ovide pol i cy makers wit h an insight i nt o the t axing 

pr ocess, which i s hi ghly s i gnificant f r om the point of view of des igning a 

pr ogramme of tax r e f orm appr opriate t o the r equirement of the soc io-economic 

devel opment of the country . Towar ds t h is end , t he specific i ssues wh i ch the 

study attempts to address i tself to ar e : 
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1. To analyse the t ax r evenue compos i tion in the coun Th l ~ woul hel p to ~ee 

th ·:; chan ,~ :' s i n the struct ure 0fax r ev nue ; "'hich r c: ~~ct . the differing 

r ates at which the v~r i ous taxes have b~en growing . Su h ~ study is hoped 

to pr ovid'2 an ins i ght int.o the .3.d in i strat ive '!.nd political ca .c i ty of the 

government to implement tax pol ic y and its r eadiness to br eak with t r adition 

1n devising it s t ax structure in an a.ttempt to strengthen the r evenue base. 

2. To assess the r evenue performance in the count r y both in its static and 

dynami c context T,rhi l e t he for mer "rould hel p to see t he degree of utilization 

of the ta.x potential at a given t i me , tho l att er woul d show the effort made in 

t he Dust to inc re~3e tax revenu~ . 

3. To determine the built -in-responsivenes s of the tax system as a whole and t he 

componrmt t ax-:2z . Such invest i gation by providing a measure of the 'inh.ere!1t~ 

or ' automatic ! t ax r evenue growth in the country, provides information on the 

pot ent i ality of t he tax syst em to r a1se r evene 1n the future , which is of 

cons ider able significance in f ormula.ting a tax policy. 

4. To ident i f y the f actor s whi ch deter mine the degree of r esponsivenes s of some 

of the component taxes. Such a study by pr oviding ins i ght into t he width of the 

.tax base and t he nature of rat e structure, would permit identificat i on of the 

s~- ':-ces of fast r evenu '2 growth or conver sely the cause of lagging r evenue grow­

th . . This \wuld help to examine whether an underut ili zation of tax potent ial 1S 

due t o faulty tax policy or administrative inefficiency or both, ,.hich i s 

very useful in tax r eform planning. 

5. To attempt tax r evenue pr ojection on t he bas i s of the current tax st ructure . 

Given that the succ .ss ful implemt entati~ of a plan cr itically depends on the 

availability of adequate f i nance, the importanc e of an exercise of this kind is 



self ev:ident. Sllch a forcast whi" ! Sf't :!.g 0.';'''lS t. t.~ t r e t E',) t otal t ax 

r eV0nue would indicat e the ext ent t o w~ich t h" ple.rmed tar q,_ c an be met 

g1. ven the present t ax stnlcture, anrt th ~; effo' +, needed 1 n ,he ~ ,urc t o 

rais e the "~l " ,n:1C!d r~verJUe , ' /hic c. 1.S v ery use j '1 1.n provid j nC' fl. basis fo r 

considering opt i ons in the t ax r e form a r ea 

Throughout the stud.y :m att eTI"Ilt vill be made to follow, quantit tive 

techniques of an'llysi s _ but in C f. S t. Cl of i r; ~ . " '1 il:::."o1.li t:r and lirr..it ation o f _ (' ­

l evant <,-t'<lot,1.~tic.<'!.l dn.t. ", ,.. ... "''"'"t".., to) G->'..!;.u q:llo.1":. t.at i-v'"e"tnal :rsis i s unavoidable , 

Ans.l ysis o f t he r evenue composit i on of the tax ~ ys+'em 1,rill be made in ter !ll8 of 

t he trend.s in t he ratio of i nd ividua l or gr ') IJ.TJ c :: r.t.x, s t o total tax ~ ~vel')'t : : 

'1'h.::: analysis wi l l focus mainly on t.'b r.· ·:h~ ':;c t : i ndi rect tax r atio, and t he ratio 

of mwgeneously det ermined t ax r evenue to total tax r eVen'le . 

I :l'!:: ernational compar l son of the F.th i opi an tax performance will be made 

based on I nt e rnation-s,l Tax Compar ison ( 'J'n i nriex , For this r efer enc e will be 

made to r ecent l y publi::;hed materia l s j \,Tith a vie' T of' com-par1.n O' Ethi0pi ;;.· '- r -:;c or d 

\>l i th that of other developi ng countr ie s . 

In the e stima.tion of the r es pons i rene ss of t he tux reve nue (buc~ra!1:::Y 9.l1d 

eJ.asticity ) as .rel l a s in tax r evenue pr o j e ction the I t:'a st s quare r e p;re ';Slon 

t echn i que will b e used . Both lin<::ar and l ogarit hmic .:'ul1ctions i i ll b" e t e r :-..ined 

SE:;:, h ich onF: wnul .; - ' r ~·vi Je t t.:; 1'E'st fit . 

Since built .- i n-.::lastic i ty of tax r .venne r ef ers to the bu ' lt- in-:r "' s p:"' n ~i yc ­

nes s o f the tax S;{S Jr::m at a. given r~ e and base structure. a . a t t; E!:1 -:: ,.".i l b .:. ade 

to <,limi!1ate a s f a r !lS possiole the i nc r ea s e i!} rcven e ari Gin ue t o discret ion r y 
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change s - r ate and base chan ,E:' S - with .he he l t:· of t,-..ro techn i q s , t he, r opo ional 

adjustment t echni~ue, and t~e 1ummy variab12 t ec! 'nique as the cas e d~ ands . All 

the a.bove il1ethods Hill be di scussed in r1C'tai l in hi:! a-ppropri t e s ect i on. 

1. 4 Data Source , Scone, and Li mi tel. .. ons o f tr,e Sh;dy 

The study will cove r t he geriod r unning fro!:l 1967/68 t o 1982/83 fiscal 

"';Tca.r s. rEhis "p'-. iod is chosen partly becaus f: . data :r-e l e '!lnt to our study ar e r eadi -

J.y availabJe f or thi s period, and par t l y b ecaUSE i t 1. S dur in his eriod that 

maj or r e forms In t he t ax st:ructure we r e made , and thus be considered as o ne 

dur ing .Thiel", t hE tax SY3t ':~m W8,S per haps b ecoming mor e development ori ented . 

All d.ata :r-elat ed to !lctua l tax r evenue ar e gathered from the Mini stry of 

Fi nanc e. Infor mation r <: gar di np; changes in tF1.X rate3 am1 "t '1.X bas es ) and the 

e s~imate yi elc'.s due to such c: anges a r e obt9.ined n.gain f r om he ~linistry of 

Firaw:e . For ~mF figures and its om~ ents r e f er enCe is made to the Centr al 

Stati st i cs ')ffice ( eGo ) National Bank of :sthi opia publ ications. Other 

Statist ic ~l inf or mation such as value of imports exemnted from sales taxe s and 

import dut i e S are compiled from th ·~; o.rchiv t::s of the :;<;xc i se and Customs Divi s i on 

of t he M:i l~ ~ stry of "Pi nanc0 . All pr o ~ected. fi ures of GDP and com onents (i f GDP as 

IVell as r.r oject <:d tilX r evenu ..:: f i gur es ar e obta i ned fro!'1 the pr oje t i oni"l w".,j e by 

the Natior.aJ :-:orrrrnitt e0 for Central Pl anninf, Offic e . " . '! .~ " 

I n 9.s s.;mblin~ dat a f or r egr ess l on n'l.lysis r o l ems of lacy, o f un5.foTIllit "l; 

of dat a. vas encountered . \.fuile most 0 f thG t l"..x as.;:; ( exc ept GDP and its omponent s 

as r esented in t he national accounts) fifUr es are given for calender years, 

all t l1..x revenuE. f i gures a r e p; i ven fo r f isf'al ears , This probl em "TI'l.S solve b 

averaging the datA. f or ever y "'w cal ender yea s) which lS ho ed tt) C.::> :"VF·r t~e 

calender years ac .:::ol:.nts 0 f i scal ye l'l.rs accou nt 3. 
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The s udy ",i..l l 'ltte p to b ...: cOr.J.]1reh'2nsive I:.nn ,1U5 "ill t r y ~o brlD 9.11 

tflXe S (exc ept munici~)ality t~xC's) under 0x~m: n~ti()n . in this C1.s e i t i s conside r ed 

to be o f . , i de covcr 9.gc . This A.puro:lch i s m(,ti 'try'" _'1. i. "ie'~' c he h .ck of such 

s t udy l n t he c01l7ltry . On t he ot her h 'l nd i t i - c:;,. ', r ha h· t ask of devcl,)~l1en 

does not lie s ol el y i n the gene r ation of a rle· u .te fin-'lnc ial esour c e s , r.ut a l s"" in 

the conversion n f f i Cl:lnCe i nto appr opr i at e f actor i n:->l: s "l.n1 th·? e f fic i en allnr::'l.i; -

10n o f such i nput s . Th i s me ans , a s mur:: h I'!.S i t r equires t o I'\ SSeS S th e r evenue side 

of the probl em ,. so drJes r e qui r e t.h ,:: expc;ndi tur "-; sid;:: ') £' 
• .l 

ho.rev :;r, i s l imi t ed t o the supr l y s i de o f the "9r obl em only . 

the pr obl e The s tudy 

FinA.lly ''"<') hast en t o indicat E: that he dea r th of r el evant stat i s t ica l d 9. '1 

has been a gre P.t limit ing f.9.ctor in the sr:: 'yv, and depth o f t h is s tudy . Ever: b 'l.s i r. 

data r el at i ng; t o the nl.L'Tlb'?r o f i.nc ome t ax uA.yer s , the A.IDOunt of a ssessed inc GIT!e ., 

the t ot al or commodi t:r-'wi sz:: t urn, OVi~r d.ss es 3ed fo r sal e s t ax et c . 'l.r e not at fl.l l 

9.va ilabl e. Fac ed ' 7i t. h thes e pr obl ems , l n e s t ablishing : :,<0: r el at i onships betwee!1 

the indivi dual t p.xes and t he i r b5.s es . • TC:: ? r e f crc ,c ~ t o us e ur oxy r ather t han . 

l ega l bas e s . Even suc h ptt emvt is not pos s i bl e \ .. ith some of the t!lxe s because 

dat a on "'hat a r e conc eptu311y c ons i o.e r c>d t o be c lose pr oxy base s could. not be 

obt ained. Anoth Ul" probl em is the probL :I!l o f meas'Jr emep.ts. Althou ,h Grr and 1 s 

component s a r e usua l J_y pre s ent ed , t her e is a gr eat deal sc. e .. t. i c i si'l n.bout the 

'1ccuracy of t h E: GDP fi .,ure s i n dev el oning c ountric~ . Thi s i ::; 3 0 D€CaUSe s uc h an 

excrc l S." requ i r e s f u.ll 5.nd a ccurat e knowl edge i n qt!nntitat i v E: t ~rms, o f the 

cconomlC G.c tiv ~Lt i es in 13.11 sector s of the econorn ·i . Th i s ~'-~'Vi OUl y 1. a d : ff i c 

t ask in a dcv <'-! l oui ng countrv e speciallY when cons i der ing 1"1: exi s t cnc 0 o f a l 'lr .0:: 

non--monet ised s ector i n t.he economy . Tr.:.s i 

and GDP. Thus i t is wi th t hese limit ations i n mi nd th th l" e sul s of t he s ldy 

s hould b e i nt er ur pt e 
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Or.C!aniza i on of t ht; P a'lt! r 

The st dy ri 11 b E:: pre s ent ed I n SlX ch'lpt. er s . I n or de o n ov i de a 

background t o tr:::. det a iled ,~v11 1u3. .i on o f ll P. r r~ve U'~ 'D~r ormanc e that wil l 

f ,_ ',J ) .T } w~ s t a rt ' ·,ith a br.i '~ f j1i s t or ical r eview of he sclient f ea t u r e s o f 

th~ Ethiopi a n tax ,-,ysJc.en inte rn-Is '.) r at e an,l ba ::f: nd anal ysi s of t he r evenue 

compos i t i on. 'rhGS C ,,,.i ll b e nr cs~nted i n ha:pte~ wo . Chan e r t hree and f our 

w11l h t; devot eJ. t o the actU:''..l apprais I11 o f t i1e r evenue e f f ectiven e ss of the tax 

sys \.en . y.1J.il " chn-r+, r t hree ,.,ill be c r:nc pr ti2d with t.he evaluat i on o f the degree 

o f exploitat.ion of t :o<: t"J.X pot enti::l , I1n cOLlparisv~ c f the tax r "vcnue gr owth 

with government exp0i.di tur e gr owth, chapt. er f our ;,rill be devot ed to the e sti.mat-

l on and analys i s of the degr e e o f r e sponsiveness o f the t ot a l as wel l as individUD 

tax r ev<;nue s . In chapt er five the proj ection of the t ax reven'.: ~ will be attempte d . 

chapter SlX .".ill pr esent a brief s U1!1.ma r y of the f indinp;s 

of the s t u dy a nd nr o})os als f or t l1X r e f or ms . 

1 .5 Revi E::\·' o f the Literature 

The strat egic im1;l ·-; r tanc E: '.Th i c l) t a xl t i ::m has ~ssumed I n t he development 

~fforts of d ev el op i ng countri e s , ha s made it to r ece ive a gr eat dea l of att ent-

i on from economist s , It has ['.ssumed a r ecurrent t.heme i n the 1HTitin~ on economlC 

devel opme nt and develo{)ment fi ne..nc f: . I t is gener all y r ecogni zed t h .<J.t I n t he 

j evel opin(1: countri 0s , t 8.xat i on b r: sides providin~; f inancial r esourc es t o t he 

~overnment t.o in~ti ~t e devel opment pr ocess , i s a l so ,l sed ~s a policy i ns t rument 

f or gui ding devel .')pment . b y i nflu enc i n the t r ends a c1 i nt ens it i e s of certa in 

economIC measures to 8.r.hi ' v f:: e~ a in obj ect ives . 'I'hes e inc~urt€, the go <~l of 

r e sour ce allocat i on , i ncome distr i but ion , ec onomi c stl1bl i l i zf 0 ca i t 1 

f orma t i on etc . 20 Th~ 2xtent t o' v hic h t he e objective s of ax ion :;,.r t c :lrri p.,: 
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out 1n a spec ific developing cOQ~try, however , is a mction of th or e ~iling 

political v i ews and the rol~ of the state a s wel l as on i s l evel of econom1 

development and instit utional f~ctors . It is a ,ai.st this b~ckground th the 

maXln.1 whic h states that "each COU.I1try shoul d pursue i s own ax policy" is 

. 21 
general l y support ed by econom1 sts . Neverthesl ess , it i s as s ert ed t at t her e 

~re a nwnbe r of common features i n the t~xat ion pol ic ies of these countries 

arIs1ng from their pol itical and econom1C condition The most i!:C.portant of 

which i s t hat i n the developing count r i e s the volume of t ~xation has t o be l a r e 

22 enough inorder to be able to financ e the i r economi c development . It i s gene rally 

held that any country whi ch cla ims devel opment to be its obj ective must explQit 

f ully its tax potential . Thus, developi ng countri es a r e advis ed to be pre9 r ed 

to adopt their tax syst em to t he unfolding socio-econo~ic conditions inor de r to 

take advFmt age of the i r eve r changi ng t '3.xabl e capac ity based on const ant evalua­

tion of the i r tax performances .
23 Conse~uently , t he que st i on. how to assess the 

tax performanc e has b een the subj ect of s eve r fll studies . 

Ideal l y , it 1S sai d that any such excerci se r equI r e s a comp ete ev~luation 

of t he t ax performance i n the cont ext of \-That F . J . Toye ceJ.ls f ull dre ss macro-

24 economic plan, or a post- mortem on a past pl 3.n . This method, how-:ve r, demands 

k:lOwl edge of the impe.ct , inc i de!1c~ , and economi effects of t a.xes i mpo ed , wh ich 

pr ove s to be a compl ex pr ocess, as it eludes measurement and thus its treat ment 

becomes enormousl y di fficult . Th i s is particularly true i n a developin country 

25 wher e the r e is severe paucity of dat a . Consequently, ever al al 0rna lve 

methods have been de veloped and used 1n t he study of the tax erfor ance in t~e 

devel opi ng count ri es . 
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A common app oach t ewar s as s~ss in tax pe fo .ance has been he 

investigation of the "t ax effort I ' exp esse i te o he r eI i o shi between 

the actual amount of tax revenue colI ct d and some measure 0 I! xab e capac !. y . ,t 

80ner ally tax effort r efer s to the de r e 'of i n ens ity 0 he governnent's will-

ingness t o t ap avail~ble r esourc es, ~nd t axabl e capacity r efers to the ax pot en­

t i al avail ,s,ble, t hat mayor may not be utiliz ed . 26 A co !"lon indica or or me9.sure 

4 f t ax ~ffort w~s t aken to be the t RX ratio ~ t he percent~ge 0 t ~y. r e enue to 

tot al income. But since t~x~ble ca ~c ity cannot be measureed in absolut e sens e 

or what is the same thing , Slnce one cannot make any meaningful enquiry .~ t a 

country 's taxable capacity or the maximum amount of t ax t hat it could possibly 

levy by taking a country by itself, l ed economists to consider the question 1n 

r el ati ve t erms . Thus it was consider ed possible to .judge t he t ax effort 1n 

relation to thos e of . ther countri es , bas ed on the t ax r atic . The first study 

-P h ' G .. 27 
• .L t 1 S nat ure .ras made by J . ! . \hli l amson . He used per-c~pita lncome a s an 

indicator of the stage of devel opment and f i t t ec. an exponent i al function t o datE'. 

for sample of 33 devel oped and developing count r ies . His r es ult indic t ed that 

ther e i>TRS a significant positive rel at i nnship beti>Teen t h r evenue r atio and 

per-capita lncome , and thus wealth as r epr es ented by- per-capit 9. income was 

cons idered a major det erminant of the ability to mobili ze r esources . A maJor 

limitation of this approach i s th~t > it assumes t hat tot 'll i ncome is the appro-

priat e i ndicator of r el ative t axabl e capacity . This 1S cons i dc~ed to be ~n 

. versimpl ification of the problem . It is contended t hat "while inter es ln g , 

the mechanical relationshi p bet',leen t s.x r evenue and GDP 1 no satisf ctory 

i ndicator of the adequa cy of these (ax) evenue 1n r eI t ioD to he overmnen ' s 

needs or to the level of taxation t at the overnment could rais ~ , iven t : e 

particular structure p..nd char'lct eri st ic s of t he economy at '. ll'lt l?fl. icular 

time , vhich means t hat vealth is not t. h only det ermininp; factor and 
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does not work c()7,::; istent y beca.us" the e!lr (It .:: r veXl'!. 
5 hn., l!!'ly ~".V.: 

2~ a str onger c ft'ec+' J Ull'~er ce!'t .;. i n Cl cums 'lllCes. ' 'l'h ' is the S'L e he- S9.Y10 

that t he tax bl - c:J.pacit y of n. cOlHl~ry is'" 'unctiorl of () ~ wp.1l.1th fln t c 

constraint on antl '')pportunities f or tn.ppin~ it. ~IUSgr ve. poin s to b('- f'lct 

tha.t ::- evenue is det e~rr!in,::d not only by Wh"l.1; c~'ulrl b'3 ext r acte from ,be tconomy, 

but also '::,y t he ~bil if;y of i:.he !.;ov2r nment t o 1. ple~.1e r·t i 5 f i cal I olic i :o s. 29 

Thus shm'iing the dist.inct i on between the o1i.j.;ctive dderminant s of tux r evenue 

;.r } . ~ tj r efers to 1'·h0 structure of the econom'y ~nd the subjec iYA di:terminant which 

r efers to the effor t of the government t o mooilize r esourc es . Chell i hi also 

'b;; sepa.rating ;' vol it i one.l " frOTil objective deterninants , trie s .0 cla i y the 

d.istinction br",t'.fe er, c ap'lcity ann effort, He s tates 1 "that the :lbility of the 

governm ent t o col1 2ct tax% is J eter minecl '?8r tly hy objective _ st r ucturc:ll fac or s 

and paytly by such ':vclitional i t facto s as effici enr.:y 1n ad.mi nistra)'o and the 

nD.ture of the :i::01itica l l eaiership . The f or.ne:c taken to ether with the abil i t;{ 

of th.:,; populat i on to pF:.,y tF.l.xe s m.ay be sa i d t . const i t'..lte t e t ot a l "capacity" 

f actors a ffecting the tax ru.t i o . 30 Th'.ls the qclestion which !!liGht be asked is that 

i s t her e any way in vhich the tax r atio:. CEln be co:-::par et-: runon:; coun ies takin 

. t t c, · t t ' 1 fl ect ccl ),' n the i economi c chllr 'l.cter i s 1-5, 1 0',0 a ccoun 1,nelr ?O .. ~;n 1a s a s r e - ' ~ . 7 

so that i t may be POSSl. 1e t o assess the r el n.tive e f f ort of ::t countr to t ap its 

pote:1t i a1 resourc e s ? 

/\. m;;>th:),l ,,:hicn h[!.s been deve1ope'i trieS t.o hand.le the above p able] by 

ad j usting the t:-~x r !1.tlO s for th.; var ip..tions i n tax ca aci y f a ors. This mEthod 

estinates the t axe)') l e capo.cit.y by r ep:r essing the t ax r at i os on v'3.ria.bl e th '1.t e 

. + I "t h "1 " :· 'j'o.x handles" a r e . efine' ·'lS cons i dered proxl e s for a coulLry s ax anu es . 
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conveni ent base s to .. rhich til..: .., 
r at es c~n bc ~ppli~c , J , us s. hoI' c'ill , he 

t:lxJ-l.l)le capnc i ty " il i lFl.t.ion I:l y br:! presented ,S ' 

'r 
GDP 

.. There : 

T == t a..'{ r evenue 

A ~ a vector of tax het dle s . 

(l ) 

Such emprical >J.na lysi s pr ovi us'" !lG e sti"."..t 5. n~· equ. t i o whi~h can be. us Q: t o 

calculate a ' predicted' t ax r atio f or each ccunt!'y . The estil!l'l ed t 
rati~ c rill 

thus be taken to r epr esent r el at ive t axa.ble capacity , or the tax rat i o which a 

state would h'l.ve had ~ i f it has used its capaci t y to an ave r a E. exten . Thus 

a c omp2.ris on of t he I'l.ctua l r at i o for a country wi th i ts estim'lt ed r nt i o will show 

whether a s t a t e i s making the ave rage degr ee of e ffort , or ::nore or l ess . The 

a ctual t ax r atio di vi ded by t he e stimated (pr edicted ) one would be t r eat ed ~s nn 

i ndex of Y'21at.ive ta.x effor t which is us ed. fo r the k urpos e o f internati on.'ll tps 

compa rison . Thus if a c ountryi s indeX of t ax ef fo r t is belo • ., one (aver age) the 

conclusion dr awn i s that i ts taxabl e cape.city i s not be in '!; r ealiz ed "which 1.S 

. , 11 32 G' ( d ' tantamount t o s aY1.ng t he count ry hns made a 1. 01,[ t ·:lX effort 1. yen a ccor l.ng 

to the writers) t hat a l l taxable f ,"l.ctor s (h<mdles) p..re repr esent ed in thE: ::':l el, 

wh e.t transpi r es fr l)m the studies i s thG.t t he cause f or 10 .. ' t" r a 1.0 1. the f a ilure 

of the government t o tap t he tax potent ial, Thi o would ha re ol i cy il!lpl ic 1. n 

that the count r y should exami ne its tax system I) iden i y the c a se here and 

i nvestigat e the scope fo r rai sing mor e r evenue on th,~ b!.l.sis of etailed stu 1.es . 

In an attempt t o determine the explan-9.t or riabl e or h~ ax r a 1.0 a 

number of s tudies ,,'e r e made , whi ch dis,'leJl, egated va r1. u~ com onen s, 

as suming that di f f e r ent income t yp es h ~ di f erin taxa iIi y , on- G? v:lrip.. l es. 
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s uc h as op enne s s ) f the ec()nomy (the rat ' o f f " e1 

r egi ona l l ocation WE-' r 8 8.1 se) i nc l ud ed 9.S ex ;.)l .• a,r y a' i .... bl~s . 

Acco r ding t r:: the st.udies made l)y Hinriclles, 3 10 z nd or s 3 nd 
35 

Mus grav e tax c'Jll c'?ction may .e poss i th"ely e l ated t o the nllowin3 (1) be 

s ha r e o f trade i n pr ,,;:uct i on ., t his i:5 epr e s ent c by the r 10 o f exports 'Pl us 

i mport s t o GDP (X+N/Y ) or by the ratio o f exports to GD (~ ) (2) he s ,_tcnil 

cnmpo sit'i. ,) l1 of the eco nomy . Pr ox i e s or t hi s va riabl e include , .e shar e of 

mining in GD? ( ~:y) and the shar e of agriculture in GDP Uy)' ( 3) he er ce nt a rr€ 

of ec onomic unit:: i=: ;·:ceed i n ,g; a c er t a in size limit and n1mber of lor kers empl oye;- 1n 

such l~ni t . (4) t he importa nc e of the large r etail estllbli shment , As a ct or 3 and 

4 a re c ons i d er e d t o be posi ti v ely correlat ecl with the level of ec .) nomi c cevel op-

ment per -c ari ta GDP(Y) is s el ected as a -pr oxy f or t h t ,vo of them . ( 5) h(; 

literacy l ev el ., r epr esent ed by l iterl1.cy rate ( L) , Thus bas ed on he above 

a na l ys i s t h e f cllovTing functi onal r el ationshi p can be derived 

T/GD? r ( X+M/Y . 'I:'!, NY ; AY , Yy, L) . . .. .. ' ) 

'hThere T tax r ev enUE:. 

Bas ed on the abov e r el ation shi ps s ev er al equations ,.hich inclu e var10US 

combinations o f tl,e ~xplFl.ntory variable s \'ler e es i mat 2d by s ever nl urite r s . To 

t ake a n exam~le, out of the numer ou s exercises ms.de, the one ,ha t h'ls ot t he bes 

~6 
statistic a l soundne ss i s tha t o f. Bahl. - He conduc cd a s dJ 0 u9 deve10u-

i ng c ount ri e s i n i·Thic r. '1v erage for the thr ee year perio(! 1966-1968 wer e use - . 

Ac cordinf t o h im , taxabl e capacity i s a f unct i on of t h r ee QC ors - s a e of 

1 ' t ' o of ~ncome n"r od c c _ and the SiZE o f e c onomic develo~ment > sect ora composl 1 k 

f ') r e i gn-trade sector , He t ook the a r icultural c- h.l r e of inccl!te as 0. pro or 
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t he stage of economic devel opment and th oth r wo f c or s de e ined b 

the mining shar e of income Rnd the expor share of i ncome . 
Bu ue to the hi 

degree of mult i colinearit y between the minl'ng shar e and h 
e expor t share, he 

lat ter "la s found t o be stat isticall y non - s i~ificant an was oppe fro he 

est imating e quations which thus ended up showi ng taxable ca aCl y as depen en 

on the agr icultural share of inc ome ·'3.nd the mining shar e of . lncorne . 

s 10n equat i on derived was 

T/Y ::: 14.95 -. 0.0742AY + 0. 29NY 2 
R = 0 .411 . . .. 

The r egres -

(lc) 

wher e Ay .- per centage of GDP or iginating ln the a ricultural sect or 

N = per cent of GDP originating ~n the ciLin[ s e c r 
y 

Si milar other studies by other s were al so made US ln~ different explanatory 

variabl es. Chelliah
37 

for exampl e, using the ~ata of h9 evel cpin countries, 

f ound out that, the tax r atio was signi ficantly r el at ed t o the degr ee of 'openness ' 

r epr esented by t he non'-miner al expor t r atio ) and the economic structure (the 

mining shar e serving as a pr oxy). vrhile the l evel of devel onment (r epr esented by 

the per capita non export income ) '(.ras not 3igni f icant . 

Based on such taxabl e capacity equat i ons and ot her s , t ax effort indices 

were calcul ated a nd countr i es were r anked in accor d'3.nce t o their t ax performances . 

38 Such r ankings have been impor tant ~midlines for action b ol icy makers and terms 

f . . . d 39 o references f or ,.,rl t ers ln the flel . . 

Thi s method of evaluating tax performanc e has howeve~ , come under moun lng 

cr it ic i sms and its shor tcomings have been pointed out . Firstly the prior 

justifications for t he use of the sel ected i ndependent varinbles which are believed 

to affect only taxable capacity and ex lain var iations ln 1 fully lire sli i n eed . 

In practice ther 2 may be factor s that simultaneously _ffec axabl e apacity and 

tax effort . For exampl e, the per -capi ta i ncome variable does affect the ca cit 



20 

to psy taxes , but i t may al so i nfluence t ax effort th ough ts i m 
ct 0 e 

b 
. . 40 

de~and of uu l lC s erV1c es . Secondly ' t ' d h . - , 1 lS ar e t t he conc e t ~x ble 

cap~city is an elusive one which defi es measurement . It 1S r gue , while 

t he collection of r evenue by government depends upon the cOlmtry's aX9.b e 

capaci t y i s sel f evident, t he pr ecise st ati stical r el ationshi p between r evenue 

and t axabl e capacity hOlvever, is not self-evi dent , a r el tion that nornall y 

vari es from country to country and within a couIltry from t i me t o t ime . 41 This 

gr eatly complic ates efforts to find proxy variabl es f or t axa l e cap city and make 

meaningful international comparisons difficult . Thirdly , it 1S conten 'ed that 

in this method of study, the l evel of taxation is not unambiguousl y r el9.ted to 

any conc ept of e f fort. Normally, t astes r el evant to publ i c- privat e m1X would 

differ across countries which ... muld have significant bearing on t he t ax r atio . 

Thus, two cOlli~tries s eeking to equat e t he mar gi nal social benefit s of privat e 

and publ ic goods may end up having quite di ffer ent t ax r e.tios and yet one ay be 

considered as m~~ing unsatisfactory tax ef f ort ~s ~ar ~s t h2 f :) t indEX ca.n S 0 

Despite the controversial nature of the met hod and its 0 vious li i tat ions, 

proponents of t he method argue that this method success fully summarizes large 

amount of information which makes it t o reta i n utili tari an value for t ax er­

for~8.nc e eval uat ion purposes. 4 3 It 801 so eff ect i vel y overc omes the limi tat ion of 

t he st r ai ght forward comparisons based on t he simpl e r atio of T/ UP, by t akin 

into ac count differenc es 1n t axabl e c~~~city, and t hus measures rna 

. 44 . 
the suc rifice UIldertaken to r a ise t ax revenue . Fur thermore, 1 lS sc.id 

I1tax effort " and r epl acing it with the neut eliminat i ng the misleading t er m 

term I nt ernational Tax Comparison (ITC) i ndex , the connotation th t c. untri es 

with low indi ce s could try harder to rai se their t ax r evenue and that they , r e 

45 
b 1 · · at ed Ho ever , i is making insufficient effort to raise them can e e 1ID1n . 
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also cautioned that the margin of error In h e ule surem n 0 rue I:! fo r b"lsed 

op broqd defi nition of tax var i abl es cannot b ver y smsll , especially when viewe 

1n th2 context of the quality of dat a av~ilable. ssumP lons s 

r egards the choic e of variabl es would also r esult l n iffe ent ax ef or t r ~ kin s 

and thus in i nter pr et i ng effort ver y minor di f er ences should be isr egar ed s 

not ac coun.ting f or a s i gnificant diff er enc es i n tax effor 46 
Th s by pu lng 

into cons ider ation t he above qual ifications and avo i di n the se of the ln ices l n 

a mech<=mistic manner ) the method is considered ver y use ul ln JU glng true per -' 

f ormance . 

But while important and useful infor mation C"ln be obt ained f r om the use of 

the above method, tax performanc e eval uation analys i s based on this method only 

can har dl y be consider ed sufficiently detailed and compl et e . As indicated while 

tax performance 1 S a pr ocess i .e . it t akes time into consider tion the ITC 1n ex 

method is based on cros s sectional anal ysis , an a]proach which is open to 

critic ism, fo r it concentrates only on current r elat i onshi ,s that exist among a 

hi ghly d:;'ver sified universe and negl ect t he historical innovation 1 changes tho. 

. . 47 't b occur through time t hat enrlch the anal ysl s . Mor eover 1 can e seen hat the 

approach deal s only with the over al l tax r - tio - the ra io 0 the sum of nll xe s 

over GDP . , i . e. it doesnot deal with the r el ationship between indiv' ual taxes Ilnd -

the r elated economic bases . This of cours e i s ,j0r li ito. lOn , es ecially when 

the obj ective is t o make r ecommendations on the step th 

. . 1 48 particular taxes t o exploit the t ax poten~la . 

h ve 0 e t aken In 

F9.ced with these problems alt ernat ive methods ;Thich cn hel ill the fl.p 

wer e sought. Ther e seems t o be a gener al a eement t ha "any ex i o . of t ax 

structure must gr aple dir ectly wi th data on the 0 er lltions 0 e ch 9.X sys e ,,49 
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Mor eover as stated by Hang ' : 80 ser i'cms e fort at r e-examin ion of the ax syste 

nust l)e consider ed within the framework of the enti e socio-econo is-stem. I 

will have t o be l ar gely on a country- 'by- country basis, since condi ions in e ch 

c aunt r y ar <:: di f fe r ent , 1150 

An att empt 1n this direction was t o eval uate tax er ormanc e by equatin he 

taxable capacity 0f a country t o the economic surplus concept . This appr oach is 

based on the contention that "'hat t he people of a gi ven country c n 9.fford 0 

pay in taxes depends not only on the income but also on the ext ent t o which the 

incomes of var iolls groups ar e above a minimUPJ consump i on level. Chilliah 

f or example onc e stated that Il the starting po i nt f or :::my r ealistic theor y of 

publ ic finance for underdevel oped countri es' must be the conce,!) of the economic 

1 . 51 surp us gener ated 1n the economy. But the definition of essential con umption 

has proved to be di f f i cult . Yet sane appr oximat e measures have been used . The 

Harl d Bank att empts in this direction can 'l)e taken as an example. "Take India . . . 

its taxable surpulus ffiay be defined as all i ncomes above he over y line 

(defined ther e as the i ncome of the fortieth perc ent il e in the ist ibut i o of 

income). On this b9.sis I ndi a ' s taxable suplus in 1975 was 1 , of t e 

income, the rat i o of taxes to taxabl e surplus therefor e, "'as 34 - compar able 

. . . ., 52 'TT\.. .1' f h with the tax-t O"GNP r ati.o of industrlallZed nat lons. .we expe(tlency 0 suc 

an approach, however ; has been questioned, f or :. as Pr est ha'" p 1 , "the conce 

of a subs ist ence level is highly el usive and is dependent n~t s on known 

physiol ogical needs , but also on peopl e ' s villing ess 0 have t hei r cons ption 

standard squeezed o Thi s inturn depends on the cc e t bility of th ca.u e or 

, .. . d ,,53 Any e .f'r'OT 'to use the wnlch thelr s tanQards belng squeeze . 

is cons idered. t o be crude and not fre e f r om t he fl ws of he e ho lSC sed 

:lbcve . 
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An alt e rnat ive "l.p.9r o('.c _ 1n th is 1r ec i on '.I i ch h'l.s re *.:1 e 
0. '.11. e en -

i on and ha s been wi dely used f or t ax e f or mA.n e evA.l 
i on i ' he x r v en e-

income r e s ponsivenes s met hodol ogy . The 
x r evenue inco e esponsi eness i s 

discussed under t vo headings . The buov'l._ cy of the tax evenue which e s ures 

the hsitoric al;&;r egat e r esponsivene s s o f the r cv .:mue s t uc ure tn D chan e 

(tax base) changes , a nd built i n - el asticity of t ax r ev nue , which r el "lt e s o 

the automatic ~espons iveness of revenue yiel d to rno emt?nt s i n eco nomic ~ c ivi y 

alone . Both thes e appr oach es take time into consi er ation nd - hrW nr ove ood 

measures of examini ng the behaviour of the t ax syst e over . 5!! 
l!!Ie . The or mer , 

by s howing t h e cha nge in the over a l l r atio of t ax t o lnco e (ba s e) changes, 

permit s the eva luation of the natiDnal effort- ol i tica l and admi istr a i ve - t o 

i nc r eas e the effective t ax r at es or the cov8r~ge of' the t ax system. 55 The l a t er , 

by mea suring the inh er ent or aut omat ic ~roy;r,h of tax r eve ue 0 ch nlSe ~ in i ncnm_ 

(t a x ba s e ) provides an insight into the "lr ogr E. sivty o f the r at e struc ured. 

Quit e a consid0r abl e am.ount of tax per fo rmance studi es , compar at ive a s 

well a s country studie s have been made t hrough t he us e of t hes e meth ds . A 

56 pi oneering wor k in thi s direct ion i s per ha ps t hat o f G. S .Sahot a . He use bo h 

appr oache s in his study of the tax '~erformanc e In ndiA. for be eriod 1948-

1958 . The main finding of the study wa s ttnt ' t he ax syst was i nel a s l C, 

and t he mai n cause o f the inel asticity ,ras attr ibuted t o the inel S l Cl Y of 

the 1 t Thl' s was 8. su r pris ina r esult in v i ew of the f act ha even t m~ome axes. - e-

that time , India had a h i r,hly pr ogr es s ive i nc ol!le t ax str es . poD inves t i g -

t i on , t he causes f o r the inelasticity of t he ncome t ax wer e fa n o t t o e 

de f ective s l ab s tructure and r at e schedule , Wl spr ead tax evasion nd In me 

r edistrubuti on i n f avour o f t hf' "non- income t ax payer s OUP, or 1 f avour 0 
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t he low J ncome brackets within the t ax pa~rin ou':), ,,57 , 
. t 

study of thi s kind ,va" also mFl.de by Charles lD.n 9!i cld , 5~ 
Hi 3. the i'Jetho' 

of analysis t o Pr agua,y and ,'lft er r i zorous'3.!1'il ysis of he elFl s i c ity o f h~ -:l.X 

r evenue he discovered t hat th€ cause of the modest ~ncome elasti i y o f th~ r t.: v _ 

system 1-ras not the con1!llonly tak8n r eason 0 5 n ent ax b ' d 
~ Q ases u , 1 WQS e 0 

eva.aion , wide exempt i ons , ano. faulty tax r ates. 59 Similar ly () he r impo ant 

s tudi e s us i ng siroil,:!.r methods were made by other . 60 
wr~t ers . 

But i t can be seen t hat, the above metho ) apart f r o ~n icat ing the t 

e ffort made a nd t he t ax behavi our over time, does not pr o v ' de information about 

the existenc e or non exi stence of tax pot ent-inl. Thi s limitation an he virtu 1 

absence of s t andards or nor ms agai nst whi ch t o compar e t he elasti c ity coeffici ent s, 

has led t o th'2 devel opment of us i ng a composite tax effor t indices in a n oversll 

tax e f f or t ana l y sis, 'Ei1is cons i sts of using s t atic and dynanic ax ef ort i ndice s . 

The stat i c indeX of ta.'C e ffor t r epr esent s the degr ee of use of to.:xlJ. le capacity , 

and is gi ven by the ITC indic es, whi l e the dynamic index of t x -:!ffor t r pr esents 

the effort made eye r 9~ given per i od t o inc r ease tax r evenue and is _iven by t he 

i ncc::Ic elastic ity (buoyancy) . Thi s appr oach al so has been wi ely used . R. J 

,. 61 
Chel.Ll ah f or exam.ple u sed both methods in a co:npar c.ti ve stu y o f tax per f ormance 

o f s ixteen deve l oping countrie s , and on th _ basi s of bo h studies he onclu e 

that "go',rer mne!1ts i n developi ng count ries can raise the r atio of taxes to to 1 

. h . d t d ,,62 ~r1ore or l e ss s i milar con lusion lncome ,,1 en they a r '2 deterr.nn e 0 0 so . . 

h d - \,1 P . 63 who used both methods i n 'his s udy of ,a.x effort was r e ac e by. . ar mena, 

64 
o f s i xteen African countries. Si milar:{.y, a World Bar.k s dy on he tax 

pe r f or mance of Egypt , used both methods ~nd iscover ed that oth indi e8 i .d ' cate 

h · h t f' +' + Ba~ed 0"" +v11 i s inf ormat i on the study conclu ed that Egyp I S a 19. ,<),x e . -,-orv . _ u _ 

financial c ri s i s d i d nto ar ise ~s a r esult of loy t x e ort . 
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In Ethi opi a t o the knowledge of the wr'l' t el' no study of this n ure h s 

been made during tne period of our study . But some s i es hav~ be~n rna e us'ng 

one or the other method of anal Y81·8. Mo t - r eover , mos of hese studies bnvc been 

direct ed at eval u20ting indi vi dual (co._ponent) taxes r atht: r han be whol e ax 

sys t P.In. 

')ne yf tlil:::.''C ~~ ; ;\ ~'l:i , : " is th:~.t of'\lbIgenie -Yi-rko , 65 '''fl.s-»EITt - hi.. ~ y 0 

t o examln the cont r i but ion of taxation towards establishing the rna eri~ basis 

of socialism. He est i mat ed the buoyancy and bui l t-i elRsticity of he t o al 

tax r evenue for the per i od of 1975-1981 , and examined. the differ ence between the 

two measure s in an attempt t o assess the r evenue i mpact of the ax r eforJT1..B made 

during the period , Hi s conclusion was th '3.t the r eforms have s i gnificantly In-

creased the tax revenue in the country . .oU t hough the appr oach used for compan.sons 

can be cons i der2d important, tho estimation r esults however , can - hardly be 

considered correct . This is so , becuase i n est imat i ng the built-i - elas i ci y 

the writer used the proportional adj ust ment method t o r emove th rev nue effects 

of the tax r ef orms , while i t is known t hat the method i s unable to effectively 

remove the r evenue impact to tax r ?.t e c1nnges : "Then the chan es are mo e pr o eSSlve 

than before . Sever al of t he t'lX r ·:; form s r"i,;':;'e in Ethiopi'3. during the period wer e 

more progressive than the rates they modified. 

Similarly Kibr e MOges 66 examined the r ol e of t axat i on, in the pnm.1 ive 

socialist accumulation pr oces s which is under way i n Ethi opia . Although none 0 

the methods discl!ss ed above wer e used 1n the study, b examinin the tax e 

data, the writer showed t hat taxation is the only lethod as compared o be 0 he 
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methods - Dric e policy , cr edit policy etc - used t o mo ilize eso ces f r 

nrivat e sector t o the ~ublic s ect or. 

Another s tudy is t hat of MelJ:\.ku Kifle. 67 He us en the inco ~-ela 

method as one o f the m~:thods fo r examining the productivi y of the A. icult r al 

income tax . 
68 

Ef:hetu Chol e also used. the buoyancy pDr oF\.ch 1n co rin the 

pr oductivity o f the ~re - and ~ost-revolution i ncome taxes. 

A c ommendable 'lVor k was made by Teshome Mulat 69 i n this r e I'trd . He u e 

:l variant of the bui l t-in--el astic ity met hod. i n examinin the r evenue e ffec iveness 

of the coff ee ex port taxes . He did thi s by rel~ting t he tax revenl es to the value 

and volume of coffee exports . Further mor e , by dis~layin considerable 6 istic 

ingenuity , the writ er d.er i ved t he r el evant r evenue equat i ons he ax laws 

themselves . The f i nding of this study wa s t hat the r evenue was vol e as well 

as pric e inel ast i c . 1'he writer thus sugp-est ed that "the 'Or s en cof ee t x ormula 

r equires constant r eyi s i ons of t ax l aws \vhenever signi fic nt changes 1n P ice a d/ 

,,70 
or volume of coff ee export occur 
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2 . REVI D,/ OF 'raE D.l:WELOPMENT OF THE TAX 

REVENllli CO~WOSITION 

The maln obj ective of this cha~ter i s to examine th ax revenue composi-

t ion in Ethiopi a. TI1i s lS an essential first step study in ormanc. 

evaluation attempts $ as it Hould help to assess the irec ion 1n which he 

government has been at t empting to increase it s t ax r evenue . But, b~~ore - bar k-

ing on thi s lssue a brief summary of the Fthiopi an ax sys em 1S iven b low 

2 .1 ~eview of the Development of the Tax , ystem 

Although the rudiment s of fiscal policies are reporte , 0 have existed 

starting 1908 3 with the establishment of the Ministry 0 Fin nce, he b ... ncmne k 

of a r elatively comprehensive system of r evenue collection and expendi e In th 

1 
country lS traced back to 1941.- The promulgation of the land tax in 19 1 a ked 

the departure from the hitherto used feudal mode of ta tion 0 land iefly 

t r ibutes and the institution of a uniform pattern of l and ax payable in cash . 

Other laws regulating the payment of customs and exci se uties as well as 

personal and bus i ne s s income taxes were enact ed in 194 3 and 194 This perio 

',Tas followed by a proliferation of ne" tax laws , amendments Ilnd revisio~ of old 

laws (albeit "on an ad ho,c ba. " i n r espons e to spec ific needs a r ess es . .. 2 ) 

in an attempt t o impr ove the performance of the t~x sys em . i h he advent 0 

the 1974 revol~tion . with it s pr ofound olitical econom1 and social chan~es 

f ar r eaching r eforms ~ whic h affected pr acticall y all t he omponen 

Except fo r the r eforms of direct tax as on agriC'ul un. in 1 76 , mos of 
made . 

. h 19 6/77 nd 1978/79. t he changes in t he tax syst em took pl ac e 1n t e year s 

attempt t o follow U ry. and descri e briefl y the pro­
In t hi s ~art of the paper we 
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cess of the mal n changes and :level or-ment s ha.t have take la ~ within h_ 

system, a s i t evolved dur ing the per iod of our 3 

gener al nict ur e of t he t ax system without t endin 

ion 3.nd a nalys i s of the t ax r ates and bases. 

udy . The al 15 0 lve a 

o make a de ail~ dese r i 

ax 

At pr ::o s ent , t he IDa1n di r ect taxes 1n Ethiopia 1 clude the neomc T9.xes 

and Land use Tax , 

Income Taxes 

Income taxat ion 111 Ethi opia I'laS f irst introd'~c ed in 1942 3 und er he name 

Per sonal and Busines s Tax . Sinc e then it has under gone seve al mo ifications 

,{hicn altogether t r ans f ormed the system f r om s i mpl e t r ibn es to a hi hl develo­

ed mode r n i ncome t ax i3yst em, The l atest of th-::se chan es is tha of 19784 
wh' eh 

18 currently in f orc e , 

since t he Income ",ax Procl amation of 1963 . the var lOUS lnco es a r Jaxed 

separatel y . Thi ::; i f', to say, t he taxes ar e schedul a r one, , "ri Jh taxes calcula e 

on the amount of income wh i ch f all under t he purview 0 ea,ch a egor 1 r es ec ive 

of t he tax payer I s income from the other sour ces 1976, he income 

tax was divided into f our schedul e s . Thes e ar c Schedul e A, whi h 3. pl i ed 0 hL 

taxation of incomes from employment , Schedul e B wb-:-:". aTJpli~d to lneo es fr m 

rent of l a nd and buildings as ,{ell as f r om c op- sbarin lir r lln emen s b·,: ... ·cc 

land 0Wners and t enants 7 Schedule C, i{hich applied to t he 11 a lon of ln 

any t rade , busine ss , pr of e ss ional or vocational occupat i ons , ~n 

whi ch: D.ppl i ed to i ncome f r om agric1.1.ltural activities. 

belo"r . 

ht.!s e q,r e 

ched e D, 



Tax on Empl <?Y1nent Income s ( Sch~dul E: A) . At llr ese t ax on ploytll€o 

incone is levi e::d on incomes inc l uding salari es w es, ension 0.:1 

ments . Under the 1967 tax lA.\,)'} empl oyment ~ncome as c ar t:::able 0. 0. il 

progr essive rate " ranging f r om about 2% to 257 . The ra e st e is e r'Jd c 

in tab12 2 .1 . As s t ructure cl early s hOl.,rs) monthly inco es 0 birr 25 er mon 

T'lble 2 .1 

Tax R&tes on Income f r om Employment (196~( ) 

Taxable Income Per Honth Tax ?er ~. on h 

Eth . Birr Eth . Birr or ~ 
----

up to 25 Nil 

25 40 0 . 75 

40 50 1. 50 

50 60 2.00 

60 80 2 .75 

80 100 3.75 

100 125 4 .75 

125 1 50 6.00 

150 175 7 . 50 

175 2\.. .. :- q. OO 

200 250 13 . 50 

250 300 18 .00 

300 350 2,... . 50 

350 400 27 .00 

400 450 3 .00 

450 500 
? .00 oJ 

500 550 0 .00 

550 600 11 6 .00 

600 650 52. 00 

650 '(00 0 .00 
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Table 2 .1 (Contd . ) - ------ - -- ---- - - - - -- -- - -
Taxable ... ----_ .- --_._- - - --------~ __ ~ month ------ -

700 

750 

800 

850 

900 

950 

1000 

1075 

1150 

1250 

1500 

17 50 

22500 

2500 

3000 

3500 

4250 

Over 

750 

800 

850 

900 

950 

1000 

1075 

11 50 

1250 

1500 

1750 

20 00 

2500 

3000 

3500 

t~250 

5000 

5000 

7 .00 

10 · 

10 .5 ' 

11 

11 . 5% 

12% 

13~ 

14% 

151 
16'r 

17% 
18% 

20% 

211: 

22% 

23<Y. 

240/. 

25 , 

Sourc e : Negs.r i t Gazet a . 27t h y ear No. 4 ( Novemb~~r, 1967 ) p . 20 - 21 

3.nd be10v ,.e r e eXEFmpt e d and t axabl e income bracket s star ted at birr 30 per 

month and culminat ed a t Birr 5000 :p~r I!lonth . 'l'hese incomes above bir r 25 

but not exc peding b i r r 750 per mont h wer e di vided i nt o br a kets each 

~ specific rate :. ",hi1e l nc omes above birr 750 ,,'e r c subject to ad-valor em r es -

Notuithstandi ng the pr ogr e s sive s t r uct ur e of the t ax , i t is possibl e to d 

6 
propor tionality a nd r egr ess ivi t y bui l t - i n t he t a x syst em . Moreo er , be 

pr ogre ssivi ty of the str ucture was compared. to be one of t he owes by a y 

standard . ' The 1 978 i ncome t ax pr oc1umation however, usher ed n 
jor chan e 

t his categor y o f t a x . The exemption limit was r a i sed f r o birr 25 in the 01 

l aw to hirr 50 p8r month, a nd the r Rtes .Ter e mad2 mar innl 
hu elil'l:'n 
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cause of r egressivity present i n ~he old l aw , Moreov~r ) the rates wer e made 

t o be higher and st eeply progressive r anging from 10% on the f irst slab wbic 

is birr 250 to a ffiaxlmum of 8 5% on incomes above birr 3750 ) maki ng "the :La ter 

rate among the highest mar ginal rates in the ,Yorl dH
• 
8 

The r at e structure i q 

present ed in t a.bl e 2 .2 . A char acteristic feature of the lncome tax r eforms r:IP.. e 

in the late seventies is that they ar p. designed t o bring about accelerated 

formation of cooper e.tive societies. To\,rards this end, members of ur an co-

operatives societies > whose income do not exceed birr 500 per month are exem ed 

from this tax. But thct~ e whoso inccl'l"=s are higher than birr 500 ar e oharged 

at the f ollowing r ates : 

above 500 below 700 birr 21; birr 

700 '; ; 900 " = 40 " 

900 11 1200 = 70 \I 

above 1200 a r e char ged according to echedule C (\-Thich is descr i bed below) 

Unl i ke in l.'lost d.evelo ping countries , the tax on employment income i n 

Ethiopia doe s not cont a in any provision of exempt ion. 0n the basi s of mari t id 

status > nor do e s i t provide any al10';Tance for dependent children. The tax is 

I . the . . 1 f' e aggregation (wi t hin each eVled on gross income, and prlncl~ e 0 lncoro , 

h ' r:'he tax is co' llect ed on "paY-'as-you ear n" b sis sc edule only) is applied . ~ __ 

monthly, a nd thus the administr ation of this tax does not pose any particular 

probl em. Moreover the ne'li lavr abolished the hit herto effective educat ion tax (2 ) 

applied to t he employment inco¢le. 
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Table 2.2 

~:ax Rates on Income from Employment 

No. Taxable Income Per Honth ln Birr Tax Rate 0:1 Every 
Additional Income 

1 over 50 up -co 250 on the next 200 10% 

2 '1 250 Ii n 500 !! ',I !! 250 13% 

3 
!I . ~ ,. ' ! '(50 .. 11 " 250 19% 

4 II 750 " " 1000 II " I ' 250 24% 

5 il 1000 
,: 11 1250 r, I ~ II n 250 291-

6 " 1250 i7 " 1500 ,~ II 250 34% 

7 
., 

1500 " Il 1750 !I !! of 250 39% 

8 /1 

177.0 I ' " 2000 " ;' il 250 44% 

9 ·i ~ 2000 ; ~ " 22 50 11 !1 iI 250 49% 
10 '12 

8 2~50 II : 7 ?500 II " " 250 54% 
11 l! 59~r 2500 n II 2750 II " I I 250 
12 ;; 64% 2750 j ~ " 3000 !I " 250 
13 

" " 69% 3000 n 1;;1 3250 If 11 250 
14 

h 3250 74% ~ ; 11 3)00 II J1 II 250 
15 

" 3500 1 ~ 3750 !! II " 250 79% 

16 
" 3750 85% 85% 

Source : Negar it Gazeta 39th year , No. 3 (October , 1978) , p. 55 
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Taxes on Income from Rent of Land and Buildings. (Schedule ) : This \( 5 

es sent i ally a. ta.x on property income, and thus was a r eflect ion of the :i n it~ _ 

i onal set up which pr evailed bef or e 19'74 , . which expressed the soc i al an eco ornic 

relationship which existed between the landlord3 and tenants. The t ax a lied 

to income from r ent o f land and buildings including income from crop-shaxi n 

arragneme:1ts made bet'fleen owner s of lands and tenants. Two r at es one on bodies 

at a uniform rat e of 20% and the other on persons on progressive rate s r an in 

between ?~ and 20% Ylere levi ed on this income fn e r /03.te structure is presented 

i n table 2 . 3. Super imposed on this rates .Jere surtaxes which subjected income 

above birr 30 ,000 per annum to a 20% tax and incomes exceeding; birr 150 ,000 per 

annum t o a 100;.: additional tax . This tax '.ras repealed ,·rhen the rural l and as well 

as extra dwelling houses \-Tere nationalized in 1976, vhich once fo r all' .dri ed u 

t he source of this type of income. 

P!ofi t Ta.x (~3chedu1e C). According to the 1967 law , the schedule a lied 

to (a) income"from any trade business lJroi'ession or vocation" (b) income fro 

;' b ' ", " (:--) inco e from ·the expl o itation of woods and fore sts for lwn erlng "purTlose ~ , -

,. 1 d t ,; (d) inocome f rom 'the process i ng 0.:: t r ansforming of agricultura pr o ue s , 

"other activiti e s r elat i ng to agricultural forestry, breedin~ cattle or 
aint I n' 

In(J' . ., .past l' r e . where said aetivit i es .. . shall a s pur sued b:y .. trader s 
r., ..;. land J.n cases 

r 

by bUG i n '2 f', s ' t' 1 of'... commerc ia1 nat ure ';" ano ( e ) inco::le fro _ organlza. 1.01 s 
, d ,,9 

and frot! ';a11 r,the r sources not sT)ecifieally mentlone 

H 
' .' t' ado bet ',een bodies Rnd per sons er e agaJ. n " a d.:Lstlnc lon 'faS m ~ , 

were id6ntical to t ho se under taxes on income f r om r ent of 1 nd a nd 

(Schedule B). , 1978 l'nrOtle tax reform , thi FollovTJ.ng the -
tax e t e or 

ny in es 

ne r es 

uil ie 5 

has o 
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Tabl e ~ . 3 

Rates on Incorne frOf.l Rent !) f Land 8.nd B1lildin s 

Taxable Annual Income Tax per Annum 

Eth. Birr Etb . Birr or 
-------- ----_ ._ - -- _ .• -------

upto 300 3 

3aO 480 9 

480 600 18 

600 720 
24 

720 900 33 

900 1200 
48 

1200 1500 
60 

1500 1800 
75 

1800 2100 
90 

108 
2100 2)~00 

162 
2 1~ 00 3000 

216 
3000 3600 

3600 4200 
270 

3211 
420(} 4800 

378 
4800 5400 

432 
5400 6000 

480 
6000 6600 

552 
6600 7200 

630 
'{200 7800 

720 
78'J0 8400 

810 
8400 2000 

100/, 

9000 9600 

10 .5 
9600 10200 
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Tabl e 2.3 ( contd o) 

----~ --

10200 10800 n1 

10800 11400 lL5M 

11400 12000 12~ 

12000 12900 13'" 

12900 13[:)00 14 '" 

13800 15000 15<1 

15000 18000 16'1. 

18000 21000 170/. 

21000 2)-1-000 18~ 

24000 27000 19o/r 

over 27000 200/. 

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

under gone a '1lr-tj or cha.np;e compar abl e to that of employment tax. Simil r to the 

ol d 1:1.,. a distinction i s me.de bet veen or~an i zation - a ny p.:overnJl1f~nt or pr i v tel." 

owned iuridic'1l. pers on or assod.at ion that carri es out business activity 

exclu1inr: cooperative societ y . and persons . The or ganizat ions are requ'red t o 

nay 50~ of their taxabl e income a s comnar ed t o 20% in the old law. The ates 0 

persons have .").150 D'2en mad e hir;her and much mor e pr ogr essive , ranp.:ln~ 0 I 1 

f or lncomes above b irr 1200 per annum t o 89% fo r i ncomes exc e ding 6 000 . Fo 

the complete rate structure see t able 2 .4 . Under this la' .... incomes wh' ch ve 

hitherto been exempt ed have also been made t o . ay taxes . '"'1lese inclutl taxes on 

dividends ( 25~ ) on chance ",innings (10~ ) , on incomes r om roy lities ( 0) d 

on incones derived from services r ender ed from I3.broad (1 d) . The s xes 



which I·rere opern.tiv-c by the nrovi s i on of t he ol d. l aw wer r e e I e 

enforc ed lav. 1\.S in the c ~se OT inc ome tqX on empl oyment no ~er30 ~ ~llowan e o 

specia l circumst8.nces a r e ~ranted . Ther e is no Dachlard 0 o ward 

losses (,'2xc e1Jt in publ ic ent erDr l' s ·.'_s', . I ., t n a r rlVln a t axa le Income expe es 

i ncurre d i.n earniD.a: income 8.r e deduct n.ble f r om gr oss income . Denrecia l on 0 

f ixed a.sset s i s a l so dc;ductqbl e. 

Ap:ri-_cul!u~al ln~:_ome Tax (Sched:.ll e D) : The I nc ome tn l~w of 1967 int roduc ed 

for the first t im-== into the t'3.X system a t ::tx on i ncome .pr o au:ric ul ur e . IS 

l aw reulac ed the a r chai c pr a ctice o f tax~tion such '3.S t ithe and non-cash en 

,,,hich had been e f fective sinc e 194h. rrhe r at es of thi s t'lX IoTn m r~ or l ess 

patterned after t he other c ontemporar y inc ome taxes . Under t his 1 w t able Inco e 

was defi ned 8.S gr oss income from '3. h~rvest l es s fl. ) one t hird 0 v;ross i ncome o.s 

s urrogate fo r costs of pr oduction (b) amount paid i n l and bas ed taxes nd (c) 

of rent payabl e . Thi s tax operate d unt i l t he 1976 , Rural Land Use Fee an A ri 

ultural Activities Income Tax :;.'e f orm (? roclr:1.mCl.tion No . 77 of 1976) and the ub 

aequent ~menrJnent s ( Proc l~mation ~O . 152 of 1978) Dr ought abou n m.jor 

C"anae ' th t t t The r .. at e .. c.:tructures o f t he 1967 t 1l t , I n . e yo, e s rue ure . ~ ~ 
nd he curr~n 

(1978) t a x are given i n t"lbl e 2 .5 and t abl e 2.6 r espect ively . is indic e 

in the t~bl f t the current t ax law' stiuul ates that n annual inco e no 
0. e 0 r 8. e s " 

exc eeding bin, 600 per a nnu.'U be taxed a t a r at e of birr 10 
nd i ndivi far r s 

d 
. .' mor e t h," n b i rr 600 a yellr be s bjec e 0 

9.n aiZr lcul t ura l c ooper atl yes earnlng no 

. . , T 10~ on incomes bet ~een . irr pro,<;:;r e SSlve t a x rate r lSlnG _: r om 
lr 12 

89% on i ncomes above 36 000. 
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Tabl e 2 . 4 

Rates on BusinECss Profit Tax (1978 ) 

Annual Taxable Income Tax in 

Not Exceedinp Birr -- ----------- . ~ 

300 10 . 00 

500 18.00 

700 24 ,00 

900 40 . cO 

1200 7C.00 

Annual Taxaole Income Exceeding Bi rr 1200 

No . Annual Tax9.ble I ncome Tax Rate on Ever y 

In Bir r addi tion'll I ncome 
_ _ ____ • • _ "_' __ ~ • _ _ _ __ __ H 

1 over 1200 but not exceeding 3000 on the next 1800 11 

" ~ .. I' 

2 3000 6000 ,; ; , !' 3000 140/. 

11 II " " 
3 6000 

o,,~,n " Ii I' 3000 20 
-' 

" 11 " 4 9000 12000 H .: !' 3000 26ttf. 

!l .. " 11 

5 12000 15000 I ' 
;, " 3000 3 r;f 

" ;t " " 
6 1 5000 18000 n II 3000 40 

" " 
!! H 47 

7 18000 21000 'I " 3000 

I! " " 
,. 54ct; 

8 24 000 " •• 3000 
21000 

9 24000 11 ' 1 27000 n " " II 3000 61 , 

" " 68r: 
10 27000 i i " " 30000 

\: 3000 

" 
., ., 75 ' 

11 Il 33000 " 3000 
30000 " II 

" " " 3000 82 
12 I! 36000 " 

33000 " " 

13 " 36000 

Sour ce: Ne[!:arit Gazeta, 39th year No . 3 (Octcber 1978 ) 5 



Land Tax 

The land tax pr oclamation of 1942 and the subs eQuent ~ndments 0 1 44 

nnd 1962 r erl ,:ced the t ndi tional l a nd taxes paid i n produc e nd services y a 

syst em of cash payment bas ed upon the fertility of the l and. Accordin t o the 

last l ay] P.. land t pJ.x of a irr 15 per [<asha on t he fErti l e Imd birr 10 er sh 

ser:li - fertile IfU'_d· and birr · 5 T) " 'r '-"asha on the poor land was l evied . Addi i o al 

land based taxes the educ at i on . tax , and the health tax were also introfr ced in 

1947 and 1958 respectivel y. 

on 

The l and t ax reform of 1976 issued as the r esult of the national ize 10 0: 

r ural l ands, abolished all the taxes .,hich were related to l and ownership , n ely 

the land tax., education tax and health tax . According to t he current l a1_ l and ax 

1S paid in the fo rm of land use fee by which a farmer pays a l at amount of bi r 

10 or birr 5 i f be l S a member of produc er 1s cooperative , and birr 2 er hec are, 

on total holding ., i s paid by government a t7. icultural or rranizations . 

The responsibility f or assess ing and collecting the fee (the A. ricultur al 

i ncome tax as well) r ests 1,i th t he peasant as soc i at i ons in the case of membe 0 

cooper ati vesand individual f a r mer s T"hich earn less than birr 600 er ear. - us 

while the peasant assoc i ations coll ect the minimum income t ax 0 
irr 10 d bi r 

l O f or l "\no. use tax " it is the r esponsibility of the Tax Of ic e t o 1.sse s nd 

collect the tax from tax payer s whose income is in excess 0 
birr 600 per a n 

But each neasant associat i on 1S responsible for submittin a lis 0 
1 

-th- - . . d ' t t he level of their 1 
Wl In It s a r ea c~tegor1 Z1nf, then a ccor Ing 0 

e o be 

Ta.x Office . 
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Table 2.5 

Re,te s of Agric1.U tur"'.l I ncome ~~x on Individu Is 

(1967) 

- --

Taxp.ble J\.nnu'11 Tax per Annum TaxA.ble Annual Tax per Annum 

Income Et!l' Bi~I Eth. Birr or % Income Eth .Birr Eth .:Birr or ~ 

up t o 300 1.50 6600 7200 552.00 

300 480 6.00 7200 7800 530 .00 

480 600 18 .00 7800 8400 720 . ('10 

600 720 24 .00 8400 9000 810 .00 

720 960 33.00 9000 _. 9600 10 . • 

960 1200 45 .00 9600 - 10200' 1 .5 

1200 1 500 60 ,00 10200 10800' 11 

1500 H)oo 75 .00 10800 - 11400 ' 11. 5 

1800 2100 90 ,00 1140Q - 12000 12 , 

2100 ;;~4oo 108 .00 12()00 -- 12900 13 · 

2400 3000 J.62.00 1290() - 13800 14 -

3000 3GOO 216.00 13800 - 15000 15 " 

3600 4200 270.00 15000 - 18000 16 

4200 4800 324 .00 18000 - 21000 17 -

4800 5400 378 .00 21000 - 24 00 18'" 

5400 6000 432 .00 24000 27000 19 

6000 480.00 over 270 0 20 . 
6600 

Source Negari t G"tzeta J 
27th year j No . LI (Noven:ber , 1967) p . 25 
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,.-

Tabl e 2.t 

Rat es of l\gricultural Inc ome Tax on Indi vi dufl.ls 

1 Inc ome l ower than Br . 600 per annum . Br. FLO 

2 , Income over Br . 600 per annum t ax r at e on every d it i on 

lncome. 

Annual Taxable Income Tax Rate on Ever y 
No 

l n Birr Additional Income 

1 over but not exceeding 1200 on the next 600 10 , 
;, 11 .. 

2 " 1200 ' i " 3000 1800 11 

3 11 30ne) " " il 6000 H 1; " 3000 14 

4 " . ; " 3000 20:1-,. 6000 II " I ! 9000 
11 II " 

5 " 9000 " If " 12000 3000 26 

6 II 12000 Ii II " 15000 ,! l! " 3000 33 : 

7 " " " 18000 I ; 11 Ii 3000 40 
1 5000 

8 " 18000 '; i1 " 21000 " " 3000 47'1 

9 " " 24000 ! , , , ., 3000 54 · 
21000 H 11 

10 " H " 2(000 " I, 11 3000 611. 
~:4ooo 

11 " !l 30000 11 
,. 3000 58 

27000 11 " 

12 33000 !1 ,: " 3000 75~ 
" 30000 11 11 

13 II 36000 
;1 H " 3000 82. 

33000 :? fI 

l L~ " 36000 Ii II " 
89. 

- .---
~-----~-.• - - - - - ----

"c ~lrce : Negarit Gaz·eta 39th Year No . 2 (October " 1978 ) p 
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2.1.2 Indirect Tl3.x 

The maj or indirect t axes "\.hich a r e l evi ed on r eduction nd consu 

Ethiopia i nc lucie ' Exci s e taxes . s8-l e s t axes imnort duti es XT)ort les 

'!.nd others . 

Excise taxes ~ the tax bo.ses for eXClses are domestic pr oduction nd impo 

As i s usual in countri es ,.ith limited industriali zation, excise revenue 

i o 

s. 

o es 

from 0. few sel ect ed commodities. Currently the coverage of the t~x ext nds 

i 

o 

twel ve cornnocliti es . These are salt , textiles , yarns . sugar. t obacco and t ob Cc) 

pr oducts, 111cohol a nd alcoholic bevera,q;es , petr ol eum "?roducts and lu ncan s) 

soft drinks and mi neral water " l eather and foot wenr, iron and steel r ods, bars 

and sheets, plastic , r ubber and canvas goods 5 and ms.tches. The s even fi r s en ~ 

i oned nroducts being t he only ones upto the beginning of seventi es, nd i t is onl' 

s.fter 1 971 that the list 1V''3.3 enlarged by '.t.he r eml:llnlng ones . The r at es f excise 

t axes ln to.ble 2. 7. The exci s e t axes are single-phased t axes , and o.re glV2~ 

can be seen from the tabl e all the taxes (except thOSe levi ed on t obacco ~n 

t oon.cco product f3 . le8the r and -pln,stic goods) a r e speci fic r ates . fearly 1 0 

the t'lXes ~,re pl3.yo."bl e through customs by im-porter s or by monthl y r eturn by 

manufacturers. 

?ales t a xes ; The r e a r e two ki nds of sales taxes l n Ethio~i These ar e the 

tn s 3.ction taxes and turnover tax . The trans action t axes as di tinct fro 
he 

f oods. 
excise taxes a re genc-r :111y imposed on the sal es of a ,,,ide r an e 

ther e ar e three senan.t e tra ns act i on taxes (1 ) ad-valorem 7% t ax on 
ome 

. L 

oanufactured goods ( exc ept pharmaceutic~l items whic h 
r e ch".r ,e 

Curren 

i all 

~ 17 ( ) 1 1801 t "x v~n i _or e flO ds~... amp" r e 
cOI~pared t:::> 5 ~f, before \ 2 ad va or e:n :" ... 

to 15% before 8.!1d (3) 2% ad valor em tax on expor t ed goods . 
The nx es 

comput ed based on the gross amount r ece ived fr om sal e by manu . ~ct r er 5 0 

-'" 



Table 2 .7 

Excise Tax Rates 

------ ------------- - - -
Ta.x 

------ --- - --- ---- --

1. Toba~c o 

2. Alcohol . Over 30 spec i f ic rates exist 
differentiat ed~ ac cordi ng t o t he t ype 
of bev"~rages and ,;rhether it i s imported 
or not. In most cases imp0rted and 
domestic beverages bear t he same rate " 
A sample rate lS glven bel ov o 

a ) Alcohol of not l es s t han 96 degr ees 

b) Alchohol liquor i mport ed per litre 

c) Wine 700 millilitres t o 1 litre imported 

d) Wine domest i c ,.Ti th pric e above Br , 3.00 

e) Beer domestic , 650 millilitres t o 1 litre 

f) Beer domestic 350 millilit r es t o 650 
millilitres 

(Alcohol impor ted in transist or by 

diplomats i s exemnt, ~s ar e sacra · 
mental ,-rines) 

3 . Petroleum Pr oducts 

a ) light petroleruTI 

b) Regular petrole1® 

c ) Super Benz i ne 

d) Naphta diesel oil 

e ) Ker 0s ene 

f) Lubricating oils 

4. I ron and St eel 

a) Iron and steel r ods and bars 

b) Iron and steel sheets 

R'3.t es 

Old 

30% 57 

Birr8 .00 

3.50 

2. 50 3.50 

0.25 1.25 

0.40 . 65 

0 . 30 .55 

O.lO/k o- O. l O/kg 

O.22) /litre O.I 05 /litre 

O. 225 /1itre 0 .135/ li re 

0 .185 / I' 
0 .065/ -' 

o .185 /" 0 .05 / 
-, 

0 . 285 /k _ O.lO/k 

I . OO /lOOk 5 e 

O.IO/l OOk 
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Tab12 2 ,7 (contd . ) 

. , 

5· Soft dr lnKs 

a) upto 250 cc 

b) 25(/ cc upt t o 350 cc 

c) 350 cc upto 1 litre 

Miner al water 1J.~to 1 l itre 

6. Sugar (excluding mollasses) 

7. Textiles 

a) Cotton yarns 

b) Cotton f abr i cs 

c) Silk , nylon t'abirc 

8. Leather and foo t wear 

a) footwear per palr (all l eat her domestic ) 

b) foot'-Tear per par ( import ed ) 

c) f oot i{ear per palr (domestic wi thout 
l eather ) 

9. Pl astic or Rubber Pr oducts 

(plastic an(l rubber f ooh-rear s ubj ect t o 

the foot,-Tear excise i s exempted) 

10. Salt 

pe rc ent:?ge of foreir:-:n el eme~t s In sal t 

a) not over 1 0% 

b) over 10% but not over 30% 

c) Over 3G;0 

Note: 

Old = t ax rates eff ective 1 <t71 or 1973 

New .- tax r ates effect i ve 1978 or 1979 

Sour ce: Proclamations ( amentiment s ) Nos. 284 7 285 

Pr oc19.mat i ':;n (amedement) No . 31)+ of 1973 

Pr oc l amation (amedment) No. 114 of 1977 

Proc l amation (amedment ) No . 162 of 1978 

Pr oc lamrttion (amendment) No . 160 of 1979 

0 .1)2 

0 .03 

0.05 

0. 02 

15.00 /qt l . 

0 .15/kg(net) 

0. 34/kg ' I 

2 .00 /kg " 

1. 00 

1.00 

5% 

Birr 8/100kg 

If 5/100 k 

3/100 k 

of 1971 

s 

" 
" 
11 

21/ t 1 

0.25/k 

e .49/k 

2.82/k 

40 
16 

16 

5% 



locally pr oduced e;oods and di spos ed of by manufactur ers ot her th n by 5 e . 

Custom dut i e s and t ransaction tax pa id during t he i mportation of r w m t er i 

t hat have {".one int c· th~ produ~tion of the t axed goods ar e deducted when 

comput i ng t he (~harges, Hor eover ; most of the excises pa i d ar e deduct i I e 

the gr osS receipts 0 Apar t f r om t hes e the s al es of sever al goods r e exem e 

f r om t he t '3.x . Tr-:::msaction t 8..X on goods imported or export ed is char a;ed l.::vi e 

and col l ect ed by the cus t oms administration at t he point of entry or exi t of 

goods , and the general rules o f a s s e s sment and collection applicable to cust o 

duties a l so apply to t he t r ans action t ax. 

The Turnover t ax i s payabl e. by any person s elling movabl e goods, at 

rate of 2~ on r;ross r e ce i pt s. This tax is not limited to a one-point tax l evy, 

but has n c '3.scading behav i our i. e . a one -point t ax levy commonly devel o s i nto 

a multi --poi nt t ,s,x, impos ed on ever y sale at all stages of production and 

di str i bution . Thus, the turnover t a x on certain commodities may be not only 2 bu 

as hi gh a s 4% or 6%, Exemptions p-re ho';rever extended t o the f ollOl-ring sales 

(1) sal es by an ~ lTtf:orter to a per son (mat ur al or juridical) aco.uiring t he go s 

f or direct export sP.le < ( 2 ) s ale by a manufacturer t o a -person o.quirin the 

goods for r e sa l e (3) sal e by an ."?gr i cul tural pr oducer t o a per son acquiring t he 

goods f or r esale c (I) sale o f pet r ol eum pr oducts ~ books and newspaper:s 
l ot e Y 

ticket .. w9.t e r . elect r i c ity ,. t e l ephone and t el ephone services . 

Import Dut i eS . the compl exity as well a s the enormous i t 
of the custo 

t arr i fs make s it d i ff icul t t o pr esent the complete r ates struct ure I n 
etail . 

We att empt t o giv e i nstead , t he SI11ient f eatures of the tariff 
st ruc ure . The 

i t e t 500 general cat a or ies cl assf i e 
ms axed a r e c l a s s i f i ed in appr oximat el y 

I n 

98 cha.pt er s. The t ari ff s chedul e s include both speci f i c dut i es F1.nd 
v a re 
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dut i es , The dlities em mfl.j ori ty of t he goods ar e ad v~l2!.~;p._t. the :rat es r ng n 

fr om nil on capi t':Ll:'Hl~~ ot her exempt ed goods t o 200% f or goods consider e 

, 10 
t o be luxurl es 0 Tl:.lese dut i es ar e based orl +'n" c l' f 1 f - u ~ , , , va ue 0 merchan i se 

"'hl'cl1 is their fr ee on boar d (f.o,b ) v fl.lue at the ::'. ol'nt ..,. h " N P o~ emL'arkatlon plus 

f l' gbt insuranc e and other trans"'.,",. ortat ion cnc::ts , re ., - ~ wnile the specific d ties 

o 

are calculated on the ba sis of bulk weight and otber liquidor dry measurement s , 

For many yes.ys import duti e s have been ver y i mport ant sources of r evnee 

f or the government , ~nd to claim that import duti es bave been bighly r evenue 

mot i vated can h8.r dly- be eX8.~gerated, But in addit ion t o the above objective , 

they hlw'2 had other a ims t o fulfil. In conj unction with the adnini strntive 

measures such as import prohi b i t i on and f or eign exchange contr ol, they have bee 

desi gned t.o pchieve the followin~ goals: to conserve for eign exchange , t o 

prot ect domestic ent'-~rpris(~sll !1.nd to uromote the development of domestic 

industri es , 12 ID.l the above mot i ves have pl-::.yed part ln the past years , al thou h 

the operation of ea.ch one vari ed ov er the years , The possibility of t akin 

r estr aining influ0nce on the i mport volume by means of taxes esuecially with 

consumer goods has gained mor e i mportance, The pr otective measures have also 

been impor tant d" t t h t l' t ' .. TJ".ll r emaln so in tbe future as in tbe i 'J,rly _ an:L seems _ a J ,~ 

stage of ' ir.dustrializaticn; the cos t of pr oduction is so high that they nee 

t d further bel ow) i s gr nte t o 
pro ect i on , I ml)Ort duty r el i e f (,.,rhich is discusse 

so • t o promote the devel o -
me COInr.lodi t i es a s part of t hh policy of t he governmenv 

ment f d ' h s everal goods a r e imported uty 
(\ om~stlc in du :,;,.try . Apar t from t ese 

f r ee t °th kecauSe t hey ar e cons ider ed 
or a' reduced r at es. am:ar ently, e l er u 

s 

nece 0+" t be f or commercial purposes . 
SSl ~ l e s or beC8.U~9 they 'ar e not meant Q . 
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t ' s ' Expor t duties In Ethiopia ar e l ev1'ed on Expor t Du 1e , - a. small n be of c 
~ 

modit i es and unlike t he i mport dut i es they ar e simpl e . A b lllk of the e 

dut i es r evenue is obtaine d from thos e on coffee exports and to ~. smaller e 

fr OID t hose on h i des and skin exports . Others inclUde t hose l evied on the expo 

of live animal s , ivo r y , civet , chat ~ bees wa:t, butter , and l eopar d skins . 
I 

from t he export dut i e s p r oper anot her form of tax , t he surtax is levied on he 

export of coffee a s well as on t he export of sugar and cotton seeds . This s 

s,?ecially de~ igned to enabl e the gove rnment t o collect some of t he increased 

profit s which a cc r ue to t he exporters a s the r esult of increase in pr ices or 

t he commodit ies in th':O world market . Mor eover, ces s tax orginally intended t 

financ e t he then Nat i onal Coff ee Boa r d , but now accruing t o Central Government 

Tr easury i s l evied on coffee exports . Export duty on coffee exports is e ual 

t o birr 5 per 100 kg ., the cess t a r iff is equal t o birr 3 per ,60 kg . \fuile the 

surtax i s levi ed on a s l iding s ca l e varying with t he New York pice f or liS ntos 

4" (u.s. cents per Ib ). At New York pric e of :10 cents per l b . jurt ax paye. l e 

8 

1S 1. 00 per 100 kg . of e xport e d coffee and"ther e will be a correspondin increase 

III surtax fo r ever y onaU. S . cent increas e : 

a) from 30 upto 50 c ent s pe r Ib birr 1.00 per 100 kg . 

b ) above 50 u:pt o 100 c ents pe r l b b irr 2 .00 per 100 kg . 

c ) above 100 U. S . cent s per l b . birr 3.00 per 100 kg. r espect ivel y , 

f f n ' 1.14 o cor e e p r l ces · 

15 
The surtax levi e d on suga r and cotton s eed a r e also pr esent ed bel ow: 

kg . F.O .B. Price Surtax % 

Cotton Seed 100 - upt o 20 Free 

over 20 upto 80 40," 

ft 80 t! 120 50% 

II 120 II 60% 
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LKg F.O .B. Pric e Surtax % 

Sugar 1000 upto 600 Free 

Over 600 upto 960 80% 
I; 960 II 1400 85% 

" 1440 II 1920 90% 
!? 1920 95% 

7r.2 t axes l e ived on the other export commodities are spec ific 1n nat r e o 

Other fo:':"rns of taxes in the Ethiopian tax system which ar e of li tIe 

importance 1n terms of r evenue generat ion ar e the stamp duties and the obacco 

Regi e taxes. Stamp duties were introduced i n 1957. 16 The law r equ1r es a 

obligatory use of stamped papGr for a variety of instr uments such as con rae s , 

arti cles of association , paper in court proceedings, bills of exchange , leases 

and insurance policies, as well as tickets of admi ssion t o public enter ainmen s . 

The rates imposed varies according to the type of document and value of ra s c-

tion . 'rhe 'l'obacco regl(; tax was i ntroduced i n 194217 and since then to acco , 

matches and pocket light ers Her e brought under state monopoly. The mo opoly 

cover s (a ) the purchase , preparation 9 manuf acture , sal e, i mport and expo o 

tobacco and tobacco products (b ) the manufactur e, possessi on an rade i 

paper for the preparation of cigar ett es (c ) the manufacture, possession and 

t d . f hines servl g in he ra e of machinary and det ached pi2ces of mach1nary or mac , 

manufacture of tobacco prodUcts (d) the manufacture pos session a d 

matches and pocket light e r s . 

e 0 
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2.1 . 3 Tax Incent i ves 

Like most devel opi ng countries , Ethi opi a e f"fer s 't :::x incent i ves , t he 

obj ect i ve be i ng the encour agement of i nvest ment f or pr omoting industrial 

as agr icultural devel opment s . Hor eover, t oday t ax incentive i s us ed 1n 

S \I 11 

i opi 

to accel er at e t he soc i alization pr ocess of i ndividual pr oducer s both In rural s 

well as urban a reas . 

The inc entive l aws f ocus mainly on t hr ee aspects of taxation . 

1. Exemption from i ncome . t ax f or a gl ven period 

2 . Exemption, o r a special law duty r at e on i mports 

3. Exemption from sal es taxes~ 

Income tax exemppion have been i n effect ln Ethi opi a , since 1963 . 

A .!i ° t th ° • ° 18 ccorCllng 0 e procl amatlon fo r the encour agement of capltal lnvest ment , 

l ncome t ax r elief lS'-O.' f.'~nt:ed fo r a period of f i ve year s , f or enter pri ses , in-

vesting a minimum of b irr 200 , 00.ofr om t he dat e at which such oper atioll begi ns; 

an exi st i ng ent e r pris e investing additional capi tal investment of not l ess than 

bi rr 50 ,000 is al so gr ant ed an exemption fo r a period of upto f ive years . Furtber -

mor e , accor ding t o the pr ocl amation governing the est ablishment of j oi nt ventures 

i ssued r ecently, 19 a joint vent irre i s exempted f r om tlhe payment of income tax or 

f ive years in the cas e of new project , and fo r three years i n t he case of major 

extens lo f ° o. t h t axabl e l'ncome of a JO oi nt ven url on 0 eXlst lng proJ e ct~ o Moreover , e 

is t axed at t he r a t e of 40%/ and t he sal aries and allownaces of expatri at e 

Mor eover, 
employees of a joint ventur e ar e not subj ect ed t o i ncome .Uoxat i on . 

i ndi cat ed earl i er , to bring about r api d socialization of small pr oduc er s , 

lncomes of cooperativ
f

.' member s are e ither taxed at l ower r at es or i ncom s 

bel ow certa i n l evel a r e exemp ted . 

he 

5 



Apart from income t ax r eductions and exemptions , i mport duty r elief 1S 

gr anted for some com.modities . Amon'S the goods whi ch ar e i mport ed f r ee of y 

lre t he agricultur?,l and industr i al machi nary and parts thereof , imported fo 

the exclus i ve us e 1n agriculture and i ndustry . The joint venture proclama io 

also contains prov1s1ons for granting exempt i ons from import cust oms fo r a 1r s 

round spar e part i mports by 3. j oint venture undert-akbg . Exemptions r om trans c-

tion taxes ar e also grant ed for the imports , and exports of cert ain goods under 

the two i ncentive pr oc l aI",ations . 

Whil e these 1n bri e f are t he t ax inc entives provided in the cour.try, it is 

not difficult to see that , the granting of exemptions for incentive purposes 

r esults in the forfe itin~ of government r evenue . This is especially true in 

developing countri e s such as Eth i opi a , where t he bulk of the import commodities 

are mainly capital goods and other essentials, which necessarily are exempt ed 

from duty char ges . 

Such in s ummary 1S t he general framewor k of the tax system 1n Eth i opia . 

While the above r eV1 e ,\.,r 1S hoped to provide a general knowl edge about the rat e 

st ructure and cov erage of the tax system ~ the importance of each of these taxes 

in the over all t2X r ev enue and the poss i bl e implication of this on the r evenue 

raising obj ective of the t ax syst em is discussed in the following section . 

2 . 2 Anal ysis of the Tax Revenue Composition 

I 
structure of taxation 1 

n thi s part we att empt to examine the revenue 

Ethi opi a , by focusing on the rel ative weight of different taxes in t otal tax 

r eve . apar t from t he l evel of t x 
nue . The importance o f such considerat1on, 

p 

1 t "+tEh~e~PIr~e~se~n~t~~~~..::=.=:;..--
s clear. It has been assert ed on sever al occa~ions tha ~ -

( is .. , . itself r esponsi : e 
in devel o in ~, countries) in which indirect t ax dominates 
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for t. he l ow tax share I n the nat ional products . 'l'his' , 
. - I S due to the pee liari-

, d ' d ' 't ,,20 ( , nes of dIrect an In lrec't axes. emphaSIS added) . A study of this 
r e 

would thus indicate , as stated earlier, the direction in which the gove 
en 

has been attempting t o i ncreas e tax revenue , and the effort made t o de art 

from t r adition and the past in devis ing tax policy in an attempt to strengthen 

the revenue bas e . 

Table 2.8 gives a sununary of the percentage distribution of t ax r evenue by 

its important components . vlhat emer ge s from the table is that t he t ax syste 

in Ethiopia displays many of the features common t o developi ng countri es . The 

tax structure, like in ot her developi ng countries is char acterized by the domi_-

ance of indirect taxes , which provided about 70% of the tax r evenue on average 

during t he period of study . Another s al i ent f eatur e of the revenue com osition 

lS that not only is tbe share of i ndir ect tax r evenue very high but is also 

marked by the preponderanc e of r evenue f r om foreign trade. A third maJ or f eature 

of the tax structure in Ethi opia is the relat i vely small proportion of i ome 

taxes and revenue derived from t axat ion of domestic consumption . This I S clearly 

seen in 'l'ablE 2,9 which compares the relative i mportance of the component taxes 

with the aver age revenue composition of 48 developing countries. 

While the above description features the general composition of t.he tax 

syst em, a study of the ccmposition over time indicat es t hat a ChaD~ in the r ela-

l' ve l·m ~ has been common '.Thl'ch may suggest changes POl vance of the individual taxes ., 

i d Shl'ft from I n irec n r evenue policy. The period 1967/ 68 to 1974/75 marke a 
x 

to d ' . f 11 I' n the wei ght of a xes !feet h .x, br ought about mainly by the r elatl ve a 

on i nternational trade . This s ituation, however d sl'nce 1974/75 infavour change 

of i ndi r ect 

t ' lonal trade , 

r evenue from in erna­
taxes, as the r esult of sharp increase in tax 

of indirect taxes - 0 
shiefly export tax, a lthough the other forms 
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domest ic goods s howed a mFlrked r el ative decline . 
Beginning 1978 a eve s a 0 

the t r end .vas r egi s tered , i n which t he situat i on alter ed infavour of 

taxes. One can obs e rve t hat t he period begi nn i ng 1978 seems to be a perio 
o 

r eadj ustment FlH·ay from the t rad.it :i.o~1e,l sour ce of r evenue - the now declining 

for ei gn trade tFlX to the grm,ring income tax and taxes on domestic goods . Dircc. 

taxes as a whole have reached an unprecedent ed l evel of 38. 8% In 1981/82 a s 

oppos ed to 24% in 1967/68 . The i ncr eased r elative i mportance of the d'rec 

in the overall til): r ev enue can be attributed to among ot her s the rela i vely 

higher r evenue - income elasticity of direct t axes as compar ed wi th indirect 

l evies .
2

1. Thi s t r end s eems to conform to t he general s t at ement which says "",it 

the gr adua l indust ri a lizat i on and commer ci alizat i on of the economy, it would 

be possible f or developing countri p.s to shi ft f r om per sonal and crude property 

taxes to t axes on t he i !1comes of individuals and corporat ion taxes and that, 

concurr~ntly, v i tIl diversific ation of domest i c production, sal es and excis e 

,,22 . , 
taxes \-Ioulri t end t o gain at the expense: of import and export taxes. ThIS IS 

a desir able t r end i n so far as tb.e tax revenue becomes f r ee fr om its extreme 

dependence 0 "'_ '1 f . .... d s'our ce . whi ch makes the gover nment I S 'eve-u a s lng e -or e1gn ~ra e . 

nUe bas e mUch s ounder t han befor e . 

On t ho ot her hand, t his t r end In a dj ustment i s less r eal than it m~t h 

appea:c at 8 gle,nc e . Firstly ~ the changes or the fall in forei gn t r ade tax is 

accounted ' ..... +,ax r ather thaI1 impor t tax which norm 11 oy the f all lD expor v _ 
CCOID-

pani es any structura l change 111 tax structure. Secondly, the decline In he 

ImpcrtancE of import tax has t aken pl a ce due to the fore i gn exchang 

"hi ch l ed to t ight exchange cont r ol s and reduced impor ts , which in 

iffi 

neral 1 

t . th composition of imper S o Increased restrict ion of non-essent ial it ems and e 

x 

changi ng i n faVour of duty fr ee or 1m' dut i ed essential items . ft~l bese b r Y 
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Tabl e 2 . 9 

Tax Rev enue by Type of Tax (In Percent of r1' tal T 
o ax Revenue) 

Tax 

Income Tax 

Individual Income Taxes 

Corpor ate Income 

Domestic Taxes on Goods and 

Services 

Gener al Sal es Tax 

Excis es 

For eign Tr ade Taxes 

Import duti ·,-;:; 

Export duties 

Devel oping* 

Countries 

30.7 

26.1 

(9.7) 

(11.9 ) 

33.4 

(26 .5) 

(7) 

Ethiopi a ** 

23 .3 

(9 .• 6) 

(1 3.8 ) 

24.3 

(9 ) 

(l3) 

48 .6 

(24.0) 

(24. 6) 

Sourc e : For developing countries, Vito , 'l'anzi, Quantitative Characheristics 
of t he Tax Systems Qf Devel oping Countries, in IMF, Departmental 
Memor anda No . DM/83/79 (November 1983) p . 11-25. 

For Ethiopi a Tabl e 2 .8 

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

** A ver age of 1978-1980 . 

s 



5'9 

make t he changes that::>1av0 taken plac e wholly structural. 
Some 0 i se S CI 

be a t emporary change r athe r than per manent , Mor eover, the short obse 
1 0 

period during which the cha nges have taken place pr ecludes the possibili y 0 

making any firm c onclus i on . 

Thus , a l though a rel '1t i ve shift ln the importanc e of the t ax r evenue 

t o.Tares direct taxes has taken pl ace ln t he last few years, Ethiopia I s r even e 

composition does not diffe r materially from that of other developing countries , 

As t able 2 . 9 cl ea rly corrobor at e s , r eliance upon indirect taxes, l argel y import 
o. 

and (to a l ess e r extent) e xport taxes, the limited YIelds from direct per sonal 

i ncome and corpor '1te t axes, and the s e l ective use of sales and eXClse taxes ar e 

all f eatures of the tax r ev enue s tructure of most developing countries into which 

the Ethi opi an tax structur e fits r eas onably well. 

Reliance for the major pqrt of r evenue on indirect tax sources, which is 

dominated by forei e;n tra de tax r evenue, however, is associated with a number 0 

mnstr"Rints Q1 soc i o- e c onomic devel opment in general, and on the priority of 

fin ancial purpose of t ax collection in particular. Focusing our attention on the 

priority of financ ial purpos e of tax collection, the constraints posed by such 

kind f t The fl'rst l'S due to the l ow ir.come-o s r ucture a r e due t o two r eas ons. _ 

elastic i ty of the in direct taxes and the s econd is due to the unc ertainity and 

fl uctuations whi ch char acteriz e the budgetary r evenue . 

mostly inc ome-inel~st ic It i s a c ommon knmrl edge that indirect taxes are 

or Possess limited built-in-el ast icity. This is t o sayan increa.se in tax r 

aut t' , l' snot possible, ome. lcally with t he increase in national lncome but nee s 

t o suit the changing co special and c onstant change s in the tax laws or ra.t es 

tions of the economy . . , d . experi ence 0 
In Ethiopia, where the inefflc l ency an In 

io 

th of adJ'usting the tax syst em t o e tax adminis t rat i on 1S very high, t he task 
he 

s 
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'n ~ or unfol di ng socia-economic conditl'ons , l' nor de chang1 b t o t ake dv 8$_0 

the changing t n.xsbl e c apa.c ity , i s too demr:mding ·'in exercise . 
It 1 S hus easy 

t o see ho" far the r evenue mobilizing capacity of the t ax syste 
I S h pere 

due t o the struct ure of the syst em. Indeed in a condit ion wher e or e han 70'1 

of t he r evenue 1S derived from indirect tax<:s , the r evenue which fnils t o ~c e 

to t he ~overnment, simpl y du e to the nature of t he tax can 'De very substan i 

In Ethiopi!1 , not only is t he share of indirect t ax in the total t ax r eve ue 

ver y high but is also mar ked by the dominance of r evenue from f or ei gn rR.de . 

This is clearly s een i n t abl e 2.8. In 1977/78 fisc al year f or exam l e ~ s hi h 

as 55% of t he tota.l tax r evenue was derived from for ei gn trade , out of wbi h 

coffee export ts.x 8.1 one cont ributed 30% . This of course , i s an unh ppy situl'l.-

t i en, becaus e it makes the r evenue of the government highly succeptible t o 

fo r ei gn trade which I S notori ous for i ts fluctuations. Thi s i s furibe de ons-

t r 9.t ed by t able 2 . 8 1)) whi ch the r n.tio of exogenously influenced r evenue ( export 

and import t ax ) t o tot al tA.X r evenue fluctuat ed widely r ang1ng between 3_ . 3 · 'Ul 

55% . It is thus easy to see the pr ecarious position the Ethi opi an tax r eve ue 

i s based or. . Ce rt'~i!11y , i.:l 2. sit uation where the mainstay of the r evenue 

structure is vuln F; r abl e t o exogen'Jus influenc es the unc erta i nity and fluctua-

tl' h' could sometimes be dis s~ on w lch char acteriz e the budgetary r evenue 

The fl uct uation in the fi scal contribution of foreign tr.ade is cS\us e by t wo 

i t dp~er1'oration 1n t he i nt ern t ion~ n errelat ed factors - the f luctu2.tion and y v -

pric es of exports and th e l o ss i n i mport capacity due t o changes i n 1n e n -

tional . prlces . Th.L e se ~rc reverber~ted into t he fisca~ syst em _ changes ~ 
hr o 

the t ax r evenue they pr oduce. 

trade h~s been cons i der R.bl 
'1'lle det erioration i n Ethiopia's terms of 

since 19'76/77 
I ' I I ' 

r b the nric e i ndex for Taking 1 970 /77 as q a se, 
hi o is ' s e 

. h f 11 of val ue 0 
TI1is ha s r esult ed 1n t ea 

rts e 

h 

cs 

s 



Tabl e 2 .10 
Coffee Sector Per f ormance 

197 il/7 5 1975/76 1976/77 1977/78 1978 /79 1979 /80 1980 /81 1981/82 1982 / 83 

Exports 

Volue~e (000 tons) 49 77.1 42 . 9 57 . 8 86 . 3 80 .1 88 .4 80 . 2 87.5 

Value (Birr 19) 117. 5 <~7 .7 408 .9 412 . 5 514 . 6 613.7 524 . 3 477 . 2 1+1 8 . 2 

Unit Pric e ( Birr/kg) 2 .4 3 . 86 9 . 53 8 . 87 6 . 28 7. 87 5 .93 5 . 95 5 .48 

Cof fee duty + 

surtax 25.0 68 . 8 199 . 9 263 . 4 215 . 6 292 . 3 161.0 172 .1 191.2 

Source : vlorl d Bank, Ethi cpi a: Recent Economic Devel opment I1nd Future Prospects (Nay 1984 ) p . 36 
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the significant increase i n the volume of exp rt s . This si uation i s cle ly 

seen 1n table 2 .10 fo r the export of coff ee , t he m i n export 0 
hiopi . n 

1980/ 81 fo r exampl e , the export pric e of coffee fell by 251 below the 197 /80 

pric e l evel, ",h i ch r esult ed in a 17% decline in coffee expo t ear 1n s , esp e 
a 10% i nc r ease ln the voll~e of cof fe e exports In that year . Hence , t he all ich 
~ffec export tll.X r eveneu su~fered during the year was high , 8JIl0unt i ng to u5% . 
The l oss in import capaci t y, ii'.LC to international ch'lnges i n prices is also esti 

very high . In 1980 / 81, it wa s estimated t o be about birr 178.02 million (1979/80 

. ) 2014, f t d h.!! " 24 prlc es or /,J a expec e merc anw1se lmports • Although the import x r e-

venue l oss due to the fall in imports is not given, it can be easily seen ha 

the l oss could be substantial. 25 

Moreover, when the flow of the meagr e r esources lS compounded by i nst abili y , 

the havoc which f inancial uncertainity wreaks in the budget ary pr ocess cannot be 

under est i mat e d . This obviously l eads t o r epetitive-making and r emakin t he 

budget -in the course of the year, and changi ng priorites t o meet t he new revenue 

conditions . Thi s situat i on al s o r esults in what i s called the "par adox of 

underspending . 11 ~\1here the f l ow of r evenue is characterized y uncertaini y , 

Treasury is 1n no pos ition t o t ake the risk of running out of r esour es be ar e 

he 

t he year 1S over . 1hus on the one hand r esourc es a r e i nsufficient and on he 0 he 

t . t Thl' S r esult s in the ex spe ~ i on or sh enn-no everythi ng available 1S spen • 

. ThllS, the Nfl i 13.1 Bank r e 0 1ng of the pr obl em of scarcity of r evenue . S Ii e 

"th h t t f r om i nt er national t a e ... e eavy dependenc e of governmen , on ax 

not entirel y under the cont r ol of the country, has r en er ed overnmen 

, 26 
exercises l es s than fully effective t ool s of economic mana e ent . 

c ivi y 

bu 



Th' e a l t erno..ti ve '.' to "'volv" 1 t . . '.. '- 'l.n t~ a,s 1C t ax r evenue an 
o p 0 ec r ve u 

. S ... t 11'" 'mc ·'''tr·~l ,,1,1 ,'j • aga1n ,> . ~, "-- ·.• .... u.l, -'- '_ an e. unpr ed1ct a'olc -han es 
,l',\:: s 1n r e 

taxes l evi ed on personal and cO!Irpany incomes . This 1S wha U 
e or. '!i c 

Wai s 
,.,hen he S'3.ys nt he direct t axes sys t em has built--in s r uc ure 

or gl ng 

mente l'l.rger component of revenue fron grmith w' thout chlln ,i g the 10: 'el 0 

taxat ion " . .. "" On the other hand, if indirect t axes ar e '1 lar ,0 
o 

r evenue, government .revenue will l rtg behind t he i ncr ease ln 
. 1: 2'{ 

on incomes on 
prlces . 

There are those -who ar gue that ilthat 6.evel opi ng count ries ely hen ily 0 

i ndi rect taxes cannot be hel d against them . vJhat one can cri ic ize is he 

enfor cement o f t hese t a x'2S and how good a use of t hem evelo:ni g coun riES Illllk s 

in the pursuance of the ir economi c development . 11
28 The v l:i. i ty 0 this st, te-' 

ment cannot be t otnl l y r ej ected , consider i ng t he structure of the economles 0 

t hese countries , whicb ar e cha r acteri zed by 1 01" averat:e personal incom . large 

agri cultur'll sUbs i stenc e sector and s m:J.l l i ndepen..3.ent pr oduction unl. B who. 

1S equally important IS t.ha t the tax str ucture of a cOlmt y lS no et ermin by 

the structur e of the r e spect i ve economy only . Beyond wealth s.nd eeonom~e s,r cures 

ar e other factors,) notabl y admi ni strat i v c:= effic i~ney, the poli tiell i ncl i n 

of the ;;;oYc:= rnment " 'ihich may prefp. r some type of taxe s over 0 ~er s. an" "h' 

expenditure progr amme of the government " hich determnes the extent 0 

the t ~v 'b· I t h 11 +vhe r evenuF. structurE: of a country . s r1ete inc y ",,'. ~l.se s . ,n nu s .e , _ 

objective ft1c t or-" e conomi c strut ur .,; of the COlli try tJ.S well ns by subjl'c 1 ~ 

fact or s - policy and inpJ.em.ent l1t i on capD.city of thl? coun y. Thi bo'ls (10 

t f t -"-n' e ina he r~ven e as~ an~ o the fact tha,t :> there is a scope or s r enlS'"' ~ 

enahanc e the reve~uc e ffectiveness of the .~x sys t t ern 1-n he develo Ing eoun 

i es if the government s ar e det ermi ned t o do so. The r e see 5 0 be Q ge r n ] 

agreem8nt among fi sc al exper t s on this r egard. l icolas Kal or , or ~xru::t 1 

onc e stated "nc) doubt the taxat i on pot ential of a poo coun r ' .. is 1y 



l ow'e r , and in many cas e s appreciably l ower, than that of a r i ch coun ry . But 

mor e important in my vie., i s the l ow coeff i c i ent of u i lization 0 hat entia} 

due t o bad t ax l aws and bad tax administ r ation or bot . ,,29 Th or tax dminis r a -

tion referred abov e 1S preval ent es pecially 1n t he ar ea of irect axa 10 

becaus e it 1S c om.rnonl y held that, it 1S the r el ative admi n i s r ative eas e 1. h 

i"hich t he t a x is collec ted, that has r esulted in the mar c ext ensive use a the 

indirect t a x as compare d to direct t ax bases in t hes e countries . Other s. have also 

po i nted out tha t the lop- sided development of t he t ax system i n the devel o i g 

count ri e s is due to the fre~uent r a ising of r ates on eas ily administ er ed axes 

. . . . 1 d 30 and tho s e that are d1ff1cult to adnnnlst er are neg ect e . In Ethiopi a , t o s y 

the l eas t , i t is a pr obl em of administration and impliment at i on , which has esulted 

in the mobilization of only 3% on the ave r age of t ax r evenue from 1ncomes r om 

agricultural a ctivitie s . A very small sum when consider ed a ins the GDP con­

tributio'n of t he sector, which is estimat ed t o the ttme of 50% 31 . Si i1ar 

pr obl ems a r e al so preva l ent on the t a x on i ncome of indivi ually owne business s . 

He shal l c ome t o this in sub s e ~uent part of t he study . 
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tionary Ethiopi a Stat e 1941-1974. A paper prepared f or t he East 
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3. THE LEVEL OF TAXATION I N ETHIOPIA 

That t he ahilit y of t he tax system to bring i n sufficient r even e o 

meet government expendi t ure i s the basic criterion of taxa. i o 1 're10p' 

c01l..nt ri E::s is a f act which 'Ire have at t empt ed to establish earlier . Thus, e 

efficiency with vrhich t h e r evenue obj ect ive i s r ealized i s n importan consi r-

ation in t ax evaluat i on . Some f i scal expe r ts even cons i er r eveo pr o uc ivity 

as a single consideration f or eval uating a t ax syst em in d velopi.ng co r1e s . 

In this chapter vle at tempt to gauge the vo:il.ll!:l'e of ax at ion i n . 

r e l at ing the magnitude of tax r evenue to the l evel of the country 's a..xab1e 

capacity, and t o the f iscal needs of t he gover nment . 

3.1 Grovrth 1n Tax Revenue 

The t ot al domestic r evenue t he gover nment raised during he pe 10 1967/68-

J.982/83 i s presented to Appendix 1. Per haps the most r emar kable f ea ure of he 

fi scal system during thi s period is a s l oVT but steady romh of the x r even e 

behTe-:::n 19E:7 / 68 and 1976/77 , followed by a relatively consi er ab1e pswing 

i ng the r est of the period . Thi s patt ern of growth has culmina e 1n he o a1 

nomi nal tax revenue r ece i pt i ncr easing from birr 314 millio o birr 149 . 5 

million OVer sixt een years . Alternatively , this implies an annual v '" ag r t e 

of gr owth of about 11% , wh ich 1S a.l mos t doubl e t he aver a e at e of gro 

GDP at curre nt market pr ices during the same period . This increase i 

nue was br ought about by an icrease 1n practically all the componen 

h of 

ax r e v -

ax r 'len es . 

'fhe aver age nominal growth r at es for j ncome, excise, sales, i mpor 

tax revenues were 1 5% , 9 . 4% , 11 . 5%, 7 .8% and 25 . 9 r espec i vely, 

period. This i s obviously a r eBarkab1e perf ormance . 

and e x 

Tlng h sam 
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Nevertheless. some reservation should be made 1n US1n the a ave i 
a 

tion as indicator of tax effort. The situation is that the tax r evenue i 

Ethiopia at the beginning of the period of study was so low that it mak 5 our 

base of comparison accordingly low, which unduly magnifies the growth rat es . 

According to a study made in 1967/68, Ethiopi a 's t ax performance was o~e of he 
2 

lowest by any standard. Moreover, from the point of view of mobilizin adequ-

ate resourc es to finance government expenditure needs, the r el evant measure of 

tax performance 18 not the rate of growth of t ax r evenue but the increase of 

the t ax r evenue to the increase in national incone . This is essentialy the 

question of the responsiveness of the tax revenue to changes in national income, 

which indicates the change in the overall r atio of tax r evenue to income (GDP) 

over the given period. This is extensively dealt within chapt er 4. everthe-

l ess, even at this point some impression of the tax perform~nc e of the total 

tax revenue as well as individual taxes can be obtained by examining t he 

changes in tax ratios. Obviously this would give bett er information on the 

development of t ax revenue than do absolute fi gures of tA.X revenue . The t x 

ratios of the total ta:: revenue and component taxes are presented i n Table . 3 .1. 

As i s depicted 1n the table , the tax ratio in the country almost doubled 

OVer the period of study. But one can also observe that t here was no pprec1-

abl e distinct trend upwards until 1976/77. It took eight years for the tax r tio 

to increase from 8% to about 10%. Thus, we can conclude that the t ax r evenue vas 

. d eli'd not pr ovide to the public sector more or less stagnant and for a long perlo 

. It ~ras not before the mid- seventi s t hat an 1ncreasing share of the growing GDP. " 

a conspicuous upward movement set in, although for the l~st four years a t he 

periOd no upward movement of the tax r atio was r egistered. The tabl e 1 80 

indicates that, although the increase in tax r atio was common in all the njor 

tax catagories, the growth attained by the aggreBat e tax r atio ~fl B t he 
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l ar gelY diffe r ent an d partly opposite developments in the performance of the 

s e record particular ly 
l
' ndl' vi dual t axe s . An inte r esti ng point, which make th 

remar kabl e durin g t he pe r i od 1976 /77 - 1982 /83 is that the tax r atio was 

maintained at t he l eve l of 1 5% in the teeth of highly adverse trends i n the 

world price for Eth i opia ' s e xports which made t he revenue duties to fall . 

We have shown in chapt e r 3 that t her e was a sharp downward trend in t he price 

of Ethiopi a ' s export s I n gener al and that of coffee in part icular. 

All i n all, wh at can be s tat e d from the above 'analysis is that the pro-

ductivity of t he tax syst em In Ethiopia had been stagnant for a long period and 

t hat a sub st ant i al i ncrease In t ax r evenue has been achieved recently, indicat-

ing an i ncreasBt effort made to mobilize more t ax r evenue. 

The above ana lysi s f3..par t f r om indicating that the tax ratio has recorded 

a stride , does not answer the bas i c question, whether what has been achieved 

is the maximum amount of r evenue t he country could possibly levy, given its 

taxable capacity . For this , t he concept of tax effort to the extent that it 

is mea.sur ed by t h e t a x ratio can b e metl~ingfuly pr esented in r el ative sense, 

l.e. by comparing i t with t he experi e~t of other countries. However, fo r 

r easons given earlie r , 3 instea d of the strai ght forword comparisons of simpl e 

ratios , we attempt t o s tudy t he t ax effort by analysing the tax r atio in termS 

of t he count ry's t axable capacity or 'tax handles ' through the method of 

Inter t ' ( ).. Nevertheless, short of any finel 
na l onal Tax Camparison I TC lndlces. 

normatl' , also compare the ratio of the country with t hat 
ve lnterp r etation , we 

of other count r i e s ' in order t o s ee the r el ative position of the Ethi opi a.n 

tax r at i o. 
. al income coll ected 

Typi cally , ln a devel oped. country the part of natlon 
b equal t o 36% ,4 clearly t he ta.x 

y taxation (including social s ecurity taxes) is . The highest 

ratio in Ethiopi a is much l ower t han t hat of the devel oped coun
trles

. 
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level of tax ratio r eached at in the cOli..l1try is 15.3%. A comparison 0 e 

Ethiopian t ax ratio with that of other countr i es whic h ar e pres ent in Table 

3. 
2 us ing dat a of 1978-80 also shows that the t ax ratio in Ethiopia is lower 

than in most similarly plac ed developing countries. Although the comparat i ve y 

l ow tax r at i o may g ive a prima-facie indication of a r elatively low tax effort 

in the country, a fi nal pronouncement about the tax effort should await a 

complet e analysi s of the t ax r atio t hrough other methods, one of which is the 

ITC index method, which we tal{e up in the following section 

Tabl e 3.2 : Sel ected Devel oping Countries "Tax Ratios 1978-1980 

Country Income* Tax Ratio 

Togo 419 24.9 

Zambia 561 23.2 

Sri Lanka 224 21.9 

Kenya 387 19. 9 

Ivory Cost 118 21.9 

Ethiopia 119 12.4 

Egypt 527 20.9 

India 652 . 5 15.2 

J ama ica 914 18 .2 

Tanzania 217 17 .6 

Sudan 404 12.3 

Upper Volta 175 
11.9 

Tuni s i a 1123 
22. 8 

Ghana 505 
17. 0 

Guyana 558 
24 .0 

Pakistan 273 
14.0 

Za i re 192 
18.3 

Senegal 470 
19.7 
23. 8** 

Somalia 145 20.1*** 
Maurituis 750 

. E t" Staff Horking Paper s TO . 639 
Source: World Bank , "Public Financ e 1n gyp , 

(Apr il 1984) , p . . . Sub-Sahar an Africa , Occas i onal 

+" 

Int ernational Monetary Fund 5 Taxat10n 1n 
Paper No . 8 (October 1981)~ p. 54 . 

GNP per capita in US dolla r s **data of 1977 
***data of 1978 
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3. 2 Tax Performanc e Analysis Through t he Method 0 

Tax Comparison Indices 

ional 

In this part of our study we refer t o two att empt s rna. e r e e tly 

constructing incl, i c~s of the tax effort f or devel oping countries , a e co-

mparisons of Ethi opi a 's r ecord with that of other developi ng coun ries 1n' 0 er 

to asses s the relat ive tax performanc e in the countrJ . The two st 1es e hos 

because they a r e particularly i mportant in our analysis, not only f r their 

recent, but a l so f or the nature of the sample of count ries incl e in the st 1es . 

One of t he se , that i s a wor k by the World Bank5pr ovides data and est imates ' i es 

of tax effort for a gr oup of devel oping countries from di fferent part s 0 the 

6 
worl d, and th8 other oy t he Int ernational Monetary Fund performs s i mil 

i on f or a group of sub- saha r an African countries . A t ax comparison analys i s se 

on these studi es would permit us to see t he r el ative -position of the country versUS 

the devel oping countri es at large as well as versuS i ts African counterparts . 

The fi rst one presents dat a and computes tax effort indic e~ f or forty fiv 

devel opi ng countries , E~hiopia included, using data f or 1918-80. in t his study 

the potential tax r 8.tios a re computed by r egr essing tax ratios OD'-, l.iffe r en co-

mbinations of the variabl es, wfiich f~Dm a theor etical point of view ar e 

to exert a str ong influence over the tax r atio through their eff ects on the ca 

fact ors . These variables a r e : 

1 . the l evel of econom1C activity as measured by per-capi ta G P 

2 . the s ectoral composition of the economy, r epr esent ed by the shar e 0 

agriculture in GDP and the shar e of mining i n GDP 
ei he 

T.Those pr oxy variable is measure 
3. t he opennes s of the economy, ~ 

in terms of t otal exports as a r at i o of GNP, or tot 1 val 

t r ade (export plus import) as a pr oportion of GNP . 

of o el 

4. the shar e of mining in exports. 
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Five taxable capacity eCluat i ons'are derive bas d on 

of the variables a n d the countr i es a r e ranked accor in o he i 1 i .eo . 

"Iut of the i ndices c omput ed to each spec i ficati on one which corres n S 0 

f irst specification is ~iven i n tabl e 3. 3. 

What emerge s from this study i s that, r egardless of the t ype of 

tion used , Ethiopia shows an lTC index bel ow unity . Bear in 1n min be r ese rv -

tions voice d earlier about t he pr ec i sion of the results , it can be seen t h e 

tax effort in the c ountry was bel ow average, indi cat i ng a l ow t x ef f rt o 

mobilize t h.2 te.x pot entia l . As t he r esult , the country's performanc e ompar es 

unfavor ably with t hose r eached i n other devel oping countries . As he able ho· ... 

the country s t andS 28t h out of the )+5 count r i es . 

Similarly, following the same methodol ogy, t he IMF study est imate ITC 

indice s f or 34 sub-Sp"haran countr i es, "St h i (:rpi a agaln included , USln 
t a or be 

year 1971 . F:>llowin g the second s 'pecification -:"'rcs ente-~ 1r! not e 
h.:: a r oa h 

cons i st ed of c orrelatinG the rat i o of actual tax revenue t o GDP ae
a i ns 

e -
O 

non-export inc ome , the sha r e of mi ni ng in GDP, and an export ratio excl 

mi ner al exports .. 3 The :::TC indi ces f or the 34 countries calculate USln t he ove 

.4. 
eCluation and the r anking of the c ountries a r e presented 1n t abl e 

Simila r t o the above study , the table shows that the Ethi ian 

index is be l c.w unity, wh ich is equalto 0 . 95; indicatinp: onc e a aln , 
of 

count ry exhibit s b e l ow average per f ormance, even by the stan a r 

Af r ica . InQeed the eff ort reache~ indic~tes a l ow coefficient 0 

the t axabl e capacity, e s pecially when compa.r ed with those achieve 

African co~~tri e s such as Togo, Somal i a.? Zambia, Benin etc, all 0 

an i nde x e Clual or abov e 1 . 24 . Conse Cluently the country ranks 21 

34 countries included in the study . 

e 

ba he 

o 

by her 

!,fbi h 

OU 0 he 
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Tabl e 3.3 

Forty f our Devel oping Countri es ITC In ecess 

1978- 80 

s ountry ITC Il'\dex Ranking Country g 

Togo 1. 593 (1) Kor ea 0.979 (2 ) 

Trinidad and 
Pakistan 0.9'74 (2 ' 

Tobago 1 . 507 (2) 
Mali 0.9'72 (25) 

Zambi a 1 . 384 ( 3) 
Venezuela 0. 963 (2 ) 

Guyana 1 . 312 ( 1+ ) 
(27) Jamaica 0.959 

Sri Lanka 1 . 309 (4 ) 
illl .J~~ ~,. ;.")pia . 0.887 

Senegal 1 .294 (6) 
Honduras 0.871 (29) 

Kenya 1. 285 (7 ) 
0.852 ( 30) Singapor e 

Chi le 1.282 (8) 
0.851 (31 ) Sudan 

Nalayasia 1. 268 (9) 0.843 (32) Upper Vol ta 

Ivory Coast 1 .264 (10) 
0.799 (33 ) 

Thailand 

Egypt 1 .260 (n) 
Philipines 0.784 (34 ) 

Tunusia 1 . 252 (12) 
Brundi 0:758 ( 35) 

Tam:s.nia 1~242 (13 ) 
Hexico 0.747 (36) 

Peru 1.224 (14) 0.744 (37 ) 
Rv!\nda 

Zai re 1 .224 (15) 
Costa Rica 0.743 ( 38) 

Turkey 1 .210 (16) 
Col ombi a 0. 689 (39 ) 

Mor oc co 1 .209 (17) 0. 647 ( 0) 
?raguay 

Indones ia 1.32 (18) 
Bolivia 0.567 ( 1) 

Brazil 1 .109 (19) 0.566 ( 2) 
Guat emala 

India 1 .067 (20) 0.559 
( 3) 

Ecuador 

Ghana 1.059 ( 21 ) 
Nepal 

0.438 

Argentina 1.042 (22 ) 

Source : World Bank , op . c i t . p . ~ ) 
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An interesting po i nt which emer ges f r om the Dove 1SC ssio 

while one would on a pr i ori gr ounds expect a relatively hi her 

in a country like Ethiopi~, 1n which the government pi y5 

development drive , which makes the demand fo r publi sector 

15 

e 

expenditure except ionally h i gh , such per formance do es not appelir 0 be 

of the country 1 s t ax system . Not only does the country per ror po rly 

to the socialist orient e d countri es, not abl y T8.11Zania , In i , Beni 

Srilanka. Congo , etc. (which s eems t o satis fy the priori e -_ ecta ions) b 

has a long way to go before r eaching the stage attained by countri s co si 

t o be mar ket-oriented, such a s Kenya, Ivory Coast, Egypt, etc . 

In conclusion, the autocome of t he above dis cuss ions show t 

signi ficant, increase in tax r evenue has been achi eved, the t ax l evel r e che w e 

compar ed with the taxable capacity of the country, however, i ndicates h t the 

tax effort leaves much to b e desired . Thus i t r emains true today s i was e 

than a decade ago, t hat the tax ratio is comparativel y low not be 
se 0 a 0'J 

taxabl e capacity, but because of the inadequate effort to effectivel mobilize be 

t ax potential. 

a 
On the other hand, the above situation indicates the exist nc e 0 

ited t3.X potential . All that is called for 1S a systemati and sus ine 

to tap this potential. 

1. 

HOlleve 

is no 

The <:tbove method as s esses the t ax pe r formance by consider i n 

time , i. e . by making refe r ence to static i ndi cce s of tax effort . 

have po i nted it out earlier, tax effort i s a process and thus, i 
Cons 

to judge t he by ' n ow it looks at a po i nt in time . performance 

tax ff effor+ l-n a dynamic sense , whicl 
e or t must include tax v 

effort made to r a ise i ncreased t ax r evenue and the potenti 
fo r 

ment . This 1S eSSent i a lly the Question of responsiveness 0 

t x 

growth in nat i . nal i ncome , which is the subject . f t he subs e 

exp -

s C 

op-

er . 
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Tabl e 3 . 4 

Select ed Count ries of Sub-Sahar an Africa ' s ITC Index 

Fi s cal Year 1977 

Country 
Actual ITC 
Tax/GDP Index 

R nki 

Togo 
25 .04 1. 69 1 

Somalia 23 . 86 1. 35 2 

Zambia 22 .1 3 1. 33 

Benin 15. 58 1.29 4 

Seychelles 20 .66 L '4. 5 

Swaziland 27. 31 1.20 6 

Lesot ho 17 .00* 1.18 7 

Congo 22 . 38* 1.14 8 

Upper Volta 14 . 55 loll 9 

Senegal 17 .I3 1.10 10 

Mauritius 21. 9 -: 1.06 11 

Sudan 14 .04 1. 04 12 

Tanzania 15 . 26 1. 03 13 

Zaire 22 . 35 1.03 14 

Gabon 24 .76 1. 02 15 

Ivory Coast 18 . 33 l. 00 16 

Mauritani a 17 . 46 1. 00 11 

Ni ger ia 22 .16 0 .98 18 

Bot swana 22 .61 0 .98 19 

Central Ar fican Rep . 14 .92 0 .97 
20 

Ethipi a 12 .78 0..95 
21 

-
Br undi 1 3 .74 0.91 

22 

Madagascar 13~ ,4 0 .89 
23 

Kenya 14 . 89 
0 .89 

24 

The Gamb i a 20 . 74 
0 .89 

25 

Mali 
0 .89 

26 
1 3. 37 

Liberia 25 .34 0 .85 
2 
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Ta.bl e 3.4 (contd . ) 

-
country 

Actual / ITC 
Ta x/GDP I ndex 

R n ng 

Camer oon 
13.19 0.84 

Rwa.nda 
1l.t~ 2 0.81 

ili erra Leone l~.n 0. 80 

Malawi 
12.05 O. '71 

Chad 
8.25* 0.61 

Ghana 
6. 32 0.59 

Uganda 
6. 59 0.52 

28 

29 

30 

31 

32 

3 

34 

3 

Source: I nt ernationa l Monetary Fund 9p.cit. p . 55 

* Data r elate to 1976 

3.3 The Relationshi Between Tax Revenue and Government E enditure in Eth ' 11 

The fo r egoing discussion relates to the issue of t ax pot ential av usb e 

and the ext ent to which , the potential has been utilized . In thi s part IJe 

address ourselves t o the issue of how t he t ax r evenue r el ates 0 the isc 

structur e-tot al tax r evenue and t otal government expenditure together. This 

not t o suggest t hat, the actual spendings thereselves r efl ect t hr IJ 1 h 

the country needs f or its devel opment . We have not ed earl i er t h t t he expe 

requiN:ment in a develo-ping country is so huge t hat it certainly ex ee 

country's fin i anc i a l capacity. Whet we int end t o do in this pP.rt i s 0 s eas 

the ability of t he tax system t o meet the r evenue needs of the oun 

take its modest expenditure programmes . 

t o 

The compari s on is pr e s ented i n table 3.5. EveD a. gla.nce t 

enou h f m t ax tioD 
g t o obs erve that in most of the years r evenue 

abl e t o keep pac e with the increase in government expendit r e o 

e 



of the study, expend.iture cover ed by t 8.xes r eached 69 only 0 ce 

conce lng lS that , uri be 
even r emained around 50%.3. vThat is mor e dl' s rt' . 

of study , there was not even a single year when t ax r evenue w s l e 0 co e 

current expenditure . Mor eover, the picture describes a pro r essi el 

ing r elationship between t ax revenue and government expendi ture -

current. 

The lagging ') f "r.hE: .;:r ~"Wth of t~ revenu~ tehi nrl t<te 

expenditure has result ed in a poor saving performance in which, 

t abl e 3.6 government savings contributed little t o the f jnancing of he 

erior 

capiU.l expenditure . The inability to match increased expenditure nee s vi h 

goverlli"llent r ev enue has r e sulted in entrusting the maj or burden of finencin 

development expenditure on f oreign l oans and grants and domestic l oan loa ce o 

As table 3 .6 shows , de fic it financing grew from 65 million in 1970/11 t o 1 33 

million in 1982/83 , covering on the average, about 76% of gove r nmen capi al 

expenditure. The struct ure of "financing the overall government deficit s s 

presented in~ tabl e 3.7 indicates that, on the average about 61% of he 

was financ ed by fo r e i gn l oans and grants. Furthermor e , the table shows 

increase in the shar e of domestic financing r elative t o f or ei gn finencin 

reduction in f or e ign financing can be attributed mainlY t o t he pro l e 
o 

rovth 

mobilizing f or e ign r esources. 
This is Quite clearly indicated by the 

i n t he reliance on bank financing . For most of the period f or whi h d 

aval"lable, bank " 1 t source of domestic fin ncin f1nanclng was the arges 

budget deficit . 
This method of financing has emer ged to be a. m j or 

robl 

s se 
economic management. The increased r eliance on TIank f inancln 

expansl' on l' n . th economy which has r esul e 
the supply of money m . e 

inflationary pr es sur e .10 The increas ed r eliance on fo r ei gn fin nee b S 

1 

i s 
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Tabl e 3· 5 
Growth of Tax Revenue and. Puolic Expenditure in Et i o.£.ie. 

1967/68 - 1982 /83 

Tot al R·=v"n1.1e Tot al Exp~nditure en 

Fiscal Year (in rr.i lli on Birr) (in million Birr) 1~ 2 (in . r r) . ., 
1 2 3 

1967 /G8 
31Ij'.0 523 .2 60 4 2.2 

1968 /69 335 .6 530 .5 63 45 .6 

1969/70 373.6 584 .9 64 4 8. 

1970/71 406 .2 631.5 64 50 .3 80 

1971/12 428 .8 671.2 64 521. 5 82 

1972/73 484. 4 716.0 68 563.1 8 

1973/74 537. 3 1'71 .7 69 611 .2 88 

1914/75 589 .8 10)+ 8.9 56 811 .3 

1975/76 613.5 1200. 4 51 917.6 61 
. 

1916/77 856 .1 1344 . 5 64 101 . . 

1977/78 939 .1 1696 .6 55 1367 .2 

1970/79 1147 .2 1546 .2 62 14 7.4 

1979/80 1298 .2 213e . 2 60 1695 .0 6 

1980/81 1352 .6 2295 . 5 59 1191.2 5 

1981/82 1411.7 2418 .4
1 56

1 1836.6
1 16 

1902/83 
1 491 2176.1 68 

1493 . 5 3012.9 ----
Source : lklnist r y of Finance 

1 data does not include ext ernal 
gr ants in kind . 
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TF.!.b~C 3 . 6 Summary of Central ~ov~rnrrent Finance 
l 19'70 /7l 1982 / 83 -

197017l 1971 /72 1972 / 73 197 3/74 1974/7 5 19'75 /'7 6 1976 17'7 1971/'78 19'7 8 /19 19'79 / 80 1980 / 8l 19B1 / 82 1982 /83 

Domestic 464 . 8 489 .7 555 .1 61f . 9 711 . 4 781.1 104 3 . 6 ll92 . 2 l 3(5 . 3 ).559 . ( li 38 . 6 l 824 . 0 1981 

Revenue 

Tax Revenue )-~ 06 . 2 if28 . 8 481f . 4 ~37. 3 589 . 8 613 . 5 "56-.l 939 .1 114( . 2 1298 . 2 1 352 . 6 1411. ~( 1493 . 5 

Curr ent Exp . 405 . 5 434 . 3 476.7 529 . 5 '731. 3 852 . 2 980 . 2 1330 . 1' 1281. 9 15 1~8 .0 1658 .1 1692 . 4 2 ,1 81' 

Curr E.nt 59 . 3 55 . 4 1' 8 . 4 89 . 4 - 19 . 9 - 77 .1 39 .1 -1 3fL 5 93 . 3 11.1' 80 . 3 129 .2 - 206 

Surplus 

C~ritai Exp . 124 . 3 150 . 0 1 53 .1 1?h . 3 205 . 6 241'. 6 ?95 .. 9 261' . 3 332 . 9 3n9 . 3 tf 38 . 2 584 . 8 1,' oe7 

. .1 . "-

Overall 
illeficity 65 .0 94.6 74.1' 44 . :) 225 . 5 324 . 1' 265 . 7 505 . 8 239 .5 377 . 6 357 . 7 1~55 . 6 1, 333 

Financ ed By 

Forei gn Loan 
(net and 52 . 5 68 . 2 63 .0 4(.::> 91. 6 111.4 99 . 8 (1. 6 141 . 0 142 . ( 128 . 2 460.7 384 

Grant s 

Domest ic 
fu rrowing 11. 3 21.5 10.0 - 2 .1 1 33 . 9 21 3 .1 1 33 . 3 334 . 2 ( 8 . 5 234.9 229 .5 -~( 949 

(net) 

Banking 
( 62 .4) (l99 . 3 ) (14 2 . 0) (40) ( 851 ) 

Syst ems (16 .1) ( 81 . 5 ) ( 81 . 5 ) (-h 7) (98 ) 

Others 
Sourct::: t-hnistry of Finance and World Ea lk . lthiopia: Recent Economic Deve1opment. ,~:.., -,~ it. p t-1 



Fo r e ign 
Fi nancing 

Domest i c 
i nancing 

Banki ng 
Sy s t ems 

Others 

. 80 

. c O 

Source: t able 3. 6 

The s t r ucture of Financing Pub~ i c Secto r Defic it ~910/Tl-1982 / 8 
(as a p r oportio n o f t otal deficit) 

1971 / 72 1972 /13 1973 / 14 1974 / 15 1975 / 76 

. 72 . 84 1.04 . 41 . 3)+ . 37 .18 . 67 

. 28 .16 . 59 .66 . 63 . 82 . 33 

( . 26 ) 

( .07 ) 

~ 

2 / 83 

. 37 . 35 1. 01 . 2 

. 63 . 64 .79 

( . 53) ( . 40) ( . 64) 

( n o ) ( .24) ( .15 ) 
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result ed in increased debt servic e pr oblems . The inter es 

l oans has regi st e r ed a 10% gr owth rat e per year dur ing t e 

1980 / 81 i n I.hi ch ca s e it gr ew from birr 17.1 million t o bir 3.8 millio 

absolute ter ms. ConseQuent ly, the t ot al i nterest char ges paymen un e 0 b' 

6 
. ' 11 

2 , .1 m111 1.On . 

Thus, it is easy t o s ee that the government cannot achieve any hea '" y 10 

expanding it s development programmes due t o the dearth of r evenue . The ax 

performanc e is low , not only reliltive to the performance m ot her countries , b 

.c.-:-:;...:...;.:..... al so t o the expenditur e pr ogrammes. As the result, even t o maint 1n he s 

resort t o deficit f i nancing was reQuired . 

True enough , we can not expect a government called upon to mee alar e 

sha re of de v e] " -PTTl Pnt.R,l f' 'l('DPnil; t ,1n'p to l Ao ; Re 100~ of it.s reVenllf" reqnireme!lt 5 f l ' 

taxes only . In a devel opi ng country, wher e the need 15 great ~nd pressing so 

t o some amount of deficit financing seems t o be inevitabl e . ~1oreover, i n Ethiopia 

t he poor savi ng per formance has t aken pl ace despite a substantial tax revclQ U~ 

1ncrease , due t o the concomitant rapid i ncrease in government expendi ure r k k 

(although t he e xpendi tre 1S bel oW average by Afric~n st andar ds) ,12 But the 1 rt-

ant i ssue whi ch we r a ise at t his point is ,.hether adequate (t x) effor 
seen 

made t o mobilize as much r esources as the capacity could all oW 
d hus aV01 

n 

need fo r substant i al deficit financing. Our finding in the r c 

confi rmed t hat the t ax effort in the country is l ow by any stan dar 
.... hich s 

tanta~ount t o saying that, the tax pot ential i s not adequately 

situation 8bviously does not warrant the ext ent t o .... hich de i cit 

resorted t o in t he count ry. This asserts our earlier statemen 
hat !lott e 

t he government expenditur e and development expenditure f or 

str~ined by the paucity of tax r evenue partlY due t o t he 10 .... 
AX e 

country , 

Thi 

is 

he size 

s c 

0 b 

he 

0 



This l eads to the a lready stated ~uestion, what w s he 

past to impr ove the capac ity of the tax syst em to enerat e a di 10n r-"'~~"" 

and what i s the pot ent iali ty of the system f or t he future? This . S 5 0 e 

earli er the question of the r e sponsiveness of the tax r evenue whi c e 

chapt er at tempts t o explore . 
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6. nIF, A Stat ; stica l EV9.1u9.tion of Taxation 
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; . The Taxabl e equations are 
1) T/Y ::: 0 .14 + 0 :0007 Yp + 0 .{)289 ( x+MY) 

(11.1) (0. 76 ) (1. 80 ) 

R2 = 0.086 

F(2 . 41) ::: 3.062 

2) T/Y ::: 0 .12 + 0 . ooo4(Yp-Xp) +0 .002Ny+0 .0'T 4(X- Xn )fy "R2 ::: 0 .105 
(6 .3) (0 . 29 ) ( 2 . 30 ) (1.34 ~: F ::: (3 . 0) 2 .1 5 

0 .004Ay + o .063X/Y 3) T/Y ::: 0 .14 + 0 .OD12NY 
( 4 • 02 ) ( 1. 32 ) (0. 69 ) (1. 93 

F( 3.hO)2. . 115 

4. Tjy = 0.12 + 0 .00002 (yp-Xp) + O.12X/Y 
(7. 29) (2 .09 ) (3 .49) 

? 
R - :: 0 .19 

F(2 .,41} ::: 6 .16 

5) T/Y ::: 0 .17 + 0 .0012Ny - 0 .0008Ay 
(6 . 46 ) (1 . 25) (1 . 42) 

2 Cl R = O.Uu 

where: 
TjY ::: Ratio of tax r evenue t o GNP 

y = GNP In U. S dollars 

yp ::: Per capita GNP 

X ::: export s 
11 ::: Imports 

Xp :::: Pe r capita exports 
( including petrol eum) 

1.0 

Ny ::: shar e o f mining 

Ay .- Shar e of agriculture i n GDP 

Xnt Mineral 
(including petrol eum) 

exports 
.-

I t ' ::: va l ue a r e shovm in bracl~ets. 



T/Y 

8. the equation derived 1S : 

:: n . 1904 - O. o024 (Yp- Xp) + o . 24 33Ny + 0 . 4849Xy 
(8 . 20n) (1. 5351) ( 4 . 2229 ) ( 5. 818'7 ) 

't' va l ues a r e gl ven i n br acket s . 

9 . Tne l evel o f expenditure- t ot al, and capital i s v ry 10 .... ' n E '0 

by African standard . 'The medi an value of tot al public expenditur over 
capi tal expendi t"JYe ove r GDP , in 1981, i n Africa wer e 34 .1 an 12 . % r s 
as COr:l.par ed to 16% and 6% r e s pect i vel y i n Ethi opi a durin t he 5 e pe r i o 
Economi c Commiss i on fo r Af rica Survey o'f Economic and Soci al Con i i ons' 

1981- 1982 (Addi s Ababa ) p . 96 . 

10 . ?('i in~· C[ .i1{] if. f 'r ?9U C t Hao j C; 01J 0 h (\ '£ "1j t\ 1 

q(]D T t\ (i~ t (iJ!: () ~' Q. / 0 0 0 C. 1Cf;' . '1' e- H ~ ? t , ~ Jtri ~ n rj ~ 

10 04 n . Ibid p . 989 

12 . See not 9 above . 
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"ithOut any cM.nge 1n e ither the t ax brise or the r at er.:: of w ~ existin o es , or 

t he addit i on of new i mpost s . Thus , this is the automatl'c r esponse of t x reve e 

.t~ income cbs.n~es onl y, ahd i s commonly known ilS t he built-in-elasticity 0 he 

.t&.x syst em . The second is due .t b the discretionary changes made in the t~x 

0_ t . e tax system, 
stru

cture , which incl udes changes 1n rates and structure f h 

involving i ts widening and deepening by way of extension of base , additions n 

changes i n statut ory r at es and administrative efficiency. The t ot al r esponse of 

t ax r evenue due t o the built- i n ( automatic) cha.nges as well as due t o t he dis -

cre tionary measur es is called the buoyancy of the tax system. Thus i nor der t o 

generate high y i e ld , the t a x structure must be sufficiently .lastic interms of 

its built -in-elasticity and buoyancy. 

The first one , that i s the built-in-elasticity, lS considered t o be an 

important crit erion of a tax syst em, because the alternative t'o '. automatic grolrt.h 

ar e upward r evisions of exi sting r at es and introduction of ne'tT taxes, both un-

popul ar at the political l ev el and consider ed undesirable f or their possibl e 

adver se psychol ogical impact on t he effort t o i nvest and take riskS. But most 

import ant of all vhich is the mai n conc ern of the study is that, in devel opin 

co t . . ly implemented. 
3 

Alex Radian, 
un rles f r equent change s i n tax pollCY ar e rare . 

ft 

. of several devel o in 
a er maki ng an ext ensive study of taxation expeTlence 

t 

. d t generat e t he desired 
coun n es , conclu0.es that, f r equent t ax cbanges 0 no 

yi l d . Accord1'ng t o his findings, f r equent changes 
e S ln t he devel opi ng countri es . . f the administr a -

ln ~ t ax policy make it hard f or t he tax payer t o comply, as ,or 

i on t r out1' nes tha.t simplify complex and unpl easant tas s . 
o enforce, by destroying T t l ear n ne~ sets of rule 

ax compliance is made harder because the t.ax payer mus 
ff becaus e all 

each time he files, admi n i strative impl ementation alsO su ers 
t · st~ring an 

requ ' d € ~~s of collec lng, 
lre r e f or ms 1n pr oc edur e , training an ill ·..... . 

b n es 

se 
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en e changes are 

of l

'nformation wh ich 2.re diff i cult t o eff ectuate. Wh th 

is argued, they ar2 e ither alt og~ther abandoned or only the conveni ent ones 

chOsen or else the ao.mi nist ration lS crippled when trying t o i mnl e:nent t' all . 

, 1 

All or some of these p r obl ems can b e avoi ded by having a tax structure ..... ith 

high buiu- in-dasticity, in which a part of the additional income is automati al­

ly mobilized into gov ernI!1ent hands , : ' fithout having t o go through the painful an 

prol onged process o f l evying new taxes. More specifically the adve.r.tege of such 

a syst em l i es in that the l arger t he automatic increase in tax such r evenue"dur-

illg a given~period is , the l e s s the amount to be raised-through additional 

measur es inor der t o achieve a postulat ed mar ginal tax/income ratio , because In 

such 3. s i tuation increases i n (' 1.ncome are caught in the tax net as they accrue 

or as they a r e spent , which means t hat a dditional contributions are collected 

ance by the tax p,yer
s 

as t ex payer s ar e mor e villing or less reluctant t o l et 

the gover runent collect increas ing revenue at existing rates of taxation thEo t o 

permit r at e increases and i mposition of new taxeS. Arthur Lewis strongly recom-

d 11 ••• thl" S (automatic transfer of r esources ) 

from t hose whose incomes have r l sen. Moreover, this would ensure higher compl i -

men s f or such 8, tax struct ur e an d s ays, 

is the mai n hope o f i ne rea.ing t he share of government in the national income . 

In 1 " rate of taxation should alwa.ys be 
ess developed economi e s the mar glnal 

greeter t h8.n the average r at e . ,,
5 

" f the tax r evenue st r c ure 

which measure s the h istoric responslveness 0 

. c~,,"tries should aim t o pla e a 

But, while the gover nments of developlIH; v-v.>' 

major r eliance o n a t ax .tmcture vith • bigh built-in elasticity for incre s­
f additional tax r at e chs es 

lng their share of the national income, measures 0 

cannot be ruled t ou " 
second C

riterion i.e buoyancy of the t x 

This makes t he 

r evenue , Thi s ar ises 

an import ant c r iteri on o f - .;~:ax system in a c.evelopinp; countrY" 
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from t he fRet t~at 1n t he s e countri e s a t,·x str t . 
a uc ure w1th sufficiently hi 

b l'lt-in-elast icity can be a chieved onl v grJ>du'llly and th' " u " .~. • us 1n add1tlon 0 he 

above st ructure the r e i s a lso the need t o ffstart at a higher l evel ,,6 
. As .S 

Sahota., has apt l y put it , "in an u...'1de rdevel oped .. .• economy, t he""e ar e many 

~tapped sourc e s o f finan c e . Ther e is a big !'.slack" to be taken . As industrial ' z.-

ation star t s and new t a sks a r e under taken, new incomes are ger erated, new spira-

t ions ar e f or me d , ne \V n eeds a r e f elt, new values ar e devel oped and ne\! shi fts 

in demand t ake place . In t he se ci rcumstances the economy has t o cross a ' h 1.L"'Ii"~ 

and it i s nece ssary to "ri den a nd de epen the tax base to increase appropr iately 

the ol d t axes p.n d t o l evy new impos t s . 7 ( emphA.sis added). In pointing out he 

import ance of these tWI) t ax crit eria Sahot a continues t o say, "this 

(changes i n tliX base Hnd rat e s) kind o f tax expansion is primarily necessary t o 

start the c umul ative fo rc es , whil e "income (built-in) H asticity of a tax 

'" 8( . "1) structure T1 i s essent i Ftl t o s ust 3. in the cumulative process . emphasls on lna 

Although , the r e i s a gener a l consensus among economists that devel opin 

countries could benefit f r om a gr eat er flexi bility of their fisc al system , the 

question as t o \VJ1at should be the degr ee of r esponsiveness of a t ax structure ln 

" devel ping cOlli/try cannot be eA.si l y answer ed . Obvi ously, there cannot be a 

doct rinaire answer f o r this , as it depends on the particular circultstances 0 

country whl"ch ~ the economic social and poli ic 1 r equires a detA.il ed study O.l 

condit i ons i n t he c ount r y . But it was suggested that, in the case of t h se 

count' dl"fferenc e between t he marginal an 
r1es with f a irly l ow t a x ratio , t he 

the 

he 

av a satisfact Ory l evel of t 
x ti n 

erage should b e sufficiently l a rge t o attain 

'W' ithi "" 9 
n a relative l y short perlOd o f t1me. 

" of the meth s 0 
Wi th to the descript l on 

this, a s backgr ound, we pass 

estimat i on tax system in Ethiopia . 
of the r e sponsiveness of t he 
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4.2 ~Estimat ing Tax Revenue Responsiveness 

II. 2 .1 r,1ethod of Est imat ing Buoyancy 

vax revenue l ndicates the overal 
We have noted that the buoyancy of the + . 

~ , r egar dless of abi lity of thc= revenue syst em to mobili ze f inancial r e"'ourc es. 

the fac tor s st i mulat ing r evenue . The buoyancy i s ther efore, measured by he 

hist oric aggr egate responsiveness of a r evenue structure t o GDP chan es . 

symbolically this may be presented as: 

E 
dR

t y ( 4a,) (i ) 

RtY = 
. 

dY R
t 

\,her e R
t 

= t otal t ax r evenue 

y = lncorne (GDF) 

t:R Y = buoyancy of tax r evenue. 
t 

The above mode l present s t he r esponsiveness of t he tax r evenue to inco e 

as a singl e mU!lb er . But Sl nc c the tax structure is a complex of many t axes of 

di vers e m~ture , changes in national income, will affect the yi el d of indivi-

dual taxes in a dissimilar manner. A flat r at e , ad valore~ tax, a speci fic d y 

or a pr ogress i ve rat e schedule defi nitely makes a t ax yield r ea.ct differ ently 0 

changes in nationa.l inc ome (GDP). Thes e consider ations make separ at e st dyof 

the buoyancy of individual taxe s necessary, if the separat e effects of chao es 

in IF:vels of r at es and thE:: national income e.re t o be noted and the produc iv ' Y 

of component t axes examined . To thi s eff ect, the fl exibility of the tax 

syst em must -D e pres ent ed as t he vTE:ight ed aver age of the sum of t he el as ic itie 

of component taxes. The we i ght being the r espective yields. This may be 

pres ent ed as 

where R. 
1 

R. 
1 

R 

Y 
R. 

1 

. .... .... 

l· th t ax 
_ t ax revenue from the 

(48,)(i i ) 
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In the e stimation of the buoyg,ncy of the aggr egat e tax and in ivid 

taxeS, 
t'w types of r egr e s sion models ar d , e us e to see which would ' 1 glve us a 

bet t er fit. 
10 

These model s a r e 

2 0g t +log Ut Log R
t 

== Log a + b 1 Y 

wher e R
t 

: tax r evenue 

\ = GD? 

a :; inter cept t erm 

b l 
:; mar ginal rate of taxation 

b 2 
:; buoyancy coeffi c ient 

Ut 
= Stochastic di st urbance term 

4. 2,2 Bethod of Estimating Bui lt-in- El astic i ty 

( b) 

(c) 

( 4d) 

As in:iicated. earli er unlike buoyancy the built- in-el e,sticity of a ax 

syst em r efers to t h e ext ent to whi ch tte t ax syst em generates increased r et n 

" ith ever y inc r ease 111 t he nat i onal i nc ome al one . Thus if during the l'erio 

under cons ider at ion no di s cr et i onar y changes, either i n t he tax r at es or ax 

bases or both ,{ere made, t he historicel t ax series could be us ed to es tima e 

the built-in- elasticity of the tax r evenue . I n this cas e analogouS t o the 

earl i er defl" n.l" tl" on. f "It " 1 t " l"ty of the total aX r even o. buoyancy 9 t he bUl --In- e a s lC 

and the individual taxes can be present ed in the form of r el at ionships a i ve 

ln equat ion (4
a

) . Si mila r ly the estimation of the built- in-el astici ty oef i -

ci ent s can be made using model s (4b) and (4d ) gi ven above . 

Hm[eVer, in pract ic e d i scretionary tax changes are frequently made , th 

hist orical tax f t h gr owt in i n OIr. ser i es thus, reflects t h e combined effect 0 e 
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d f di sc r etionary tax change s . an 0 ... It there f or e , becomes necessary t o el imi a t 

(r emove) t h e growth ac c ount ed f or by discret i onary changes f r om the s orica 

series , incor de r to ~st i mat e the buil t-in-elastic i ty of a iv n st C urE: 0 

t ax . I n the sect i on bel ow we discuss t he t e~hniques us ed f or the pur se . 

i+ . 2 . 3 Met hods of Separating Automat ic from Discretionary Tax Revenu 

11 Sever a l met _ods h i'iVe been devel oped and used f or the purpose of s _pa a -

ing the r evenue i mpi'tcts '1r:nsing from disc r et i onary changes from t he r even e 

series . I n ·thif;? part however we discuss only two of the methods , whi h r e 

employed ln t h is s tudy t o "cleanse" the r evenue series from the ilJ1pact of i s-

cretionary chang~s . 

For the pur pose o f thi s ",tudy , discretionary r efers t o chan es 1n the l e al 

r at es and bases find sa j nr change s in tax administr at i on. The yidd effects 0 

normal (trend) improvement s in a dJninistr'1ti V't? 8fficiency is not subjec t o e-

12 
mcval. 

) 
. ' • _______ '\ .1. '.1 13 

-t . 2 . 3 .1 The Pr oport l om-,l h:;yv..'5tpll':I1 " i' e uno: .. 

'I
"ll's ' . serlo PS of hvnoth. etica1 r evenue , whi c' 
.1 met h0Q consists of Slmul13.tlng a - J !: 

,,rould have been nbt a ined :1a o the r efer ence ( {1es ired) year' s tax structure be _ 

effe t ' h t dy Two steps ar e i nvolve 1 
c lye throughout th~ given period of t e S u . 

t his met hod . First , r ev enue ob s ervations a ffected by discretionary chan es 

ad ' t . h t' t ed r evenue 1 pa t 0 
JUS ed to preceding- year bas is by reroovlng t e eS ,lm

a 

e 

i s-

cr etionary measures in the ~e specive year s of enactment ( except for h 

As t be r esul
t, revenue chan es be v e 

year, f or which actua l r ev enue is taken) . . 
, the eriod , Se 0 

any hro success i ve ye~irs would r efl ect aut ornatic growth durlng 

the ad' ;-urther r. "'_ f)',n~d hy applyi ng t o each 0 se 
Just cd r ev e nue serles lS ~ - ~ - ~ -

i o 
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a 
senuenc e of multiplicat ive f actor s which measure the ~ continuing r even e 

impact of discretionary cha nges i n each futur e year .
14 

at such ; cleansed I series can be present ed as follows : 

wher e 

where 

R. ·= R. l, j 
1J J--

R. = the actual y i el d 1n the jth year 
.) 

The forITJula 0 rrive 

(4 e) 

Rit the collection of j t h year ad j ust ed to t he structure 

of the i t h year chosen as the base year and, 

D. 15 the effect (positive or negative ) 1n the }h year 
J 

of the discrcticmary changes in that year . 

When thE" data s eri es are adjusted i n this manner , the r esulting sen es 

reflects the grm.Tth in r evenue due to t he change in the economic base only . 

As can be s een in the above discuss ion , an important r equirement for the 

application of th(; proportional adjustment method is an estimat e of t he r evenue 

effects of rriscretionary changes ar c pr epared at the time t he budget is 

formulated and. are pre s ented i n Appendix II. However, most of thi s es i mat es 

are of an ex- ant e type , and f~X-post revi s ion of t he initial estimate i s no 

provided. Si nce the actual r evenue effect of the discretionary changeS ca 

differ ent from '<That was expect ed ~tt the r evenue budget estimate, we Mve at e 

e 

to correct the budget estimates by multiplyi ng the ~-~ estimat es by th 

ratio f h t on the assump ion th 
o actual to estimated over all yi eld of eac ax, 

the per cent. age effect of a discretionary ch e 
error in est imating t he r evenue 

of a . r in f or ec sing he 
part lcular tax would. be t he sa!ne as the per centage erro 

oVerall . Yl eld of that SF~e tax , 
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Thi s method o f adj us tment however, i s oRsed on he ass . 11)n 

r evenue effect of a ny disc r et i ona ry measure gr ows III 

Thi s means t hat the (1iscr et i onary measures changes t he l eve of ri el 

not change t he b uilt-in-el a s tic i ty of the sys t em. Conseq ently he 

appr opri3.t e onl y when th·:; (l i s cretionar y change is of a "pr o 

not 'when t he ch'!.ngc i s mor e progr e s s ive or l ess pr o r essive t han 

rooQ.ifi es . Th i s i s p. ma j o r l i mitation of t he st udy and thus 1 

uniformlY ln all c eo.se e . He have po i nte d. out earlier t hat t he t ax sys h s 

b~en char acter i zed by maj or R,nc1. f a r r each ing r at e and oas e chan es g he 

period und2r study , i n ,·rh i ch ca.s e s ome of t he r eforms made wer e 0 e p ogr ... s lV 

t han be f ore . Hor cnv er, in some cas es , while infor mation on t he dates of 

cr etionar y Fl,ction are F.wail aol e , the nec essary dat a. on the estima e o ~ 

of t he ~i scrcti()Dary measu r e s coul d not De ootFl.ined . Faced wi t h these 

an alternat i ve meth .. )<1. ,.ra s s ought . This l S known a s the dUlll!llY v r i a l e me 

4 . 2 . 3 . ;:: 'i'he DU1T'my Variaol e Method .
15 

Thi s metho d. invol V8 S t he i ntroduction of dummy var iable t o ake 
l ovaoc 

for di scret i onar y changes . By Dl3.1d np; use of t he knowledge of j us 
he ye rs 

wh i ch disc r et i ona r y change occured , t he t echnique enabl es 

disc r etionary changes and t he est imat i on of t he el asticities 
o e 

i n be e r 

ousel y . I n prine i pl c a dUIJll!1Y va riabl e must be i ncor por at e 

each di sc r etiona r y change . Thus , i n t he r el ationship oet ween t ax 

lnco . . ' . t· nary chang w ich 
me , l f t her e a r e T obs e rva t l ons and a r.u scre 1 0 

the level of revenue has t aken pl ac e at t~~ then the r elet 

per i od i ., . 1 
S glven I n t he f ollowlng mode • 
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'Vinere: 

_ t a x :rcyenue during the period 

D t -- U1L'11Jl1Y Y3ri6.bl e, and 

D
t 

- 0 f o r t - 1 . .• k-l and, 

D
t 

:" 1 for t = k, . . T . 

(4 f) 

But i f the discretionar y change ha( an effect both on the mar ginal tax 

(elast i city ) aYlil ('.n the l~v(;l () r c;venue, then the r el2.tionshi p for the T er i 

is given as f oll ows' -, 
:-1 + cD + oY + dD.v + U ..Lo t t tot t 

(4g ) 

The estimo,tes of a and D fo r the tax structure Defore the r eform woul 

be obtained di Teetl), by (4 g ) a nd c st i mates of the Ilar ameters for the t ax 

structur e after the reform ,,!QuI d De oot a ined as (a+c) and b+d) r espectivel y . 

The mai n lin itat icll'J f t his method l ies i n th6.t, since in practice . 

discret i onary chn.n?"c:s i n te,xat i on 8.r 8 f req,uent1y made, the problem of insuffici-

ency of oo s ervat i on i[; f n,c ec'.. Besides , although In principle as many du.mmy 

variables as tr:en:o 'lr e discret ionar y changes may De incor porated in the tax 

function, th~ metheel can vTork onl y if sufficiently large number of observa i o 5 

I1r e avail abl e for e:QC11 s tructure. At a minimum t"i-TO observations per du;nmy 

!l1U~t 1-. 17 the teclmique is i nappropr i -
" ue aV?ilaole for 82.ch s tructure . This means , 

ate in a s-_i tua+ l' on + t . changed in two sucessive 
J v ii here the rate s vruc ure lS 

or i n -+-h 1 . . ~ It is therefor e, clea.r t 
" e ast ye3T c f t h e: observatlon perloa. . 

e r s 

method ~'S can De seen for "ppendex II 
cannot be r eo,dily used in our case . h 

h . ' dur ing t e 
C o,nges have been :'h2 rule r ather than the except i on in EthlO-P18 

unde . . probl ems in the use 0 t e .' 
r reVlev . Thi s i mpo s e s a formidable techn~cal 

bis 

va ' nable method. 



It thuS become s clear that nei t her of the methods can be 'us ed uni fo y 

in removing al l the revenue impacts of discretionary changes. Thus we use bo h 

18 
methOdS fo r t he pnrpos e . 

Wher e it is j ust ified on . a prlori grounds t hat a 

discretionary change d id not affect the built-in-elasticity of a tax, a clean 

data series i s derivp.d by the proportional ad,iustment method. But where its 

straight foreward ap-plication is inappropriat e r esort is made to the us e of t he 

dummy var i ab] e method . III ,;stimat i ng the built-in- elasticity of the aggregat e 

tax revenue a synthesis of both met hods i s us ed . First partial adjustment i s 

made using t he proportional adJustment method , t hen the dUl'llIrry variable t echnique 

is used to capture the remaining effe cts of t he discr et ionary changes. 

4.2.4 Partit ioni nr of ~lasticities19 

A ver s i on of tllC dilst ici ty (built-in ) approach involves a partitioning 

of the income el ast i city COlO fi ient into i t s components. NiTmally, the i ncome 

elasticit y of a tax is t!1C product of its elast i city "I{ith respect t o its bas e 

and t he base to inC'nmc e l<J.sticity. For instance , the income elast icity of 

employment i ncome tax ean be divided into the elast i city of the employment income 

tax yi el d to it s bas t: , ,{hi h is taxabl e empl oyment income and the el ast i ci ty of 

the lat t er to national i '1comc (GDP ). In gener al this relationship can be presented 

in the f 11 . o .00Hng f or1:'1 . 

dB . dR . B. dB. Y (4h) 
__ 1 Y (dB~ 

1 ( 1 
- - ) . - B. 

dY R. R. elY ·1 
1 1 1 

E .;: (b
1

· b
2

) 
l. e . R. Y , 

~ ith tax 
where R. - r evenue f r om t he 

1 i t h tax 
B. :: t ax base of t he 

1 ith tax with its base 

b :: t he elasticity of the 

1 ith base vith income 

be' :: the elastic i t y of the 
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Th"= elast i cities i. e t:le tax- to-'base elasticiti es a d th ' n, e base-to-1ncome 

- ' -'- - , e unuersection ( ,2 ,3) 
el ast1

'c 1'ties can be estiI'1at e d using the methods dis cuss d ' 

J o'..rever , this The above r el ationshi p hol ds as a mathematical identl·tv • H 

i dentity is strictly t r ue ,{hen the flIDction i s perfectly est i mated. i. e R2
=l. OO . 

In ot her .TOr ds , t he -pr oQuct of the el ast i city coeffic i ent s of the two component s 

would give exactly th e same r e sult as the tra dit ional i ncome el asticity approach , 

i f the bas e and lnc ome a r e erfectly r el ated , i . e i f income i s a per fect proxy 

measur e for the actual base . But , when this is nnt t he case , and each of t hese 

el asticiti es are c:stinated s c; par at e l y from r egr ess i on e<luat i ons , t he pr oduct of 

t he cor;ponerrb el ast icitie s may Dot b e equal t o t he income el asticity of t tax , 

as much as the est imat e s a r e aff ect ed by t he r andom error term in the r egressi on 

, 20 
equatlons . 

I+. 3 Estimation of the Re sDonsi veness of Tax ReVenue to I ncome Chan es . 

)4 . 3.1 1<:st imation 0 Tluoyanci es and Int erpretat ion of Results . 

In t h i s s .. ~ ct. i on a s tudy of the buoyancy of the t ax r evenue over the period 

1967/68 t o 1982 / 83 is m8.de . Hor eover, t o make fur ther compar ison of t he buoyan i es 

and t o see ho"W d i scretionar y changes have affect ed the r espons i veness of t he t ax 

syst em over time in t he ount ry, the buoyancies are est i mated for differ ent 

sub periods . 

of 
the l i near and log-linear 

Th(! results of the tyro f orms of equat ions i . e 

functions , bas '~d on the data of 1967 / 68 t o 1982 /83 are present ed in t abl ~ . l 
and 4 2 . contr ibut i on of t he component s 

. r espectlvely . In ouder~b )apprec iate t he . l d we bRve 

of t ax r evenue 1.n determin i ng t he s i ze of t he buoya.ncy 
of t he t ax Y1e , 

. pa.rentbeS 5 
The figures 1n 

also estimat ed t he buoyanc i es of t he component t axes . 

are st andard err ors of th: egre ssion coeff i cients . 
r el evant statist i 

Ot her 
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t t he R2 "hich measure the goodJ'1es s of f lOt . th F da a , ' - . e - l evel, he Durban ' lola so 
I 

cor rel atlon of he r ~si 
stat

istics (D- vl) whic h pr ov i de a measure of the auto 0 s 

and the r ho (Q, ) cor r e ction fact or 9 ,'There first order auto corr elatio djust 

2 ' are r equi red ~ are also pr e s ente d. It can be obser ved that nei t her he l ' near 

nor t he l ogarithmic forms of regressi ons are uniformly superior , altho gh he 

differ ences are small . Thus the buoYEmcy coefficients 

the taxes sel ected on the bas i s of the coefficient of det er mination are s 

mari zed i n 'I'abl e 4 . 3 . 

Several obs e rva tions c an be made on the bas i s of t he information gi e 1 

the table. It c a n b e s een that i n most cases the buoyancy coeffic i en s ar c 

above 1J.n ity and h i gh l y significa nt at 0 . 05 s ignificance level , i mplying ha 

most of t he r evenue source s contribut e d towards increasing the t ax ratio . Co se-

quently the e ::' e gat e t a x r e venue r e corded a hi gh buoyancy (1.8) , which i i. e es 

a hi gh revenue pe rformance. I t can als O be observed t hat , the hi gh buoyanc was 

the outcome of a c ompar a tive l y high perfor mance of' the direct t axes which i s 

equal t o ;;:.03, as c ompare d t o the l ower performance re gi ster ed by the i irec 

taxes h ( ) ) TI1US l' t can be s aid that the i ndi rect taxes, vhi ch 
as a w o l e 1 . 4 . -

constit ut e the bulwork o f t he Ethiopian t ax (70% on aver e.ge) , although buoyan 

i n absolute t e r ms , have pulle d dOvTn the over all buoyancy of an otherwi se much 

mor e buoyant tax: syst em. 

Tur ni ng t o the inv e st igat i on of the i ndi vidual t axes, i t can be seen ha 

t h 1 d' t tax r evenue has 0 
e ar gest contribution of t he buoyancy of the n ec 

b . ultural income ax 
us ines s pr ofi t and p r of ess i ona l income tax f ollowed by ag

TlC 

Land se tax sho e 
with estimated buoyanci e s of 2.69 and 2 .16 r e s pectively . 

fro 

the l mres t buoyancy among the dir ect taxes . 
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Tabl e )-1-.1 : Linerlr Regress i ons 1967/68 - 1982/83 (Model 4t) 

-------- " a b Re. F D-W t Buoy-

Source of Revenue - ancy 

Di rect t axes - 66 . 90 0 .074 . 53 15 . 9i~ 1. 22 .75 1.66 
(0 .018) 

Income taxes - 65.66 0.068 . 60 19 .86 1. 24 .50 1.75 
(0.015 ) 

Employment. inc ome tax - 27 .45 0 .019 .81 53 .79 1. 45 . 50 1. 6 
(0.003) 

Bus i ness Pr ofit and 
Professional Income tax - 126 .08 0. 053 .76 44. 92 1.10 .64 2.80 

(0 . 008 ) 

Agricultural lncome tax -18 .60 0.008 .57 18. 36 2.07 . 58 2.16 
(0.002) 

Land use tax - 9. 88 0 .008 . 58 19. 56 1. 93 . 55 1. 55 
(0.002) 

Indirect taxes -173 . 60 0.132 .90 130 .47 1. 33 .40 1. 0 

(0 . 012) 

Excise t axes - 24.14 0. 034 . 60 20 .58 1. 36 .68 1.36 

(0 . 007) 

- on domestic goods - 34 . 59 0.034 . 68 28 . 95 1. 30 . 58 1.50 

(0 .006) 

-'on import.e(7. goods -4.08 0.001* .07 1. 05 1. 97 o. 7 

(0 .001 ) 

tv\onoro1y tax .2 . 61 0.0006 .10 1 .61 0.92 0.5 

(0.0005) 

Stamp duties 0.09 0 . 0011 .87 93 .75 1. 59 0.98 

(0 .0001) 

- on domestic tools - 22 .46 0 .1.34 .77 46.27 1. 50 .58 2.20 

(0.002) 

- on Import.s -1-1- 9 . 47 0 .017 . 95 286 .18 1.83 1 .80 

(0.001 ) 

- on Export s 1.34 0.001 .71 34. 37 1.71 0.84 
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Table 3,1 (contd . ) 

--~~ a b R2 F D-\> ~ 
B oy-
ancy 

Turnover tax 
- 38.81 a. Oll . 98 598 .01 1.10 2 .12 

(0.0004 ) 

Import cus toms - 2 ,15 0.019 . 76 46. 20 1. 40 1.01 
(0.003) 

Export cust oms - 83 .05 0 . 040 .4 5 13.33 1. 60 .50 2.12 
(0.12) 

- Coffee surtax -37 , 97 0 . 029* .16 1. 96 1.19 1. 5 
(0.02 ) 

Total tax - 365 . 32 0.222 . 98 358 .61 1.95 . 45 1. 70 

(0 . 012) 

i~ ot es : *I nsignificant at 5~~ l evel of s i gnificance. 

Tabl e 4.2: Log- Lenear Hegl"essioDs 1967 /68 _. 1982 /83 (Model 4c) 

Sour cG of RevGnue 

Direct t axes - 5.41 2 .03 .97 392 .48 , Lll . 

(0 0102) 

Income t axes --5. 94 2.16 . 96 457. 59 1.15 

(0 . 100) 

Empl oyment l !lCOme tax -2 . 68 2.21 . 31 6 . 55 1.74 . 50 

(0.474 ) 

Business profit and 
prof essiorl2.1 lncome tax -8 .29 2.69 . 96 356. 86 1. 92 

(0.14 ) 

Agricul t Ur 2.1 lncome t a x - 6 . 02 1.91 . 52 15. 71 1.86 

·,0 . 497 ) 

Land :,ax - 4, 1 8 1.50 .47 12.84 1. 66 .55 

(0.418) 
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Table ~. 2 (contd . ) 
? -----Sourc e of ~-{cveDue 

a. b* R- F D-'vl 

--- -3 .23 1.63 .86 603.20 1. 50 

Indirect Taxes (0 .068 ) 

- 2 . 1n 1.23 . 5~ 16.87 1.86 
Excise Taxes (0 . 300) 

-on domest i c f;oods -2 .83 1. 33 .58 19. 1\8 1. 30 
(0.301 ) 

-on Import ed p:: OO rlS 
-C .92 0 )9* .06 0.9l\ 1.88 

(0 .505) 

-, 1' , ,-
v , - 2 . 66 0 .90 .20 3. 35 1.68 

Honopo1y 'rax (0 .410) 

Stamp Duties 
-2 .48 O.el .79 52 .34 1.~B 

(0 .120) 

Transact i on TaXE; S 
- 5.01 1.85 .97 472.85 1.19 

(0 .el85) 

-on d0n12st i c roods -6.45 2 .21 .82 63 .65 1.23 . 58 

(0 .271 ) 

-on F.x-port s 
-2 .81 0 .98 .78 -50';,06 1.23 

(0 .091) 

-on Imports 
-') .08 1 .80 .96 383 .66 1.02 

(0 .091) 

Turnover Tax 
-38.81 2 .12 .98 880.84 1.82 

(0 .004) 

Import Customs 
-1 .99 1 .06 .85 79 .98 1.30 

(0 .n 8) 

Export customs 
2 .98 .66 28 .19 1. 50 .50 

. -8 .96 
(0.561) 

Coffee 
2 . 78* 0.09 1.75 1. 0 

Sur tax:H: 
- 8 .45 

(2 .)50) 

Total Tax 

.99 2130.5 1.66 

-3 00 1. 80 . ./... , ~. -----------~ 
-----~.-.-

lfutes· 
Figures In r ':Jl' t:" . , :J,-. ;·~es f~ s ar e standard errors 

;':i - . s i gnificance 
*_y, nS l gnlfic 3.nt at 5% l ev e l of 

data froIT. 1910/11- 1982 /83 
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Ta.bl e 4 . 3 
Sciiimary of Re gress i on Results 

Sourc e of Revenue 

Direct Tax'; s 

Income Tax 

F,m~loyment Income T~x 

Business ?rofi t and Profe ss ional 
Income 'ra x 

Agricultural I ncome Tax 

Land Tax 

Indirect t axes 

Exci se t ,-',xes 

- en domestic goods 

- on i mport s 

Monopoly Ta x 

Stamp Dutie s 

Transaction tf,.yes 

- on domestic goods 

- on eX[Jorts 

-on import s 

Turnover Tax 

Import Customs 

Export Cust oms 

Coffee surt ax 

Total T?x 

Bueyancy . . 

2.03 

2 .16 

1. 60 

2 . 69 

2 .16 

1. 55 

1. 40 

1. 36 

1. 50 

0.119 

0.90 

0.98 

1. 82 

2 .20 

0.98 

1. 85 

2.12 

1.06 

2.98 

2 .78 

1. 80 

The component t axes of the i ndir ect t axes, however differed marke 
er e ki cis 

their per f ormances . 
This diver gence can be attribut ed to the di 

of r at ' . ' f t ' ,,~"'s wl' th which the in 
es WInch are levied on alff erent k1nds 0 ax ua,, - , 

tax r evenue i s collect ed . 

Excise tax as a whole shovled ahuve unity bnoyancy despi e 

effect of th coll,.,..ted f~om l' m". arts, which showed b 10 ;u11 
e excise r ev enue c- '-' .c v 

buoyancy . 
. '.. . ' . . of t he f a.c t. th t , . 

ThlS 18 ?n 1mportant flndlng 1 D vle'W . 
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belO'li un~ ty buoyancy as the result of the rat e structure vThi ch is mos 1y s ci-

fic i n nature . w11ile it r emai ns to be analysed i n detai 1 1 t ~ a er on as 0 '" 

contribute d t o th e level of buoyancy, i t can eas ily be seen even at hi 

that the e f f ects of rat e and base changes · made duri ng t he period mus 

poin 

ha e con-

t r i buted s i gnificantly . Out of t he component exc i se t axes those l evi ed 0 

bever ages and tobacco p.nd t obacco product s sholved a hi gh pr oductivity (1.95 d 

4.2 r especti vcly ) ~ \';hi l e that on petrol eum products, sur pri s i ngl y enough, 

Exhibited insignificRnt coef fic i ent at 0 .05% l evel. 

The 8cles t axe s , b oth t he turnover tax and t he t r ansaction tax e er ed as 

hi ghl y productivE: r evenue sources in the Et hi opis.n t ax struct ure . The r el i vely 

high buoyancy of the t ot a l transaction t ax was cont ributed mai nl y by tha 

on domesti c goods fOllowed by those on exports . The perfor mance of the ax on 

export s was hOlvever, relatively poor . 

Impor t customs which constitutes an important cat egory wi thin t he i i r ec 

tax classifi cation, showed 8. compa.ratively l ow pr oduct ivity . The buoyancy oe 1-

cient during t he period was about li..'1ity whi ch indi cateS mer el y a pr oportional 

b 

eV1. -

grwt h of the' tax revenue loTi t:'l t he gr owth of the nat i 0nal income (GDP) . 

rel at ively poor perfcrmance of this specific tax despite the signi f i can 

, tb t the tax may no be 
SlOn of the tax rates llpwa.r ds duri ng the peri od shoWS a, 

count ed upon as 3. lucrative source of r evenue i n the country. 

A 
. concl usion about its r espons 

s r egards the e xport customs , any f 1rTIl 
er h8 5 

ness . ' the t able cxce 
cannot be drmm bas ed on the f igur es gl ven 1n ' 

negat i y • noorly correl ated with GDP . 
_ e· conclusion that export customs 15 .t' 

This 

itself l' ~ f ' . . ' f' anc'" f or it ascer tains 
c a _l n11ng of mea.ningful s l gnl .1C ~ , 

he f r 

e-

h 



such r evenue lS exogenous· t o GDP . We have not ed earlier that e:q>Ort 

revenue is obtai ned mai nly from coffee export surtax, which i s a function 0 

~ ~ us, ra ,er t han G P roov 
t

.ne capricious vTOrld pri ces and the volume of °x~ort th 

This mgkes t he coe~ricient of little value in the process of evaluatin 

r evenue per formance of the tax . The results (for whatever they may serv ) 5 O!J 

that export customs In gener a l emerged highly buoyant , whereas coffee exports 

In fl;eneral , the above di scussion shoifS that expept customs on imports, 1 

of the component tax reveou~s exhibited a proportionat ely higher grovth r t e 

that of GDP . Thus, we can saf ely st at e that the revenue base of t he t x sy 

was fairly buoyant during t he period of the study . This is further corrobor e 

by t he h i gh coefficien t of r espons iveness of the aggregate t ax r evenue . The 

buoyancy coeffic i en t (1 . 13 ) is h i Ghly significant at even 0 .01 significance leve , 

t he coefficient of det erminat i on is also very hi gh . Thus according to this 

infor mat ion, i t can be stated that, on the average, over the pp.riod, fo r ev ry 1% 

change in GDP ~ the t a x r evenue strudmre r esponded with 9. 1.8% incre se 10 

r evenue, cert ,o:>. i nly cl ass i fy i ng the tax structure as a buoyant tax system sholJin 

a hi gh t ax effort to rai s e t ax r evenue. 

However , \-Ie hav e indicat ed earlier that the buoyancy coeffici ent m 5 

th b ' 1 ( rth I n r evenue aris ing thro 
~ Ul t-in automat ic) s rovrth as \vell as grov o 

This makes the ~uantifiea 10 

discret ionary changes during a given period . e ext 
t hese t as they would per mit us to see 

\.;0 meG.sures of same i nt erest, 

to whi ch +h . attrl'but ed to automatic trans fer of 
v e buoyancy figur e lS 

based t"ken durl' ng the per i od of 
on given tax rat e s or new measures ~ 

eso 5 

st dy .. 

i ncrease t ax r evenue . 

impression of he t 
This would provide a Gett er 

l
. nto this \,ill be made I s e 

An investigation, e made d' , . liTlng tne perlod . e was reeo 

to Say at this P Ol' nt , that '1 credible tax perfo
rrnanc 

howe ver , 

s 

during t ' . - ne perlod of our study . 
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The above analysis has f ocus e d. on tax performance evaluatio over e 6 

years . 
e 0 u lOn penod in Ethi opi h s But. as indicated earlier ~ the post r v 1 t O O 

been characterizp.d by maj or r e f or ms in the tax system , i n which the objec l ye 

_ system figure r e 
of 1

0 nc r eas ing the rr,venuc r a i s i ng capability of the tax 

r evenue ur1ng he 
prom

i nently-- . Analysis of t he r esponsiveness of the t ax d 0 

pre-and post-revolution period and t he compari son of the same can she some 1
0 

on t he extent t o ,,Thieh the di sc r etionary measur es taken have improved he r ev c 

producti vi t y of the tax me hanism, in response to the incr eased fin:mcial nee s 

of t he government. Towa r ds this end , we have estimat ed the buoyancy of he 

aggregat e tax r ev enue and t he component taxes f or the sub- periods of 1 67 /~ d 

1975/76 which is supposed t o r epr esent the pre-revol ution per iod and of 1')76/77 

t o 1982 / 83 supposed to repr esent the post-revol ut ion peri od. 

The buoyancy est imat e s f or t he two periods ar e pr esent ed in Table 0

4 

and 4.5. They are obtaiJ!.ed by fit t ing the data t o the log- linear functio 0 

To make comparisons eaSler the buoyancy coeffi cients f or the three periods r e 

soomariz ed ln Tabl e 4. 6. 

An examination of t he fi gure s in the two tables reveals t hat as one wo 

expect. t he performance of t he t a x revenue as a whol e regist er ed an improv en 

d 
. The two buoyancy coef ic i -

unng the second :geriod a s compar ed with the f i r st . 

ents 1. 64 and 1. 8 are s i gnificantly differ ent as is indicated by he F v 

(Appendix III ), demon s trat i n g tbat. the r el at i onshi p between tax r even e 

GDP changed ever time . Thi s means the increas ed effort made during t be 

o f ce of tbe 
pen od r esul ted in a sal ut ary effect on the r evenue per or man 

that was desired . 

e 

s ecO d 

a s 
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Table 4.1+ 
Buoyancy of Najor Taxes 

1967 / 68 - 1974/75 

- Buoyancy 
2 

T-value of 
Const ant Cceffic i ent R Coefficient 

Dir ect ~axe s 
- 5. 17 1. 97 .93 9 .19 

Income Taxes -6.58 2.34 .9:,·~ 9 .40 

Employment n ,c:ome tax - f3 .95 2 .87 .93 8.90 

Busines s pro f it s.nd 

pr of essional ~ncome tax - 7.58 2 . 50 .91 7.75 

Agricultural -i ncome tax -0 . 90 0 . 53 : - '" 0.56 , ) ..... 

Land tax loll 0 .03 0.0 0.13* 

Indirect t axes - 3 .13 1. 112 .94 10.2h 

Excise t axes - 11. 05 1.65 .93 9 .32 

Excise on domestic goods -6.95 2 .35 . 87 6.37 

Excise on imported goods -1 5 . 0 ~ 4 . 35 .89 7 .04 

Honopo1y tax - 4 .71 1.44 .15 1. 04 * 

Stamp duties -1 . 21 0 . 53 . 54 2 .64 

Transaction t axes - 11 . 68 1.75 . 87 6.28 

-on domestic goods - 5 .78 1.90 .90 8.45 

-on expor ts - 6.80 2 .06 .78 4.57 

-on i mports -~ . tl4 1. 62 .80 4.96 

Turnover t ax - 8 .24 2 . 55 .92 8.71 

Export cust oms -4 . 86 1. 72 .66 3.44 

Import cust Or.1e -1 . 57 0 .95 .88 6. 52 

Total tax - 3.43 1. 64 .9'7 13 .31 

Note: "Insignificant at 5% s i gn i f ic anc e level. 
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BUOya.IlCY of Najor Taxe s 

. 1975 /76- 1982 /83 

- ----------------------------
P R Buoyancy t-val ue 0 

Sourc e 0~ cvcnue . -
Cons t8.nt coefficient R2 

Direct t axes - 8 .03 2 .10 

Income te.xes -7 .91 2.66 

1'mp10;(1:'!ent l. !1corn(.) tax -6. 7:> 2. 23 

.95 10 .61 

.93 9.42 

.93 8.70 

Busines s Tlrofi t and 

Profes s i r)ll'll lI1COme t '1.X -9 .01 3.03 .86 5.97 

AgricultUYQl lncom,: 

t e.x -13 . 51+ 3.85 

Land Tr.x - 10 .68 3.12 

Indirect taxes - 2.67 1. 42 

Excis r, tax,-; s -6.22 2.17 

Excise on r};;rn.i st ic -3 .16 1 . l.fO 

Exc ise on I rn.port s o .1~ 8 .18 

Stamp d.uties - 4 .82 1.48 

Trans8.ct i on t axes - 6 .23 2 .. 16 

on domest i c goods -9 .18 2. '!0 

on eXVClrts -1.~9 0.63 

on i mpor ts - 5.95 2.01 

Turnover t axes - 6 . 58 2 . ' 2 

Export CustO!llS --1. 99 1.09 

Irr.port' CustC(1'8 0 . 38 0.46 

Tot al Tax - 4 .09 1.80 

.89 6.54 

.87 6.26 

.• 91 6.20 

.87 6.81 

.91 8.03 

.02 o ~(I* . j ? 

.85 5.86 

.93 9.10 

.90 7.26 

.59 2 .• 92 

.91 7.93 

.95 10.90 

.20 1.21* 

.21 1.17!! 

.98 15. 4 

Note : 

*Insigtlificllnt at 51 leve l of s i gnificanc e 
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~· u:rrrnFl.ry of lJuClyancy Measure f or 

Differ~nt Periods 

~------------------------------
1961/68-1'.)82/83 1967 /68'19 / ' I , 75 70 1975 /7h-19 2/ 3 

Direct t::tX2S 
2 .03 1.97 2.70 

In~<T;" t.e .. ~~:.:'s 2 .16 2. 34 2.6 

F.:rr,p10YBent ll1COme t".x 1.16 2.87 2.23 

Bus i ness I'rr:ri t a nd Pro-

f 2ssional lncorne taA 2.69 2. 50 3.03 

AgriclJlt c\ral lD orne tax 2 .16 0 .50 3.85 

LA.nd t q.x 1. 55 0.03 3.12 

Indirect to.xros 1. )-1-0 1.52 1. 42 

Excis 2 t"'.x::s 1. 36 1.6~ 2.17 

- on clorn'::stic ff,Clods 1. 50 2.35 1. 40 

- on l ITr:::!; rt s 0.49 l+ .35 0.18 

St amp dutie s 0.95 0 .53 1.48 

Transaction t Axes 1. 82 1.75 2.16 

- on domestic goods 2 . 20 1.90 2.10 

- on e;.qort s 0.98 2.06 0.63 

- on iI;)jJort s 1 . 85 ' 1.b2 2.01 

Turnover t[:lX 
2 . 1 ?- 2.55 

2.12 

Import Customs 1.06 
1.72 

0 .46 

Fxport Customs 2 .98 0.95 
1 .09 

Tot al tax 1. 80 
1.64 

1.80 

that t here ,'er 
fln l' •• • . ' , 1 t x"s 1 ~ '0 shoWS 

'" _nvestlEC5.t lon il1tO the lndlV1Clua- a. <:; 8· " . 

SUbstani t 1 . a , mprovernent 5 1n sev':Or a l of th2!Il. 
What is inte~sting is 

here" 5 

. the empl ymen 

a substant l' 1 . l' n n ••. l l of t1,.,,:-: ell'rect, taxeS except I n 
J a_ lm:,rov,::ment ~ ",,:: 

income t a .. x. 1 emplOyment income t x 
. Tne :let erior at i on in the buoyancy of t le 
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fr om 2.87 i n the first. p e riod t o 2, 23 during t he second per i od 1 S an 

one, because i t se' happened despi t e the f act t hat a mor e progressive ra e s r -

ture was i ntroduced during the s econd per iod . A det ailed analys i s of "'hy he 

tax behaved in such a manner will b e given l at er, but it i s not di ffic o 

see even at this point, that the cause of the f all could be noting bu the 

stagnat i on of the r espective tax base~ 1.. e . t axabl e employment i ncome . 

Indirect tax as a whol .:: r ecor ded a decline fr om 1. 55 t o 1. 40. The ef fec 

of t he f all on the over all buoyancy coul d be substant i al becaus e of the over 

whel mi ng impor tance of thi s category of tax in the overall tax r evenue . The 

cause for t h" fall in the buoya ncy i n t he indirect t ax can al so be easily se n 

i n the table . Expoyt and import customs which compri s e a maj or portion 0 

indirect taxes sho'lled no relat i onshi p v ith GDP as i ndi cat ed by the t - statis is . 

It can be conc lu<led therefore that the wi de r ange t ax r ef orms made 0 , 

improve t he r ev enue pe rformance of the tax syst em as a whol e during the pas -

revolution period have r esul t ed ln the i mprovement of t he over all buoy ncy of 

This and the fact that most of the domest i c t axes have i 
r OV 

the t ax r evenue . 

their productiv ity very s ign ific antl:y ~ make the ef fort made during th po r c 

t ' . -lOn pen od t o be highly evaluat ed . 
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Compari son of Buoy,:;,ncy 

_ uoyancy ThE: ~"..bove sect i ·')n on the an"1._1 YS1' s o b l e9. 1y e 

a. r emakabl e tic"'.);: e ffort was made during t h pe i o 0 our study . 

ed by the high over all b uoyancy of the t x revenue es or 

p.S indic!J.tecl earlie r is an index of tax effort i n t he ynl:l!llic 

whet her t he tax e ffort !11..'1,de as indicnted by the bu yancy co~ ic 

en(1u£;h tr> e~f,::ctively mobili ze the tax pot entia lTI the co . t ry i s not 

be indicat e d by the study . 'r'> glve an answer t o th ' 5 qu~s l on e rin 

the two quanti t at i ve measures of t ax effort . - the t a ic i de 

based on I 'fC index (ciiscussed lD chapt er 2 sect i on 2 . 2) nd he 

base d on the l evel o f buoyancy. As was not ed . the ') er " 0 1 es 

rel~tive performanc e i nt erms of degree of s e of taxable po en ial e 

di cates the past t.tfort made t o increase t'l.X r evenue . 0 sl 

tax effort i nde x (stat ic) and a hi gh buoyancy (lef ic i en 1 0 lC"l t: n 

tax performanc e . 

Our findings indicat e t hat the two 1'1 lces 0 no 
ln i 

direction . 'ifuile the stat ic tax eff ort inde po ints 0 t ha 

f or mance in th 2 cQuntry i s bel oW aver age , t he dynamic i nrle 

fic ant progr ess has been made in the pas ,0 ln 

s~me a s sayi ng t hat, a l though a h i ghly cornmen f bi 

se 

th 
'.,-er e not adeauate enou h t o ensure ev 

e measures taken y -

uti lization c f the taxabl e capac i ty of he 0unt y . 
T': e 

e , es 1 e 
st~tic tax effort i ndex t o r emain bel o'" I3.ve 

. . th t the cae fici o~ 
effort over the r-eriod l ID l l es .a 

pot ~nt ial was so l oW t o begin wit , so 

m~de t o e xploit the tax potent i al waS 

average utilization of the taxable ca 

This i mplie s t he exs i t enc e of an unexploi e 

l ona l effort t o tap it . 

he 

hoW's 

nu . 

1 
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4. 3.
2 

Estimation of Built- in- elast ic i t i es and Analysis of Resul s 

Th" forgoing sect ion was concer ned wi th the grmrth in 

gener al. In th is part we est i mate and exami ne the buil - i n- elastiei y 0 th 

tax r evenue over the period of our study and at the same lIDC e erm e 

elasticity of t he curr ent tax str uctur e i n EThiopia . The result~ of 

e 
r egrcSS10n estimates based on t he 1 967 / 68 rat e and. base s ructure 0 

sYSt8ll are presented. in Tabl e 4. 7. The paramet ers are ob €li ned using mo ) 

(4f) and (4g) . a 1S const ant while b IS t he built- in- elas l Cl y . Ct 
0 

r epresent the e ffects of t he r e f or ms on the l evel of r evenue, rep 
0 

ef fe ct of the same on the mar ginal r ate of taxation . Since he coe iei 

the independent vari abl e GDP shoyr t he mar gi nal r at e of taxa.tion, 

lated. the elast i cities and ar e summarized i n Table 3 .8 . I can be 

table that most of the fl exibility coeffi ci ents are signi i ean at 5% 1 

signific ~~ce . Some of the dumw~ variables however , are no 5i 1 

ing t hat some of the tax changes didn~t have an apprec i able cf ce 
- 2 

city of the tax revenue . The f airl y hi gh R for the otal r 

as f or most of t he component taxes show a systemat ic correlation of 

In t ax r evenue wi th changes in GDP . 

An examination of the el ast i city coeffi ci en s shoWS a J 

elimination of the t ax r evenue accounted by the iscre 
se . 

tax ser ies reduced the el ast i city coeffici en 1n eve~ 
irpc ed a 

partically all the di scr et i onary chan eS wer e 

ff
" of he 0 a1 

The built - in- elasticity coe 1ClE:n 

bel ow unity (0 .96) indicates t hat major discretion ry chAng~S ~ r 

the r atio <_i f tax proceeds t o GDP, i . e . wi flout S ch chan 

almost equal rat e of growth of t ax r evenue wito the r 

s 

income . 
even e 

The inelastic i ty of t he tot al t ax 

el ast i cities of the component t ax r e
ve 

ues. 

of them. 

c r 



Table 3 . 7 
a b 

Sour ce of Revenue 

Total tax -72 . 42 0 . 100 

EmploJ~ent income tax (0 . 018: 

Emp1o:TQent income t ax - 23 . 98 0 . 012 
(o .oon) 

Busine ss profi t and 
pr ogessional - 72 . 18 0 . 0025 

(O . OO'n 

Agr icultural income t ax 5 . 64 0 . 001 

(0 . 0008) 

12 . 83 Lund tax 0 . 001 
(0 . 0003) 

Excise tax 41 . 38 0 ~ 10 
(0 ; 001) 

es 13 . 81 0 . 002 
(0 .0004) 

Excise on fuel 10 . 50 0 . 0004* 
(0 . 0005) 

Excise on tobacco and 
obacco pr oducts - 13 . 51 0 .003 

(0 .001) 
0 .09 0 .0011 loes (0 .0001) 

. 27 0 . 018 
(0 . 0007) 

OOrul - .L' . 88 0 .007 
(0 .0003) 

. 1i! 0 .009 
(0 .0005) 
0 .001 
" ", ... 

r 

o 

Linear Regr essions 

C 
a 

-122 . 91 

(44 . 73 ) 

3 . 1C4* 
(15 . 166 ) 

32 . 968 

( 3 . 249 ) 

16 . 506 
( 3 . 266) 

." 
(1 .27) 

Cl 

- 85 4 . 594 
(232 . 04 4 ) 

127 . 41 
(b9 .15) 

C2 
d ~l 0 

0 . 018 

(0 . 00'T) 

0 . 001 
(0 . 0005) 

0 . 112 
(0 . 028 ) 

- ) 
R- D- W 

. 93 2 . 23 

. 9J 1.19 

. 98 2 . 20 

. 97 1.6 4 

. 
OJ 

. 55 1 . 20 () 

s::: 
oj 
() 

. 88 1.10 ' '-; 
'H 
' '-; 

~ 
. 64 1. 48 ' '-; 

Ul 

'H 

. 93 1.10 
0 

~ 
OJ 
> 
OJ 

. 91 2 . 48 ~ 

~ 
lI"\ 

. 81 1. 59 .p 
al 

.97 1. 5~ 

.96 1. 2G 

.96 2 . 00 

.11 1.l. 7 
.... 

.98 1.10 
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~loymeQ.t Income: Tax. 

The t ax y i el d from empl oyment income bas ed on he 1967/68 s 

1 . 3 elast icit~T and the elasticity of t he same r evenue sour (; base" 0 

79 r at e structure estimated for t he period 1978/79 - 19 2/83 

, 22 t echnlque ,{as about 1. 35 . Although el astic the de T ee of el s 

ly be cons ider ed i mpr essive I n vie-v[ of the f act thati llc cme 

h 1 / 

possessing hi gh 
el asticity. This may be explai ned Y he l i mi ed pplie bi 1 

of t he t ax , l D that it cover s onl y the moder n sect or of he: economy , is 

i nt er E:sting how'ever is that , t he el asticity di d ot show an i 

t he much morE st eeply pr ogr es s i ve st r ucture i nt r oduce i 19 8/79 
d 1 is 

o 

r eport ed that the 9.Qminist rat i on of this tax does nO J OS C 
y partie :>or bl M , 

The cause of such anomalous s ituation may thus 
e so h 1n t he 

t ax. normally, a pr ogr ess ive r at e schedule can hring in increasi 

if the tax pay er s keep on shi fting t o upper i ncome bracke s as inee 

Thus, if the di stribution of i nc ome i s i n f vour of he 10 i oeo 

t he t E"X payeTs,. no mat t er hm; highl y pr ogr essive , t he 

se 0 h i s 

y ' el 5 0.1 

i n- el ast i city of t he yi el d will certai nly r emain l ow. Al 
i 

vide dat a wh ich shoWS the di str ibution of wn 

f 
' b t ' t F~ r st i is 

a ew wor ds can be s ald a ou l . ... 

Ethi opia 1 s wage earner s f al l betwe ·n birr 600 an 

t hi s means t he bulk of t he wage and s al 
car ne s a e 

Second . a partial f r ee ze have een rna 

overnnent servi ces . 23 Thus t he absenc 

in t he rat e structure can be nothi ng b 

bas ~ , whi ch made the conspicuosl y hi bl 

b 

les s . The f act that he el astici 
of t he t 

salar 5 
n 
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Summar y of El ast i cit i es of th~ JO T xes 

and T'Jt al 'l'ax 1967 i6S-1 62/' 3 

Sour ce of Revenue 

Empl oy:w;nt ll1Cr;me t ax 

Bus i n,:; ss p r ofit A-nJ pr of ess i ong,l l ncome t ax 

Agricultur a l ~ ~C OE~ t ax 

Land tax 

Excis e tax 

Excis e on 111C0holic beverl1ges 

~xci s e on Petrol eum an d pr oduct s 

Exc i se of t obacco and pr oduct s 

Transaction taxes 

- on domestic goods 

- on i mport s 

- on export s 

Turn0ver t ax 

Ey:por t dur i es 

I mport dut i e s 

Total t a x 

1. 0 

1. ", 1 

0.36 

o. 5 

0.5e 

0.59 

. 1 

. 1" 

1 . 30 

.70 

:' . 35 

0.65 

0 . 5 

o. 6 
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estimat ed f or the period 1961/63 - 19i4/15 was 2 .8, t est' es tha e 

s i on of t h e i; E'~X base IS much more i mpctant In i mpr oving th i . 

t han t he pr ogr e SS I On n f t he r ate structure. 

~nes s Pr o f it a nd Pr ofessional Income Tax 

T[H~ oper at i ona l utility a f inc ome- el asticity approac 1 h 

t he pr oduct ivi ty o f' the Eth i api8.n business pr.ofit and professicllal i co x is 

limited due to t v') r easans . First17[, th2 r evenue stat istics av i e 

di st i ngui sh l.,etve en s ep8.rate s aurces of r evenue in this group 0 xes . l 

ar e avail abl e fo r t he f r oup a s a whol e including the highly p 0 ess iv x 

impos ed an i ndiv idually ovrned bus inesses and on professions, a d he p 

t axes on ca r pr::or ate bodips , income.,from r 0yaliti es , divi dends , servIc e r 

from 8.c. r oa,cl ('.n el ch,'ince "vTlmllngs . Secondly . the r evenue statistic f om es 

sourc es inc l ude aTea r s and a dvances . 

Beari ng i n mind t he s t ated limitaticms , He estimated the ela5 1 i 'l 

t he 1961/6::3 tax st r uct ure , and. fO\h"ld out t hat it was 1. 52 . The e1 

on t he 1978 /79 s t r ucture calculated using the data of 1979/80 t o 1982/ 

which no are3.r s c ol lections are r eported was 2.4, showing a 51 

rr.ent . lUth'.m gh it i s not rassibl e t o give 8 ::-recise 
answer as 

r evenue is r e s pons i "ole f or the h igh elasticity, gi yen the l i mite 

the other texes , it can b e s a i d that the ti-TO taxes-the pr o r ess
iv 

pr ofit :-1nd -pr o f es s i onal i ncome tax and the proportional comp nS' 

f ormer one is steepl y 
The mus t. have b e en the i mportant sources . 

gse i .e 
t he l at er a l though l evi ed at proportional rate , its 

This t ' 1 income . 
much mor e r a p i dl y than t h e gr awth of the na l ona 

. the rna ufac 
we l ook at s uch indicators , as the gr owth ln when 

Y' s cb r 
. ~ro-~h of the compan 

waJor f act or infl uencing t he b WV_ 

r 



ll6 

But while no serlOUS t ax evasion lS r eporte to exis 1n . e 

collection f r om t he corpor at e bodi es , this 15 no 

It is s a id that this type of tax, i . e . the t~x on indivi 

pr ofess ional lncome , is the most dif icul o 1. ernent 

i s because, t he individual bus i ness unit s a art r o b 

scatter e d allover the country, and for the most ~rt hey 0 

(accurate ) records . Mor eover, shortage 0 skill d 

collectors is Y'eport ed to have retar ded the develo 0 

t he potentiality of the tax for a higher elasticity 15 ea er 

",hat lS real ized . 

Agricultural Income Tax 

~~~e agricultural income t ax r evenue showed 

structure and 0 . 55 under the more pr o res5ive r e of 1978/7 . 

anomal ous situation , similar to the employ!:len 1n orne 

the pr ogr ess l Ve nature of the rate struct e 1n 

lnC01'!le inQlt!L~ i.r. .. T!ll~ cor+q;nlV indicA. cs he a. i is 

of the t a.x administration t o en:(U.n; e 1,1le ~' 
1 Y . ~ " 

d t "no only 
old l aw wa s hardly i mple ented ue 0 

() 
d s i a io 

collect i on but al sO due t o un er e 
of 11 

from l anded i nterests in t he v~ 
to pr e ~sure 

e f ate hi 
The new l aw al SO faced the 5 

s50c i~ 0 s W 0 

agricultural incomes by t he peasan 

as sessing and r eport i n ." 0 

gr icul ural in 0 es . 

rt ~lmost invariably i 
a.s soc i ations r epo co '" 

obviously underrepo 
in 0 in co s , espec1 

s imilar income is reporte even fo co 

administrat ion and i pl em
en 

intention of the 18: , ..,hic . 

a sti ity . 

e 

I 1 

x 

o 

o 

n 

.. ... " 
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CC)InH1G t8 t hf:: l a nd use t ax, i t i s not har d t c c or h 

1n218,5 lCl vY 01 '{; n 8 8Jl C~ t ax r evenU9 , t he rigi dit - of . t " '" " ., 1 ' 5 ctur 

t he i nfl exib i l i ty o f the base i.e . :.1.reA. of the la :3 r () vi o s r~ son!' 0 

the i nel ast ic i ty. 

f1 det a iled analysis of t he income- el asticities of lmo 11 

wi ll be made i n t !1e subse quent. s ect i on . I n t his -par t we i sc 55 0 

feat ur E) of t he e l a sticiti e s of the indirect t axes . 

f!lllong the indi~rect taxes, excise t axes exhi bi ted 1ne s 1C co 

whi ch 13 e qu 3.l to 0. 6 lmder t he 1967/613 structure . B t 

const f.Lfit t ax s t r ucture can exceed unit y , if among ot e t 

the r at i o of t he val ue o f excisabl e goods in the n .tio al in 

Since the b a se of t h e t ax wa s br oadened on sever~l oc SS10 s a e 1 

yre have 0.1so e st i m'1t ed the built- i n-elast i ci ty 0 .he t a. b se 

structur e to observe if t her e was any i m r ove ent 1n he e1 

The r e sult s) e stimat ed f or t h e period 1975/76 
to 982 /8 

of elasticity. The C:1Use f or such inela t ic i y c 
be 

na.tur e o f t he tax . It was noted ear li- r h t excise x S 

t;;})8 S o f cO!llIDodi tie s 3.nd the r atas l evie 0 :1 1 0 

r at es, whi ch does r-ot r espond t o r l ce ha ~cs. 
1 '.lS 

?.bl e a ction s on r ates vis-a- vi s price h!l C 

a.nt i 

r at e s o f the t a xe s . 
t 

The sal e s t axes, both the tur
nov 

r 

~ hi ~h coe f fi c i ent of bui l t 1 - el as i c i 

r espect ivel y . ;~ r esp ~ (!t s.ble 

1uct i v <2 s ources of r even' e. The 

8'11 ' , 

c 
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corrrrnodl 1es , 
t o 

r espond. to change s i n the prices of the dut iabl e . 

ex-oanding i n r elation to the national lncome . 

I mport dut i e s r evenue vTaS a l so f ound t o be inel ast ic during e erio 

The expl anation f o r the i tte l asticity lies partly ln the rate e 0 

impor t t ariff a nd the policy o f i mport r estr ictions rede 10 he oun ry. 

t he bas ic priciple s underlying the rate structure in t he coun ry lS 

domestic industri e s , a sequel of the domestic industry promotion poli 

government . 'l"nus we f ind "I.hile virtually no or little duty l S levie 

al r aw rnat e:r)::-ls, c apital goods and machin'3.ry, h igh dut i es re 1 s e 
by 

good.s . Consequently , the composition of imports have been heavily el 

those goods v,h ich ar e genera~either zero rat ed or subj ect t o low uties . Fo 

example , the proportion of t he value of i mport s exempt ed f r om 1 S !J 

% % 8 
.L l' rt 11 

f r om 19 J i n 1975 t o 550 lU 19 2 of the va lue 0 te · a. 1mpO s . 

us e of spec ific r ather than ~d-valorem rates on some cornmodi i es , 

t i ve pr ob l ems en cmmte red ci.n the. process of correct vallUl n 
e 0 

a dequate t rained pe r soJ:'J:;l, should have also been rna ' or actor s 
or 

elasticity coeffi c i ent of the import duties. 

Re garding the el asticity of export duties , sinc e t he bul k 0 

ar e ~ore a function of world prices rather than the Ethioo ' 

ent has little interpretative value. 1~e insignifican e 0 

DP 

0 .05 l evel c onfirms our conclusion. 
sy8 

'1'0 sum up the above analysis shoWS that the 

based 196,(/68 and base structure w 
s income 

on the r ate 

1y h i gh elasticit i es r ec orded by some of the 
xe , hie 

t ax , 
and professional 

income t )( 5 

-busine ss pr ofit 

over t a xes wer e mor e 
than offs et by t he i nel 5 

the el asticity of a 
fi sys s 

have not ed it earlier, 
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t he r espcns1veness o f the taxes that compri se it . I i happ os 

the taxes espec ially the relat i v ely important ones are nO 

i n national income, then t he tax syst em will certainly su 

r esponsi 

er from 

Even inelastic ity of one tax r evenue may render the t x systell! i el s 

ole i 
importance of that tax is sufficiently l arge . Customs play such 

tax structure of Ethiopia. 

But in v i ew of the f act that , s everal tax r efor s hs. e be n e 

o 

the i ntervening years of the period under r evi ev , in which so e 0 
be T t 

are mere pr cgr ess i ve than befor e, a question may be asked as to be is 

el asticity o f the tax system under the present tax s ruc e . 

on empirical findings will be given t o this uestion later on c n 

poi nt it can be stat ed with fair degr ee of certai ity that even c res 

Ethiopian tax system i s income i nel astic . vIc have a erop e 

el ast i citi es based on each of the newly introduce 

out that either they do not introduce an i pr ovement or else wheT 

themselves . "Boreov er, the fact tbat the t ax ra ,io h 5 s 

the last five or so year s , during which ther e was nO a C 0 

score our c laim . 

An i mportant point whi ch emer ges from the above 
1 

the various tax r ef orms have r esulted 1n an incre 5 

ahsolute terms, the automatic rat e of inc ~a e in 

gr 01rth of the national income did not improve 5 

means that, based on the prese t x sy'ci e:m 

large1percent age of incr men s 1n national i n 

tur0. A major impli ation of his i n ing is 

yi~ of tax rec e ipts th 
government will h vC 

o 

ill 

is ussi . s 

ic 

r-
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eX1
' sting r <'ltes . But continuous res-o---' t o t In , 2.X chan ,es i. ,0 e 

is fraught vi th di 8advantages is 9. f act 

It woul d be pr efer abl e , a s much a s possibl e t o intro uce 

t he tax system, so that an i ncreas ing shar e of the r owing 

be automatically dire ct e d into the pbul ic treasury . 

necessar y t o i nvestigate t he caus es fo r the high or l ow 

tax components wi th a view of i denti fying t he pr obl ems 

r efor ms . This is dealt in t he section bel ow. 

4 . 3. 3 Analysis of El asticiti es by Partitioning . 

As i ndicated , the ob ject ive of thi s met hod of analysin 1 

i s t o provirle infor mat i on conc erning the reason f or hi 0 l owe 

of the com:;Jonent e l ast i cities . I f t he r at e str ucture l S ro eSSl 

statistical r esults suggest a l ei'; t ax- t o- 'base elasticity 1 

the compos it i on of b as e is sh i ft i ng t owar ds l ess highly- t xe 

t ax administration is weak . I nformation i s al so pr 

are haavil:r taxed and whi ch a r e lightly t axed . 

To use the above met hod of analys i s , additional 1n 
i on 

t he l egal bases o f taxes a r e r equired . Unf or tunat el y such 

availabl e f or most of the t axes . Thi s makes i t necessary 

Mor eover , sinc e data on cl os e pr oxy bases which r efl ec 

t h 1 some of t he taxes , di ec 
e egal bases cannot be found fo r 

axes 

t he analysis 1S limit e d t o the y i el ds of the other 
xe 0 y . 

our inter est 18 to i dent i fy t he factor s affect in 
the b il - 0-

curr ent tax system the anal ysi s cover s t he period 19 51 -1 

o 
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.-
Deco~n~~tion of Tax E1astici 

Tax-

:< nnd. ~e1a ;;ed ~ Prox'/ ) R2 
Bllse Constant Coef:icient Cons 

Tax/ E -0 . 65 0 .78 . 80 - 4 . 24 

(2 . 24 ) 

xcise on beveragcs/B 0 . 56 0 . 27 . 28 - 7 .27 
(1. 51 )*; 

Exci s e on petr oleum 

p r oducts/? - 1 .75 0 .83 .83 -9 .5 
(5 . 47) 

Excise on tobacco and 
P r oduct s/T -13 . 51 1. 32 .97 -10 . 47 

(2 . 75 ) 

Tr ansact ion tax on 
domestic good/G}lNT - 4. 54 1. 57 . 94 - 2031 . 70 

(10 . 46 ) 

Tra n saction t ax on 
import s / f·rrT - 3 . 86 1"0 47 .91 - 7 . 5 

(8 .19) 

Tr ansact i on tax o n 
Export s / X -1 . 09 0 .63 . 59 - 8 . 55 

(2 . 93) 

Impo r t dut i es / t.ld 1. 71 0 . 11* .10 - 7 . 77 
( . 30) 

Export duti e s/X 5 . '70 -0 . 87* -. 29 - 5 . 52 
(0 .613) 

Not e s : E = Value of exc i sable commodit ies , i . e . ( g r oss val ue 
o f petrol e um product s , t obacco and t obacco products 
a lcoholic b e ve r age s and t extiles and y a rns ) . 

B = Value of b ev e rages l o cal l y p r oduced and impo r ted 

P = Vnluc of p e troleum products 

- "l.. '11' " '" i.e lotI'" ! \ 
,1; n.t . --, • . '\.r"'v ...... l ~ r ,,-: , ., "i p n.._'_.·_._'_'~=~_ 

1. 8 
(9 .62) 

2 . 41 
(6 .2() 

3 . 01 
(5 . 35) 

3.16 
(1 2 . 36 ) 

2 . 36 
(4 .94 ) 

2 . 6 
(10 .82 ) 

2 . 92 
( 5 .02 ) 

2. 72 
(10 .64 ) 

2 ,15 
(2. 92 ) 

R2 

. 75 

.8 

. 85 

. 70 

. 8 

.95 

. 80 

. 74 

. 63 

0 .90 

o 

o . 

-0 . 50 

12 .65 

0 . 28 

0 .61 

1. 77 

-0 .03 

o. 
(1 . 

o . ~ 
(lj . ti,,) 

0 . 64 
(n .12) 

0 . 51 
(6 . 29) 

0 .11 
( 1. 29 ) ~ 

0 .12 t 
(1.01) 

0 . 78 
(4. 72) 

. 81 

. 22 

.15 

· 8 

T Valu e of tobacco and products 
GMNE = Gross value of the output of the manufacturing 

sec t or 
t~T Value of import s wi~h pay transaction ~ax 

X Value of exported goods 
Mrl = Value of dutiabl e imports 
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The elasticities are estimated by fittin the a a to 

functi on discussed ear lier , and the regression eq ations are 

Table 3.9 . The el asticities are summarized i Ta le 4 .10 

In every case the discussion starts with he iden ifi a ion 

for a given tax, and vhere data on l egal base is no avail 1, 

identification of conceptually appropriat e proxy base . 

Excise Taxes 

Vie have indicated that excise revenues are collected n E io r 

dut ies on 12 sel ected commodities domest ically an actured as well 

But a l though the tax apply to all the goods , a comprehensive 

t he consumed goods i s difficult to obtai n . There ore 

important excisable commodit i es , chieflY pe roleum ro ucts, obaeeo 

products, alcoholic beverages, textiles and yarns hieh al oge h r pro·
i 

75 

of the excise revenue on the average are taken as ax b sea. 

\oJe have seen that the built-in-elasticity of 

was l ow ( (78) . It is int cr esting to note fro T ble 4 .10 ha 
d 

product of the high bas e·-to- income (GDP) elast ici 

ela~t l' 't (0 36 ) Tb l's "'-)·.tuat l·on ar ose partly because 0 
. ., Cl Y • . ~ ~ 

of the rate structure of most of t he axes , whi h 

In pri ces of the excisable commodities d 
Th· a 

vQl~e of production In r elation to valu . 

by t~e elasticities 0 s ome of the i ndivi ual 

wit h r espect to GDP of b verages, pe rol
eium 

p 0 

products were 0 . 21 , (s ignificant a 10 51 

r espectively. For bever a eS the base e 

2 . 4 with respect 0 in ome, howe
ve 

, 

not differ ent from zero . I is also 

5 

he 

xeis x 

o 
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Table 4.10: Summar y of Decomposition of Tax El s ' ci ~e 

Tax-to- i ncome Base- o-inco 

El astici 

Excis e tFiX 
0.78 1- 9 o. 

Exc i se on beverages 0 . 27 2 .41 o. ) (, 

Excise on petrol eum pr oducts 0.83 3.07 0. 29 

Excise on tobacco and t obacco 

products 
1.32 3 .16 0 .8 

TranSfLcticr: taxes 

-on domest i c goods 1. 57 2 . 36 0 . 6 

1.47 2 .69 0 . 51 

-on imports 

0. 63 2 .92 0 .11 

'-on exports 

0.11 2 .72 O. 2 

Import dutie s 

·-0.87 
2 .15 0 .7 

Export duties 

was very high for t he bever ages bas e to GDP e1as ici y, I'en c 

t ent gr owth of the base with income (GDP) . Rowev I', 

bever age t ax- t o- bas e el asticity was a1mo
s 

zero i:1di 

was very erratic. Similarly , for pe r oleum rod cts an t o co d 

pr oducts, t he tax-to- base el asticiti es were very lOW (o .?9 o. 

l.y, wher e as t he base- t o- GDP e1as ici i es weI' cry hi ~ 
tive1y , demonstrat i ng that tax collection h s ar ly be 

with the gr owth of t he tax bases . 
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It can thus be seen that the inel asticity of 

of the contr adictory operations of t,i0 impor ta.nt fA.c t rs . Thile he 

tax: is levied mainly on the consun.er ma,nufacturin ",hi b 15 

rapidlY gr owing sector, due t o i mport substitu i on ~ d 

pl ace in the ccor;.omy and the fact t hat , the taxes 
e ap 

goodS whose demClnds a r e pr esumed t o be el ast i c with lncome n 

"it.h respect t o price , would mFl.ke thi s source of r evenue hi 

the specific nature of the tax rates and weak tax adminis ra ion h,vo t x 

collection t o 13.g pr oportionat el Y to the gr owtr. of the ax base . 

Transaction Tax~ 
'i-le have s een that transaction taxes f all on the sa e 0 11 1 ere 0 

goods domest ically pr ocluc ed , i mported and expor ted , ",hien c 

er n r es . 

The l egal tax base fo r t he domesticallY pr o uced oods is equal 

rece ived from the sal es by manufacturer s less ustom a ies ~n 
0. have one 

paid dcr i ng t he i mport at i on of the r aw roat eri6.l
S 

i on f tb t d d Mor eover, the sales 0 seve a1 00 s a e 
• 0 .8 axe gOO , s • . 

this tax . Unabl e t o obtain the quant i ta ive vFl.lue or his 

tbe gr os s value of pr oduction of t he ~nflle urln 

00 S, lve 
lng the base f or the tax on imr

orte 

exempted from this kind of t ax, t he v l ue 

the appr opriate base . Since ,.e have been 

exempted goods, t he value of t o a1 impo 

as ~ pr oxy base . The base f or the A.X on 

virtually all export s pay his ax . 

sec 0 s 

",1 

v 1 

X 5 

", h 
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o 

Examination of the fi gures in the table shows ba) the Tel 

built- in gr owth of the transaction t ax r evenu w sat ibu bl 

base- to--GDP elasticity rather than the tax- to- base elas i ci 

the tax revenue on domestic goods 9 it can be noted tha ) he r oSS o f 

manufactured goods grew more r apidly than GDP as indi A. e y he 

income e l asti c ity (2.36), whereas the growth of tax collec lon w s 

l ower than the growth of the base . This i s shown by he 

ci ty which i.ms eClual to 0 .64 . The R2 statistic is r ela ively high or 11 

coefficients indicating that t he function assumed a good fi 0 he a a. 

over the period, the manufacturing sector , which consis s an 

in the :Ethiopian tax system recorded a high rate of r o h, a 

colle ction did not keep pace pr oportionatelY 0 t he growth a 

nanufactured goods . 'I'bi s i s indicat ed by the loW :J.X- o-b se 

l att er coefficient r efl ects the combined effect of he ropa 

t he rat e structure (flat ad- valorem) whic nor ally im. a s a 

at bes t to the tax revenue and probably weak dminis ra ion to 

law. Similar condition 18 obs erved about he transac ion a 

and exports . While the former showed a base- t o- incom (DP) 

er exibi 
and t o.x-to- base elastic i ty of 0.51 , the 1 

elast icity of 2 . 92 and an insignifican 
ax-

again the pr oportional nature of the tax r 

Import Duties 

It i s evident that tle bas e of 

goods. But since wide range 

for capital goodS and raw materials in 

must be deducted from the value of impa 
00 s, 

dat a for the value of exempte 

of goods import ed du y fr ee ar c 
aken s he se 

ci Y o f 2. 



126 

I ',:. Ls inter e s ting to note that the ex reme i nelas ticit 

the impo!.t: duties is due to the l agqing behind of tax collectlo . 
is 

is r e f1 2ct e d by the high basc-to- GDP elasticity (2 . 72) and y th_ e 

tax to lnse inelastici ty . 
_ 2 The R for the l atte r was v ry l~ lea in 

poor syGter:latic r e l ationship between tax colle ction 
t x b ses . Th . 

situo.tion r:e flects t he cumula t ive e ffect of t he use 0 som€: s _dfie 

rathe r than ad-valorem dut i es v t:.he cho.nge i n the import mix in f va 0 

the i.te ms suh ject to l ower taxes and as no ted weak tax dminis ion . 

Export Duties 

Export duties normal ly f all on the export s of a numbe r of 

commodities. But i n the abs ence of quanti tative data f or the v lues 0 

duty paying exports , the value of ali exports woul b the possi l c pr oxy 
5 r s cl. ie 

base for e;{por t duties. However , e.s was not d, ex 
upon vo of 

in char act e r whi ch makes t he export rev nue to 

exports. Moreover, given that coffe . consists he rna n xpo 

h . 

main source o f government r evenue , and much of h CO fe 

:1X r v nu 

(coffee s urtax in parti cular) is a f unction of 

s aid that export dut i es de end on t he volume 0 

But , since the value of e xport is equal 0 th 

quantity, and since t he elasticity of export 

is equnl to unity (at l east consept allY) 

a proxy base for world pr ice . It th 

the r e ven ue e l asticity from expor t 
pr sen d 

worl 

pr o 

y 

comes 

28 
eS . 

in 

c 

The r esults of the 
xe rci s e 

l oW i Y (0 . 78 ) . 1 

tax-t o-basa elas ticity w s the i s s "'h 

t ax har dl y grew in proportion to 

ices e n 

0 

0 
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th~~ combined eff ect of seve ral fac t ors incl ing th us 0 Sz- cHic 

than ~valorem duties, the downward decline of \ orld r ice or 10 

exports ,:l.l1d p robably l ax tax. administ ration. Thus, n 1m 

can be discern e d f rom th2 abov2 i nvGs t iga t ion, of 

81,1.sti ci t y of t a x r e venue is t h a t , t he ine las t icity 0 10 e las i c' y 0 

t he t a x r ;.::: vc nues unde r conside ration can be xpl ined y 
e Cfo.' 

e l astici ties . This i s s imilar to saying that , t ax call ctio s 

a t l eas t in p roportion to the ir r e s pective bases . • is i s 

policy and weak t a x administration. This of course , is 

as i t cle a rly incic~te s that, the low elasticitie s r ecor ded Y co 
h i lic -

taxes as ',ve ll dS the t otal tax we r e not due t o stagnan 
exp oi ed y 

tion of this is t hat some tax pot81!tlal c;xists hich c 

appropria t e pol icy refo~sand i mproved t ax admi nistr at i on which 
26 

is unde r t he control of the gove rnment . 

Before closing our e xaminntion of th r sponsi ~ness of 

l et uS round o ff th8 chapt e r by indica ting the impor an ints 

I n general the study point.s ,t ovlaros a pictur 0 r emarkabl 

during the period of t he study . This i s i 1 uS r .:lt 
iw he hi h 

buoya ncy measure of the total t a x r e venu which 
1 t o 1. 6 , 

that the t i:l){ ratio has been i ncreas i ng ov r the 

~easure can be us ee as an index o f tax c f for in 

ancy figure i ndica t e s t hat the gov ~rnmen 
when 

incrc:f1.se tax r e ve n ue. ThiS is fur ther IJ videncc 
. 11 

'll'B obs e rved 0.84 point diffe r ence be waen 

nue suggests that a ma jor portion o f th 
incr £IS in 
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t h,; perioCiwS,s d J.<:' to 111C r'Cf'.s e 1n t ax effor 

:;.dmini. stY"n!~ ~l on . Tile t a.x-·to tax COIP.p3._ isone of he t,,'o 

l es s all ~he com:poneut t.a,X8S 0 :;:::ut? 1'.5 lS shovm in the ~ble 

ch'.l.nr.r,es -.-Ter e ms,(l e l)f: busines s -or of i t I- no UTof2S ·iOf'l.l 1 CO'll! 

i ncone t'1X. lano. use t ax [tS wel l itS eXC1S'? t a..'{05 ° 

A OJ 

t he consequence of e.d.di·~~ ionn l ta.x 2e?,sure~ t h2..n 0 

Cons ;:.-,)_u~nt l y tho::: tD .. 'i: syst em has r 0T11[,j ned income i t.; 
1 

:;+' c . T~i s 8 0 

oth"y tti'ws ~ t:.-..:: s')ecific !Hl.tur e of some of t he t.a.x 

th~ i n ::: lnstici t y of the tft.X syst em C'1.n n o be f.s e :. e~ 0 

bases . 

e.s cornuA-r ed t o t he h i gh r~a s· . -to ·inco e 
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r\ ~ _::~ _t:'. . Y ' TI t ~ . J.J.LL ) ere .• ce .we ,\-Te en .tluoyancy and "BUJ.lt·-i Fla 
Cl V 

of t 'ne 'I otal Tax ancl Major Taxes 1961/6n, -19 .2/B1 

.-_.--_ . -_._-.-... _._ .. -.-- .. _--_._-- ---- . - ---------------- - ---
El astici 

e 

.. -_ .. ------ ------- ---.... _._--- --- - ' --- •. --- - - - - ------ +0. 811 

'int.8.1 tax 

l.'lrplo;rment. lDC o:ne t. ax. 

B-,lsiness "rof: t an \~L Profess i onal 

incGm(~ tax 

Ap:ricul tura1 lncone -L e.Y 

La.nd tax 

r"..t}~eise ·taxe a 

'irans'1ct i on t axes 

- on domestic ~ooJs 

'-on inrports 

'on eXyort s 

Import customs 

) 

1. fir; 

1 .60 

2.69 

2 .16 

1. 55 
1. 36 

loR? 

2.20 

1. 80 

0.93 
1. 06 

_., ,-" - ' - - .' - -.- -----------

0.96 

1.30 
0 

.. 51 ~ .11 

0.36 
+1.8 

n.35 + 1 ,20 

0 ,48 + .513 

1.30 
+ .52 

1 .. 10 
+0. '51) 

1.35 
+ ,45 

c 
,8 

0.58 
+0 .1• 

--------------------------
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Unit ed Ki ngdom, 1l Economi c J our a lJ.. Vol . 72 ( emo r 

s li ghtly differen~ metho b t s i milar in IDa Y 
a ls d.evel oped by S . G. Sahot a . Se~ S.G . S hO 
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changes i n year b account f or 20 of 
r ev enu e woul d have been 80 , r evenue 
them down by 20% , t o who. hey woul 

of t he y ear b . 
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15. The appl:ie at ion of dUIllIllY varia.ble to tax functi ons i s ron e 
N .M. Singer "The Use of Dummy Variables in Estimating the Inc ome- El sti i y 0 

State Income-Tax Revenues" National Tax Journal, vol. 21 (June 1 68) , 200- 2 
The method has also been used in several other studi es see K •• Art s , " x 
Revenue For ecasting: A Methodological Study with Application t o Turk.ey" S es 
in Domestic Finance, No.5. IBRD. (May 1974); D. Sykes Wilfor n Walt~-n-T"";;,;';;';;;;;"";'-'-­
Wilford op,cit, 

16. The derivation of the method ma.y be illustrate d in the follot,(in 
manner. Assuming that there are T observations, and a discretionary h e , t,( 

which affected the level of revenue and which might have also aff cted he 
el asticity of t he system has taken place at t=k, two equations for the t st ro­
ctures may be r epresented by the following relationships. 

RO'; :f AO + bOY-c + UOt 

RIt :lI 901 + bl Yt + U1t 

t = l, ... k 

t = k .... T 

(1) 

(2 ) 

where: R~ ana ~ are tax revenue under the first structure an the secon 
t -It '1 s ruc~ respectlve y. 

U and U are random error t erms and 
Ot It 

b ana b r epresents the elasticities of the two struc ure5, 
If suffigient ob~ervations are available before and after t he ,chan e e 
(1 ) and (2 ) may be estimated separately t o derive th: r esponSlven 85 
structures. But for the lack of sufficient observatlons un~er e ch 8 
the revenue data can be pooled on the hypothesis that t he , lstur 

, t ' h es i e U = U and lnco unaffected by the dlscre lonary c ang • Ot lt 

to indicate the change in structure. 
in the form given in the text. 

Thus the above r el ations c 

Ch d "A ot e 17. See RaJ'a J. Chel1iah and Sheetal K. an ~ 
, D' t' ary Chan es ,F· ~AD~W::.:o::..!r~:..:=,-,-~_ Adusting Ta~ Revenue Series for lscre l on , -

(ugust 14, 1974) p. 15. See alSO, K.K. Artus op .Clt, 

F' J Cbe11i h t 
18 . For a similar approach see ~J a , . riscretion ry Ch 

Techniques of Adjusting Tax Revenue Serles for 
K.K. Artus op.cit. 

19. For a similar appr oach see Charles Mansfiel 
Choudhry op. cit. 

t tistic i ic 
21 Wh tbe Durban- Watson s a 

• e r e "ve( Coh r n -Or 
correlated disturb~c es, the lter atl 
comput e the correction fact or, 



22 . 
formula : 

132 

J _ """ U':'€n e&tllne.ted us ing the 0 
The yea:r to "'ear elasticity haa 'I..~ • 

~here: b = elasticity 
R ::: tax revenue 
y ::: GDP 

The elastic ity for tbe entire period haS been obtained by t akin e 
The l east square regression methOd was not used, s i mpl Y be. au,e we 0 

reosonably eno.ugh cbserI'e.tion period to use the t echnique . 

23 . From ~914 to ~98~, tbe gowermnent abandoned t be oormal 
from thos e earning abOve birr 285 per month under t he central 
(CPA) and above birr 450 per month for thO,e employ,",' i n the 
o""sid

e 
CPA. After 1982 tbe govermnent changed t he above policy 

annual wage increments for emp~oyecS earning upt o bir r 636 un er 

650 f or those outside CPA. 
24. For simi~ar argument see Minist ry of Fi nance , ~ 

Tax system in Ethiopia: Recent Reforms Pre
scnt 

Char acter lOt'" F 

Deve~opmen~ mimeographed Mdis Ababa, .Jun
e ~9 2 . i oP 

25. Eshet
u 

Cho~e, Income Taxation in pr e- and post-ae 

~.~. 
26. MinistrY of Finance, ~. ill-. 
21. Data obtained from Customil and Exci se a 

e . 

28. The reasoning is based on Tes
hOme 

. ulat ' s 0 

of tbe coffee exPorts. See Te
shOme 

Mul
at

, ~. £.!-. 
This however doeS not i mplY that the

Te 
i s no , .. , ~inS of b.QJ; to . Q.O. 

29 . 
the yield 
ne~ ones. 

by ather means, '3uch 13.
9 oroe.~e 

It is clear that both ways c n work. 

~o 



i -y ) . 5. 'J:}\X REVENu"E FORECASTING. 

In this chapter an attempt 18 made to make i 

revenue forecast i ng based on the curr ent base and r at e s 

system, and on the assumption that , t he Ethiopian 

growth path indicated in the Ten-1ear-Plan just launcbe . Al 

for ecasts are i mportant i n t~eir O'ITD right, in t hat they pr ovide 

, such 

alter nati ve revenue entimat es for the pl an , the maln concern I O\Ie er 1 0 

compare such projections against the target for total tax so c 8 

postulated in the plan. Such comparison is hoped to s e 
o h 

magnitude of additional tax effort r equired to meet he 

The procedure involves the identification of r evenue cti 

into a ccount both the curr ent structure of the t x ' y9 em, a in 

economic str ucture i mpl ied by the pl an . This is follo
we 

by he r oe 8 0 

for ecasting the automatic gro,,7th in t ax:. r evenue. 

5.1 Method of Projection 

A COml!l8.nly us ed met hod for tl1.X r evenue proj ecti o 

r evenue buoy a ncy "Ti th respect to some postul
at 

d det ermi 

i s o st' f". e 

f tb 
'"h • ~I1 t'"e r pc ent rAs t Pond calculn e 

ro~ 18 o uservatlons ~ u - r-

the a ssumed l evels of these det ermi nant s si g 

discus s ed earlier 11 buoyancy measur e r eflec s no 

to 
~ncome growth but alsO the e~ fec 5 0 

of tax r ey enue ~ 

o.lY 

tax structure . This means a pro jectio 
n oy 

tion t hat ell discr etiona.ry changes, whic 

period t aken would be r eplicat e · an 
"\Iould have 

... _ b f Th •.. ·" o f . c --"" :1 0 i G ,TTV" 
VU' e ore cest. .1 " v~ 
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et r s es 

purpos es. 
Any revenue for ecast arrived using the par 

re.
enue 

functions would be biased, as the r egr essions are b-sed a 

assumption that the parameters do not change . Thus an ideal tax T 

cast would be one that projects the autom.,tic yield for a peri
o 

current (present ) tax rate and base structure - a str ucture 

2 
futU-Y 8 r evenue . 

The procedure would be simple if sufficient time s eries reve~e 
r eflecting the current structure wmlld be available. Unforl at ely 

yield ar e not available due tn the f r equent discretionary chaOg
ea

, . hi 

t he time s eries under a given tax structure too short t o permit AD 

r egres s ion analysi8.3 This makss it necessary the simula io 0 

se 

hie 

series. This consists of generating a series of hYl'othetical 

would have been obtained had the present tax str ucture becn ffec ive 0 

l onger period, which is done"" adjusti"" t he historical a a h se ·ies "'0 

present a"M. If this is done, it means t hat , t e ob ai be cUI en 

show what the t ax would have yiel ded i n pest ye r 5 .it 

r ate ,tr""tur
e

. This makes the for ecast to be based on b exis i , 

elasticity. 

The question which follOWS i s boW to co
nstr 

c 

r evenue series . We have discussed tWO of the < hO s 
x r a C 

nd.just the r evenue d.sta to a gi von per iod 

estimate t he built_in-elastici tY of a t " 5yS em. 

proport ion'" ndju, Lnent methOd and t he d 

v r i a.blc 

+hl.s pe.rt ~!.lso, but t his time, "nth t h 

t ax structure) t M period as thO ref er nc
c 

ye r. 

wi 1.1. be us e d in exactly par all 1 roe hO 
b 

ic 
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have done i n the pr eceding chapter , l n the us e of the proport ' o 

method j the cleansed r evenue s eri es based on the l ast 

derived f rom decumulat.ed r atio , The decumulation to the 1 
ec 

year ' S t , .X yield already adjus t ed to a prcceding year ba,is 

applicat ion of an appropristc sNuence of multiplicative fac or s . 

of any of' thes e factors is to adjust tax yields to the t x str 

pre'Vail
ed 

in the year to which tbe f actor r ef er s . ,,4 This is 

r 0 

derive tb.e tax yield s eries based on the l ast year (i . e . whe 

year n ) instead of el iminating the effects of discretiooory meas e' . ,. " 

neces
sa

.,." t ,a add ta each year's yi eld t he imputed effcct of ch 0 v e 
by the same token, in using 

, n.t .' . 5 
VN er years Wl thln the perlod , 

;.ple met had. the d~ variable will take t he valu of 00 for ' 

observed under the structure of t he l ast perio
o 

and val e zer O ., 

. . 6 
ooservatJ.ons. 

lQ,entification of Ta:x RE::venue Function~ 

Ti 

. th f tl.· ng nroce ,,'-e 1.5 t o esti e 
'he next s teT' ln .e or eca5 ~' ....... 

5.2 

imeserie 

relationship -oetvreen income (base) and ' cleaned ' 

obviously requires a sufficientlY 10Dg ti. e serics 
e 

in the model .. W!nile there is nO b a.rd a.nd f 5 r 

time series shOl.l.ld be , it is sur:,ges
t ed 

that f1. 

histarical period should be the numb er 0 ye rO , 
in he en 

pl us the number of degrees of fre
edo 

1 05 eG 0 

on t his cons ider ation ten historica.l r e
ve 

ue se 

f rom 1913/14-1982 /83 ar e t aken in this S u 



~:ioreover ~ a common '0roced.ure fo l l Oi.re d i 1 f or ecast i g 

r evenue T.l. S e. ' .rhol e . Such an approach , however, h!1S go' s O 

in computation t han 0;' a priori r easoning) involves he e,time. i on 0 

i ncome- elasticit y of the total tax revenue and making forecao , lOT 

vh i ch ""ke it ina ppropria te for tax fore caS t ing purpo se s . I ca b 

this procedure doesnot take into ,"count the possibilit¥ 0 dif er e 

of grovth of t h e econo",! i n the future . It is a cO<"'oo nov e e 

by c S 

ar c i ntimete l y r el ated to their baseS ood davelopment pI', s 
y exer 0 -

significant structural transformation of the econoUl' , thOt 

found influenc e on the evolut.ion of the tax bRse
s

. There ore , he cOTr c 

approach is that which relates revenue to bases of each x b ses . 

t he forecast made on the basis of gi ven pr ojections 0 

I n this kind of tax revenue projection methOd , where 

x r e ue pr oJ ~ -

tion to ""de on t.he basis of a ¥iven projection of ta. b e , 1 

t hat informt'tion on the rel evant tax bascS should be col eo cd . 

i n the pr ecedi ng enapter , quantitotive data for the 
~nis gives ri se t o h se ec 

~l the t axe s are not availao
1e

. , _ cons~ ered to ex 'bibit 

me,a.sur
es

, t h at on e. prion gr oundS a.re 

; ng chapter "here past dat a for thc J0OC! o"e

o 

selection of' the r
o
1?prollr iate proxY o e.se \10,1 

ptoj ections of the particular base a.re 

il le 

:revenue t"Q'!'€C.<1st fl.ye to be ma.de. . wh' ch 

o aaes very difficult . 

A l ist of the selected proX1 b~oe s fo r 

Ul 'I'able 5. 2 and dat!:'- O ll t ll.E:!S, 

A. , O 

e be. 

Bu 9 
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c ::a ' or c 
easly seen that the selectec1 'oases a

r
<> "th 

__ r o. er agr,regates , l' i c 

a l arge exte r.t the l ack of relevant dis'lggr egate data fo 

of r evenue . 

If data (both -past an(l projected) had been .w i lr. 
e , he os ropr -

ate pro yCj ·0 ao e for empl oyment income , and bu' i ne" pro ri t nn 

ro 

incomes taxes '10 ul d. have been, wages and "larie" and pro it' of 

bu,ine
s s es 

r e spectively and for agricultural income tnx it we 

t ay-ab l e fig
ri 

cult ural income' . Unfortunate 11 , , uch data l n 

• vai l ab 1 e • Eve n narrower pr oJC{ bases , ,uch a' ,ector al 

a egr egat ed income taxes, such aO agricultural GDP lor gnc 

and va l ue added in manufacturing, mining, con,tmction . , 

banking and insurance for busine,' profit t ax cannot be e , 

tion
s 

of the,e account' in current price, have not been e . 

h ad forced us to make forecn,t of the i ncome t ax a' 

GDP at factor market costs. 
5 

Since the i ncidence of the land ",e t a i , ° inc

o 

e 

agr i cultural sector, GnP originating i n t he 0 c .o

r 

bas es for the tax . 
B t no

ted ear lier , t be 
u as 

a. d U 

1 or 'Po 

'head' tax a.nd thuS is not related t.o the a 

in the agricultural sector . Thi , .a<e
s 

ogr l ul ur 

const ant price to be • more appr opriat e b.s

e

· 

C 

. + the 1.' nd1.· r p.ct taxes , as pOl 

Onl1.ng v o -

SaleS t x le
vie 

action tax is a singl e-stage 

eX?orts~ and imports. Tne tax CO

n 5 l S 

different rates for l ocal pr oduct i OU , 

5 a. 

e 
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'l'abl e 5. 2 

Proxy Eases for Tax Revenues 

Tax Hevenue 5 Pr oxy Bases 

l. Income taxes l. GDP at rEctor mar e cost s 

') 
<- . Land. use tax " c. . Agricul re. 1ncone or 

cost 1n cons en pr cc 

'< a) Transact.ion tax on J . 3. a) Gr oss value a snu 

domestic p:coduction 

b ) Transact ion t ax on exports b) Value of to Il expo s Ii c re 
prlces . 

c) Trens action t ax on i mports c) Value 0 i mp rt ess 0 

c p1. al goods i s . 

4. Excise t axes 4. Pr i v!lt e consttr'P 1 

i nco c in curr pri ce 

5 . Turnover tax 5. Private co sump on Ie s :t"lC 

income 10 cu re t r lC s . 

6. Export duties 
r Val\.:.e o . 

7. Val s 0 
Import duties 7. e 0 

CEi 1 al 00 !3 

8. Stamp duties 8. GD- pr ce 

9 . T8bacco 1 e 0 cc 0 

Monopoly 
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is done ~n t :1e last chapter , the pr oxy base f or 

tl70 f c :>r co t 
~roduct~ u~n _lS tQ~p.n t b ~_ ~ =._ c e gr osS value 0 

e of e 
of the tax on exports is taken t o be the va 

t he value o f i mports . But as not ed a wi de varie y of ~ po 

exempted f r om this kind of tax -which have t o be ed c ed 

imports , v e c ould not , however obtai n datp. on pr oje 

i~?orts , thus total import values l ess t he val ue 0 

ans c 

c pital 00 8 

or 

Taxes on pr oduction and expenditure ar e usual y exc~s 
general sal e s taxes . 'fuis t exes ar e always cons i der ed 0 be or by he 

consumer . Given tbis cons i de r ation it becomes ne esS 0 

sector cr sector s o f t he population Dear thi s t x 0 norde C 

one b exa.mini 

base of t hese t axes . This can perhaps be e5 

tion patt ern cf' the goodS subject t o exci se and s les tsx'" As no 
cture goo s 

usually these t axes ar e i mposeC-o on domest ic man 
ke 

cases cn agricultura l commodities brou t to he 

Eangel's l sw , p er sons with l ower i ncoroe spend a l a r ger 
l c\( 

lncomes on f ood items , and in the case 0 th 
o to Slo °l or other stu es 
lncomes goes t o f ood consump l on . ~ 

o 0 9 

a t cd thi s consumption pattern , and have shO~ 
declines with ri s ing income s , ,,,hile mC!ll facture 

shown a h i gh i ncome elast lclty . 

articles ar e l a r ge lY con sumed by pc sops of 

that t h e income pe r capit a of ag i cul 

that of the non_agricultural (urban) 

interms of t he consumption of 0 0 5 s 

o 

di 

o 

( 

e 

r 

r 

~-
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11:0 . 8 510; . 2 5530 .0 bl 1.6 . 3 .... I~M.' 14 ,llO .1 lo~3 . 6 

nt.. 

~ftctor cost.. in ~onst..nn~ 

price~ 
1 1821. . 8 1.785 . 4 1830 () 1.638 .1 1Q22 . 2 1~6B . il 2002 .2 2122 .1 2~ot) . 8 

rosS domestic product 

at.. constant prices 
1. 3Q16 . 0 '393') . 5 11031. 4 1...055 . ':1. 4009 · 3 4221. ..., 4454 .2 4506 .2 4b5,.; . O 

rrivate cons~ption expen-

diture 1.es s agr icultura1. 

~ncomes in current :pri ces 
1638 . 1 1.98 3 . 5 1935 . 5 2281 . 4 241.9 ·0 2881 .6 2Q22 .1 3028 .0 3393 .1. -V, ,; i • j 

Gross val ue of manui'f-\.C-

t ures at curr ent I'r i ces 
124 . 8 '725 . l 80'7 .1 864 . 2 862 .1 l l9l . 1\ 1512 . 3 1111. 0 lQSo .6 

I mpor t s lesS the va l ue of 

C8."p i ,tp-,l goods 
402 . 1 524 . 5 5311. 8 554 . 5 650 .6 '739 . '7 921 .9 1021 . 8 1048 . 2 lO02 . 0 

Exports i n c1.lr r ;:mt pr i ces 590. 9 452 . 0 552 . 2 636 . L\ 650 . 9 '7l8 . 1 950 . 3 852 . 4 lTT · 3 050 . 

Expor ts i n Ki l ograms 
696 . 3 516 . 3 439 . 1 33'7 . 9 208 . 4 243 . 9 311 . 2 423 . 5 430 .1 t)32 . ') 

Vf.l ue of tobac cO fm d t ooacco 

I'roducts in crlr rent pri ces 
31. 8 35 . f:l 39 . 8 53 . 4 11 . 1f 90 . 2 11)+. 6 121 . b l44.9 

Notes'! 
, . 
-'-at 1960/61 prices 
_ not availnole 

Sonrce ' central §tatisticel Office , St at istic'" Abstract , (vuious iss ues J 

National Bank of Ethiopia , Annual Report (various issues) 



a.x , 
t axes, the agricultur al sector bears little 0 t e 

l argely "born "by the non-agricultural t ax "base . LI'. ki g 

t he "percentage of this t ax revenue deriving f r O he 

d ~hes 

ff) 

r , 

i t i s assumed that only a small })rollortion 0" it cO 

sector . The base for the taxes " therefor e , taken to be 

ri" e 

consumption less i ncome creat eo' 1.n the . ult 1 10 
ngr l C ur sec or . 

Regardi ng the duties on internationRl t rade , "" have a e 

the dutie s except the coffee expOrt surtax ere speei f · c 

s urtax rates are based on tbe vol""e of cof fee expOrts nd 0 

pr ice f or coffe e . We have alsO noted t h t t he move eats 0 

for coffee cen be represented by the value of coffee expO s . 

above considerations, the value and vol ""e of expO s are se 

of export t 83 r evenue . Furthermor e , most i mpOrt d ti" 

e evi d 

ad- val or em bas is wnich makes t he val ue of i"""rt
s 

t o • the 

But here again , the foot t nat exeUlPti
ons 

f m tOO 

goo ds un
de 

r t he CO u
nt 

rY ' s de ve l opment i n e nt i ve legis .t i on 

b 
ved f 0 th v-' le of l-

tMt t he value of exempted gOOdS e r e"" ~ 
althOugh such data are availab le for the P s 

earS 

ar e not avai1a"bl e for the future . o be he rO 

l ess value of capital goodS ar e to.ke 
aGe 

Unabl e to find data on cl ose "?r o:t:J 
cons an 

spe cif i c r ates , we nave sel ected GDP 

d t 
t of an

v other be ter b se 

u y , and fo r van J 

o ob o 

. e ft C a ba"c . 

of t obac CO and pr o ucts lS us C>o-' 

B 
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) 

\ 01 

UOIO . ~~9'5 · 
.1. 

,rOS S docc~tic proauc~s a 

cost c.t curl' cn~ p r ices 

r~c0tur~ ~ncome a~ f c.ctor cos~S 
. . ~ 
~n constant pr~ces 

GroSS domestic p roducts at const ant 

. l 
pr~ces 

Private consL~ption expenditure l e ss 

a gricult ur al i n c ones in current prices 

GroSS value o f manufa ctures a t curr ent 

price s 

I mports lesS the vc.lue of capit9,1 

goods 

Exports 1n current pr
1 c es 

Va lue of t obaccO and tobaccO pr oducts 

9 · ~02'30 . ~ 

04 .0 
l1t~oo . 55~ · 2 := 

284 . 2 9183 .6 l03bl . 2 

6488 .5 1012 . 6 106g . 4 

2201. 1 2448 . 4 26l0 . 8 

l211 . l~ 1310 .1 l548 .6 

1406 . 5 1 534 . 1 l128 . l 

1 55 . 3 113 . 8 193 . 8 

lat 1913/14 prices Notes : 
Of fi ce o f the National COln!r.ittee for National P l anning . 

Source : 

800 .1 ,0Bf) .8 

~~0~6 . 0 ~~ 

B183 . 

2Bll . l 

l156 .5 

1949 .4 

218 . 3 

.0 

lb6 .8 

34~ . 3 

1993.0 

2209 .1 

240 .0 



5. 3 ~venue Proj ections fo r 1984/C5 t o 1988/89 

Table 5 . 5 presents a s~marJ of est i 
evenue ob 

fitting the data for 1913 /14 t o 1982/83 int o A. 10 ,- line 

coefficients thus reflect the r evenue 1>a tern un er he 

at the end of 1982 / 83 . 

t'lX revenue forcast s for the perio(l 1984/85 to 1988/89 r e 

year 1952 /83 is talcen as the base year as it is the mo. re e J- r 

firm data arc ava ilable . The forecA.sts a re made Y us~n 
step-by- st ep pr ocedure gives t he r evenue projec i on 0 • given " r . 0 

e XA.p:ple p. forecast of a revenue for the irst e 

i s givcOY 

formul!1 ~i 
_ R (1 + 'o~ ) 

o 0 

fo r ec st v e of e 

wher e: 
Rn ::: the 

l evel of 
ta.x revenue in 

H 
::: the 

0 

b the elastici y coe f i cie 0 

.-

@. -pr ojected 
rtiona.te 

::: the 
B 

0 
'J 

the tax base i n 

'0 en!:. ye'lr !l 

'me -procedure is r epeated fo r all s seq 

part icular year is built on the : or ec s 

of 

forecasts obt~ined are pres
ente 

The main limitation of he a.'oove ,e 
u1l1P i o 

shortcomings of ~ ~ aSS 

e pr ecc 

ich 9 

t: P ec 

he 

A. of h 0 

fo o 

r · 

o 
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~ 
summar y 

of Estimated Revenue }' lli'1Ct ions ----- a b c'o 

-
Income taxes 

-h.J5 1. 80 . -0 .06* "':'0 .0 

(0.53) (0 .04 ) (0 .06) 

V'1nd use tax 
-5.18 2.25 

(0.63) 

~ransaction taxes on 

domestic pr oduct i on 
-0 . 46 0.73 

(0.09) 

Tran3action t axes on 

- O.tfO 0 .49 

ex~orts (0 .14) 

Transaction t axes on 
0.19 -0. 31 

imllor t s (0.09 ) 

0.B3 

Excise taxes 
- 0 . 55 

(0.0'7 ) 

1.48 

Turnover taxes 
- 3. 38 

(0 .22) 

0.34 

Ir.rport dut ies 
1.19 

(0 .13) 

1.0 

Export dut i es 
0 .82 (0 .15) (0 .66) 

St aID}) dut ies 
-10. 33 3.1 

(0 . '6) 

Tobacco Honopo1Y 
2.3 -0.19 

(0 .20) 

1 f 
5~ oi fi n ce o 

*I nsignifi cant at ~~ . 1eve 0 

-o .3B O.S: 2 .1 

(0 .021) 

0 .6 2 . 

o. .23 

0 .60 1 . .. 

o. 2 .2 

0 .9 2 . 6 

O. 2 .2 

o. 1 .51 

O. 

."0 2 .20 



exerc is e e.., 
is the -nartial " , ~ e~ulllorlum nat ure of the mode 

should allow f or f eed-oacks oetween t a.xes 
nd n 

f or ecasts 
t o run from 1. 

lor. -

mode l the di rection of causation is as sume 

'rhere a re several sl'm,"Ll 1.' fyl' no~ t' 
" w assum-p lons which e 

t his model. Such a mode l fo r exampl e , as s ume ~ t t t ax 
nue . eS 

not affect the size of income l't l P 
se .l. , an 

fut ure ye s G~ec 1.C 

a.r e tak en a s g 1. ven . f ur thermor e , oasing pr ojec ions 0 

rather ths.n t he t ax revenue as a whol e means hat he ela 

or 

t axes are ignored . 

'rhe alternative t o the abOve model i s cons
t r 

ctin a CD r e 

country e conometric model , that tekes all fee ba k ef ec s or 

t o 

account . But In a condition where there is nO " ficien roo 

A ore p actical etto ) 

such an approach cannot oe used . 

s i " of iven P oj 

project t ax revenue separ atelY on the 0 

bRse . It 1.S f'-, 'rgued that 
for mediuru- t e tax rC'v-e ole oj 

simplified one "ay c,usation assUlllPti
on 

is reCSonable on 

pr epared al ong this lines would approximate 

ose 0 

model. 

Before ;;e pr oceed' i th t he t ask of de cing t"" po 
ollo..rin 

the results obtained , an attempt is m de 1.n th 

~ r o j e ct i ons "i th . 1 t erna t i ve t ax r e
ve 

ue pro i ec .ion. 

Department of the N,tional COioonit
tee 

for cen 'll Pl 

attempt t o estimate the financial r esources v ic 

during the Ten- Year-Plan period . 

i on 0 

c io 

o 
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Revenue Pr oject i on for 1984/ 85-1988/89 

(in Milli ons of Birr ) 

1984/85 1985/86 1 86/87 1985/88 19 8/8? 

Income tax 550.6 606 .6 678 .2 59 .5 850 .6 

Land us e t ax 54 . 8 56 . 6 61- I) 3. 7 .2 

Transact ion t ax on domestic 

product i on 93 . 3 100.9 105 . 7 11 .6 

Tr e.nsaction tax on i mpor t s 123 .9 136 .1 150.1 65 .9 183., 

Trans action t ax on exports 11. 2 11. 7 12. 11 l3 .1 13 .9 

Exc i se taxes 289.4 316.1 3' .7 57 .4 180 .1 

Turnover t ax 72.7 84 .6 9 .1 102 . e 1 

Import duties 173. 7 fl1.1 189 .1 197. 206 . 

Export dut ies 207.1 227 .2 257 .8 29 . 1 

St amp dut i es 12.7 14 .8 7.5 2 .0 25 · 

1-1on0:90ly t ax 4.2 3.8 3.5 3.2 2 . 

Tot al Revenue 1593.6 1738.5 1906 .11 206 

11emor andum Items 

Gr oss domes t ic 
1 11067·1 nB 6.9 12841 . 1 

product 

Tax r atio 14 .4 14 .6 11 . 8 1 1 

l pr oj ect i ons made by he Office of j io 



ternative r evenue r o'ections 
Com: ari s on of 

I n Tabl e 5 ,6 the pro j ection results genera ed by t e 

using t wo aifferent methOdS , indicated as B and Care compaire 

correspondin g pr o jections made using the met hod discussed above in 

The rat i o of B t o A, and C to A may be regar ded as iodica 0 so" 

deviat i on of the revenue projection generated by the Fi ""ce De rt t 

our projection. Thc general method followed to obtain he set 0 t 

pro j e ct ions in di cat e d as B was to ae ri ve tbe value 0 f he tax seD 

projections of the gr ooth of the economy , ond to dcrive ax r eS by 

ing the p roportion o f tbe t ax revenue of each tax to the v l uc of he r " oct: 

base based on the obSer vation of r ecent past . The ra eS obtaine 

multiplied by the projected baS' values t o genera t x r eve e 

To 'll"ri ve at the tax rates the average r;i. gur
es 

0 t o> 

three fiscal years 19'18 /80 to 1981/83 
were t okeo . ,'he 

I,r o jecti
on 

indicated as C waS obtained by • si",ple et 0 , 

extr apolation of the historical trend of reve
n 

e colle ,io 
on 5 in 

Although these methodS are the commonlY use 
5 0 e 0 

'ng , i t i s not difficult , hOwever , to paint 0 

I\s far as t be first one is concerne , althO ' vor! i 

attempts to obtain r evenue projections b sed on 

limitation lies in that t he pr oject' ons are on e 00 

r e l . t i onships derived froID to 5 all historical 

oDt ai ned may thuS De signifi cen 

t&~e place during one of thOSe 

i n vi ew o f the frequentlY chan in ec

ono 
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the past. which ha~e a direct bearing on the tax bases . The · 

8 

e ffe ct . Moreo~e r. such "ethO dS do not teM into ace

O 

of 

second method of forecasting are that . such 

t i on that an di scretionary changes Which oCC r during th hi 

perio 

would be replicated i n the future and "auld h ve t he s C r 

ion 

arry s t ructural. chenge or differeot patterns a 

h 0 th cO 

future . l'rojec 

It is t o be recalled that 0 

into account. to certain exten • theSe fac or s 

methOdS used by the Finance J]epartment an 

o~ercome t he shortco';ngs of be " 0 thO e . 

t he r atios indicated as n/A and CiA cae 

ar is i ng from tbe shortcomi• s 0 the 



5.
4 

Ta.xPoliCX Implica.tions of the Projection "Resul s 

Two important conclusions can be drawn fro the tax re e 
e roje 

as p r esented in Table 5.6. First, it can be obse rve ax 

projecte d to mcrease from Birr 1493.5 million in 1982/83 0 B· r 23 o. 

In 198
8

/
89

. This means tax revenue ¥lill grO¥l 

r 

on average , which may be considred a credible .chievemen . B 

earlier our i nterest is on t be tax ratio rather than on the r 

t ax revenue . This is presented in Table 5.
8

. According 0 0 

with unchanged 19B2 /B3 tax structure the tax r atio oill sbOo har 

6 0 e 

ment . It can be seen on the table that tbe tax r atio 19 

srune as that of 19B1/B2 and 19B2/ B3 when it oas 15.
3 

an 15.2$ r 

This observation substantiates once again, our earlier 

tax syst em i s income-inelastic . It can at bes be cal ed 

means given the present tax structure constant , the can liz · • 0 

ately h i gher share of the grooth in national inc
o 

e oill no 

future . 
Se co

nd
, a t ax ratio of 15 .2% by the en 0 198

8
/
89

" ns 

plan re~uirement . As is shOwn in Table 5· 

be Ten-Ye 

envisages a t ax ratio of 162% by the end 0 1 8/ 9· 

the r evenue t ar get set in the plan , ax effort 0 c 

the f orm of introducing neW t axes , or rising t 

r 

administrati on will have to be ma e . 

A cor 1.n 
o 

that about one fifth of the expected inc ease' 

period 1984 / 85 to 1988 / 89 ¥lill ha.
ve o e ra se 

in one way or the ot her . 
oreov r , 1. 

b SC n he. 

n 

8 

of 
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Table 5.8 - -

ConS
o 
1i dat e d Tax Revenue Pr oj e ,t i ons (1984 / 85- 1988 /69) 

(in current ~rice) 

Plan pr ojection*12 
P jec i on 

Birr 
Percentage 

Birr 
Percen age 

(millions) 
of GDP 

(millions ) of J 

1593.6 1 

1984/85 
1148 . 4 15.1 

1985/ 56 1833 . 2 15. 4 
1\38.5 

1 .6 

1986/81 
2041.6 15.9 

1906 . 4 14 .8 

1951 re8 2231 .9 
15.9 

206 .9 
1 .8 

198£ / 89 
2445 .6 

16 . ~ 
2310 .4 

5.2 

Source ' 'Proje,ti
on 

by the Offi ,e of t he . tion. 0"; e f or 

Central Pl anning. 

**Tab1e 5.6 
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by the end of 1988 /89 is 10.> Be,au,e, a tax rati o of 16 . 2~ b, 

improve the position of the country in the spectr of 

tax rat ioS presented earlier. This is true espe ci all 

that , the other developing countries are very likelY 0 

rat ios . But this does not Ir.ean that, no si .ni f ic 

during the plan period to improve the t ax ratio . It , an b se. 

s tudy i s confined to tbe first f i ve yearS of t he ~l n per i o 

horizon of the plan is ten years. It sceroB h t 

planned tax reformS ~ill be felt i n the revenue un 

pl an period . The fact that the tax r atio is pl an
ne 

to ,nc .s 

in 1980/ B9 to as high as about 21% in 1990 lI t t"" ye r S e r 

1 

our cla i m. 

r scor 
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1. One of the variants of t 
Plan is obtained by simple extrap~a~~:~n~~ ~~~jectio J <f. ~9" C t /Han Jt:;' IJ1 0 h r1 Cf ; r11 m <t> r1 e an 90 6 JPO~ ,we 

000 I... 'tcf l' t 11 11 t t 11 -\n 71 n n an J n. t 197 5 

2.. See R. W •. Be.h1. .. Al ternati ve Methods for Tax Rev n 
~vel:)pJ..D,g Countnes: A Conceptual Analysis op ci t 3 
Cliell

Ch
lah, 8. note ~~hniques of Adjusting'Ta.x·Rev~~uP · s ~ies 0 

ary v anges, op. Clt., p. 1. . 

3. For a list of discretionary mea.sures that have 
recent past. See Appendix II. 

n rr i 0 

4. R.J. Cbs" jab,. op.cit., p. 5. 

5. For example, "if at year a's rates, eollections i n y 
amounted to Bo, but because of the ~Ntiol'lary measures oa 
the actu:u. outturn was 100, we COUld say, assuming away any pos i 
proSl'QQS' Vl.ty, that the effect of -the di.s.ore'tionar;- meaSUNB . n y 
scale up reveIl'U$S obtainable in yes"/' 80

1 s rates by a. faetor of 1 I 

6. See K.K., Artus. op.cit., p . 3 for similar metho . 

7. R.W. Bahl, op.cit~, p . 14. 

8. Even projected data on GD? at fact or mar ke 
study could not be obtained. But since past valu of C 
GDP at factor market costs shmved correspondin y eq al r 
projection on GDP at factor cost is obtained b asaumi t h 
will grow at the same rate as that of CDP on mark t pr i c s , 

data 1S available. 

9. See H.S. Houthukker, iiAn Internati onal omp 
ture Patte rns ," Econometrica, VoL 25. (1 957) ,~ S.O . . A . ' n 
ties of Demand for Household Consumer Goods , The ~gen our 
and Social Studies, Vol. 12, No . 3, ( N~vemb er 1~70 ) , . . 226 . C. W. 
Analysis of African Household Consumpt~on and Fln Cl 

Uganda, if The East African Economic Review ~ Val : ' . ( 
and Heyer Judith "Household Expendi ture ~ n aHa ~. 
ConSUlIl~r Behavio~r, " Economic Development an Cultur 

1969 ). 
10. For similar argument see W. Parmeoa , =.&-~~ 

11. For similar method of project i on s ee 
Tax Revenue Forecasting, op.cit. , p. 1 5. 

12 ~() ~t 'E 11 () tp j Cf f C t Han fC; 
q!Jt) t C\ 0tJ t 0tJ 6 tJ <j> Q. / 000 c. ~ / t 

1 053 - 1064 : : 

6. 

J 
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13. It can be observed that these revenue project "o s 
the proj ections discuSGed earlier. These are the nnl pl 
;.rere derived on the basis of the earlier ones pl US some ot T cO S 

particularly the economic conditions of the country after 19 5· 
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6. CONCLUSION 

It is a common knowledge that th . e f1nancing of economic 

pri~l'ily a "bootstraps" operation. This i mpli es t hat develo 

s houlder the major share of the burden of financing t heir economic 

In Ethiopia the public sector carries the heavy burden of pI nnin 

and financing a major portion of the development progr ammes . Thus 

f "? s Qurces r::us t be mobilized in ever increasing quant i t i es an c 

government hands to satisfy, as much as possible, t he rapidly 

s pendings. The financiill needs are great and pressin p; in Ethiopi 

government has to deal with problems of poverty and develo men . 

The primary means of mobilizing resources 

&&~t. ... 'y ~ t,axatlon. 'This makes the instit ution of an effective 

major concern in the country. Hence, the analysis and evaluatio 

system becomes necessary in an attempt to ascertain its co ti 

goal of mobilizing resources. 

A comprehensive analysis of t he t ax syst em has en e 1 

The revenue structUre of the t ax system has been r evi ewe 

overtime examined. An ~v aluation of t he volume of 

a-vis the tax potential of the country and the fisc 

was also made. Furthermore, t he tax ef fort 1n 

revenue was assessed and the potent i al ity of the 
x sys 

revenue in the f ut ur e- expl or ed . 

. from the st udy i s An important point emerg1ng 
h x Y 

increased very significantly during t he r ecent p s 
y rs , 

stantial tax eff ort exerted by the governme n 

a 

t e 

a-
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ma es the performanc e particul rly 
1m int er esting point which k 

that a significant upward increase lOn the 
tax ratio was achie e 

, lncrease was achieve 
r elatively short period of time . and thlOs 

export, whi ch CO prise a major so 
declining ,wrld price for Ethiopia I S 

t be c oun try's tax r evenue. Notwithstanding the high revenue yie 

tbe f act remains that the tax system l eaves much t o be desire . 

outcome of the study it can be said t hat the problem of taxation 

three fold . 
First ~ the tax revenue is i naden"uate ( kOm ) 

'j. s ,1 P ° 
It was seen 

e 

,ncrea
se 

in t ax yield has taken plac e in the past , t he level of 

l ow when compared with the tax pot ential. This w"' demonstra ed 

i ndex of degree of utilization of the taxable capacity , Which i s belO" e 

by any standar d . Neither can it be consider ed ade ".te vhen comp r C 

r evenue needs of the government. Tne tax r evenue hardly gr'" ,n co 

growth in government expenditure. Thus , it bar ely co

ver e 

h 

ture and no surpluS waS gener ated for capital i nvest ment . 

Second, not only i s t he revenue inadequat e but is also ch ac 'ay 

a wide range of uncontrolable fluctuati ons . This is d e t o i s 

ic 

r eliance on s ources of i ncome from f or ei gn trade . ThiS cr .. 

certaini ty which exacerbates t he shortage of .ur ea y me 

and has proved t o be pre judici .u t o plan
oed 

tevel opmen 

Third, t he taX r evenue is i ncome- i nelas i . 

proportional. This means the additional tax re.e

nuc 

large obtained thrOugh rat e changes nd impOsi 

than aut on •• 
tic 

i ncrease i n revenue at iven r a 

that the channelling of progress ivelY hiF e 

publi c treasury at the current r at e s r ct 

This i s evidenced by the l oW elasticity co
e lCl 

1 
ry o 

r 

Ayaldl
Rectangle



While the above points th 
are e outcome of the study obt ine by 

t he tax process, it is also th . 
e concluss1on of the study that, t he pro 

taxation spelled above are largely d t 

a pro uC of bot h faulty ae chan i cs of 

rate structures, and weaknesses in its administration. 

e 

Needless t o s Y 

re re o 

o e in order to improve the performance of the tax System, action' 

mitigat e al~ these defectS. To this effeot a comprehensive r efo 

system must be made. The crucial t~sk of tbe reform should be t he r e fore t r i s 

the share of GDP token in taxes and to improve the elasticity of t h 

It is within thes e framework tbat po~icy recommendations to allevi 

e e 

can be given. Improving the system as a whOle largely dependS on kn vin W 

the determinants of tax revenues are and understanding ho

v 

they 

taxing process. According to fiscal exPerts , beyond veal than d 

tax revenue is determined by tva important factors, these ar (1) pOl · cy ct o 

hOw much is asM d for and (2) imp).l.ment a t i on capacitY - the • xl en O W , C 

o po~icies are imp~emented. The revenue pOlicY intu
rn 

i s etermi c by 

ing weaU h, the goverOlnent deS ire to taX it, and by the pOl it i c 

enacting fiscal pO~icies, while the de gree of target imple nt 

the magnitude of the t ask that haS to be performed vbi ch is 

8 on 

stabilitY and simplicity, and the l evel of volun

t 

,-y 

and means avai~able for i mpl ementation . The cri 

personne~ and exPertise . The means of i mpl em

en 

enforcement. 
The question's what can be done al ong he 

bO e 

constraints and problems of t axation i n 

hi c 

additional i mprovement in the Nture'l A 

s re 

c'j 

8 o 
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proposalS that are believed to enhanc th . . 
e e productlv1ty of he 5y8 

of t he discussion given above th 
e recommendations are 

\10 

first concentrating on policy issues which essent i allY 

pol i cY r eforms on tbe rate and base structure of the t ax sys e 

dealing with some aspects of tax administration. 

o~ Te.x . EQlic.ies ax l a.r e y r 
Starting with the mcome taxes, it was not ed t hat t he 

on i ncome from employment, business profit and profes, i onal , 

act i vi ties • It waS als 0 not ed that as far as t he rate st ruc 

i · . 

all of the main income taxes (except the t ax on compani es ) 

a highly progreSSive rate structurel · lIith such kiod of 

i ncreases, whether in real or nominal t erms , r evenuesro i co 

r ise more than proportionatelY to t he increase in taxable b ses . 

i n g revenue by increasing the progressivity of the rate' 

f ended. Moreover, the exemption l evel s or all oW nces 

loW or non-existent, ruling out the possibility of ,n r e si , 

,ng t he taX bases . As far as the t ax on compani es nes , 

i n nature and thUS although considered hi 

ing t he justifications normallY g1ven for taxing 

avoid . aaministrative inconveniences , pOssibil
i 

i es 0 on e5 blish 

of integrated industries, and <!i. si ncent ive erre e 

pris
es 

_ the onlY possibility by whi cb tbe 

corporate income i ncr eases its sba
r e 

i n na 

yieldS by r aising the current comp ny t 

as the r at e i s already reasonablY hi s co 

African countries, which i n roOst c sCS 

lC 

5 I 

o 

• 

o 

r 



One way of improving the productivity of t he tax by 1J 

t aJC base could perhaps be by making the incentive pro
vis

' nS 

eliminating them compl etely . This is suggested not because 

o 

e 

provided ore too Lene<ous, but because t her e ap ears 0 be 

s cepticism about the effectiveness of such kind of incentives , 

several developing countries indicate t hat t he tax concess ions vc 

and not essential to the formulation of t he businesses . It is 

that growth in private investment is not so much the function 0 

r ather incentive is a function of the total econom>c poli cY 

ThuS a situation' is created io vhich, vhile on t he on h nd o 

incentives are ver',{ uncertain, on the other hand t he oppert 

fiscal incentives (i . e less public investment due t o lover a x yicl ) cO 

probablY be high. 
It 1S clear that the scope for i ncreas in t ax 

of the tax system by increasing the rates and exP·

n 

taxe sis ve r',{ 1 ini ted. The main hope of enha
nc 

in g be o 

taxes 10 general lies in i mproving t he administ
r 

tio 
p ror " 

Ths 

enterprises .,c, i n the agricultural s ec or , 

interms of ss sess~er' of ,,,able inco 5 and e 

o ce n 

The flat rat e structure 
n 

make the taX more pro c.uctive . 

The land t aX 53 veS indicated i s a ixe 

r e 

se ee · The 

result in an inelasti~ity of the 1 n 

1 t th
e prod ctivi 

making the tax base re f ec 

o 

b s. 

size of the ar able l and nd the fert
ili 

y 0 

hese 

o 

'J 

nC 

i n 

8 
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ssi vC d 
t he yield higher interms of magnitud and also mor e pro 

o 

probl em associated with such k ind f t 
o a ax rat e ~s he rO 1 

admi nistering the l""oT. M 
" ~~ or~ about t his l at er . 

Turning to J.;he indirect taxes, i t i s t he 
of 1 

e ef 
the attainment of an income elastic t ax structure ca 

by the direct taxes and there is the need to as much 

s p0ssiole SUTlln
• rln 

dir ect taxeS with more powerful direct t axes . While his is 
owever ca 

the great revenue importance of the indirect t xes 

cannot be denied alsO that such t axes can be devel oped and r a 

e xtent. 
As far as the excise duties ar e concerned , it vas noted 

a re specific duties, which greatel Y l imite 

y 0 
xes . 

upward trend in the prices of the commodities r e associ 

r at e of taxation t ending t o decline . AlthOugh t he 

through frequent adjustments a are l a
stin 

sol io 

nver
s 

ion of specific r at es to !'.~ :!"-1--"F
em 

a eS . This va 

link bet",een teox reoeopts and indust r i al au pu • 

results i n the former graving at t he" owth r " s a he 

mi ght prove admi ni strat i velY more di ficul b 

without the need for tinkering '..lith exc~s 
the practice so far. s uch r at es a course mi 

p r esented in the case of Ethiopia. We have 

t ax vith ad valorem rates have ee f ec 
-~ 

a r e subj ect to both t axes . Thi s e B 

valuation procedure that caul be se for 

i ch 

is 

OS son 

syst em. 

co-

y 

Ayaldl
Rectangle
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~mile the shift from speci fic to 

imparting built-in-el ast icity to the t 

es ,",0' 

x r e enue , r 

be achieved by l evying relatively hi er r es on 

high elasticity ot' demand, and by takin 

elasticity of deffiand with rising lncornes . 

are also considered to provide a suitabl e base or 

countries. The inclusion of services in the lis 

thus increase the performanc e of the Ethiopian ex is 

he 

ax S 

these sector to GDP is sizable and t hus it may h ve Y 

potential. Taxing services as telephone , el c 

source of revenue 1n the country as they have 

y e c . C 

ve o b 1 

The sales taxes both the singl e sta e r anSR 

turnover t ax have proved to be the most el astic 

Ethiopia. But while ther e i s little ~uestion h t a co 

and single stage levy "Tould offer hi her r eve 

t hem , the administrative burden consequent to he mul i li 

the Question of the possibility of consoli ti 
the o 0 c 

with higher r at es . This l eads s t o on31 e vh'ch 0 

employed. . I n . selecting one form t o the 0 er a 

such as, the amount of r evenue nee e , tr 

in the business community, administrative cap bili Y 0 

C · 

st andar d of voluntary compliance roon x p ye s 

t axes against these constraints nd oppor S 

transaction t ax vith higher r tes voul 

a dministrative feasibility. In vie
v 

0 

he ov S 
o 

s . 

x 

o 

Ayaldl
Rectangle



many of the t ax payers and the high admini strativp de d 0 

number of r etail t ax payers ,.,ho keep very rudi ment ry 0 eve 

s ingle stage transact i on t ax l evi ed at a stage whe re 

ly feas i ble mi ght pr oduce mo r e revenue . 

ssess e 

56 55 

o 

18 

The pr oductivity of the t ax can also be enhance he by 

cover age t o some of t he exempted goods . The l evel of exe p 10n e 

imports from the t ax have r esulted in the substantial er 510 

detracting it from its r evenue rol e . It is r eported h 

of all i mported goods have been subject t o t he t x in he p s 

r eexamination of t he exempt ion l evels . 

The country relies heavil y on t he taxation of i orts 

the other hand the ~roduct ivity of this t ax hfis decline ov r 

conserve fo r ei gn eXchrul ge and the need to i port C pi 

goods which ca r ry ei t her ze ro r ate or l ow r t es vis - a- vis 0 he 

cust oms r evenue t o decl ine over t he period. 15 I so 5 

is l ikel y t o cont i nue and t hus i ncreasing r eli nce 

policy measure intended at pr event i ng the ver e r 

fal l i ng will have t o be direct ed at cha 

i mport dut i es . Th is i mplies highe r r at es on 

to t he long establ ished policy of exe 

promot i ng the establishment of do estic 

reser vat i ons voiced about the e f ecti _nes 0 

and t her e i s no need to lSC 55 t e he ~ :1 ". 

t he ~Jl icy cann ~t be e x~_ c e 

of exem:f:t i ons uS be JD!). e w . ch 

.1n import t ax r evenue . 

ea . 

o 

s 

o 

S CIl 5 fo 

o 

s . 

o 

r 

r 



As f ar as ,~ xport cluties ar e conce ne i , w S 

export duty yi el d (95% on avera r e) is o"b 
lne 

makes our di s cuss i on to focus mai 1y 0 

at present coffee ex-port i s tp.xed on four 
b 

export (b) cess t ax ( ) t t ' ( ) 
c r ansac l on t ax d s r ar. · 

he 5 

speci f ic r at es the -:.hi :::,(,. ~. e proportional ~ .-:..;:::::;;."-:': 

scal e bas is. The flost i mportant of these is t he s 
y; . I W S 

the r ates are gr aduated i n a .1ay providin 
or r el l'\. ive ' -

on a fixed Quantity of coffee as prlces rl se . I 15 

t ax r ate is the i deal form of i ropartin built-in- elast ' 
he 

of gro~ing income resulting from ri s i ng prices . B t i 
en i s 

sol u e 
best, and i f prices rall, the t ax r evenue m~Y shoW an 

h i ghe r expor t incomes are derived fro hi he r P 

UC 1 o . Th i s 

happened over t he l ast fev years . The r evenue shOved 

decline did not r esult from t he 
11 i n the vol e 0 e 

1n t he export prices . 

In consider ing fiscal re 0 .. 5 , ,,11 h t he obj 

l 

performance:' t.bi ', '" e r
. , t~ <> t;.llc s . i oo h 

trend of wor ld pri ce for coffee exports? 

pr edict YTorl c1 mar1{et prices , it i s (1.150 very 

market prices fo r agricul lral comm
ooi 

l C 
Ev 0 

i s a speculation that this will contin e . 
no 

fall, a complet e r eversal of the S 

hoW t o make the tax r evenue el astiC i n 

o 

:L V ~s s 

market prices f or coffee . The 

"0 

s 8 

'I r 



exports, and the value of coffee export s . The 

lie s in that being a specific rate i t enhances pro ess i 

declining prices and 1S r el atively simpl e t o a dmini s er . 

which make it unatractive a r e , as the tax i s not r el a ed 

possibl e to mop-up the occasional wind fall gains . Secon 

very low p rice s for coffee , a specific export t ax woul 

on producers. which may adversely affect their desir e 0 ' cre se 

This leaves US with the s econd al t ernative i . e r el ating he 

the value of exports. It is clear t hat t his would Uli . 

p robl ems. which can arise from the ot her forms of r ll es . 

alt e rnative is attractive from the point of vi ew of pre
v 

revenue from the wide fluctuat i ons r es ul
tin 

from the 

p rice of world market. 

As r egll.l'dS the other duties on coffee t he esS 

as far as they do not serve anY separat e purpose hei 

e i 

s a 

Me 

ex S 

es 0 

o sol 

e 

O..m6 n 

justified on aami ni st r ative gr ounds snd should be co so 
x ra e h h 

export duty. All that is needed i s a r eal i stic 

h i gher r evenue . 
strengthening the exPort duti es at l eaS ,n he 

crucial in Et hiopi a , b ecaus e it i s he mos 1 po 

resources from the agricult ural sec or , n view 0 

a dministration f aced i n effect i velY t Xln 

he se 

method . Thus apm.rt f r om t he s 
es e r e 

convert the t axes l evied on otber expo abl e co 

specific nature t o ~ ~lor~ r 
eS . 

of 

e 

8 

b 

si 
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On Tax Administration 
~ ax oliey is no b 

It is har dly an exagger ation to state th 

J;.'J;.' ovever no e and cor r ec ly esigned a 
its annlication . H bl 

n 
not vorth much unles s it is implement ed . It is sai t he; 

countries revenue ar e inadequat e and unstable no because 0 

t o t ap t he tax potential and insuffici ency of t axable ba.ses , 

partial implerr£ntation of existing t ax l aws . In Fthi opi. l i kewi.
e

, 

l' 

e 

enforcement capacity of the tax admi nistration is widely cknO Ie ge 

al so revealed by our study , The l oW el asticity coeffici ent . of ever 0 

taxes " ere eX1'lained by the l oW t ax··to- base el a
s 

icity vhi ch 's ., e' 

i nef f ectiveness of the tax administrat i on . This means t ha ., 

of r evenue can be gener at ed by strengthen i ng the i mplementotio 

o 

in 

t i on . 'tatters of fi s cal admini strat i on i mpr ove £n s 011 In . 

o 

r 

r eal m of },ublic admini strat i on and t.hus is beyond the .cope of his r. 

thele
SS 

we maY brieflY r e fer to some i mport nt st ps ha h' 0 e 0 

impr ove t he tax administrat i on . 
r 

we have s een t hat the factor s whic ~ffec nia ra 

and means available f or taX admini stration . Th s nY ax' 
I ft,hio 

strengthened with t he cited means and r esource' · 

fis cal administrat i on i s r e orted 0 s fer from the 1 c 0 

r e sourc es . 
Offi ci als i nter vi evcd po in ed ou 

f ar from adequat e when compar ed wi h he task 0 

has r esulted i n the l oW perfo mao
ce 

f he 

i t is because of t he a i ni s
t 

. t 1 3"k ' n the toto.l OV 

r evenue constltu e on Y " ~ 
small sum -when compared wi h ,be size 0 
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. er ax aws . P.ll ~s c r eported i n the implementation of oth t 1 

. , u uy equ~'P~ng ~ h improvement of the tax adminis+ration h ., . 

resources not ed earl ier . Apart from the other organiz tio al iss 

succesS or failure of carefully planned policies 
epends to 

the suit ability and motivation of the staff r esponsible for c 

This means a. thorough training and impr ovi ng the livinc; an 

of the staff i s very impor tant. Hor eover , at the hear of 

dat a (infor mation) and expertise t o process and analyse i 

axing roe. 8 

i h ..... hic 1 

admi nistr ation must be strengthened. 
ax adminis r tion is 

It is true that est ablishing an efficien 

expens i ve venture . But ensuring admi nistrative efficiency es del r • i 

pertains to tax admi nistration nust be seen ~n a dynamic sense. 
h 1 

o· 

o 

r 

e 

on i mpr oved administration in t he short run ,5 amply vi dic ted i 

run by the increased r evenue pr oductivity of a more evelope t 

.. y5 e . Fo 

instance in view of the f ormidable administrative probl ems cnco er e 

t axing agriculture and small private busines ses hroug
h 

the' o 

• presumpt ive , assessment method can be r e oromended . The es n lis 

a met~od ,,"y be expensive at the beginriin , cspeci?~lY in a 

r equires l and r ecording and surveys. However, i seems h t i 

rat ional t o bear the cost f or a while, and over orne he pr bl r bili . 

institute an enduring syst em of t axation g A.re 
e 

surplus es into develo~ment expenditure . 

This in br i ef are he r oposal
s 

we f o 

whi h 1 

ment ed ar e believed t o enhance the erf e ivene
ss 

of 

t o be noted tha it is only a syn brO i.cd CO se 0 

execution l evel whi ch .an r esul in the em coce 

h 
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But although the study suggests the existe ce 0 

a scope for T 

ax c 
increased tax r evenue, it should be r emembered that hi 

, 
./ .. 0 

cannot b e expect ed t o have the desired impact on the savin ra e i 

the mass ive savings requirements in t he country . The achiev"""n f 

s i gnificant saving rate by the gover nment demands t e s e of al a nil 1 

instruments. In t he Ethiopian condition, imp oveme 
in the 

saving r equires higher saving by both the ceotral goverom
e c 

sector enterprises. It can be claimed that a high po 

resources lies in i mproving t he financial performance a hese en erpri 

Thus policies t o ensure a marked impr ovement in he generation of in r al 

r esour ces by publ ic enterpriaes should r eceive higb prior' y. 

noted at t he out set, t.he t ask of devel opment oeS a lie solelY i h 
n know1e 

gener ation of increased financi al r cso
urces

. It is a co 

additional gro~th can be r ealized from optimal a locatiO of 5 ul
e

' 

un 

of r esources. 
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Appendix II 

Year (F'iscaU 

1968 /69 

1970/71 

1971/72 

1972 1'73 

19141'7 5 

Tqx_:.....;.:.;.=..:::.--=1~96.1L.JLl2 ?/ 3 

Des ion 

I ncr eased imuort dutie5 on 
about 80 i ,ems 

Higher ~urtax on of ee ex~ s 

Addit i onl1l educ'ltion ~axes on 
urbal: pro :e. t y d :Personal 1:1 O'll 

High~T 1coholic excise tJlX on 
i mported and local nr O e 5, 1 tro­
duction 0 ne'"' excise axeS on 
t extiles , i r o ~n steel od d 
bar s footwe~r, ~l 5 ie 
products (exc eut shoes and boa 
and soft dr inkS 

Higher A.' es 0 t ansR.C ,ion t . on 

im or ts 
Removal n~ ~xemptions previo sl 
;-:'I~ o:.nt ed in respee of } e on 
fuel used 1n D., ic Hur 1 (\ to s 

Higher im or au ies on se ar·ll 

I ncr ea ed exc,se A es on om·s ic 

pro uced be_r an stou 

Intr oduct i o of new ex ise ru< on 

tob ceo nd tona. co ro uet'i 

Be uct ion of ~xeise nx rate 0 

?et roleum urod cts 
Abolit ion of educ8ti nal and h ~t, 
t.ax 
l nt r od e ion of 

- r ral a.n 
'agrl. ult 

Iner eJ.se s r 
H' ghe:.:- ex 
bever ages 
lncr e sed i 1)0 

i tems 

us..; e 
:U R.e i,,.ties 

.0 

.0 

.0 

s 15· 

5 · 

.. 

o 



Appendix II (Conta.) 

1978 /79 Higher exci se ra ~s 01 lmDOr 
local ",oods 

f.n 

Hi gher tax r~tes on lan u e ~nd ~ri· 
cultural act ivities incom~ 
a ) higher r ates on land 5e 
b) hi gher r ates and more n ogressiv~ 

tax r at es on lncome r om n icult 
act iyi -ies 

H~_gher and mar . rogress} v _ t'lX r tes on 
em·ployment income 
Higher 9.nd mar c eryror essive I)J( ..,.. "tt::G 
on tUS1DP.SS Rnd ro.es "i.onsl inca ~ 
£gher exc i se on lea her ~d ootw.q 
iDported '13 :wel l ·'1'.5 10c.<U 
Higher excise on ob cco and obac a 
pr oduct s 

Source : Minist r y of Financ F
; 

- not given 
*fall i n r evenue 

** ex- post est i mate 

2 .0 

22 . 

13·5 

36 . 

2.5 

6. 



Appendix III 

Chow ' Tes 

Source of Revenue 

Total tax 

Direct taxes 

Income taxes 

Excise taxes 

-on domestic goods 

-on imports 

Transaction taxes 

-on domestic goods 

-on imports 

-on export s 

Stamp duties 

Export duties 

Import duties 

Note : 

For 14 degr ee s of r eedom he -value 1 n 

signficance l evel is 3.8 

13 .67 

2 .85 

10 .0 

7 .04 

42 . 

.21 

28 .2 

.51 

5·01 

4 .03 

- 2 .2 

2 . 

5 1 i 5 
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