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I, THE PROBLEM
1.1 Background: The Tradition of Centralism

If ome excludes the brief and unsuccessful efforns of Tewodros, the first serious
atempts o introduce 8 centralized sysiem of administration in Ethiopia were undertaken
during the Menelik ert. However, the persan who did most 1o strengthen the hands of the
central government as well as W institle o modern fiscal system was Emperor Haile
Sclassie [1].04].

The administrative system which he built up was o Taghly centrallzed one, and. it
became inercasingly so with time. Thus, the regions tiad no autonomy whatsoever and they
were all administered by his own hand-picked representatives. Not only was the system
ighly centralized, but it was also very personal. in {he sense that the monarch was the
ultimate decision maker in all matters of consequence. Although his personal control
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declined over the vears, partly on account of his advancing ape, his reign was characlerized -
by @ system of administration that left very little power o regional administrations.

This natarally found its reflection in the fiseal svstem as well. All major budgetary
matters, both on the expenditure ard revenue side, were made by the central government,
The Ministry of Finance did have branches in the regions, but these were merely s
administrative arms, essentially meant to facilitate its asks of revenue collection; and were
nol accountable to regional ndmimstrations. The enly arranpements even remoiely
approximating  fiscal autonomy for the regions were the education and health 1axes.
earmarked for (nancing: primary education and health in the regions where they were
collected, But even this was probably more form than substance |3

The military government (1974-91) that replaced the imperial regime found it
convenient to continue with this tradition of centralism in both administration and finance.
When tne "People’s Democratic Republic of Ethiopia™ (PDRE) was s¢l up. & new system
of regional administration was introduced, with some regions designated as "autonomous”
But even those so designated were not assigned any independent sources of revenue ancd
had virtually no say in their expenditures [B].[12]. Thus, in spite of a change in form, the
practice was virtually a continugtion of the imperial tradition. In facl, the system was
perhaps even more centralized on account of the institution of monolithic party rule and
even greater concentration of power in the hands of ooe person,

Therelore, when it assumed power 1991, the Transitional Government of Ethiopin
(TGE) mherited a highly centralized system of administration and finance,

1.2 Towards Fiscal Decentralization

1.2.1  Regional Administration

However, the new povernment did not lose time in instituting significant departures
in thig regard, An carly indication of new directions was the Charter which set up the TGE
[16], in which were enshrined "the nghts of nations. nationalities and peoples o sell-
determination and to determine their own aftairs by themselves™. The next sigmticant
lepislative act was Proclamation No.7/1992, which provided for the setting up of
"national/regional sell-governmems” [ 6],

This law provided for a new admnistrative structure made up of a central
povernment and fourleen regional governments.” Regional governments have two tiers, the
wereda (which is defined as "the basic unit of hierarchy”) and the region. However. they
have the power to set up intermediate levels: of government if they so desire, Le., between
the wereda and the region as well as between the wereda and the kebele. In fact, nearly
all regions have "zones”™. inmermediale between the region and weredas. The law stipulates
that regional governments are responsible 1o both the Council of Representatives of the
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central government and the people who ¢lected them. It also defined the powers of the
ventral government and repional governments (see 3.1 helow]).

The next major legal development in this regard was Proclamation Nod1/1993 [17]
which defined the allocation of powers and duties between the executive organs of the
central government and the regional governments. In effect. what it sct up in the regions
were mirror images of the central government. The baw provided for cach region to set up,
“as may be necessary". a number of "hurcaus®. or miniature. ministrics, including - for our
purposes - 8 fAmance burgi,

1.2.2  Fiseal Decentralization

Aw indicated above. Proclamation Np.7/1992 provided for the division of powers
hetween the central government and the regions. OF those reserved for the latter, some wer
i the area of fiscal policy. including the right to "prepare, approve and implement their
own hudgets” snd to "borrow from domestic lending sources and to levy dues and taxes”

The law further provided for prants from the central povernment (o regions "thal
cannol undertake by themselves basic social services and economic development programs
due to relative inderdevielopment”

But the most important legal instrument with respeet o fiseal decentralization is
Proclamation No. 33/1992 |16, which defines the objectives of revenue shaging. sets oul
the principles used an framing revenue sharing arrangements. and proceeds 1o categorze
revenue sotrces into three: those reserved for the center, those reserved for the regions. and
thase 1o be used jointly by the center and the regions (see section 3.2.1 below).

[his low alse makes provisions for grants (also called subsidies) from the central
povernment 16 the regions. with the proviso that “the amount of subsidy to be granted shall
be proportional te the contribution made from the revenue collected by the Regions™. [talso
includes stipulutions that would make it possible for the regions to borrow from central
financial institutions. All these are very significant departures from past pracuce and are
bound 1o raise several new problems, one of which is that of vertical imbalance.

1.3 The lwmues of YVertical Imbalance

Any type of federal arrangement involves a division of functions between the central
poviernment and subnational governments (expenditure assipnment) as well as assipnment
of different sources of revenue to different tiers of government {revenuc assignment) [0
<uch circumstances, only rarely does one encounter balance hetween the spending needs and
revenue capacitics of either the central povernment or the regions. All too often. either the
center is unable to cover its expenditure from its own fiscal resources or the regions face
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a similar predicament. It is this mismatch between expenditure needs and revenue sources
tor which the term vertical imbalance is given® [13],[14].

Where a problem of vertical imbalance exists, it needs to be resolved somehow by
flling the revenue gap at whatever level of government il appears. Action could be taken
on the expenditure  side, which would necessitate reassigning  responsibilities  for
expenditure. However, it is moré common 10 act on the revenue side, the mechanisms
usually resorted to being revenue sharing and transfers between different lewvels of
government. Lhere could also he arrangements whereby regions could borrow from the
center. But it is only rarely that these arrangements provide full and satisfactory solutions
W the problem,

The major purpose of this paper is to examine the extent to which the problem of
vertical imbalance arises i the Ethiopian context and 1o critically assess existing
arrangements for resolving it Since the country is just beginning to experiment with fiscal
decentralization and given its tradition of a highly centralized  [iscal system, it would not
be surprising that. at least in the initial stages, vertical imbalance would feature in regional
budgets, In making progress towards greater decentralization, the country would be well-
advised to consider iis steps cacelully in order to avoid the extremes of either oo weak a
central government or regions that are autonomous only in name.

The exercise we arc-attempling here is rendered difficult by the novelty of the
Ethiopian experience, which makes any empirical evaluation impossible. Tt is only for fiscal
yuar 1993/94 that the budget has been presented scparately for the center and the regions.
Therefore, in this paper we will address the problem by confining ourselves w the relevant
legislation and the 1993/94 hudger 18], Our intention is to identily priblems that are likely
lo be particularly vexing and to draw attention to them before the new system of fiscal
decentralizution assumes final shape.

Il. GENERAL PRINCIPLES

2.1 Expenditure Assignment

The central issue in decentralization is how much power (o retain at the center and
how much power 1o give 1o the regions.” Although the major driving force behind
decentralization is usually political - not economic - there are also compelling cconomi¢
arguments for decentralization. First, it is contended that subnational governmenis are closer
to the people than national ones and are therefore most likely to be responsive to their
needs. Thus. there are many instances where local provision of goods and services is more
efficient. provides for preater aceountability, is more manageable, and ensures greater
autonomy of lower levels of povernment,
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Second, it is argued that decentralization fakes greater account of regional
difterences in resource endowments and makes it possible for subnational units 1o specialize
i economic activities that are more consonant with their respective comparative advantages,
In contrast, central provision may overlook such ‘advantages or not give them the attention
they deserve, In the cultoral sphere, oo, it is contended that decentralivation allows more
opportunity for reglons Lo exercise greater control over spending on items such as education
and culture, which are important in defining the unique identity of the peopie of particular
regions:

Phird. it is claimed that decentralization promotes competition belween regions in
attracting investment. thereby leading w greater efficiency in the economy as a whole,

However, not all virtue is on the side of decentralization. Te begin with, there are
ntany tunctions. which - because of their cowntry-wide significance - are the proper domain
of national governments. Examples are stabilization policy; monetary policy. including the
regulation and supervision of the banking svstem: exchange rate policy, including the
management of the foreign reserve: and overall fiseal policy, including the management of
the apypregate budger deficit

A second compelling case for central provision 1s that of goods and services
characterieed by signiticant economics of scale, examples being transportation, clectricity,
water and sewerage. telecommunications, et In such cases. local provision may not he
leasible, and even il feasible, it may ke prohibitively costly,

A third ease where central provision makes more sense concerns goods $nd services
with considerable external economies (and diseconomies), involving important regional
spillovers of benelils and costs. In such circumstances, there is need to ke account of all
costs und benefits, which makes central provision the only viable option.

Fourth, however affluent a society may be, there are bound 1o be ceilings on s
capreily 1o pencrate revenue, which means that there is a limit on the extent to which
resources can be divided up between the center and the regions. A certain degree of
centralizntion % therefore mevitable.

Fifth. & major practical preblem is that subnational governments may have limited
capacily in such areas as budget preparation and execution, as well as tax collection. And
atlempts o improve their administrative capacity may lead 1o unnecessary duplication of
staff and skills at the central and subnational levels |18 p157]

These are some of the gencral considerations that peed 10 be borne in mind in
allocating functions between the central government and regions as well as in aAssigning
revenue sources to different levels ol government, The first is the problem of expenditure
assignment, to which we will now wurn; the second is the problem of revenue assignment,
which we shall consider later.
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Tt is not accidental that expenditure assignment issues should be resolved prior o
those related to revenue assignment, because, logically, in order to divide revenue sources
between various levels of government, one needs to be clear about the functions cach of
them is expected to undertake,

However, there is no universally acceptable formula in allocating functions between
various levels of povernment. Bach country has to address this question based on its own
individual circumstances. However, there scems W be a wide degree of consensus on the
proper jurisdiction of certain fmetions. Thus, defence, foreign affairs, international and
inter-regional trade, currency, highways, immigration, civil aviation, and environmental
legislation, are usually assigned to the central povernment. On the other hand, police, local
roads, the utilities, water and sewerage, and street liphting and cleaning are considered more
appropriate  for subnational governments. In belween are services that require the
involvement of both central and subnational governments, examples being education, health,
and social welfare.

In this connection, there is an important distinetion to be made between providing
services and fnsncing them. The level of government providing a given service does not
necessarily have to finance it [20, p.64]. For instance, although the central government may
linance social welfare programs, their administration may be better left to subnational
HOVEITIMEnts,

Country expericnces with respect to expenditure assignment represent wide
spectrum, from those in which the role of the central povernment is extremely limited (eg..
the former Yugoslavia) to those in which the center plays a dominant rold%(e.g.. Brazil,
India, the former Sovier Union). In this context, it s useful o distimgmsh between de jure
and de facto arrangements for expenditure assignment, because there is often a divergence
hetween the two. Thus, a central government whose role is father narrowly defined by laws
may in actual fact be far more dominant in practice |2, p.3)

2.2 Issues of Revenue Assipnment

Onee functions are allocated between the central and subnational povernments. the
primary task is one of assipning to each level of povernment revenue sources that will
enable it to discharge the tasks with which it has been entrusted. This is the problem of
revenue assignment.

It has been asserted that "ideally each subnational povernment provides both the
level and mix of public services and the means of financing these services that most closely
meet the preferences of individuals in its own jurisdiction” [21. p.157]. However. in
gractice, here too there is a wide range of country experiences, and it would be difficult to
evalve rules that would meet universal acceptance, beyond the stipulation that the revenue
sources assigned 1o a particular level of government should, as far as possible, be adeguale
to permit it 1o discharge its functions. However. on the basis of considerations of efficiency
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(minimizing resource cost) and equity (consistency of revenue means with expenditure),
Musgrave supgests the following. principles;

i) Progressive redisiibutive taxes should be central;

1l Taxes suitable for cconomic stabilization should be central;
lower level taxes should be evelically stable;

iif) Fax bases distributed  highly unequally between jurisdictions
should be centralized:

) Tazes on mobile factors of production are best administersd
at the center;

¥ Residence based taxes such as sales of consumption goods to
consumers of excises are suited for states;

vi) Fuxes on completely immobile factors are best suited for loeal
level,

vill  Benefit taxes and user charpes might he appropriately used ot
all levels [13, ppd-5].

But even agreement on these rdes ol revenuee assignment leaves some questions
unanswered. The assignment of certain revenue sources to a given level of gov8mment need
ned necessartly give it authority 1o determine the bases and rates of collection, or even their
administration and colleetion. Thus, legal authonty for levving a certain tax (including the
determination of tax base and tax rates) may rest with the central povernment whale a lower
level of government may be given the anthority to eollect revenue from it and use i1 for its
own purposes, Although there are no simple criteria to guide decision-making in this regard,
clarity on jurisdictions is of the utmest importance.

In this connection, one can identify five possible categories of revenue sources:
ajthose levied and collected by the central government and used for its own
purposes;bithose levied and collected by the central government, but used entirely by the
regionscithose levied and collected by the central government, but shared by it and the
regions according o some formula or formulas;djthose levied by the central povernment,
hut collected by the regions and used for their own purposes: and c)those levied, collected
and used by the regions.
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(minimizing resource cost) and equity {consistency of revenue means with expenditure),
Musgrave suggests the following principles:

i) Progressive redistributive taxes should be central:

i) Taxes suitable for economic stabilization should be central:
lovwver Tevel taxes should be cvclically stable:

1) Fax bases distributed highly unequally between jurisdictions
should be centralized:

iv] laxes on maobile factors of production are best administered
al the center;

¥ Residence based taxes such as sales of consumption goods Lo
CUNEUMErs. or excises are suited for states;

vi) laxes on completely immobile factors are best suited for local
level:

vit)  Benelit taxes and user charges might be appropriately used at
all levels |13, ppd-3].

But even agreement on these ndes of revenue assignment leaves soge guestions
unanswered. The assignment of cerlain revenue sources to a given level of government need
not necessarily give it authority to determine the bases and rates of collection, ar even their
administration and collection. Thus, legal authority for levying a certain tax (including the
determination of tax base and tax rates) may rest with the central government while a lower
level of government may be given the authority to collect revenue from it and use it for its
own purposes. Although there are no simple criteria to guide decision-making in this regard,
clarity on jurisdictions is of the utmost importance.

In this connection, vne can identify five possible categories of revenue sources
ajthose levied and collected by the central government and uwsed for its own
purposeshjthose levied and collected by the central government. but used entirely by the
regionsic those levied und collected by the central government, but shared by it and the
regions according to some formula or formulas;d)those levied by the central povernment,
but collected by the regions and used for their own purposes: and ejthose levied, collected
and used by the regions.
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2.4 Addressing the Problem of Vertical Imbalance

2.4.1 Measuring Vertical Imbalance

As indieated earlier, vertical imbalance arises when expenditures and revenues at
different levels of government - central or atherwise - do not match, a problem that is
encountered in most federal arrangements. However, measuring the extent of imbalance
may not be a straightforward matter,

But there have heen attempts to supgest such a measure, usually referred to as the
coefficient of vertical imbalance, Thus, Shah [13, p27] suggests the following formula for
the coefficient:

" LB +10)
1 il Tt L
0

where A= tolal revenue and grants;
B= translers (grants from other levels of government);
= net horrowing = (A-ID); and
D= expenditures  (total expenditure + lending - repayments).

A wvalue of | for the coefficient would mean absolute control by the central
government over lower units, whereas a value of ¢ would mean that lower units are
absolutely autonomous. While a high value of the coefficient is considgred desirable
beeause it would approximate the expenditure rules disenssed above, a value of 1 is not set
as a poal,

In another paper, Shah [14, ppo19-21] proposes three allernative measures for the
coefficient of vertical imbalance, "one considering conditional transfers and borrowing only,
a second one by incorporating unconditional transfers and a third one by bringing in shared
taxes as well”, These are referred to as Vi, V,and V,, respectively, and their expressions
are presented below:

. i8:+B)
Vo= 1
+

(S, + 8. + B
E

[

jandg

V:l_SIJrSf';‘IBFTS:I;

where:  5_ = conditional transfers from the center 1o lower units;
5, = unconditional transters {rom the center io lower units;
B = nel borrowing by lower units;
E = expenditures by lower units; and

T, = shared taxes.
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S1ill another measure for the coefficient of vertical imbalance appears in Wallich
(191

V.= [(aT, +aT. +aNTR + a,0u +a.0G,. + 88,

where,
WV = coeflicient. of vertical imbalance;
a = or 1, depending on whether the revenue source is controlled by lower levels
of government or the centrai government, with possible variations between 0 and |
if the center and Jower levels share control over the same revenue source;

4y = oW Laxes,

a; = shared taxes;

3, = non-lax revenues,

a, = unconditional grants,
g, = conditional grants;

a, = bhorrowing by lower levels of government;
[, = 0wn 1% Tevenue;

| shared X TévEnLC.
NTR = non-las revenue,
Li, = unconditional grants;
B = borrowing.

Whatever measure of vertical imbalance is used, where such imbul:nc::: exists, it
calls for adjustments on the revenue side, on the expenditure side. or on both sides. As
indicated above, on the expenditure side, it would involve re-assigning responsihilities so
that expenditures would be more in wne with revenues. More often, however. the
adjustments are made on the revenue side, and the principal mechanisms for doing so are
revenue sharing and transfer arranpements. Loan finance, although somewhat ditferent. ean
s be considered in this context.

24.2 Revenuc Sharing

Conceptually, it is useful to distinguish between tax base sharing and revenue
sharing, The former invelves "two or more levels of government levying own rates onoa
common base™ [13]. The usual practice is for the higher level of government o determine
the tax base (c.g., sales) and for lower levels of government to levy supplementary rates
on the same source. It is customary for one level of government o collect the revenues and
share them with other levels [13, pp.6-7]

In the case of revenue sharing, “one level of government is given an unconditional
access to a specified share of revenues collected by another level of government” [13, p.7]
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on the basis of criteria mutually agreed upon. This requires a determination of what revenue
sources to set gside for this purpose and the share of revenues going to different levels of
government, This is by no means an easy task. However, the over-riding consideration is
one of enabling the various levels of government [0 raise sufficient financial resources for
the discharge of responsibilitics assigned 1o them,

243 Inter-governmental Transfers

But revenue sharing arcangements by themselves are uniikely to resolve the problem
of vertical imbalance. Tt is therefore inevitable that there will be need for transfers of
finances [tom one level of government to others, Although the usual practice is for transfers
to be made from the central govemment 1o the regions, it is also possible W have reverse
flows [4, p.l4].

Une mujor motivation of grants s equity, Where resource endowments are unéven
and different regions exhibit différent levels of development, grants are an important means
of narrowing regional inequalitics, but il is also common 1o use grants for promofing
elficiency as well.

Girants may either be general or specifie. In the case of gencral grants; the practice
1% for the central government 1o set astde a certain proportion of total revenue as grant funds
and distribute these among the various regions on the basis of certain eriteria (e, lovel of
development. population size, absorptive capacity, regional development ¥nitiatives and
special political considerations, if any). With general grants, regions are not subjected to
any restrictions in the use of funds: they can use them as they see fit. The major policy
guestions involve the size of the grant fund and the criteria to use in allocating money
among different regions.

in the case of specific grants, however, funds are pranted for defined purposes,
usually activities that the central government wishes to encourage (e, rural road
construction, primary education, basic health services, ete.),

Grants could also be classified as non-matching and matching, In the case of
matching grants, the funds received by regions are proportional to what they themselves
raise [rom their own résources, the basic motive being encouraging the regions 1o maximize
initiatives for self-financing. |7 they arc of the general type, they can be used to cormect
inctficiencies in the provision of public poods with significant externalities [13],[14] But
they are insensitive to regional disparitics in fiscal capacitics, because they operate on the
principle "to those who have more, more will be given”,

Non-matching grants {which could be general or specific) are funds transferred from

vne level of pavernment 1o another without requiring the recipient to raise matching funds.
While they widen the freedom of the recipient considerably and are less biased against
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disadvantaped regions, they are not designed 1o encourage regional initiatives for resource
mahilization.

The most Tundamental policy issue is how (o design a judicious package of prants
that will, at the same time, enhance the fiscal capacities of regions, give them a reasonable
latitude: in spending, promote equity, and provide the center some control in the spending
of money that it makes available,

244  Loan Finance

Lven with revenue and transfer arrangements in place, regions may still find
themselves with a shorifall of revenue relative 1o expenditure. This raises the need for
regions to borrow from domestic andfor foreign sources. In most federal arrangemants,
Porrowing from external sources is a power reserved for central governments, afthough
some countrivs atlow subnational governments oo to borrow externally [2], Therefore, we
will confine ourselves o issues of domestic borrowing.

[t principle, such borrowing could be made from the public (by Neating bonds),
from private financial institutions or from the linancial institutions of the ceriral
government. Since the first v do not involve more than ene level of jurisdiction, it is
mler-governmental borrowing that interess us,

Such borrowing may either be general, 1.e. devoted o the (inancing 'if the overall
budgetary deficit or it may be ted (o specific projects, From the perspective of the region
taking the loan, loans are less preferred than prants because they involve repayment
ubligations. However, they have the advantage that they may provide greater spur o
elficicney in their utilization because they have to be paid back, which means that resources
for servicing them have o be generated,

From the viewpoint of policy, the major issues involved in loan finance are what the
upper limit of borrowing should be. conditions of borrowing (including grace period,
interest obligations and repayment period), criteria for eligibility {including whether or no
they should be project-tied), and the formal procedures that have to be followed in
acquiring them. While all these are important considerations, perhaps the most significant
from the wviewpoint of overall fiscal management is the extent to which regions are
permitted to borrow from the central povernment, Their needs will have to be viewed in
conjunction with macroceonomic concerns, which would necessarily dictate prudence,

245 A Summing Up

The discussion in this section may now be summed up by drawing some of the
salient points together [13. pp.14-15], [10. p.6). First, as much as pessible, regional
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governments should have broad amtonomy in determining their awn priorities with respect
to functions assigned to them. Second, revenue assipnment should ensure that, as much as
possible, there is a matching between expenditure néeds and revenue generated from their
own sources. Third, where there is a mismatch between the two, there should be adequate
provisions for resolving the matter, through revenue sharing, transfers and loans. Fourth,
attention should be given to ensuring equity between regions. Fifth. cemter-region relations
should be charscterized by transparency and simplicity, which means there should be no
room for arhitrariness regarding what regions can get from the center, and the rules and
procedures should not be unnecessarily complicated, Fifth. & concern with equity should
rot, however, lead to the undermining of efficiency. Sixth, the system should. as much as
possible, give incentives to subnational governments to maximize thelr resource
mohilization efforts, Finally, whatever relationships are established between the center and
the regions should not jeopardize overall fiscal managenvent.

Il VERTICAL IMBALANCE IN THE ETHIOPIAN CONTEXT
31 Expenditure Assignment

311 Legislative Provisions

Table | summarizes the functions assigned to the center and the regions, based on
Proclamation Mo, /1992 [16]. As is evident from the table, the regions havesbeen assigned
specific functions on top of which they are eéxpected o perform those fot explicitly
reserved for the center. The responsibilities assigned to the regions are fairly extensive.

The division of functions between the centrial government and the regions scems
fairly conventiomal. However, partly because the expenditure assipnment is presented in o
highly condensed form, it is characterized by many ambipuities, For instance, economic
poliey is reserved for the center, but it is not clear what aspects of economic policy this
refers to. Presumably it means macroeconomic policy, but there is no explicit statement 1o
this effect, A conspicucus omission in this regard is foreign trade, which normally falls
within the jurisdiction of central governments. but there is no provision made for it in
Proclamation No.7/1992.

In a similar vein, the task of "establishing and administering major development
establishments” 15 reserved for the central government, but since no definition of "major”
15 offered, one is not ¢lear as to the criterin establishments have to meet in order to be
designated major. Qbviously, there are various ways of defining "major”, including size of
investment and employment. Unless this is clearly spelled out, it provides opportunities for
different interpretations, and thercfore a potential for creating tension between the center
and regional governments.
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3.1.2 The 1993/94 Budget

Based on the 1993/94 budger, Tables 2 and 3 provide a summary of the distribution
of expenditure between the central government and the regions, for recurrent ‘and capital
expenditure, respectively. Looking at the distribution of recurrent expenditure first, we nole
that the share of the regions is only slightly over 37%, indicating that the bulk of the
expenditure is allocated to the central povernment.

[here are, however, significant sectoral varialions. The arcas in which the shares of
the regions are pronounced are essentially the social sectors as a whole (77.6%), particularly
health (83:2% ), and cducation and training (83.2%). Of spending on economic services, too,
the share of the regions is a2 respeciable 58.3%. Another area in which their share is
sipmilicant s public order (65.8%), In contrast, their share in defence is nil, as is o be
expected, and their share in general services 15 low (25.5%). One also notes that their share
in "other cxpenditures” 35 low (8.8%), This category mostly consists of external debt scrvice
payments, the burden of which is totally bome by the central government, although the
regions share in the benefits. In general, although their share in given sectors is guite high,
they account for less than 40% of total expenditure because the sectors in which they have
sizeable shares do not figure prominently in the recurrent budget,

Interestingly. their shire of the capital budget 15 the sme as that for the recurrent budget. Here: agiin,
ong observes the same scctoral patiern, with maost of the expenditure on the social seclors gssigoed o the
replons: health (87.8%5) and educition and training {73.7%), A striking differcnce; however, is that their share
of capital expenditure on cconomic services (28.3%) is mueh lower thun the fgure for recurrent. expenditure
{58.3%). The major explanation for this scems 1o be that capital expenditures in the areas %f mining #nd
enerey. industry, Iransport and communications, irade. and (nancial services are Jargely home by the center,
whereas the regions have preater responsibility for such activities as agriculture and natural resources

12 Hevenue Assignment

3.2.1  Legislative Provisions

The major legislative act defining revenue assignment is Proclamation No.33/1992
[16]. which deals with both tax base sharing und revenue sharing. According 1o this law,
the ohjectives pursued by the government are cnabling the regions 1o carry out the
responsibilitics  assigned to  them; encouraging reglonal initiatives: narrowing  the
development gap between regions: and promoting activities that are "of common interest
o regions”.

The ecriteria employed in assigning revenue sources are stated as being ownership
of sources of revenue; the national or regional character of the revenue sources:
convenience of tax levying and collection; considerations such as population size, respurces
and levels of development; and considerations of the integrated and balanced development
of the economy.
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The provisions of the law regarding allocation of revenue sources are presented in
Table 4. A careful reading of this law reveals that there are a number of problems. First,
what is the extent of the regions’ powers in raising revenue? Although Proclamation 7/1992
is unequivocal in giving them the power to levy dues and taxes, the provisions of
Proclamation 33/1992 seem to qualify this power considerably. In the first place, the rates
of taxes reserved for joint use by the central povernment and the regions (in addition 1o
those assigned exclusively to the center) are to be fixed by the central government. Thus,
the regions have no say in thesc matters. What about the sources reserved exclusively for
them? Specifically, can they introduce new taxes and can they raise the rates on existing
ones, While Proclamation 7/1992 would suggest a positive answer on this score, the
following provisions of Proclamation 33/1%92 show that matters are not so simple after all:

In order to avoid cascading incidence effect of the tax levied by the
Center and the Regions and to enable the harmonized implementation
thereof, the tax systems shall have a unified policy hase.

The Mimsiry of Finance shall ensure that the tax laws issued at both
levels adhere w the provisions of sub-article 1 of this Article (the
paragraph immediately preceding this one).

I'he phrase "unified policy base” is highly ambiguous and is therefore amenable to
a variety of interpretations, Al any rate, it is quite clear that the regions do not have o carre
hlanche even with respect to the revenue sources specifically assigned to them, since the
last word seems to rest with the Minsstry of Finance. ™

Secondly, even though the division of revenuc sources between the center and the
regions is generally clear, there are certain issues that could be contentious when it comes
to practical implementation, Take, for cxample, the provision that reserves revenue from
“profit tax, personal income tax and sales tax from enterpriscs owned by the Regional
Governments” 10 the regions. This is not problematic in principle, but could create
ditfficultics of implementation. It would require the handing over of certain enterprises to
the regions, and this could cause problems of both equity and efficiency, given the uneven
distribution of such enterprises between the regions. The same 15 true of "taxes collected
from rent of house [sic] and propertics owned by the Regional Governments™ however, it
appears that ownership of most such propertics has already been transferred 10 the ToLions.

Ferhaps an even more difficult problem would be determining a formula whereby
revenue from the sources for joint use by the center and the regions can be divided among
them. It is stipulated that a commiltee will be set up "to study conditions and submit
recommendations guiding sharing of revenue”, including suggestions on how to resolve
disputes when they arise. There is no public knowledge that such a committee has been set
up But one can foresee certain problems that it can encounter. In the first place, it will not
be easy to work out a formula that will he acceptable 1o both the center and the regions.
Secondly, the law seems to imply that joint sharing only applies to cases in which regions
undertake the kind of activities mentioned, such as enterprises jointly owned by the center

18
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Table 1
Expenditure Assignment in Ethiopia

Central Government

Regional Governments

Defence

Foreign affairs
Economic palicy
Conferring of citizenship

Declaration of state of emergency

Deployment of army where situations bevand the
capacity Of regional governments: arise

Printing of currency

Establishing and administering major development
establishments

Buflding and administering major communications
netwaorks and the lke

All matters with the exception of those listed in
Column |

Borrow from domestic lending sources and levy
duties and 1axes

Issue and implement laws and rules relaring 1o
public services which do not conflict with the
relevant policy of the central government

Fstablish, direct and supervise social and economic
development cstablishments or enterprises

Prepare, approve and implement their own budgets

Administer, develop and protect their natural
FESOUICES

Employ and administer their own personnel in
accordance with the public serviee and pensions
laws of the central government

Establish and direct security and policy forces in
accordance with the policy and diggctives of the
central government

Establish judicial organs o decide on matiers not
specifically assigned to the central govermment

Cwn properties of the region; acquire ownership of
property, and transfer property

Source: [13]

and regions, organizations paying taxes, "large scale mining, petroleum and gas operations”,
and forests. -This is bound to raise questions of equity in view of the uncven distribution
of such resources between regions,

An additional problem concerns the adequacy of the revenue sources reserved for
the regions, especially in view of the responsibilitics entrusted to them. As will be
demonstrated in Section 3.2.2 below, given the structure of the Ethiopian revenue system,
the money likely 10 be raised from these sources is bound to be limited [8]. However, the
special case of the agricultural income tax needs to be noted. Although the law provides an
elaborate and progressive rate structure for annual agricultural incomes exceeding Birr 600
per year, past practice almost invariably has been that farmers pay the minimum flat rate
of Birr 20 [5]. Mow that the regions have a much greater incentive in the efficient collection
of this tax, their revenues may increase considerably.
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Table 2

Share of Ceniral Government and Regions
in Hecorrent Expenditure (million Birr)

Tl Center Regions Share of

Regions (%)

Tortal 4600 2890 1710 372

Administration and General Services 1345 8o 355 264

Wational Defence [ (1 0.0

Public Order 21 ] 152 65.8

Cieneral Services 294 219 75 255

Econpmic Services 463 123 270 383

Soclal Services 1220 273 47 7.6

Edugation and Training, T4 133 657 832

Health 301 50 251 B34

Onther Expenditures 1572 1433 139 88

Table 3
Share of Central Government and Repions
in Capital Expenditure (million Birr)

Total Center Regions Regional

Share (%)

Total 3847 2413 1434 33

Administration and 152 92 60 a3
General Services

Economic Services 3049 2185 B64 283

Social Services 646 136 510 79.0

Education and 317 83 234 737

Training
Health 198 24 174 878

Sowrce for Tables 2 and 3: [18]

Still another problem that has not been addressed in the legislation is the allocation
of external assistance and grants. In the 1993/94 budget these account for mere than 50%
of total revenue, which is evidence of their dommant role in the revenue structure, Given

a0
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their importance, the question of their allocation between the center and the regions should
have been explicitly treated. Although the issue has not been deall with in the relevanl
legislation, budget implementation requires that some modus operandi be developed, a
problem to which we will return when considering the 1993/94 hudget.

Finally, there is 2 larger political question which may also have an impact on center-
region fiscal relations. This concerns the problem of the dual accountability of regional
governments that is enshrined in Proclamation 7/1992. According to this law, regional
administrations are accountable to both the people of the region and to the central
government, a provision that is likely to be problematic when cases of confliet between
regional governments and the central government erop up. In this connection, it should also
be noted that the relationship between the Minstry of Finance and the regional {inance
bureaus is not clearly spelled out, In actual practice, however, it seems that this relationship
iz confined to purely technical and procedural matters, and that it is not jurisdictional. Thus,
the formal procedure is for the Ministry of Finance to communicate with the council of the
concerned region and not directly with its finance bureau,

3.2.2 The 1993/94 Budget

Table 4 summarizes the essential information regarding the distribution of revenue
between the central government and the regions, although it is not at all clear how the
distribation was made in the case of the revenue sources assigned for the joint use of the
center and the regions, This table, read in conjunction with Tables 2 and™, reveals the
striking degrec of vertical imbalance that prevails in the Ethiopian budget The regions,
whose share in both recurrent and capital expenditure is about 37%, account for less than
102 of total revenue. If foreign assistance and loans are excluded, their share of domestic
revenue rises to slightly more than 20%, which is still low. 1t is thus quite clear that the
revenue sources assigned to them fall significantly short of meeting their expenditure needs.

Another way of looking at the picture is to consider the share of the regions’
expenditures covered by the revenues assigned to them. These revenues cover only about
26% of total regional expenditures, and less than half (47.1%) of recurrent expenditures.
In other words; the regions do not even have enough revenue to cover their running costs.
A rough figure for the overall coefficient of vertical imbalance would be 0.74, a very high
figure.

This is to be explained largely in the structure of revenue, as explained above. Thus.
the revenue sources in which the claims of the regions are largest are the agricultural
income tax, the land use fee, the tax on rental income, stamp sales and duty, charges and
fees, and the pension contribution. These revenue sources between them account for only
9.6% of total domestic revenue. On the other hand, the share of regions in the mosl
importan! revenue sources is nil or insignificant. Thus, their share in foreign trade taxes,
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which account for 32.1% of total revenue, is nil; and their share in indirect taxes, which
account for 22.7% of total revenue, iz only 11.9%. '

As indicated below, external resources account for more than half of revenue, but
it is not clear how these are distributed between the center and the regions. It seems that,
of the portion of these resources devoted to recurrent expenditure, nothing is allocated to
the regions. There is also no clear indication of how much of the resources allocated for
capital expenditure belongs to the regions. One would have to armive at a tentative figure
by adding up the costs of the various projects assigned to the regions, in view of the fact
that the entire capital budget is financed by external resources. The regions’ share would
probably fall short of 15%. The important point, however, is that there are no publicly
known principles for allocation between the center and the regions or between the various
regions, This is unfortunate because there are serious issues of efficiency and equity
involved

Given this substantial degree of vertical imbalance 1. the regional budgets, the next
question is how the systém attempts to resolve the problem. This leads to the problem of
transfers.

33  Dealing with Vertical Imbalance

As indicated earlier, inter-governmental transfers are one mechanism for dealing with
vertical imbalance, and there are provisions for them in the Ethiopian legisladion. There is,
however, some terminological confusion. While Proclamation 7/1992 talks of subsidies,
Proclamation 33/1992 talks of both grants and subsidies, apparently using them
interchangeably (we will use the term grants in this paper). And matters are not made easier
by the terminology used in the 1993/94 budget proclamation. In this piece of legislation
there is an item entitled "grants in ad”, which actually means subventions made to the
Patriotic Association, the Ethiopian Red Cross Society and the Ethiopian Orthodox Church;
and there is another category called "subsidy”, under which the only item that appears is
“fertilizer subsidy”. Thus, there is no reference at all to inter-governmental transfers.

According to the Proclamation 33/1992, the objectives of grants are multiple, and
they are set out as follows: to promote regional socio-economic development; to accelerate
the development of relatively disadvantaged regions; to narrow income disparities between
regions; to encourage activities with positive externalities and to control those with external
diseconomies; and "to encourage foreign currency earning projects and other projects of
national interest”. These are standard objectives for inter-governmental transfers.

It is interesting to note that only one type of grant is envisaged, namely the matching
type. The relevant provision states that "the amount of subsidy to be granted shall be
proportional to the contribution made from the revenue collected by the Regions™. It may
also be noted in passing that the Amharic version gives a slightly different interpretation.
Literally translated, it would read "A subsidy will be granted in a mammer related to what
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the region allocates from its own revenue”, Al any rate, there is no provision for non-
matching grants. This is a provision that, although perhaps intended to encourage regional
initiatives in resource mobilization, is of course disadvantageous to regions poorly endowed
in resources, and therefore with low capacity to raise revenue. In view of this, it does not

Table 4
Revenue Assignment in Ethiopia

(Article 5, Proclamation No. 33/1992)

Central Government

Regional Governments

Central and Regional
Govemments

duties, texes and other
charges. levied on the
importation and exportation of

goods;

personal income tax collected
from employess of the
Central Government and
Intemational Chrganizations;

profit tax, personal ncome
tax and sales tax collected
from enterprises owned by the
Central Government;

taxes collected from national
lotteries and othér chance
winning prizes;

tases collected on income
from sir, train and marine
fransport activities;

taxes collected from rent of
houses and properties owned
by the Central Government;

charpes and foes on licenses
and services issued or
rendered by the Central
Government,

personal income tax collected from
employees of the Regional
Governments and employees other
than those covered under sub-
articles 2 and 4 of this Article;

rural land use fee;

agricultural income tax collected
from farmers not incorporated in an
organization;

profit and sales tax collected from
individual traders;

tax on income from inland water
transportation;

taxes collected from rent of house
and properties owned by the
Regional Governments,

profit tax, personal income lax and
sales tax collected from enterprises
owned by the Regional
Governments;

withoul prejudice to sub-article 4(c)
of this Article, income tax, royalty
[sic] and rent of land collected from
mining activities;

charges and fees on licenses and
services issued or rendered by the
Repional Governments.

profit tax, personal
income tax and sales
tax collected from
enterprises jointly
owned by the Central
Government and
Regional
Crovernments;

profit tax, dividend
tax and sales tax
collected from
organizations;

profit Eﬂ( royalty
[sic] and rent of land
collected from large
scale Mining, any
Petroleum and Gas
operations;

forest royalty [sic].
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Table 5
Revenoe Share of Center and Regions
{million Birr)

Tatal Center Regions | Regwnal Sham (%)
Tatal #207 T4 46 L
Tax Revemoe L) 2654 f50 19.4
irect Taxes. 1032 Lua 535 38
Personal Income Tax 294, 134 139 413
Rental Incomse Tay 45 10 s g
Business Income Tax 505 130 75 AT
Agricultural Incomse Tax 1y a7 L1 ERN
T'ux g Dividends and Chance Winnings 2 i oo
land i%e Fee m T (LR
Indirect Taxes 1013 &9 111 (HE]
Excise on Locnlly Muonufschared Goeds 564 40 30 183
Sales Tax on Locally Manulfectored  Goods 1Ak 293 56 14t
Seivice Sakes Tax 4 5 17 0.4
Sump Sabes and Dty Al L5 a5 754
Furcign Trade Taxes 1264 | 1264 i
Customs. Thaty and Tax on Importcd Goods 1210 (1] 0.0
Dty and Tax on Coffee Expon 54 54 k]
Nom-iax. Revenues i 425 14 Fal ]
(harges mnd Fees B 25 58 LK)
Sades of Goods and Services £ 45 43 449
Crrvernment Investment Incoaie T I 40
Mimzllameone Revenue T 38 (I} 183
Pension Coatritation 57 5 EH] 541
Exicfnal Assistance 2 0z 0.0
Capital Receipts palid 13 5 02

Soarce: [18]
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seem that the objectives for grants set out in the law have been taken into account whin
detining the nature of center-region transfers,

With respect to procedures for regions o obtain prants from the central government,
they are required to submit their requests to the Ministry of Finance and the Ministry of
Planning and Economic Development, together with their planned expenditures. The two
ministries then review the requests, but it is not clearly indicated what body makes the final
decision. Mor is there any indication of the detailed ecriteria 1o be used in arriving at a
decision. ln the absence of such criteria, the danger is that the grant making process will
lack transparency and depend on the negotiating strength of the regions rather than on their
needs,”

The other means for dealing with vertical imbalinee is borrowing by the régions
from the center. Aceording to Proclamation 33/1992, in order 1o borrow regions should

submit to the Ministry of Finance or to the Ministry of
Planming and Economic Development as the case may be, the
loan amounl reguired o cover their deficit together with
statements showing the relations of the requested amount with
the revenue collection forecast [sic] and with economic
indicator [sic] and shall attach a copy of their consolidated
budget and the feasibility study report of the project lor which
the loan is required with the loan application form.

The next step is for the relevant ministry to study the request by taking‘inm account
general economic indicators and the overall country-wide budget, and then "obtain decision
[sic] on the amount that each Region may borrow within the national limit set by relevant
laws and communicate the same o the National Bank of Ethiopia and (o the Regions”.

Here again, it is not indicated which body has the final authority in deciding on the
regions' applications for loans. One gets the impression, however, that the loans are to be
tied to specific projects rather than being for general deficit financ. g purposes. Also, it
seems that the ceiling for borrowing is set by overall economic considerations. Therefore,
it appears that the center will exercise tight control over borrowing by the regions.

These ase the legal provisions. What practice was followed in drawing up the
1993/94 budget? Unfortunately, there is nothing one can get by scrutinizing the budget and
there is little public information that is available elsewhere. [l seems that for 1993/94, the
regions are not expected to engape in borrowing, which means that all borrowing will be
done by the center.
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IV. CONCLUSIONS AND RECOMMENDATIONS

As sugpested at the beginning of this paper, a central problem of fiscal federalism
is how to avoid the extremes of too much concentration of fiscal powers at the center or
at lower levels of povernment, The first leads to repional fiscal autonomy that is more form
than substance while the latter leads 1o a central government that is so cconomically weak
that it cannot perform even its most rudimentary functions.

Our review of the Ethiopian situation leads to conclude that the degree of vertical
imhalance in regional budgets is rather pronounced and that there are a number of
limitations in the mechanisms used in resolving the problem.

With respect to revenue assignment, it is obvious that the revenue sources assigned
ta the regions are inadequate to help them discharge the responsibilities assigned to them,
ILis also obvious that the present capacity of the regions for plan preparation and execution
15 extremely limited, although there are obvious regional wvariations. It is known, for
example, that the 199394 budpets for the regions were essentially prepared for them by
personnel of the central government. Since the country is new to the practice of fiscal
federalism, neither this nor the limited revenue-generating capacity of the regions s
particalarly surprising. In fact, it would be more prudent to err on this side than to assign
1o the regions such revenue sources as will seriously incapacitate the center, As | arpued
in an earlier paper [8], there should be no rush 1o open Pandora’™s hox.

However, attention should also be given (o measures that will boost the capacity of
the repions to enhance their efforts at resource mobilization. This will raqlﬂru, in the first
place, removing all ambiguities in the law regarding their powers to determine tax hases
and tax rates,

Since grants will be the major means of covering revenue shortfall of regions, it is
also important o establish critenia and mechanisms for the provision of grants that are
transparent and easy to administer, As much as possible, one should avoid the practice of
determining grant sizes through negotiations. In this conneetion, it may be worth looking
into the advisability of setting up a grants commission or some such grrangement (as is the
practice in many federally structured governments) so that the process of advancing grants
will be relatively free from political wrangling.

There should also be an attempt to depart from the practice of having only one type
of grant (i.e., the matching type). It is especially necessary to introduce non-matching grants
in addition to those already provided for in the law. This should be the major means of
narrowing regional disparities in economic development. The procedures for providing
grants should also be streamlined so that unnecessary red tape will be eliminated.

Tt is also necessary to develop detailed criteria to govern borrowing by the tegions

[rom the central government. The existing legislative provisions are inadequate and full of
ambipuities.
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Ultimately, however, the issue is a political one and centers on the relationship
between the center and regional governments. The task is one of ensuring that this
relationship is based on mutual understanding rather tha distrust. Based on the experience
of other countries, it has been observed that "regions will consent to the delegation of
extensive powers to the central government only if each is confident that its voice will be
heard in the formulation and development of policy” [9, p.17]. There is no formula for
ensuring this, and only time will tell what kind of governance will emerge in the country
in the next few years,

In general, however, there is nothing to be gained by undue haste in implementing
the new system of fiscal decentralization. There is a vast amount of experience in other
countries that Ethiopia can learn from them. The system that will eventually take root
should be based on the benefits of such experience. At least in this respect, the country
should avoid its unenviable tendency of stubbornly repeating the mistakes of others.

NOTES

1. In this paper, we shall eschew the cumibersome phrass *nationaliregzonal self-povernmens” 2nd use "reghons”, “regional EoVEmments”
¢ subnational govemments®, ns distinét from. the cealral government in Addis Ababe

2. Five of the repions subsequently decided o cansolidate themselves into onc reghon. There are hus cumently ten regions ad the caty
of Dire Clawa

3. This is o distinguish it from "horboetal imbatanee”, which “refers (0 knconsislency betwesn rovemue faising ability wd fiscal pecds
b povermments &t the sume level in = fedesation® [13, ¢ 26 Horbontal smsbalance mises fumdamental s of equity hetwetdl reginns
and & therefore imporant. I b5, boweyer, outside the scope of our present concem, which is focused on mu—:ghn relations.

4 The bentment it Section w s inientonally Nighly condensed; it draws on Shah (131, {14), Wallich (19, 20, and Mahar and Dillinger
[

5|u.“:bmnhhmdmmpmm:bm&smmmmmﬂ&nmmﬂxbﬂhﬁmﬂmuﬂnu, tncluding
ﬂ-j::::hn.Iuhmgim‘:d:ﬂsuﬁmhyw.vulndﬁbiﬂtrmmmufmmb:bu&WMM. It does not appenr that
memmmmﬁmmm Agicmpts 0 figwme ool how exiernal loans and gsskstance baye been
d.'whhdm::.mz:pli.ﬁ:dIryﬂ:cfuuﬂm.nlm‘linllt1mhdmmmmfurdahmbnmmdhhmwmmdnmcnk
ToVencs,

4. This iz & general siniemment, pod one specifically mlsted o the 199354 budget. In this case, i Fact if seems that The regiond weng not
even comsubied.
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