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Course Introduction

The concept of federalism, though USA origin, has g great acclamation by many states
contemporarily due to its manifold purposes: canfiesolution, convenience of administration
and local empowerment as well as political, ecowaimand social benefits. Ethiopia through the
1995 FDRE Constitution, joined the world statedeaferation. However, it is not immune from

potential dangers of fragmentation and conflictaclwhmay weigh less or otherwise than the
benefits from one state to other.

Fiscal federalism constitutes the core and diffieméa of federalism which measures the degree
of division of powers among the constituent unitdealerations for the financial power is an
engine of every activity. It is tough area for matuesources are limited and endowed unevenly
from place to palace and constitutional redistidouis not fairly accepted by all concerned. In a
geographical area of more than one level of governtmallocation of revenue sources and
expenditure responsibilities are elementary subjeadters of fiscal federalism. Invariably, in all
federations the allocation revenue sources folldvesallocation of expenditure responsibilities
which in turn signifies the division of powers afuthctions. The federations’ system of divisions
of powers and functions easily reflects in fisaddralism. Other elements of fiscal federalism
are the extensions of the two main subjects thatrevoidable problems and their solution.
These are fiscal imbalances which are caused bgapeetween allocation of expenditure and
allocation of revenue sources both vertically keswthe states and the center and horizontally
among the states. These problems quest constiaitieethods of solution. Some of the schemes
involve fiscal transfer from one level of governrhém the other, mostly from the center to the
states. In addition, the whole machinery of fiséadleralism is geared by some specific
institutions which arethis effect.

This course material discusses fiscal federalisminijnaEthiopian Constitution’s fiscal
arrangement by exploring each subject matter usdparate chapter. Accordingly, it has five
chapters and course summary and conclusion witlrutoncerns of fiscal federalism. To this
end, chapter one provides conceptual underpinnioiggederalism in general and fiscal
federalism in particular and other related issWégile chapter two and chapter three deal with

allocation of expenditure responsibilities and rewe sources respectively, chapter four is
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devoted for the discussion of intergovernmentatalismbalances and fiscal transfer. Lastly,

chapter five explains institutional frameworks and followed by summary and conclusion of

the course.

Course Objectives

General objectives

Generally, upon the completion of this coustadents are expected:

@ to acquire the basic knowledge of the conceptodketpinnings and institutions of

fiscal federalism;

< to acquaint themselves with problem solving shilléiscal federalism; and

& to enhance their personal competence to engad#éfénent fiscal institutions of

the country in their future career.

Specifically, students will be able to:

>

understand the method and objectives of dividing/grobetween the levels of
governments in general and under the Ethiopiantitotien in particular;

identify the issues of public finance and fedemlienshrined in FDRE
Constitution,

explain the principles of sharing of revenues axpeaditures among the States
and Federal governments,

appreciate the base, assessment type and methadplementations of sources
and spending the finances of both Federal and Savernments, and

solve theoretical and pragmatic problems of fis¢ateralism or fiscal
decentralization among inter-states and between MHeeleral and State

governments.



Tools of the Material

1. How is the Material Organized?

The Material consists of five chapters devoted &wious aspects of fiscal federalism and
breakdown to many sub-topics under each chapterattempt has been made to write each
chapter as a self—-contained entirety. Each begitisanbrief introduction of the place occupied

by its particular subject matter in the overalusture of the Material. In addition, each chapter
contains cross-references to other chapters wipgn®pariate. Consequently, the material can be
used following the logical and importance sequetizeughout the first chapter to the last.

However, it is also possible to enter directly i@ subject matter of a particular chapter of
interest, or to combine any number of chapters.

2. Format of the Material
Each chapter has been written in the same fornfathws explained below;
Chapter Outline

 Each chapter begins with a short introduction ahdpter objective and ends with
summary of the subject matter covered.

» A series of in-text questions and activities anegifor students at the middle of and the
last of each lesson that help the reader to conabpe the important issues discussed in
it. These questions also give an impression otttapter’s scope and purpose.

» Each chapter addresses the fundamental principligscal federalism in its lessons that
are of particular relevance to the subject matténat chapter.

» Chapter one and three have additional, illustratigges clarifying the subject matter or
concepts of each chapter.

» Activities are meant to help readers assess thejuiged levels of knowledge and
understanding of the subject matter of each lesbwitructors can use the questions
under each heading and in-text questions for gosguissions, exercises, or in any other
form that suits their particular needs.

» Lessons, activities and in-text questions are &irad under the perception of attaining

Knowledge, Understanding and Application.



3. Who can use the material?

The material has been by those responsible lawgerthe students and education of members
of law faculty in mind. Its contents should enatblem;

1. to prepare theoretical concepts on one or morbetdpics contained in the chapters, in
order to impart the attitude, skill and knowledgk fiscal federalism required for
adequate training performance by law faculties;

2. to conceptualize new techniques and tactics — aratlapt those that already exist — in
order to equip law students with the skills necgst¢a ensure their adequate future
performance;

3. subsequently, to incorporate principles of fiscatldralism in new training uniform
curriculum at the theoretical level (knowledge/ ergfanding) and practical level

(Skill/application) in order to secure continuityeducation and training in this field.

However, it has not been the complied exclusivelythe purpose of theoretical instruction to
students and members of faculty. Its contents mayepequally valid and useful to members of

other institution where they perform law enforcetfenction (e.g. legislative and executive).



CHAPTER ONE
FEDERALISM AND FISCAL FEDERALISM IN GENERAL

Introduction

The subject of fiscal federalism is an extensioth basic element of the concept of federalism. It
deals basically with the division of revenue rajsimower and expenditure responsibilities to
multiple layers of governments formed by federalidholitical power division among the
constituent units of federation without the enapliarce; financial power correlated to political
power division, ends as nightmare. Hence, theakyifiscal decentralization in federal system
follows the scope and elements of devolution of @oand functions. Therefore, the student can
only appreciate fiscal federalism through the broadcept of federalism and the constitutional
arrangements of each federation. To this endctiapter is structured to consist of introductory
concepts of the course. It has three major sectiomderling with general overview on
federalism, some economic aspects in federal syatehfiscal federalism orderly. Students are

recommended to follow the logical flow of the coptseaccordingly.

Chapter Objectives
At the end of this chapter, the students will ble abmong other things, to:
» identify the forms of state structures and theffedence in the world and in their

country,

A\

understand the basic principles and the ratior@lésderalism,

A\

analyze the methods and objectives of power dinisietween the multiple level of
governments in general and under FDRE Constitutigrarticular,

identify the effects of foreign and interstate coemnce in the rubric of federal finance,
explain the nexus between the free-market econpolicy and fiscal federalism,
define public finance and decentralization of fioamn federal system,

state the main subject matters, merit and demkfiscal federalism, and

YV V. V V V

trace the evolution and development of financiaeséralization in Ethiopia.



1.1. Federalism: General Overview

Students Dear you have learnt about state strugturgour course on federalism. Fiscal
federalism or fiscal decentralization is the subjsclemnly coiled to state structure called
federalism. Therefore, it is worthwhile to refreglur memory of state structure.

State structure is the system by which stateseoiubrld design their basic elements; population,
territory, government and sovereignty in the forsita which their people necessitate and
benefit.

The core issues of the state structure are wheltleeessential elements of the state: territory,
population, sovereignty and government are dividedindivided one, or if some aspects of
them are united while the substantial parts anateigrated. Accordingly, there are three form of
state structure.

? What is meant by state structure? What arehtteetforms of state structure?

1.1.1. Forms of State Structure

The three forms of state structure in which theonysof the world experiences; are unitarism,
federalism and confederalism. Let us briefly disctiem orderly.

A) Unitarism

Unitarism is a form of state structure that is eleterized by centralization of power and
indivisibility of sovereignty. In unitary governmenthere is only one source of authority
whatever local territorial units exist. Local unése merely agencies of the central government
established for its convenience for local admiaistn. They owe their legal existence to it.
Hence, their power and arrangement increased oinigined or their legal existence ended by
the unilateral will and action of the central gavaent. However, some variants of unitarism
have autonomous regions endowed with regional amgn Such kind of internal territorial
division seems federal system and sometimes refféoras quasi-federalism. Most of the world

sates structured themselves in unitarism. Brit&rance, the Netherlands, Romania, China,
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Egypt, etc. are some examples of unitarist st&ee unitarism is becoming an abstract concept,
for the modern central governments in the real dvoften have great difficulty of controlling

the activities of local administration, even inioilly unitary system.

B) Federalism

Federalism is a form of state structure by whiolwgr of a state is formally (constitutionally)
divided among different level of government, eaéhmbich is legally supreme over its own
sphere. It is the direct opposite of unitarisnpritvides for an actual division of power between
two or more nearly independent government each biclwis against particularism and
centralism authority over the same people. Fedmnals a political union of different unit; a

critical; more elaborated issues of federalism b&ldealt in the next sub topic.

C) Confederalism

Confederalism is voluntary association of indemedtates. It is an association of states, which
rests upon the common agreement of its membersessgn in an elaborate document.
Confederations are formed for common advantageowitaffecting internal freedom, structure,
lawmaking and enforcing processes, external relataf the states confederating. It also differs
from an alliance in that it has fixed issues thtoughich the common will of its members may
be expressed. It also differs from the league (inio a greater variety of objectives designed to
be achieved. These objectives include externalrggcpromotion of cultural and economic

unity, and operation of postal service.

Historically confederations are often provided toe tfirst of second step toward the
establishment of a national state usually as fédensgon. The federal form of state in
Switzerland, Germany and USA were preceded by demnétions. The common wealth of
nations, which was formed in 1972, is an exampleaifederation born as a result of the
decentralization and eventual disintegration of ieeppUK and former Britain colonies. In
contemporary world, there are modern forms of ocdefations, but such arrangements are
different from the older ones. Modern arrangememis established around common defense,

economic alliance and politico- religious alliandiarthern Atlantic Treaty Organization NATO,



Common Market of East and Southern Africa- COME&®#A] Economic Community of Western

African States- ECOWAS, The Arab League are sontee@é&xamples to be mentioned.

1.1.2. Conceptual Underpinnings of Federalism

Under this sub topic the meaning and the basic eisnof federal state structure will be

explored. In turn, this would enable the studenetmnceptualize federalism in a nutshell.

A) Meaning

Although federalism has been defined in many waytir purpose a limited meaning suffice.
Federalism is a form of state structure in whiaoh basic elements of state: territory, population,
government and sovereignty are divided verticatlyfdrm independent political entities that
enables each to make final decision independerfttiiedothers. The ability to make decision,
however, is not absolute; one may be influencedabgther in various ways. Nonetheless,
federal system gives each level the ability to medae decisions without the approval (formal
or informal) of the other. Such kind of state stane may come either from the disintegration of
a unitary state or from integration of independstates. A comprehensive approach to this
effect, is given by Friedrich and states federalesn

“a process by which a number of separate politicatis be they states or any other

kind of association, enter into arrangements fovegoing themselves jointly

regarding joint needs and interests. Or reversilg, process through which a

hitherto unitary political organization becomes drlized to the point where

separate and distinct political communities ariseé laecome politically organized.”

B) Basic Elements of Federalism

There are numerous and varying points to be raisectlation to federalism based on the
structural difference of federations, among thésefollowing underpinnings are the common
essentials of federations.



1. The existence of at least two levels of governmenthe federal setup comprises at least
two set of governments. These are, as differentemotature are employed in different
countries; federal/central/or union/national goveent which retains power concerns with
the interest of the federation as a nation or titerest of two or more federating units and
State, or regional or sub-national or provinciavgmments which have power pertinent to
specific to them. In some federation, there esxlstsl lower level of government, commonly
known as local government but of various type ifedent federations; district, or municipal
or communes etc. These levels of government possassige of powers and function;
legislative, executive and judiciary that the otb@nnot encroach.

2. Supreme written constitution: in federation, the federal written constitutionpstates
formal framework of federation and division of aotity between each tire of government.
The essence of existence, responsibilities and pofaeach of governments should very well
be defined in written constitution. Accordingly, ey government derives its power and
function from the federal constitution; without tein constitution there is no federation.
Therefore, written constitution governs the relasioip between the federal government and
the states and among the states each otherhl supreme law of the land, and every citizen
and official should obey the constitution. The d¢dngon shall be consulted in the event of
any controversy in the federation. It is thougtdttimter alia; these elements are basic and

common to all federation in the world.

1.1.3.Rationales for Federalism

Many arguments for federalism have traditionallgmut in terms of promoting various forms
of liberty in the form of non-domination, immunitgr enhanced opportunity sets. When
considering reasons offered for federalism, marpeapto be in favor of decentralization with
one requiring constitutional entrenchment for spulthority. Here it is explored that the political,

economic and social factors that federalism opsrecomparable justifications.
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1) Political Factors

A great democracy must either sacrifice self-goreant to unitary or preserve it by

federalism. Some of these political benefits are:

First and foremost, federations may foster peseeyre from war and fear of war. State can
join federation to become gently powerful enougllissuade external aggression, and /or to
prevent aggressive and preemptive wars among tieess@ he confederation of American

states moved to a federation largely attributetthése effects.

Secondly, federal arrangements may protect indalgagainst political authorities by
constraining both central and state sovereigntgcipy limited power with them. And by
entrusting the center with authority to intervenesiib-units (states), the federal arrangement
can protect minorities, human rights against statihorities. On the other side, sub-units
may cheek central authorities and prevent undueraof contrary to the will of the citizenry

or minorities.

Thirdly federalism gives regional and local intégea constitutionally guaranteed political
voice, and increases the opportunities of citizgmayticipation in public decision making,

though deliberation and offices in both-sub und aantral bodies.

2) Economic Factors

Federalism has been repeatedly praised for seasngn optimum utilization of resources
and as effective system for distribution of funadoetween the levels of government. Fiscal
and financial arrangements in federal system craatepportunity for effective use of the
resources, labour, capital and land of the countfyederation can promote economic
prosperity by removing internal barriers to tradeotigh economics of scale, by establishing
and maintaining inter-state trade arrangement,egoime a sufficient large global player to

affect international trade regimes.

It also facilitates efficient preference maximipati more generally, as formalized on

economic and fiscal federalism. It allows optimahtaining of authority to create public



goods to specific affected subsets of the populatidf individuals’ preference vary
systematically by territory according to externalirternal parameter such as geography or
shared testes and values, federal arrangement sallogal variation are favorable to
individual's preferences. Local-decision makers naégo have a better group of affected
preferences and alternatives, making for betterices than would be provided by central
government that tends to ignore local preferenceatian. Grants power to population subset
that preferences regarding public services may ials@ase efficiencies by allowing these

subsets to create such “internalities” at cost &dmythem.

Federal arrangements promote mobility and hencgot@al clustering of individuals with
similar preferences, and allow sub-units authdotgxperiment and complete for individual

who are free to move where their preference arerbes

3) Social Factors

The coexistence accommodation of several nationgiénstate (country) is a test, as well the
best of its freedom of cultures; thereby the rightspeak and to write in and develop
language and to promote its culture and presesvhistory. The entitlement and enjoyment
of such right also entails the proliferation ofoescefulness’ creativity in artistic, technology
and ultimately development. The combination ofefi#ht nations in one state (country) is a
necessary condition of civilized life as combinatiof individuals in a society. Federal

arrangement makes such social welfares possible.

1.1.4.Constitutional Division of Power

The primary quest for federalism is to divide thetess /country’s whole power among the
federating units to benefit at most extent thezeits in defined manner. The constitution is the
prime evidence and the hand print of the frameftsttethe people as to items and pattern of
power devolution. As mentioned above, the stategpon the present philosophy of democracy
and the principle of separation of power is dividathong three branches (organs) of
government, which are created for such effect ngmbe legislative, judiciary and executive

which revolve around law making, interpreting andoecement (implementing) respectively.
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Hence, power in its modern definition is not migbtyt law. Therefore, two kinds of division of

power; horizontal power division and vertical powlerision will be discussed as follows.

A) Horizontal Power Division

The concept of horizontal power division originatedm the philosophy of separation of
power of French political enlightenment thinker &aiDe Montesquieu. Inspired by the UK
parliamentary struggle against the monarchy forisgaof power of his time, Montesquieu

described division of political power among an exa@, a legislative, and ajudiciary.

The model was first developed by ancient Greekeh@r constitution that governed their
city-states more than 2,500 years ago. Howeveridiee first came in to widespread use by
the Roman republic. Under this model the governneivided in to branches or estates,
and each branch of the government has separateindegpendent power and area of
responsibility. The well developed division of pawse into the Executive, the Legislative
and the Judiciary. The division of power among tinee branches sometimes termed as
tripartite system, protects democracy and for staftannical Monarchy, totalitarian and

dictatorships and anarchism.

In the modern democracy, systems of governance;hnisi the subject of both federations
and unitary states, is a continuum of variantstekest between “presidential government and
parliamentary government”. A clear separation ofv@ois said to be coiled to presidential
system, whereas, “fusion of power” is an inheregdtdire of parliamentary ones. “Mixed

system” fall somewhere in between, usually neantftepoint.

The point of difference lies on the formation o¢ tihnree branches of Government. Where the
three institutions are formed independently, fostamce, as the US presidential system
operates, results in separation of power. Where ttivee institutions (branches) of
government get birth from one womb; parliament.ttees UK parliamentary system is, it
results with “fusion of power”. A mixture of the dy“mixed system” is experienced by the
current France’s Fifth Republic. The basic prineippbmmon to all is that horizontal division

of government power in to three; legislative, exteeuand judiciary branches. Hence, the
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FDRE constitution made a provision to this effecder Art 50(2) saying “the federal
government and the states shall have legislatkexgive and judicial powers.” In addition,
the detail powers and formation of each branchethefgovernment are provided by the

constitution. The purpose of the course limitsttpgc to deal with each arrangement.

B) Vertical Power Division

The concept of horizontal division of power is thery constituent in the development of
democracy whatever the state structure may be.cdepower division, however, is the
main principle to federal state arrangement. Innitle spectrum, vertical power division
sometimes called assignment of power, deals wihdistribution of powers contained in
democratic government: legislative, executive andigary between various tiers of
government in federal state structure. It consiéthe manner of division and the items of
powers divided by the constitution of different éeal democracies.

In federations, this division of powers is thenpairy task of the federal constitution.
Accordingly the Constitution of India made veryfdient scheme of center- state distribution
of powers and functions. Thus, it employed therithigtion under three entitled lists: the
union list; list containing subjects over which tfezleral government exercises exclusive
power, state list; list containing subjects oveiichihthe states exercise exclusive power and
the concurrent list; list containing subjects owdrich both the federal government and the

states can exercise concurrently, and the resphyvaérs are left in the hands of the union.

The US Constitution adopted a simple method oferestiate distribution of powers, that the

exclusive powers are expressed for federal govemhared the residual powers are reserved
to the states, however implied powers are alsorvedeto the federal government where

‘necessary and proper’ for executing the exclugieelumerated power.

The Canadian Constitution differs by allocating éxelusive power to the provinces (states)
and reserving residual power for the center. Moreless, the German Basic Law

(constitution) is akin to the Indian scheme but hafsthe federal government laws are left
for the execution to the Lander (states). The Adlisin constitution follows the US trend.
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In the Ethiopian federal system, the Constitutiatiofvs an approach of enumerating
exclusive power of federal governments and resgru@sidual powers to the states. To this
effect, Art. 52(1) states; “all powers not giverpeessly to the Federal Government alone or
concurrently to the federal government and theestatre reserved to the states”. It also
provides a limited list of exclusive power of thates (Art.52 (2)). The heading titles of Arts.
80 and 98 of the Constitution also provide the coremt power. In principle, the FDRE
constitution follows the US model by enumerating gower of the federal government and
allocating the residual powers to the states; talsb incorporates some features from India

and Canada by listing some powers for the states.

The itemizations of powers divided and assignedeurttie subject of various tiers of
government vary from one federation to the othdre Tonstitution of India in the seventh
schedule made 97 subjects of power under Union Ristong these, the core are defence
force; foreign affairs, citizenship, naturalizatiand emigration, rail, air and marine
transport, foreign and inter state commerce, cegregoinage, legal tender and foreign
exchange, banking and insurance, telecommunicapiostal and telegraph, service patent,
copy rights, trade-marks, establishing standardgktei and measures, natural resources,
revenue sources assigned to the union , etc.dteatgppowers 66 subjects to the states under
State List Il, some of these are: public orderjgeoforce, administration of justice, prison
administration, local government, public health aahction, agriculture, communication
with their territory, preservation of natural resmes, land administration, trade and
commerce in their territory, state employee andirtipayment, etc. In addition, the
Concurrent List Il contains 47 subjects over whibbth the center and states are concerned.
Some of the major are: criminal, civil and famiwis and their procedures, contracts of
partnerships, agency and carriage, economic andlgmanning; commercial and industrial
monopolies; social security, social insurances@an@loyment and unemployment. Inquiries
and spastics for the purpose of any matter areifsggbainder the list of |1 and Il, price

control, etc.

Under the US Constitution, inter-state commerceferd®e, and foreign relations by

‘necessary and proper clause’ to rise revenue aggand in war, to raise and spend revenue
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for general welfare, to enact Law of Naturalizataod uniform law on Bankruptcies, to coin
money, regulate the value thereof and foreign @oid fix the standards of weights and
measures and to establish post offices and podiscaus are exclusively enumerated power
of the federal government. Subject to their resguogver states are performing useful

functions; like education, public health, highwaw and order etc.

Under the federal arrangement of Ethiopia (2.6rdviges the detail), the FDRE Constitution
Art 51 entrusts the federal government with powssject to national defense, international
or foreign relations, citizenship, immigration anaturalization; interstate commerce, postal
and telecommunication services, weights and messuemestic currency coinage and
foreign currency usage, banking, patents and cgptgj levying taxes and collecting duties
on revenue sources assigned to federal governnagmtrail and water transports and
highways linking two or more states, enacting lab@lectoral, procedural, criminal, and
commercial codes. The FDRE constitution Art 52 &ates that the states have enumerated
power and functions. These include; enacting anecating the state constitutions. To
establish state police, to maintain public peac# @mler, levying and collecting taxes and
duties on revenue sources reserved to the stateiniattation of land and other natural
resource. The states also have power over areaduahtion, health and agriculture. These
should simply be understood as guiding principlest &are directed by the constitution for

their open-ended residual powers.

In general the federal government powers can bergrired into four main areas. The first
group comprises those powers which by their vetyneaare considered to be the concern of
the federation as single entity. National defencdernational or foreign relations,
citizenship, immigration and naturalization, andhast powers inherently intrinsic to these

powers are the main elements to be mentioned srctitegory.

The second area concerns several commercial pdhatrare essential for facilitating local
as well as international trade. In this group, wan dind powers including interstate
commerce, postal and telecommunication servicegghivand measures, domestic currency

coinage and foreign currency usage, and bankisgyramce, patents and copyright.



The third area enables central government to im@herpowers mentioned in the first and
the second category. This includes powers over a#il water and road adjoining two or

more states transports.

The fourth group comprises legislation dealing wtrious aspects of social and political
issues. Under this category, legislations concegrngtectoral laws, criminal laws and
procedures as well as enforcement of laws of palitights such as press, demonstration and

registration of political parties are the main areépower.

? What is the nexus between vertical power divisiod fiscal federalism? Is

vertical division of importance for fiscal fedesai?

Students, it is worthy to note that the need taleerfunctions and exercise including the army
(sword) is subject to competence in collecting neseand responsibility of expenditure (pocket
wallet). Having praised vertical power division amgovarious tiers of federation in most areas of
powers but not in revenues and expenditures wontt reminal or paper design federation.
Therefore, most constitutions of federations hdwe division of public sector functions and
finances — fiscal federalism that makes each le¥egjovernment functional and meaningful.
However, the allocation of resources and assigresgonsibilities of expenditure has not yet a
simple task of federations that can be derivatedome clear cut postulate or theorem as the
other areas are. Hence, as an element area obdigin, as affirmation and as enabling force of

federalism, fiscal federalism has got prominenceéhendoctrines of federalism.

Activity 1
Answer the following questions on the basis ofdheve discussion.

1. Most of countries of the world are unitary statekilev some are federal states;
therefore, what are the courses to be followedhanging a state from a unitary to
federal system? Discuss the preference of one dtaieture from the other?

2. Compare and contrast the method and items of ¢otistial power division of the

following federations USA, India and Ethiopia,
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3. If a federal constitution is well defined as to ttevolution of powers between the federal
and state governments, but ambiguous in allocaiforevenue sources and expenditure
responsibilities, what would be the relationshipween different level of governments?

What is the impact of financial decentralizationfederalism?

1.2. Economic Policy and Commerce in Federation

1.2.1. Foreign and Interstate Commerce in Federatio

Under federal constitutional allocation of powensl dunctions foreign and interstate commerce
are the mandate of the federal government. Foamest the US Commerce Clause has been the
subject of intense constitutional and politicaladjgeement centering on the extent to which
federal legislation may govern economic activityieected to interstate commerce but occurring
within a state. In the debate of American fedenalithe proponents of federal intervention have
argued that the Clause should be interpreted bydadbermit everything related to commerce.
The proponents were victorious for a long timetreesSupreme Court continually expanded the
authority. In addition, US Supreme Court repeatei#igided that interstate commerce affairs are
reserved to Congress and the Clause should bergedsto include among other interstate
navigation and meatpacking industry. The foreigrmoeerce relation is not subject to
interpretation but since it falls under the geng@ber, foreign affairs are clearly assigned to the
federal government. Art.1.Sec.10 of the same tedabove issues by stipulating that no state
shall enter into treaty, alliance or without theagent of the Congress enter into any agreement

of compact with another state or with foreign pasver

In our country, the FDRE Constitution under Amid1 lists the powers and functions of the
Federal Government. Sub article 12 settles theemdity employing interstate and foreign
commerce under the exclusive regulation of the F@d8overnment. However, the practice
evidences that states are arranging foreign loageawent under the supervision of the federal

government.

Foreign and interstate commerce have immense imgadinancial power of the federation.

Economic disparity among states might be enharfciilsi power is given to the states, and the
flow of capital and the taxes collected and expemeithereof may create competition and
17



imbalance among the states that adversely affectdlationship of the states and ultimately

deviate from the purpose of federalism.

? What is the link between foreign, interstate conoaeand fiscal federalism?

1.2.2. Economic Policy and Federalism

In the history of the world, states experience ghtgpes of economic policies: a free market
economic policy or in its original name; laisserda a command economic policy, and in
between the two there exists a mixed economic paHowever, in today’s actual world there is
no pure command or free-market economy, rathena &f mixture of the two; mixed economy
is common. The adherents of free market economthareapitalist states such as USA, Canada,
and India, whereas, the adherents of command edorpmiicy are communist countries such as
the former USSR, North Korea and China. The sounglket economy of German, Britain, Cuba
and Syria are some of the states to be mentionechifeed economy. The modern trend of US
also goes to mixed economy. The mixed economy istrnommonly associated with social

democratic forms of government; welfare state gsédebelow)

A marketeconomy is an economic system in which the prodocind distribution of goods and
services take place through the mechanism of freekets guided by a free price system. In a
free marketeconomy, businesses and consumers decide on theivalition about what they
will purchase and produce, and in which decisionsué the allocation of those resources are
without government intervention. In free market mmy, there is greater reluctance to entrust
the state with wide powers, particularly spendimmgvers; there is more skepticism about the
state's ability to manage the economy; and much feggh is put in demand management as a
means of stabilizing employment. More emphasisuisgn action of a different kind: ensuring
greater competition, providing incentives to innbwa and enterprise, making the domestic
economy more attractive to foreign investment, abdve all, making efforts to improve the
education and capabilities of the workforce. Théyumg creed of demand management has thus
given way to a series of measures on the sidepylgu In theory, this means that the producer
gets to decide what to produce, how much to produbat to charge customers for those goods,

and privatization is the basic elemenke decentralization, privatization enables thegle to
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economic scale. Hence, the transfer of power whigeeprivate sector is involved in service

provision that was previously managed by publi¢@es the manifestation of decentralization.

In a communist or command economy, economic palcgnore peremptory and government
intervention to control the allocation of resourbesween different uses is carried much further.
Economic policy becomes a matter of planning frdme tentre rather than leaving it to
individual producers and consumersetgress their preferences through the market orese

to price signals, andationalization is the basic element.

A mixed economy is an economic system that incatesr aspects of more than one economic
system. This usually means an economy that contzotis privately-owned and state-owned
enterprises or that combines elements of capitadisthsocialism, or a mix of market economy

and planned economy characteristics.

In 1974 the imperial rule of monarchy of Ethiopiasvoverthrown by a military coup. The

military leadership set up the Provisional Militakgministrative Council, known as the Dergue,
to govern the country. The Dergue declared Ethiamacialist state with a command economic
policy and set about nationalizing all agricultulahd and most industry. Realizing the then
strong opposition and the unsuccessful economifopeance, the Dergue forced to launch a

mixed economic policy at its last ages.

The free market and liberalized economy has baenched and there is an attractive on going
process toward the policy in Ethiopia under the iognn to power of FDRE. Substantial means
of production such as capital, land and man powmwrever are still in the hands of the
government. This may be attributed to either thakmess of the private sector for lack of capital
on for fear of risk involved, or the inherent na&wf revolutionary democracy. Therefore, land,
huge capital centered public service enterprisesh sas power production and supply,
telecommunication, postal services, water supphangport (land, air and water), are
substantially under the government ownership andapoly. More precisely, Ethiopia, a
developing country, adheres free market econonhgrev economic transaction is not much
more complicated specially where the country lautich Agricultural Development -led-
Industrialization Strategy (ADLI), the governmenays a supportive role to the private sector

for the growth of the whole. Therefore, the presgvernment of Ethiopia has taking an applaud
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process of privatization; leave its hands from mangerprises which was nationalized by the
previous government that can be rendered by priset¢ors. It follows that, even though, free

market economy is officially declared, in practec&ind of mixed economy is operating.

In free market economy, the intervention of goveent should be in limited areas; for instance,
public utility service, defense, and infrastructur@hus, the FDRE Constitution provides two
functions. These are: i) Enabling function and) Regulatory fun from. The enabling function
empowers the government to do what the privateosemuld not achieve, namely public
utilities, defense, police protection, educatiomg &ransport action that make up a bigger part of
our economy and Mining, Electrical power productionvater constructions and

telecommunication.

A very serious problem has resulted from the gawemt’s increased role in providing services.
The government is spending a great deal Of monay thtaking in. The difference between
what the government spends and what it takes icalied a budget deficit. Therefore, the
government must borrow money with interest. Hugkcie are dangerous to the growth and

well-being of our economy.

The Regulatory function prescribes the conditioiécty have to be complied with to obtain fair
business practice that there after have to be wbdao protect creditors, consumers and the
public against the dangers inherent in such busipesactice. The Regulatory function of the

government includes antitrust law, consumer praiadaw, fair employment and fiscal policies.

It is generally taken for granted that a countigresents a single market economy with which
labour, or capital, or goods move freely. Howewerfederal countries and especially those with
less respect for market economy, each level of gowent may introduce an economic policy
that led to morede facto fragmentation of the national economic policy. iRescy or other
requirements may restrict the movement of labowod; \earious transparent or hidden obstacles to
the movement of goods and capital. It has beenrteghdhat in some of the federations, goods
cannot always be moved from one region to anothigrowt going through domestic “frontiers”
andde facto“customs”. In the same fashion, there are varioysediments to market activities

that originate either in form of regulations ord#rn. For instance, tax computation in United
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States, Brazillndia, and Russia contributes to misallocationagital. It is not only free market
policy but its uniform application in different lel of governments that tries to resolve the

negative significance of resource allocation aradin in fiscal federalism.

The relationship between a type of economic pading a form of state structure is that, while
nationalization of public enterprises is a meansasftralization of power of unitary state, or at
least resembles to the effect, privatization is ¢benmon denominator for both free market
economy and federalism; even some scholars pstanha method of power decentralization. In
addition, privatization of government-owned entegs should also take in to consideration of
federal arrangement; the mere existence of angigerin the territory of the state may not give
the right to tax and administer it. The more calicssue is the ethnic based federalism of
Ethiopia, equitable distribution of wealth is arathassignment of the central government.

Therefore, economic equalization of the statemesaf the subject matter of fiscal federalism.

Activity 2

1. In most federations, the central/federal governsidms the power of foreign and
interstate commerce and to tax and administer themever if such power is assigned to
states, what would be the adverse effect of susig@®ent to federalism in general and
fiscal federalism in particular?

2. The principles of economic policy govern the rotel aelationship of private sector and
public sector in the economic pokily of the countmhereas federalism deals with
intergovernmental relation; discuss the relatiopstiithe two concepts.

3. Find any public or private enterprise in your vigithat is taxed and administrated by
the federal government; why the federal governmneergd and administrated it? Why not

the state/ city administration in which your ingtibn is situated?

1.3. Fiscal Federalism

Introductory Remarks

The concept of Fiscal policy is not originated ur a@ates; it goes back to the struggle of the
English Barons (lords) and parliament against theigs in early 18 and 17 centuries
respectively. Amongst the main subject for theasme of Magna Carta in 1215 and the English
21



Bill of Rights of 1628 was to curtail the kingseatipt to levy taxes without the consent of the
barons and the parliament which was an uncommalititra to English feudal culture. Hence,

financial policies are the most indicative litmusd@mocracy. In federal system, where power
including finance devolved in various governmemtsmocracy and justice as to the financial

distribution are expected in the stipulated of¢bastitution.

Today, fiscal decentralization is becoming an inguarr issue of the world. Many developing
countries are experimenting with it as a meansngdroving their governance and economic
growth; for instance, Canada’'s fiscal decentrabratwas tied up with Quebec issue of
secession, Eastern Europe countries used Fiscaldistn as one of the means to resolve their
political and economic mess; Germany reviewed ddiex fiscal decentralization as the focal
point to deal with the Unification issue. In the EWS and many countries, fiscal

decentralization is acquiring greater prominencpguhlic governance.

Tax system in its variants was experienced in fesh@mo economic regimes of Ethiopia. With
the introduction of socialist ideology, mainly biyet Dergue ,a remarkable changes were also
seen in the tax system. The transitional governreeateeded the Dergue with the reforms on
tax system oriented to free market economy in 198&.1995 FDRE Constitution came with the
adoption of Federalism in which tax powers, amotigiothings, are divided between the federal

and state governments.

Therefore, this part of chapter one mainly conssétsmportant concepts, merit and demerit of
Fiscal decentralization as well as its evolutiod a@evelopment in Ethiopia. However, a slight

exposition of the acclamation of public Financégderalism is necessitated before the other.

1.3.1. Public Finance in Federalism

The concept of public finance joined with the notiof federalism by a thin chain but both are
the subject of a country. While the former focuseghe financing of government be it federal or
other, the later deals with federal form of stateicdure. Federation, as state framework, is
permanent than recurring nature of public finanida@s may also be attributed to the inherent

difference between the concept of state and goventim
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? Studentscan you discuss and enumerate the points that limelethe

difference of state and government? Is public rfoga state matter or

government matter?

Public finance, therefore, deals with the finandpérations or finances of the government. The
financing of the government is a matter of worldevicbncern. Authorities, all over the world
have a number of public projects, such as soc@lrgg, protection and other services of public
utilities like electricity, water supply, railwaybeavy electrical abd atomic energy, etc. and to
provide social amenities in the form of educatibealth and sanitation facilities and public

utilities.

The government raises revenue from various tax ramattax sources and borrowing from
individuals, corporations and friendly foreign cties to incur huge expenditures in order to

materialize the aforementioned functions and iggit

To understand it very well, the concept of publitahce is postulated in defining clauses by
different scholars of the subject. To see some:

Hugh Dalton defines;
“Public finance is concerned with the income angesditure of public authorities and
with the adjustment of one to another.”

Prof. Buchanan puts:
“The Government, considered as a unit, may be ééfas the subject of study of public
finance. More specifically, public finance studtes economic activity of Government as

unit.”
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Bastbale
In the wording of Bastbale, “Public finance deaishvwexpenditure and income of public
authorities of the State and their mutual relatsnalso with the financial administration

and control.”

Up until the modern economists broadened the sobpgmublic finance, the subject matter of
public finance was confined with only income fromernal sources and spending to domestic
affairs. When foreign relation of states of the Mdrecame the sign of welfare state in the eye of
international community, foreign borrowing and dgsamave become additional elements of
revenue. On the other hand, public debt has becbmdéhe same fashion, in the ambit of
expenditure. However, the recent trend treated ipui#bt separately among other matters.
Accordingly, the whole spectrum of public finansebranched in to five categories of financial
activities of the government: (1) Public Revenw®), Rublic Expenditure, (3) Public Debt, (4)

Financial Administration and Control; and (5) Ecomo Stability and Growth.

Since federalism creates at least dual governmemtstral and regional and devolution of
powers and functions to the same. As financial powethe basic element of governments’
power, compared to unitary state the nature ofipulrlance in federal system is changed by
devolution of its subject matters to different siref governments. Hence, public finance in
federations deals with federal finances; the fiesnof the central government and state
governments. Elaborating the concept of federaroe further consists of sharing of revenue
sources and expenditure responsibilities and thierent issues among various levels of
governments in federation, which means in otherdwbscal federalism which we will deal in

the subsequent topics.

? What is the difference and similarity between &isbecentralization and Fiscal

Federalism?
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1.3.2. Important Concepts of Fiscal Federalism

Decentralization is a broad term employed to sigrdfstribution or allocation of power
compared to centralization. It is not only the ptraenon of federal states but also unitary states.
If power and functions are decentralized to seviead of governments, in federal arrangements
or to sub regions in unitary states (which do nadlify the principle of federalism), there is a
need for fiscal decentralization in order to casuy their responsibilities. For instance, China, a
unitary state, has a fiscal system divided in t@ fievels of administrations: (1) Central (2)
Provincial; (3) Prefecture; (4) County, and (5) Tmhip. In addition, Britain has two types of
internal administrative arrangements from the aerdadministrative regions and autonomous
regions. The autonomous regions (sometimes term&dquasi-federalism) have more
decentralized powers than the administrative regioklence, high degree of fiscal
decentralization is also scored thereof. In someegaof unitary sates, the trend of

decentralization advances than federal statesrduafty.

The question that follows is not only about therdego which power is distributed or devolved,
but also in whose prerogative power is such deiwmiuindertaken. In unitary states, whatever
power is decentralized, the center can restructurg recentralize the power as it deems
necessary at any time. However, decentralizatidiederalism is non-centralization, not subject
to the will and whim of federating units. Each lewx# government is supreme in its power

including financial matters formally granted by fleeleral constitution.

Therefore, fiscal decentralization is a generalceph that encompasses decentralization of
financial resources and power of spending in batitaty and federal form of states. On the

other hand, the fiscal decentralization of fedstates assigned by federal constitution is termed
as ‘fiscal federalism’. Accordingly, fiscal fedeisah encompasses principles of fiscal relations
between federal and state governments, which aredmmand over resources by various level
of governments and the direction and size of imteegimental fiscal flows. This includes the

division of tax power and the means through whesources are adjusted to match expenditure

responsibilities for the federal and state govemie
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The major issues of fiscal federalism are summdraze

>

allocation of expenditure responsibilities, whicleats with the issue of
which item of power of spending should be carrigdvhich level of government;
allocation of revenue raising power; which dealthwhe issue of which types of
taxes should be levied and non tax revenues shbeldassumed in which
jurisdiction by which level of governments;

the fiscal imbalance between the tires of goverrinsamd disparities between
them in executing their respective responsibilitieertical and horizontal
imbalances; and

the intergovernmental financial transfer; which Ideaith the issue of financial
flows between the federal and the states and artfengtates; vertical transfer
and horizontal transfer in order to adjust the ilabee and keep a viable federal

system.

Generally, the study of fiscal federalism focusesathocation of expenditure responsibilities, the

revenue raising power and adjusting vertical angzbatal imbalances between the federal and

the states and among the states respectively thriotgrgovernmental fiscal transfer.

? Discuss the four major subject matters of fiscdefalism

1.3.3. Fiscal Federalism: merits and demerits

A) Merits of Fiscal Decentralization

The merit of fiscal decentralization is the extensof social, economica and political advantages

of federalism. Some of the peculiar advantagessoéf federalism will be dealt as follows:

1) Optimum utilization of resources and development gowth: - the federal constitution
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assigns the federal and the state governmentstéondee their revenue sources and area
of expenditures. And the fiscal decentralizationtted same permits the local state and
federal administrative agencies to collect reverars spend them. In doing so, it makes

an effective and proper system to design and imghenthe methods of financial



operations. Therefore, it also enables to curb gheples’ developmental encumbers
expeditiously in a manner that satisfy the benafies. This, in turn, results in the over
whole development of the country.

Job opportunity to professionals and workers - the decentralization of fiscal power to
different tiers of administration and the need ée[k the financial machineries consistence
with the dynamics of the area through time andrietdgy quests numerous professionals
and skillful workers. To cope up with local needse diversities of peoples such as
working languages of the federal and the statesevbthnic federalism is implemented
based on language demands of specific professiohils urges the governments to train
professionals and workers and acquaint them with téquired skills accordingly.
Ultimately, fiscal decentralization generates lapgdblic employment because of the need
to have more labour in lower level administratibart central financial administration and
because of the more limited ability to exploit esomes of scale, and thereby contributes

its part to development.

iii) Decrease central bureaucracy and corruption: -the power divisionin federalism
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enhances the local decisions in their financialtenatin a manner that satisfy the need of
the locality and prevents decision making from lmeicy overloaded in the central

government. Thus, it avoids inefficiency and buogaay and bureaucratic chaos.

The other benefit of decentralization of finansehe fact that it helps to avoid financial
mismanagement, corruption and lack of accountgbiBudget auditing and reporting at
different level and inter different level are soofeghe mechanisms to achieve these effects.
Fore instance, As per Article 2(14) of the Coln€iMinisters’ Regulation on Financial
Administration the Federal Government No. 17/199@, budget evaluation begins at the
institutional level by the internal auditor. Thadnce laws require the internal auditor to
produce a monthly report stating the monthly reeand expenditure of the institution and
this report is sent to the finance office of theeleof administrating (Article 57 of the
financial regulation). At the federal level, alllpic bodies which execute the federal fund

should account monthly, quarterly, semi-annuallgt annually to the Ministry of Finance.

The federal government through Ministry of Finarared Auditor General also has the

power to conduct an audit of the federal officed #re state governments concerning the



use of subsidy grants they have received from éderfll government pursuant to Article
95 of the FDRE Constitution. All state governmemnstitutions have of be audited by

internal and external auditors. And their findiings/e to be published.

The report and its publication enable the massntankthe financial administration either
through their representatives or by themselvesmidtely, it creates transparency of issues

resulted in decline of financial mismanagementrugaion and lack of accountability.

B) Demerit of Fiscal Federalism

There are inherent problems and demerits of fisementralization which resulted from the

devolution of revenue raising and expenditures aesibilities among different levels of

governments and institutions. The followings amnedo be mentioned.

)
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Imbalance and competition: - the very nature of federalism is devolution of
power and functions among different levels of gaweents. Hence, the devolution mainly
concerns financial power. The federating units bynmeans exist identical in population

size, natural resources, development, etc. Thasethatural diversities and the difficulty

to frame universally applicable decentralizationnfala creates financial gap among the
member of the federation. For instance, in higldgehtralized federations such as Nigeria,
Indonesia, and Russia, problems often arise becafuiee regions attempt to claim for

their own exclusive use of revenue from the nattgaburces found in their territory. This

leads to political unrest and creates problemsttier income redistribution role of the

government. Attributed to the above reasons, teersts vertical imbalance between the
federal and states governments and horizontal enlsal among different states in the
federation. The science of fiscal federalism irgigally has the room called financial

transfer through grant-in-aid and revenue shamngutb the imbalances but federalism yet
cannot avoid imbalances.

The other chronic disease of fiscal federalismampetition among states. Because of
devolution of power and function and autonomy t@reise thereof, states are free to
specialize in production of any public services godds. In most federation, states try to
produce the same services and goods which the sth&r is specialized without due

consideration given to the comparative advantafi@saalucing in the state or importing it



ii)
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from the other states. Such phenomenon is congmtyiaggravated by ethnocentric
administration of the states in ethnic-based fdena Competition results in duplication
of service and goods which is surplus to the wicolentry and costs to the non-specialized
states. Competition among the states in this céismately results in the phenomenon
known as “race to bottom”

Mobility and Migration of workers and professionals: - the other disadvantage of fiscal
federalism is mobility and migration of professibaad skillful persons due to disparity of
payment for the same professions in different stated in between the federal or states
governments. The richer governments tend to pagib&tlary and provide wage increment
according to the pace of their development wherghaspoor strive to satisfy public
services than individual payment in their finan@alformance and development strategies.
Hence, disparity of salary payment for the samdegsionals is inevitable and therefore it
may result in migration and accumulation of the sgrofessionals and experts to a state
or the federal governments which pays better radath other statesdowever, having the
required expertise or skill or profession does suiffice to work in one state or in the
federal government where the working languagesefféderal and each state is not the
same like Ethiopia. Thus, language requirementdditen to profession minimize the
migration of the same professionals to the regiolmetter payment. Ethno-linguistic based
federalism like Ethiopia solves the problem to s@xeent.

Spillover effects: -in expenditure and revenue assessment after buadlgettion of a
fiscal yearspillover effects may be shown. Spillover effecthigant to indicate services
which are provided by one federating units eithiethe federal or a state or even a local
administration in the region/state but used by feayd other regions which are not
perceived as the target of the budget. Townshipiradirations which are surrounded by
less developed rural areas owing to center of semioviding institution and faster rate of
urbanization are prone to these effects. More dgesl part of regions adjacent to less
developed part of other regions also face the gaot@em. The spillover effects which are
caused by the “flow” from one region to another Vdoloe in one direction, while in other
places it would be in opposite directions and sphenomenon is termed as offsetting
effects.



The State of Harari people and Dire Dawa AdminigiraCouncil are the best instances of
spillover effects in Ethiopia. They are exceptiotwathis effect for several reasons
1. They are wholly surrounded by other regions andefioee are particularly
exposed to this effect;
2. They are large centers, with a commensurately sktemange of public services,
relative to rural and smaller centers in the negghiy regions; and
3. For their small size in terms of population, thellsper effect can happen
relatively more than other regions.
According to the FDRE New Federal Budget Formulgs assumed that 15 per cent of the
expenditures of the two regions on health and ddwucare with respect to non-residents.

? State the merits and demerits of fiscal federahsih their effect in the federation

1.3.4. Evolution and Development of Fiscal Decentiiaation in Ethiopia

Fiscal decentralism should not be seen alienatad fiecentralization of power. In the regimes
of centralization, it is hard to find fiscal decedization. In light of decentralization, the state
called Ethiopia has been experiencing of unifornaegoments and ruling systems which were
mostly associated with the personal expertise kingiers or Emperors. Hence, up until the
advent of federalism with the state, in the longtdrical canopy of feudal centralization, there
were some fractures of that the spirit of deceiziedl as twilights which are the so-called

defactefederalism.

The issue of decentralization in Ethiopian histgges back to the Axumite kingdom. The
Axumites were identified by the vast area of contreer the trade routes and port of Adulis.
The dates’ system of control of such a vast area wansidered as centralization but the
historical evidences like the ‘inscription of kifizana’, the then king, shows that the Axumites
established a decentralized system having smadisstmnquered under central authorities. There
was a relation that existed between the conqueasgdssand central authority in terms of the
payment of tributes and military service. Accordinghe states were empowered to collect
tributes from the subjects and to transfer someuamof it (in which method of determination

and the kinds of the tribute was not clear anddjxe the central authority, whereas the military
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service to protect the empire was the duty of #mtral authority. Such pattern of central power
and autonomous regions or kingdoms was continuedglthe Zagwe and Solomonic dynasties
until the 19" and 2¢' centuries where the strong centralization came tin¢ state by emperors

Minilik and Haile Selassie | and continued by therfue regime.

In Medieval period history of Ethiopia, the relatship between the center and the regions,
widely known as the provinces and kingdoms of thetls and southeastern part of the country,
were some of the instants. In this time, the titlegusmeaning king oRasmeaning head who
had loyalty allegiance to the center given to pmoial leader andNeguseNegest'meaning king

of kings to the center was also another implicatmdecentralization of the time. The influential
provinces were Gonder, Tigre, Gojjam, Showa andl&/@ome times claming the throne for
themselves. The autonomous Kingdoms were KaffaaWa) Harar and Afar. Having cognizant
of the existence of provincial autonomy and theglimms one of the writers concluded:
‘Ethiopia, the oldest continually existing polity iAfrica, has almost always been relatively

decentralized at many stage in its long history.

The lesson we fetch from the above decentralizatioelation to fiscal federalism is the system
of devolution of financial power and the condititankeep it viable. The regional lords submitted
themselves by paying taxes and tributes to theecamd laying no claim to the throne provided
that the center recognized and did not obstructagmnal autonomy and kept its power strength
to defend external aggressions and internal casfiic the empire. This was the transitional

division of power between the center and regioBtimopia.

The above description demonstrates the existenaeaéntralization in unitary states through
powers attributed to the emperor and by recogniprayincial/regional autonomy, i.e. a dual
power structure. This implies that the monarchy hatlabsolute power but was limited by the
provincialNegus.

The other historical venture is the 1952 federabvbikthiopia and Eritrea. The northern costal
part of Ethiopia, Eritrea after several intrusiafidoreign powers was finally colonized by Italy
from 1896-1941. Italian colonization of the regiaas begun after its intention to control the

whole Ethiopia had aborted in 1896 at the battl&aiva. Italy was expelled from both Ethiopia
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and Eritrea in 1941 after the second defeat okésond attempt from 1935-1941. Ethiopia
claimed Eritrea to rejoin with the motherland. Besa of a long diplomatic battle in the UN,

Eritrea rejoined Ethiopia in a federal arrangem&nm. September 11, 1952 the federation of
Eritrea with Ethiopia became effectlue under Imgleiroclamation No.124/1952. According to
the articles of the proclamation and the UN resoiyt the federal government retained
jurisdiction over defence, foreign affairs, mongtaand fiscal policy, communications,

commerce, and the ports. The regional governmekhtitka, on the other hand, retained control
in all matters not assigned to the federal govemmehich were basically taxation, budgeting

and policing within territory.

The 1952 federation only governed the relation betwEritrea and the rest of Ethiopia to
compromise the questions of the Eritrea’s indepeoeleand unconditional union with
motherland. However, the Ethiopian—Eritrean fedenatvas short lasted; it was dissolved in
1962. And Eritrea after then was made integral p&thiopia like other parts of the country
until 1993 where the independence of Eritrea wéscefd. Therefore, the then federation has

little importance to our date of federalism andiscal federalism.

After the demise of the military government of thergue in may 28, 1991 the triumphant
groups formed the Transitional Government of EtldoprGE). Among other issues, the
decentralization of power among different nationd aationalities and peoples was inspired as a
novel solution for the long lasting ethnic basedbbems in the country. Having due
consideration to this issue, the Charter, adoptedha provisional constitutional instrument,
came up with three-tiered administrative system ctvhunderline the decentralization of
administrative and fiscal authorities. Accordingiy, decentralized the country to fourteen

regions with powers of central, regional, and Iqeareda) levels of administration.

The principle of fiscal decentralization had gobminent place in TGE as enunciated by the
Charter and further elaborated under proclamatios. N/1992 and 33/199 which provided for
the division of expenditure and revenue-raisingpoesibilities between the center and the
regions. And the later also provided the princiglest govern all forms of inter-governmental
financial relations. The TGE with its federal-likgucture lasted for four years from July 1991 to

August 1995.
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The 1995 Constitution officially declared the ‘Femle Democratic Republic of Ethiopia
(FDRE)'. According to the Constitution, the FDREwarises of nine states and federal capital.
It deals with a federal structure which compriséshe federal government and the member

states where each has equal powers and rights fastean the Constitution.

The fiscal aspects in turn followed the decentedion of the executive, legislative and judiciary
in the federation as one and main element of poWence, the FDER Constitution in its
provisions from Arts.94 to 100 provided the decalization of financial power between the
federal and states governments and the detailatatibn of these provisions will be the subject

of the next chapters.

Activity 3

1. Ethiopia was a unitary state for a long periodimitbefore 1991. The country introduces
decentralization step by step from TGE to FDRE.ré&fwee, the financial operation and
administration of the country also has been changéte the nature and the changes of
financial operation administration in the history Bthiopia. Basically before 1995,
during TGE and FDRE.

2. There are one merit and one demerit of fiscal f&dem in relation to employment and
employees. identify them. Explain whether they cafict each other or not. Why?
Discuss in group.

3. Trace the historical emergence and developmenhanhéial decentralization in Ethiopia.

Additional Reading on Fiscal Federalism

Fiscal fedésm
Richard M. Bird (University of Toronto)

The analysis of the problems that give rise to, ansk from, the existence of

more than one level of government within the saeog@phical area.
As originally developed by Musgrave (1995) and @4t972), the “theory of fiscal federalism”
concerns the division of public-sector function dmnces in a logical way among multiple

layers of government (king 1984). Much of the Hitere of fiscal federalism consists of
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relatively unrelated treatments of such issue as“tlecentralization theorem” (Oates 1991),
models for the assignment of powers (McLure 1998%cussion of inter- governmental
spillovers and inter-governmental grants (Breakl986cal mobility and migration (Wildasin
1991), and vertical fiscal imbalance and depend@doeater 1997). The theoretical discussion of
local public goods that has taken place in the exdnof the Tiebout model (Wildasin 1986) is
not part of “fiscal federalism” as defined here dese it is concerned only with governmental
relations at the same jurisdictional level. A mgemeral and relevant, theoretical framework to
approach some of these problems might be the th@avyerlapping clubs (Cornes and Sandler
1996), but as yet this has been little developeséllaand Frey 1992)

Initially, stabilization and distribution were cadsred to be essentially “central” functions, with
the only role for “sub central” (state and locafvgrnments arising in the allocative sphere.
From this perspective, the main analytical tasKisafal federalism is to define the appropriate
functions and finances of local governments asiefitly as possible, that is, in such a way as to
maximize community welfare (often represented faalgtical convenience by the Median Voter
Theorem). In a territorial variant of the Benefiirfeiple, it was suggested at an early stage that
each jurisdiction could be most efficiently mappedterms of the spatial dimension of the

”

service it provided. Thus, there would be “localblmi goods,” “state public goods,” and
“national public goods” with the presumed benefieis each financing their provision in
appropriate way (Olson 1996). In practice, the apming and multidimensional nature of most
public-sector activities makes it difficult to agpthis approach very rigorously, particularly
because few lower-level governments have suffic@mb-source of revenue to finance the

service logically assigned to them.

Given the greater interjurisdictional mobility dfet base of the income tax relative to that of the
consumption tax, and of the latter relative to thfahe property tax (and the efficiency problems
arising from tax exportation, when not preciselysef by benefit spillovers), most analysts
suggest that the local public sector should benfied basically by the user charges and “local”
taxes, especially the property taxes, and stateobgumption taxes, with the income tax being
left largely to the central (federal) government@grave 1983). But this division of revenue
means that state and local governments are likelyend up with greater expenditure

responsibilities than can be financed from theinawvenues. An important element of fiscal
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federalism from the beginning has thus been retiogniof the probable need for
intergovernmental grants to close the revenue Gapsiderable attention has been devoted to
the appropriate design of such grants (Wildel9Hmeéd 1997), as well as to empirical analysis
of their effects on local spending patterns (Gramli977; Rubinfeld 1987).

The theory of fiscal federalism applies as wellbadly, to local services units in metropolitan
areas as to the state of federation. In principdeyever, there are important analytical and policy
differences, not only between local-metropolitanljpems and federal-state problems but even
between “tight” federations such as Germany ands#j federations such as Canada , with the
United States some where in between (Bird 1986s&hdifferences arise in part from the
differing nature and rigidity of the constraintspased by political institution. The question has
attracted considerable attention in recent yearpart because the emergence of nascent federal
institutions in the European Union. However, fistadleralism has little to say as yet about
dynamics of institutional change in emerging (m@imtiegrating) federations. Moreover, it offers
little guidance in dealing with such important readrld intergovernmental finance problems as
appropriate size and scope of operation of locdliatermediate-level governments in the newly
emerging countries of the former Soviet bloc (Biihel, and Wallich 1995), where, for

example, the potential impact on stabilization (@aich 1987) is the major concern.

In contrast, much good work has been done withis @imalytical framework on some of the
problems arising from the common metropolitan aesal situation of divided political
jurisdictions within an economically integrated icgg A structure that puts people’s place of
work and residence in separate political jurisdicsi, while making the latter primarily
responsible for the most important local expenditamd education, has obvious implications for
both efficiency and distribution (Wildasin 1986% las been much explored in the literature on
education finance. There is still much to be domewever, to satisfactorily explain local
redistributive policies (Trech 1981); through, fexample, education; and their impact on
migration and other important economic variabledq&gin 1991).

Much has been written about the virtues of decmée government, from both a political and
an economic perspective (Tullock 1994), but mosttledse supposed virtues can, in the

conventional fiscal federalism framework, be achaas well by regional based central officials
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as by locally elected politicians. Perhaps somehef answer lie in the new “supply-side”
theories of government (Breton 1996) that are begmto be developed in the broad “public
choice” framework (Mueller 1992), because therecesiderable similarity between the
assumption underlying public choice theory and felit theory (Ostrom 1971). As yet,
however, little progress has been made with resfeetrticulating these arguments in either
normative or positive terms in the conventionatdisfederalism analysis, other than as a simple

assertions.

Nonetheless, some important lessons have emergedtifre fiscal federalism literature (Inman
and Rubinfeld 1997). In particular, considerablegoess has been made with respect to the
appropriate assignment of tasks and finances itileugl governments, especially with respect
to the design and effects of intergovernmental tgrafWildasin 1997).While there is
considerable variation in detail from state to estdt alone across countries; on the whole the
observed assignment of functions to local and sgaeernments accords broadly with the
dictates of theory, with local governments beinggdolty responsible for “place-specific” services
such as streets, water and sewerage works, refgpesdl, and fire and police services. In
addition, in the United States, local governmemngsgenerally responsible for providing primary
and secondary education, although as rule with taobal fiscal assistance from state
governments; in other countries, education is ofteovided primarily by intermediate-level
(state) governments and sometimes even by cemvalgments. A common pattern everywhere
is for one level of government to be involved iriviring a certain service while other levels are
involved to varying degrees in financing and retnta it (Ter-Minasian 1997). Work on
understanding the desirability and effects of akl#iwve institutional structure of providing

particular services is still in its infancy though.

Local governments rely heavily on property taxesrévenue, while state governments rely on a
mixture of sales and income taxes, and the fedenadrnment mainly on income (payroll) taxes.
The division of revenue differs in other countradhough almost everywhere local governments
get property taxes and central governments mosimectaxes, in some countries local income
taxes; like national sales taxes; are much moreoitapt than in United States (Owens and
Panella 1991). Such taxes are invariably “piggykedtlon national taxes; that is, they take the

form of surcharges. Only Switzerland comes closematching the diversity of the state and
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local income and sale taxes found in the UnitedeStaviost other countries, whether formally
federal or not have much more territorially unifofracal system. Although there is clearly
vertical competition between levels of governmamtrevenue, most attention has been paid in
the literature to horizontal tax competition, pgrhidecause as rule local governments have

access only to those revenue sources that higherdevernments do not want for themselves.

Local governments almost invariably depend in pamt] sometimes very heavily, upon transfer
from upper-level governments to finance the sesviter which they are responsible. The
appropriate level and design of such transfer le@s an important concern of fiscal federalism
literature. Some argue, for example, that a systeomconditional fiscal equalization grants is
an essential component of an efficient (and eqgl@jabscal federal system (Boadway and
Flatters 1982). Others assert that there is noepfac such transfer (Oakland 1994). The
theoretical literatures suggest that the only céficiency case for intergovernmental payments
is to compensate local governments for benefitapals to ensure that they provide the optimal
amount of public service in question. In practiceywever, virtually no examples of open-ended
conditional matching grants called for by this theare to be found in any country (Ahmed,
1997). On the contrary, most countries (other ttian United States) have some system of
unconditional transfer intended to equalize somecept of fiscal capacity. Moreover, most
conditional matching grants are limited in amound @robably best interpreted in a principal-
agent framework (Ferris and Winkler 1991), thatais,equivalent of mandated functions being
paid for, in large part, by transfer but with soloneal payment being called for. The latter is to
ensure that local fiscal effort is maintained afsb dhat, at the margin, local politicians remain

electorally accountable for their actions to tle@instituent, as well as to the granting authority.

At the policy level, the Advisory Commission onédrgovernmental Relations (ACIR) (1990)

carried out pioneering studies on fiscal dispasiti@sometimes referred to as “horizontal
imbalance”), fiscal capacity, and fiscal effort. f@wisly, this work has had its greatest policy
impact in other federal countries such as Canaderevsince 1967 a version of the ACIR’s
“representative tax system concepts” had formedvtsts of the federal provincial equalization
system; which itself was based in large part opstesn developed in Australia in the 1930s (and
since extended from revenue to expenditure equ@iiva Similarly, system of federal-state

transfer, often based on formulas and usually uditional in nature; are characteristics of most
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federal countries (Shah 1994). Apart from the bexgberience with a small “revenue-sharing”

system in the 1970s (Juster 1977), the United Siataniqgue among federal countries in that it
has never had a system of federal-state equalizttosfer; although there are, of course, many
federal-state conditional transfers, as well aseserperience with fiscal equalization at the state
and local levels.
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Summary

This chapter is the starting point to the presentrge material on fiscal federalism. It tried to
introduce basic thoughts that are directly or iaclly associated to the rubric of the course at
hand. The fundamental idea to this chapter iseatifly the concept of fiscal federalism from its
partners. Federalism has got the first of placgi@hding fiscal decentralization. From its root,
federalism is one form of state structure compacednitary and confederation. The concept
under each structure and federalism with its dédinj basic elements, advantages and the

constitutional division of power form the first paf this chapter.

The second part of this chapter is intended fordiseussion of foreign and interstate commerce
and different economic policies. It deals about rlation of each topic of the discussion with

and their impact on fiscal federalism.

Lastly, fiscal federalism with its relation to tlsencept of public finance, merits and demerits
and the evolution and development of fiscal fedemalin Ethiopia and the additional reading

close the chapter.

The contents of the topics are summarized as fell@s mentioned above, the first part deals
with state structures; unitary, federation and edefation. Unitarism focus on centralization of
power and particularization of government to a lrpdy while other administration bodies are
meant as agent of the center. In contrast, fedemalinderline the decentralization of nation
power to multiple non-centralized governments; fatlestate and local. Confederation is a
different structure that maintains the sovereigotythe independent member states. The unit
only serves their common benefits such as, econartegrity, military strength, promotion of
common culture, etc. it is less durable; the memban with draw at any time.

The powers of foreign and interstate affairs argusted to the federal government in most
federations. In light of fiscal federalism, it beally serves to equalization of the states which
have unequal potential to exercise these powerg fhiarket economic policy and fiscal

federalism have the same effect to the subjecteotountry. That is both empower individuals
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to exercise power in their own affairs. Privatipatiis the form of both political and economic

powers decentralization.

Fiscal federalism is the decentralized public fcef federation. While the concept of public
finance shows the finances of any government, eithefederal or in unitary setup, fiscal
decentralization is the degree of distributioniofhcial power in any country setup. However,
the non-recentralized decentralization of publi@afice in federal arrangement is referred to as
fiscal federalismTheory of fiscal federalisniocuses on division of expenditure responsibsitie
the revenue raising power and adjusting vertical laorizontal imbalances between the federal
and the states and among the states respectivelygth intergovernmental fiscal transfer. It has
advantages and disadvantages. Some of the advarasspptimum utilization of resources and
development growth, creating employment opportumityl limiting central bureaucracy and
corruption. Whereas, financial imbalances and cditipe among the federating units, mobility
and migration of workers and professionals to tlaegof better payment which is resulted from
financial gap of the federating units and spilloediects of services from the region of their
higher concentration to the regions of less comaeéinh without legitimate recognition are some

of the downsides of fiscal federalism.

The evolution of decentralization in Ethiopia dategk to the ancient Axumite Kingdom of the
1000 BC. It was continued through the Zagwe andr8nbnic dynasties of the medieval period.
However the modern history of Ethiopia opened bgrg} centralization of power and continued
up until 1991 where the fist road of decentral@atto formal federalism of 1995 was started.

The financial aspect of the country followed theirse as well.
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CHAER TWO
ALLOCATION OF PUBLIC EXPENDITURE RESPONSIBILITIES

Introduction

Students; you have learnt the general overviewiatsaleralism and fiscal federalism in chapter
one. Public expenditure, mainly the power of spegddepends on the revenue of the
government. The concept of public expenditure hgsominent place in the study of public
finance. All the subjects of government finance thieit is the power of spending or the power
of collecting abridge to the end of expendituresatisfy the public services. It basically consists
of determination of the area of investment; funtsiohrough legislation and the spending of the
resources. In practice, a state breathes on thelaiion of revenues in its body. Even friendly
relationship of states in the world opens with ¢tgand loans which is the result of their internal
revenue to enable the state to perform its dufiéerefore, the healthy condition of public
expenditure signifies the proper function of thatest However, the task of acquiring sufficient
resource to perform the state duties in the way #adisfies the subjects is not easy. The
challenge amplifies where thereagistence of more than one level of governmentiwithe
same geographical area. In federations, since thiéipte tires of governments broaden the
function of the state and the tension between ttefunction better according to their public
different needs seek the precise constitutionatation expenditures. Hence, the main subject of
this chapter is the constitutional division of emgiure responsibilities in Ethiopia. For better
comprehension of the main idea, the substance ldicpexpenditure; its meaning and type, and
other federations approach in allocation of expemeisources are also discussed. Students are
recommended to follow the logical flow of the coptseand exercise the activities and in-text
guestions accordingly.
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Chapter Objectives
At the end of this chapter, the students will ble abmong other things, to:
» understand the concept and meaning of public expead
» identify the basic principles and objectives of jpribxpenditure,.
» internalize main areas of expenditure respongbitiapital and recurrent,
» learn lessons from USA and Germany experiencesllotation of function and
expenditure responsibility,
» get the methods of allocation expenditure betwéenntultiple level of governments
in general and under FDRE Constitution in partigudad
» acquaint themselves with the constitutional allmcatof power and expenditure

responsibilities and budgeting process.

2.1. Meaning of Public Expenditure

? Students, what do you think after the phrase ‘puisipenditure’?

The concept of public expenditure has a wider mmearthat is highly associated with the
function of government than any subject of publicahce; in addition, the allocation of
expenditures in federal form of state structure léiap the problem to postulate the concept in a
clause. In broader sense, public expenditure $gnithe functions of government whereas,
narrowly, it implies government’s identifying andriguitizing areas of spending and

implementing those identified projects in particuiacal year.

Public expenditure is not only the most importaut &lso the central part of the study of public
finance. It is incurred by the government for th@iament of public good. Every government
has to maintain law and order, armed forces fowiging protection, public parks, schools,

health etc. of the people. Government has to parfoertain other welfare measures like
maternity protection, arranging for cheap foodtltland low-cost housing for the poor and so
on. All these multifarious activities which are ieasing every year require huge fund. Public
expenditure, thus occupies the same important placéhe study of public finance that

consumption occupies in the study of economics.
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In economics, public expenditure is the value addgpand services bought by the State and its
articulations. It plays four main roles: currenfeetive demand; coordinated impulse on the
economy, which can be used for stabilization, bessncycle inversion, and growth purposes;
public endowment of goods for everybody and posigxternalities to economy and society, the
more so through its capital component. It playss¢heconomic roles through economic
variables: GDP, consumption, prices, employmernd, Bublic expenditure has an immediate
impact on GDP. An increase of public expendituises GDP by the same amount, other things
equal. Moreover, since income is an important detent of consumption, that increase of
income will be followed by a rise in consumptionpasitive feedback loop has been triggered
between consumption and income, exactly as in #s® ©f shocks in export, investment or

autonomous consumption.

The full extent of this mechanism will depend, hoes on the reactions of the other economic
agents. Firms have to decide whether to increas#uption or prices in response to demand.
Moreover, if consumers interpret the increase ihlipiexpenditure as a fall in their disposable
income (i.e. after-tax income), consumption maldatordingly.

Public expenditure is also told to crowd-out inwesht, possibly through an interest rate
increase, further leading, in a floating excharaje regime, to a currency appreciation. Exports
would then be displaced as well. Automatic stabikzmay be at work, as with the case of
support schemes for unemployment: in this caséenignemployment and disappointing GDP
growth would lead to higher public expenditure tigb unemployment benefits and financial

support to firms.

In more microeconomic terms, public expenditure roaydirected to consumer goods and thus
substitute families' expenditure, as with the aafskealth drugs. By contrast, in other cases, as
with education, public expenditure may trigger lert consumption (books and all the other

goods whose consumption depend on culture levels).

Public Expenditure is incurred by public authostie Central, State and Local Governments —
either for the satisfaction of collective needshd# citizens or for promoting their economic and
social welfare. They can finance expenditures thnotaxes, public debt, money emission, and

international aid.
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2.2. Objectives and Principles of Public Expenditus

a) Objectives of Public Expenditure

Dalton divided the aims of public expenditure inodder two partd.e. the functions of

government.

(1) Security of life against the external aggressiat iaternal disorder and injustice.

(i) Development or upgradation of social life in thentounity.

These functions can be broken down in to moreilddtéunctions as:

1.
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the public authority works in many ways for the &fnof the people. These include the
generalized services like public health and edanaffhe whole society is benefited by
these functions of the State.

secondly, through public expenditure, the goverrnnieffuences directly or indirectly,
the industrial and commercial system of the natl@reby helps towards the economic
and social development of the society.

thirdly, in modern times, the responsibilities bétgovernment are increasing every year.
For the economic development of the country, theegument has started, on its own
accord, industries and commercial businesses.sHuti®r of the economy which is under
the direct control of State has come to be knowpudsic sector. Expenditure on this
sector is increasing rapidly every year. In an udeeeloped economy, this aim of public
expenditure has attained great significance.

Fourthly, Dalton points out that the public expéad should be carried on up to that
limit where the marginal benefit arising from diéat branches of expenditure are equal.
These marginal benefits must be equal to the malrgaccrifice incurred by the public.
Public spending should be designed to optimizddhel of investment in such a way as
to maintain full employment — with growth.

Public Spending may be incurred at an increasitg irathe backward region to uplift

their economy.



b) Principles of Public Expenditure

In economic literature, the expression “Canons oblig expenditure” is used for the

fundamental rules or principles governing the sjpangolicy of the government. The following

canons of public expenditure have been laid dowmagy scholars on the subject:
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(1) Canon of Ben€fit: - this canon suggests that every public spending mitimately be

used for the cause of social benefit i.e. for taregal well-being of the common people.
In other words, the State spending should confeetits on the entire community at
large than on an individual group or section. lame public funds should be spending in

such directions which pursue common interest anthpte general welfare.

(2) Canon of Economy:- It implies that public expenditure should be imedr carefully and

economically. Economy here means that wastefuleatihvagant expenditure should be
a voided at all levels. Public expenditure musptmuctive and efficient. Hence, it must
be incurred only on very essential items of comrhenefit — without duplication in a
way that involves minimum cost. An efficient systesh financial administration is

therefore, very essential in any country.

(3) Canon of Sanction: this canon suggests that no public spending shmeilchade without

the approval of proper authority. Only obtainingoprsanction is not sufficient. It must
be properly inspected and examined whether thetisaed amount of money spent on
the purpose for which it is sanctioned by the hsgheuthority and accounts properly
audited.

(4) Canon of Surplus. this canon suggest that saving is a virtue evethi® government, so

an ideal budget is one which contains an elementswplus by keeping public
expenditure below public revenue. In other wordgblie authorities should aim at
surplus of income over expenditure and they shawioid deficits. Frequent and huge
deficits lead to uncontrollable financial situatienth dire consequences of inflation.

Therefore every government should attempt to bal@sdncome and expenditure.



(5) Canon of Elasticity:- this canon requires that the expenditure policyhef State should
be such that changes must be possible in the expemscording to the changes in
requirements and circumstances. In other wordse tekould be scope for changes in

pubic expenditure according to the requirementh®fcountry.

(6) Canon of Productivity:- this canon or principle implies that the expémet policy of the
Government should be such that would encourageuptmeh in a country. That means a
large part of public expenditure must be allocdtedievelopment purposes.

(7) Canon of Equality:- one of the foremost aims of public expenditurals® to ensure the
just and equitable distribution of income by confeg benefits on the poorer section of
the community. This canon of equitable distributisrmore significant for the countries
where the gap between the highest income and thestoincome groups is very wide.
Developing countries like Ethiopia, have given thisn a significant and particular

importance in the economic activities of the Statd in their fiscal policies.

2.3. Main areas of Expenditure Responsibility: capal and recurrent

Technically, in the structure of a budget, mostegaments classify expenditure into two.
0] Recurrent expenditure, and

(i) Capital expenditure.

All sorts of administrative costs such as salang defence expenditure and debt services are
called recurrent expenditure. They are also refetoeas non-developmental expenditure. They
are intended for continuing the existing flow ofogs and services and maintaining the capital of
the country intact. On the other hand, capital exjieres contribute to increased productive
capacity of the nation and therefore, are knowr@glopment expenditure. Expenditures on
construction of dams, public works, state entegstisagricultural and industrial development
etc., are instances of capital expenditure.

Though public expenditure is a means of maintainivgcapital of the country intact, it is not

merely a financial mechanism, it is rather a mesrgecuring social objectives. Socialism can be
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realized only through progressive taxation andrtdetribution afterwards. Therefore, public
expenditure is that expenditure incurred by thelipuduthorities i.e. Central, State and Local
governments, to satisfy those common wants whiehpgople in their individual capacity are

unable to satisfy efficiency wants.

The federal Government of Ethiopia, for instanc€®6 Fiscal Year, a total expenditure of 45.2
per cent was spent to capital expenditure and [2&.8ent for recurrent expenditure while 28 per
cent had gone to budget grant to regions. In sulesgdiscal years, relative increment has been

experienced with a minor variation of the perceatsigare.

Activity 1

1. State the principles and objectives of public exiiemme by contextualizing them with
Ethiopia.

2. Ethiopia is following free market economy and itshalso rendering public sector
functions. The concept public sector varies amamagemic policies discussed in chapter
one. What are the limits of government involvemastpublic sector irndustries and
commercial businesses undege market economy and the practice in Ethiopia?

3. The principles of expenditure like canons of berafid equality seem incompatible with
fiscal federalism especially in ethnic federalisike Ithat of Ethiopia, for the revenue
raising and expenditure responsibility are decéméd among tires of governments.
How these principles can be achieved in federationgeneral and in Ethiopia in
particular?

4. Discuss the relation between public expenditure andnomic variables like GDP,

investment, employment, consumption, exchange eafmrt and demand.

2.4. Roles of Each Layer of Governments

Public expenditure is determined by political wilf the leading forces in the state: their
priorities, their desired state model, and thetenpretation of current economic and political
phase. Past choices have relevant impact on pulmenditure because of inertia and

instrumentalism. Bureaucracy may play an importtision role for the actual expenditure.
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Sometimes considered as a completely exogenouabl@rthe public expenditure would thus be
fully in the hand of political decision-makers wotlt dependency from the economic context.
With its prioritized structure and its peculiar tan-making processes, public expenditure
substantiates the prevailing kind of State. In denaoy, public expenditure is an expression of
people's will, managed through political partiesd anstitutions. At the same time, public
expenditure is characterized by a high degreeeatimand law-dependency, which tempers the

will of the current majority.

In particular, as a very sketched framework, ong thatinguish at least three general models of
state to which public expenditure corresponds: &laee:

1. the minimal state, where only justice, public order, foreign poliagd some other basic
functions should be carried out by the state, nglyin private initiative for the others;

2. the welfare state where the State cares about the people's welgbdirectly, also
through expenditure in schooling, health, suppoot the poor, the old, the
disadvantagesd,

3. thedevelopmental state where the State takes the responsibility of firsgeeconomic
development, also through expenditure in infrastme; support for firms, export and
production in general.

Both the welfare and developmental state include itams of the minimal state. Military
expenditure and special policies are common trafitshe three models, maybe in different
proportions. Comparinfunction shares in public expenditure, one canrmg@ghts in the kind of
state under analysis. Needless to say, the Stae ot exert its influence on economy and

society through public expenditure only, but alsoéxample through laws.

In Ethiopia, the fiscal years from 2002-2006, sixdtional areag,e. Agriculture, Rural Water
Supply, Rural Road, Education, Health, Administiatand General Services are identified as
the major sectors of regional expenditures. Thisvislenced by the largest share (over 90 per

cent) that these sector account from the totabrediexpenditures.

On the contrast, the federal government expenditare summarized by the 2007 and 2008

federal fiscal budget proclamation under the headihrecurrent budget, capital budget and
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subsidy. Accordingly, administration and generavise, economic service, social service and
other expenditures are the major branches of fedsapital and recurrent expenditures.
Administration and general service comprises th@eages organ of the state, justice and public
order, national defence and general service. Ecanearvice consists of agriculture and rural
development, water resources, industry and trad@ingh and energy, transport and
communication and construction. Social service amep education and training, information
and communication, culture and sport, health, labend social affairs and prevention and
rehabilitation. Lastly, under other expenditure dieg transfer, regional subsidy, public debts,

provisions and others are arranged.

In 2007 fiscal year regional subsidy (14 bill.),nstruction (5.98 bill.), agriculture and rural
development (4.59 bill.), education and trainingo@bill.), national defence (3.5 bill.), public
debts (2.32 bill.), health (1.81 bill.) and transf#.35 bill.) constitute above one billion Birr of
federal government expenditure. In 2008 fiscal yederal budget the same items of expenditure
has constituted the major area of federal experaditwith a grater increment in amount ranging
from 18 mill. in transfer to 3.18 bill. in regionalibsidy.

2.4.1. Allocation of Expenditure Responsibilities

In the study of the system of the division of expemd responsibilities in a federal system,
there should be careful consideration of the foill@vpoints. First, it intertwines with the
system of distribution of powers between the feti@naand the states. In this regard, the
constitutional techniques for the allocation of gosvin general and the scope of the powers
allocated to each tier of government in particulesults the functions of each tiers of
governments, then follows the need to implemensehassigned function through policies
which, in turn requires expenditurédhe ‘division’ of expenditure responsibilities ika

called the 'assignment’ of expenditure responséslin much of the literature.
The distribution of expenditure responsibilities anfederal system corresponds with the

division of legislative as well as executive powdrstween the tiers of government.

Legislative costs are insignificant compared to Bulstrative costs. However,
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legislative power is essential to understand thergxof a government's expenditure

responsibility.

The actual division of expenditure responsibiligats mainly with the interrelated aspects
of the division of legislative and executive powefSentral to this issue is which
responsibilities or authorities are divided betwdbe levels of government. In some
federations, like the USA, the legislative, exeeeitijudicial and financial powers are
divided between the federal government and theestabnd then the expenditure
responsibility becomes coextensive with the legigtaresponsibility of each level of
government. In other federations, like Germany,|dgéslative power is mainly entrusted to
the federal government while the executive powenasnly reserved to the states. (We will

discuss both of these in the next subtopics).

Activity 2

1. Discuss the models of states categorized by trature of public expenditure What are
their basic features?

2. To which state kind the Ethiopian expenditurepoesibility activity implies?

3. Preparation of budget needs the participation difigal bodies and the citizenry, grass
root democracy, similarly basis on bottom-up pg#ton in any decision. Thus, if a
state expenditure program and preference is madeagh hierarchical political decision-
making, how the people’s needs are to be heardgleach financial year?

4. In federal system, powers and functions of theestate divided among the levels of
governments, does division of expenditure respditgitalways consistent with the

division of powers and functions in federal systam?®y? Why not?
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2.5. The Constitutional Methods for the Division of Expenditure

Responsibility: the USA and Germany Experiences

In this sub topic, the material discusses abouekperiences of some of the federation, selection
is made to USA and Germany. Why the selection islan® USA and Germany than other
federation is the question that follows.

? Discuss the peculiar features of USA and Germarstitational allocation of
power between the center and the regions and vesabh Ethiopia’s systems

can learn?

The selection to the above named federations hras samifications. The US federation, for its
pioneer and complex of federalism and the congiitat base of individualism and liberalism
totally far from the spirit of FDRE constitutionbalit, the mechanism of allocation is to some
extent similar. The German experience is the basntified to its moderate lubrication the
tension of highly ethicized federalism, which isrooon in other federations like Switzerland,
Canada, Belgium, etc. Thus, the two selected fédesateach the Ethiopian system lessons to
harmonize the individual rights and group rightsakhare enshrined in the FDRE Constitution.
In addition, the allocation of power and functiofieh seek expenditure has also the same
benefit.

2.5.1. USA Experience

The USA is a three-tier federation consisting ofntca government, states and local
governments of various types. There are at leasethnique features of fiscal system of the
USA. First, it is one of the countries where fistaderalism has had a long history and the fiscal
framework is deeply embodied in the federalistispif the constitution. Second, it is the most
diversified and complex system. For one thing, stage fiscal system is very diverse, and so is
the degree of fiscal decentralization. For anotkies, structure of local government in various
parts of the country, and hence, there is a great df variety in the pattern of the local

government among different states. These combin#dtiae lack of a clear assignment of fiscal
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responsibilities among the various levels of gowents, has led to the introduction of very
complex and diversified system of change from timéime, the efficiency costs of which are

large and can only be afforded by an advanced mékie the USA.

The third and the most striking features of the fik8al federalism, in spite of its high
complexity and diversity, is that there has beercimstability. On the one hand, the fiscal
structure has been the most flexible by any staisddrhis can be evidenced by the expanding
role of inter-governmental transfers and the regmssents of fiscal responsibilities over times.
As such, the Constitution provided neither assigmnoé particular expenditure functions to the
various levels of governments nor did it prescnideat taxes should be used by them. It also
refrained from setting specific limits to the exdeare functions of the federal government since
the “general welfare” could be interpreted in extedy broad sense such that it would give much

discretionary power to the federal government

Although the Federal government of the USA is mef@rto as the government of specified or
enumerated powers since the powers of the fedarbawe been specifically mentioned in the
constitution, the wording of some of the provisidres not escaped from being the sources of
controversy between the federation and the stétesordingly, one such case has led to the
development of implied powers. Implied powers arat specifically mentioned in the
constitution, but they are necessarily interconeetith those specifically mentioned powers of
the federal government and are enforced by judigaiew. The source of implied power is
Article | Section 8 of the US constitution which powers congress to make all laws which shall

be ‘necessary and proper’ for executing the enui@enowers.

The law based on implied power is valid if it anl@tes any provision, article or section of the
Constitution and thereby promotes the general welfd society. It implies that specific power

could not have been exercised without the impliediqr. Further, the Supreme Court of the
United States has given power implied in any enateerto congress for the reason that implied
power is not expressly reserved for the states. ‘Ghimerce clause’ is also another ground

extending the power of congress in any issue rlaténterstate commerce.

The big items of US federal expenditure includeiadasurance, defence and interest. The big
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items of state expenditures are education, weltreial security, and transportation. By far, the
dominant function at local level is education. Desfe is entirely and social security is largely
federal. Expenditures on welfare and transportati@made at state level, while education and
policy are largely local functions. By includingetlyeneral welfare as a legitimate objectives of
federal finance, the constitution refrain from seftspecific limits to the federal government’s

expenditure function. Interpretation of the ternmgl welfare was left to the Congress and the
courts, and it has come to be interpreted in arisemely broad sense. The general welfare is
understood to cover not general objectives, suchatéional defense or the administration of
justice, but also highly selective programs aimegaaticular regions or population groups, such
as aid to Appalachia, grant-in-aid, and transfempents.

Although states in general have wider freedom isigfeng fiscal measures, a series of cases
have challenged the system for funding the pubdiwosls. The bulk of the funds for public
elementary and secondary education come from tte |oroperty tax. Since the property tax
base varies among school district, children in l@age districts may be disadvantaged. Starting
in 1971 in with the decision of California’s Supre@ourt inSerrano v Priesta number of state
court and lower federal courts have found the mgsscheme for funding the public schools
unconstitutional. The California Supreme CourtSerrano v Priestheld that the “right to
education in public school is a fundamental intersich cannot be conditioned by wealth.”
Judicial opinions in these cases referred to batheqqual protection of the US Constitution and

to the pertinent provisions of the relevant statestitutions.

Those who hoped that the educational finance aedsivould bring immediate change to the
system for local government finance were disappdinby the US Supreme Court's 1972
decision inSan Antonio Independent School District v. Rodrgdée Court held that the
Texas’s system for funding its public school did minlate the equal protection clause of the
Fourteenth Amendment of the US Constitution. Itgigm seems sufficiently broad to validate
the existing finance system. However, the SupreroartCof New Jersey has held that New
Jersey’s scheme of public school finance was uritotisnal under the New Jersey constitution
and a number of states have followed, while letimhacontinues after others aftRodriguez
Even though, the US Supreme Court has refused/tdden a strict rule, state constitutions are

interpreted increasingly as calling for equal edioca opportunity and independence of
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education finance from the local property tax.

The expenditure implementation needs the prograrhet@lanned, legislated, and executed.
Focus will be on federal operation, since they mihehlargest, but more or less similar patterns
are followed by states and locals.

The central instrument of expenditure policy is blelget. The four steps involved in the budget
cycle are (1) formulation of the president’s budiggtthe executive branch, (2) appraisal of the
president’s budget by the congress and budgetdigis, (3) the execution of this legislation by
the executive branch and (4) auditing by the Gérezeounting Office (GAO). Each of the will
be discussed hereunder.

The president, with the help of the office of Maeagnt and Budget (OMB), prepares the
budget and presents it to Congress in Januaryabf y@ar. This budget covers the coming fiscal
year, running from October 1 to September. Thetlgngrocess of budget preparation begins
with the setting of guidelines by the executiveriota In consultation with other agencies, such
as the Treasury and the Council of Economic Adsisenplications of the budget plan for tax
policy and stabilization are allowed for. The reéisig guidelines then become the basis for
budget requests by the various department of gavemh The requests are then scrutinized by
OMB in a series of budget hearings and brought intbne with the President’s wishes. The
budget, thus, comes as close to being a staterhadihanistration policy and an economic plan

is possible in governmental system.

The second step in the US expenditure policy iscthreggressional budget process. The budget
must be submitted to Congress by January of eadr, where it is received by the
Congressional budget Committee. This Committedaiskéd by corresponding committees in
the House and Senate, is responsible for expeditiegcongressional budget process. The
corresponding Hose and Senate committees follovoran@mn schedule, beginning with the
preparation of a “concurrent resolution” on the getd Each committee must report its version of
the resolution to its house by April 15. This redimn is to set the overall level of expenditures
for the coming fiscal years as well as to provide@eakdown among major functional categories
and to determine the required level of revenue.NBay 15, the legislative process on the

resolution must be completed, including the confeeeto reconcile the difference between the
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two resolutions. Then, trying to stay within thenilis set by the budget resolution, Congress acts
(or it is supposed to act) on the appropriatiots pfinishing shortly after Labor Day. In the time
remaining before the start of the new fiscal year@ctober 1, Congress passes a second
concurrent resolution on the budget in which itffireas its earlier decisions or revises them. In
the latter case, a reconciliation bill that caroes the dictates of the resolution- including dats

appropriation bills already enacted- must be pabséate the start of the new fiscal year.

To help congress follow this expeditious and exacbudget schedule, a Congressional Budget
Office was established to provide Congress witlhnezal and staff assistance thereby greatly
strengthening the ability of Congress to analyzeatiministration’s proposals and to design its
own budget. Unlike the case in the parliamentaistesy, in which the legislature accepts the
government’s budget as a matter of course or thergment falls, the President’s budget is no
more than a recommendation to Congress. Congregslegelate as it wishes, and the full

impact of political forces comes into play. Muchpdads on the strength which the President’s

threatening to veto appropriation bills.

The third step is budget execution. After the baidgenacted and a department has received its
appropriation and authority to spend, it may procee do so, but execution of the programs
remains under the supervision of OMB. While expamds must be in line with congressional
legislation, the executive branch has some flexybih timing. However, once legislated by

Congress, programs cannot be dropped by execugisidn.

The final step in the budget cycle is the accountmd auditing function. This function is
performed by the General Accounting Office, an petfedent agency outside the Executive
Office and responsible directly to Congress. Iis thay, Congress can ensure that the funds have

been expended in line with congressional intenttaatino irregularities occur.

2.5.2. Germany Experience

The German Basic LawGfudgesety defines a strict federal system whose dominant

elements and actors are tha&nder (states) and theiéemeinder{local administration), not
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the top administrative level, thBund (center). The Constitution is one of “moderate
separation” or “cooperative federalism”. The modierais explained through three aspects.
First, each level has its specific task and dwutgesvell as some taxable source — but not the
general right to tax — for fulfilling its duties.e8ond, some tasks as well as some revenue
sources are not exclusively assigned to one lewtlinstead are shared by two or even three
administrative levels. Thirdly, there is a legdilyed mechanism which allows for an inter-

Lander and intelGemeinderequalization of fiscal and economic power.

The Basic Law not only provides exclusive powensthe central and the regiongdvern-
ments but also extensively provides the concumpemiers of both levels of government, in
general leaving their execution to thender In Germany, the issue is not of inconsistency,
but rather the existence of conditions subject toctv the federation or the states can
exercise the concurrent power (the Basic Law, Asid2 and 74). The states can legislate
on the subjects listed under the concurrent legsieso long as and to the extent that the
federation has not exercised its legislative polaeenacting a law. The concurrent power,
on the other hand, can only be exercised by therétidn if it is essential for the
establishment of equal living conditions or for mtaining legal and economic union
throughout the federation. This means that, unékelusive power, all powers under the
concurrent list are not transferred to the federatirhey can be exercised by the federation
only when uniform federal legislation is requiréfdan issue of constitutionality arises, the

constitutional court adjudicates the issue.

Accordingly, the Basic Law of German powers andcfioms of each level of administration are
demarcated. What follows is a list of the congtreitfunctions of theBund This will not be
discussed here in great detail because it is sgfffanatory. Moreover, these are functions that
are assigned to the central administration. Toenaome, Burdens as consequence of the war,
Foreign affairs: proof of nationality and passpand visa; Defense; Currency, coins (but not
issuance of paper money: this is the task of th&r@eBank); Safeguarding the social insurance
system; Labour administration; Federal Police; otdy specific troops, namely: border
protection and anti-terror unit; Federal financedministration; Administration of federal

property and Supervision of the administrativeaidhe Lander.
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Secondly, other tasks are identified by the Cautsdit as the subject matters of tBendwhich
are fulfilled by Lander These include administrative tasks in the fiebidederal highways,

federal waterways, air traffic, defense and taxes.

Thirdly, the Landersare also exclusively empowered with the followtagk: Police, Culture
and education, Transport, Construction and maimemaf (non- federal) roads and waterways,
Provision of water and energy, Administration bénder property, Supervision of the
GemeindenBehind these lists for the Lander is hidden an imseerange of politically and
economically important tasks. This can be conaeetin greater detail most clearly at the level

of theGemeindenwhere the tasks of the Lander are put into practic

Lastly, Gemeinderhas the following list and it includes the majprof single items which
below to the tasks of a normal Germ@emeindenSome are duties which are fulfilled by the
Gemeindenon account of thd.ander to which theGemeindenbelongs. Tasks of a typical
Gemeindenncludes administration of property of t&meindengspecially of its enterprises,
Tax administration, Regional planning, RegistrafiRecords, Social question, Security, Industry,
trade and commerce/inspectorate, Transportatioviy&@mmental protection, Culture, Education,

Sports.

The list looks long and indeed includes very mang amportant items. But it should be noted
that such a list in itself does not prove the fatleharacter of the fiscal or — more generallye- th
political system. Many of the above listed itemssibe fulfilled at the local level in any
political system. By the same token, the expendit@sponsibility follows the allocation of
functions for a reason able implementation of thactions by the levels of administration seeks

funding.

Activity 3

1. State the peculiar features of US and German fasiera
2. Write down the divergent and convergent areaslotation of power in US and German
constitutions.
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3. The US Constitution is so short and general and lbag history of amendment
experience, since the policies are variable, theeeditures responsibilities are made
flexible from year to year; does this nature of @xghiture responsibility contribute to the
amendment of the Constitution?

4. The base of American system in legislations shdvesseparation of power and chek-
and-balance for every legislation pass throughetlorgans: the president, the parliament
and the judiciary. If a yearly expenditure legiglatis processed and passed through
these scheme, what benefit is expected from sugisldéion to the peoples that are
guarded by the organs? Does political decision-ngakiverride the interest?

5. The Basic Law of Germany provides legislative powethe center and the executive
power to states on the same subject matters icesh@#nd this allocation is termed as
framework power sharing. What are the advantagdsdesadvantages of such scheme?

Clue: uniformity, disparity of states in performasgautonomy of the state etc.

2.6. Division of Expenditure Responsibility under BRE Constitution

?What are the implications of expenditure respotigiin broader and narrower sense?

As we discussed in the above lesson ( 2.1), experdresponsibility and its allocation in
federation signifies the allocation of powers andctions for the expenditure broadly means
running the functions assigned to respective lesklgovernments. On the other hand,
expenditure responsibility narrowly means budgetiingnce in every year. Hence, we will

discuss the two dimensions of expenditure respaitgiim Ethiopia.

2.6.1. Allocation of powers and functions under FDE Constitution

In the Ethiopian federal system, the Constitutiolofvs an approach of listing the exclusive
powers and functions of the federal government.PAjt It also provides a limited list of
exclusive powers for the states (Article 52(2)mintions the source and type of taxes for which

the states may exercise exclusive power. In priecifhe Ethiopian Constitution follows the
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USA model by enumerating the powers of the centict alocating the residual powers to the
states, but it also incorporates some features fraha and Canada by listing some powers for
the states.

In general, according to the Constitution, we candé the powers and functions of the
central government into fogroups. The first group comprises those powers hvhictheir
very nature areonsdered to be the common concern of all the constituaits of the
federation. In all federations, they are assigmethé central government. In this category
of power, we may find national defence, internatioor foreign relations, citizenship,
immigration and naturalization, and other powerat thre supplementary to the main
powers in this category. The Ethiopian ConstitufjArticle 55(7)) explicitly empowers the
center to organize national defence, public secand the federal police force.

In the second group, several commercial powersateaessential for facilitating as well as
international trade can be mentioned (taxationndependently dealt with in the next
chapter). In this group, we find the largest catggof powers, including interstate
commerce; postal and telecommunication servicesighte and measures; domestic
currency coinage and foreign currency usage; amkibg, insurance, patents copyright.
These powers are assigned to the federal governpmignarily for economic reasons and
for practical convenience. In all federal countriga® central government power over
currency and legal tender, but they may differ egqutating banking by giving a concurrent
power to the states. In Ethiopia, however the @rgovernment has the power over
monetary and fiscal policy, local currency, the adstration of the national bank and
foreign exchange. Under the Ethiopian Constitutiegulating insurance is not specifically
mentioned as the power of the center. Impliedlyereded from the exclusive mentioned
interstate trade, the center assumes it.

Under the Ethiopian Constitution, rail, air and gratransports and major roads linking two or
more states are within the competence of the fédensgernment. The legislative power of the
federal legislature also extends to the labourcaamdmercial codes. The FDRE Constitution does
not enumerate those issues covered under the |lalder such as employment contracts, trade

unions, industrial and labour disputes. Nor do@sahtion various legal concepts included under
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the commercial code, such as partnerships and inatckr

The third group comprises legislation dealing witltious aspects of social and political issues.
In Ethiopia, the federal legislature (HOPR) mayidisde on matters concerning electoral laws
and procedures, as well as the enforcement ofigalitights established by the constitution.
Some of the issues that may fall under the latter @ress law, demonstrations and the

registration of political parties.

The fourth group comprises civil and criminal lawdie FDRE Constitution enactment of the
penal code is a federal matter. The states, howewey enact legislation on matters that are not
covered by the penal code. The power over ciwklée.g. the law of family and succession) is
left to the states. The centre may enact civilldven the House of Federation considers that it is
essential for employing uniform law in order toasish and sustain one economic community.
In Ethiopia, those cases categorized under thahfayroup mainly entail law-making power at

the centre while, in practice, reserving the rejudpand adjudicating power to the states.

The Constitution provides the states with a letisg an executive and judiciary which are
constitutionally indpendent from the central government in mattersgassi to them.
However, it is important to note that when powessigned to each level of government are
not mutually exclusive, there may be a greater ipodgg of encroachment on the power
assigned to the other. This is because it is pabtiimpossible to bring about a total
power separation between the two levels of govemymathough the interrelationship
between them may vary from one programme to therotAccordingly, the Ethiopian
Constitution reserves residual power to the statescle 52 provides all powers not given
expressively to the federal government alone oceoently to the federal government and
the states are reserved to the states. With regaite residual power of taxation, however,
the Constitution has another saving clause thas dmg automatically allocate it to the
states: it is to be decided by a joint meeting athlFederal Houses (Artic9). Moreover,
the Constitution reserves major policy matters goweg education, health, environment,
science and technology and development strategig¢et centre which may broaden the

power of the federal government over residual maftarticles 51 (2 and3), 89-92).
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Under Article 52(2) of the Constitution, the stateave enumerated powers and functions.
These powers include the establishment of stategplower, the maintenance of public
peace and order, levying and collecting taxes amdesl on revenue sources reserved to
states, the administration of land and other natesources based on federal laws, and the
employment and working conditions of civil servarithe states also have power over such
areas as education, health and agriculture alththugfederal government has the power to
set national standards. In addition, the States hadependent power with respect to
matters not mentioned in the federal list. Howeweshould be noted that the states may
not have legislative power over residual powerse Tlonstitution has two provisions which
limit the residual power of the states. The firshcerns the taxation power, and the second
is with regard to enactment of civil laws (ArticB8 and 55 respectively). The regions
cannot immediately assume the power of taxatioh ithaot specifically provided by the
Constitution either the centre, the regions, orcoorently to both. It has to be determined
by a joint session and a two-thirds majority votethe HOF and HOPR is required.
Similarly, the federal legislature may enact cleivs if the House of Federation deems it

necessary.

In addition, the limits of power assigned and taktions between the central and regional
governments in relation to education, public hea#thd other social services have not
become clear. For instance, the Constitution irAitscle 51(3) provides that ‘[the federal
government] shall establish and implement naticta@ahdards and basic policy criteria for
public health, ducation, science, and technology as well as tb&egtion and preservation of

cultural and historical legacies’

In practice, there is a general policy at the fat&vel and regions also have policies in most
cases replicating the federal policy. The Congtitutunder its Article 51(2) provides '[the

federal government shall] formulate and impleméet¢ountry's policies, strategies and plans in
respect of overall economic, social and developmatters.' At the same time, the regions have
the power 'to formulate and execute economic, t@cid development policies, strategies and
plans of the state' (Article 52(2, c). The Consitio does not spell out the relevance of similar
policies at the central and regional levels atghme time. Nor does it indicate any restriction

imposed upon the regions to act in areas left kycdntre or in areas authorized by the central
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government like that of the German and the Swisss@mtions. Such cases may lead to
inconsistencies between the federal and regionma t& policies. But this overlap of power of
the respective governments can be clarified when gerelation to the contents of power of the
respective governments. For instance, in EthiogiBary education is a federal matter whereas
primary education falls within the state jurisdacti Thus, the repetition could be avoided if the
federal policy addresses higher education andsstatdicy focus on the major parts of primary
education. At present the policies are issued atféderal level after being discussed and
approved by the meetings of the ruling party.

The FDRE Constitution does not explicitly mentisarhework legislation like that of the
German Basic Law. However, we can argue for thelieggpn of the principle of
framework legislation in the Ethiopian federal Cutogion. For instance, the federal
government has the power to establish nationaldsrais and basic policy criteria for
public health, education as well as for the pratectand preservation of cultural and
historical legacies. The federal government is imwed in setting standards and basic
policies, but the states are the major actors enpttovision of education, public health and
the protection of cultural and historical legaci€his division of power requires general,
structured federal legislation and detailed statall laws.

Furthermore, both the federation and a state Ha@dwer to formulate social, economic,
and development strategies and policies for thentpuand the state respectively. The
Constitution does not expect conflicting policieskie applicable at the same time. There
are several options for this provision to be amle. If policies determined by the
federation remain as framework legislation, a statay determine specific policies
addressing locaheeds. Presently there are several policies whasle bbeen decided by the
federation and the states have acceded to thenlyingpthe need for the uniformity of
policies and laws throughout the federatitmgeneral, it seems that the importance of the
framework legislation is more favorable in a fediera where the centre mainly retains the
legislative power whereas the states engage inemm@hting the state as well as the federal
legislation, as is the case in Germany. Howevenvasan see from the FDRE Constitution,
there is a need for framework legislation for seftuniform standards and policies whereas the

details are left to the member states since therekfure responsibilities lie with them.
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In general, the most important characteristics fefdeeral system is the existence of two levels of
government and the concomitant division of powetsvieen them. This division of powers sets
a limit upon each level of government to remainhwitthe territory of power and not to

encroach upon the power of the other. In this @gdue states' constitutions in Ethiopia should
provide the legislative, executive and judicial gosvconcerning matters which are reserved for
them. The listings in a state Constitution maytht® possible extent, help to clearly demarcate
the powers of the tiers of government within tretestand to minimize power conflicts with the

centre.

The constitutional framework governing the divisioh power between the two tiers of

government, enable us to explore the mechanisnie &sw the federal government and the
states fulfill their expenditure responsibilitiés.general, how far does the FDRE Constitution
deal with the allocation of expenditure respongibg to both tiers of government is the

next question.

? What is the implication of constitutional powercaation on the allocation

of expenditure responsibilities? Do they have catina?

Before addressing the above issues, it is perhapgep to note that the expenditure
responsibility may not necessarily follow the legisve competence. This is because the
scope of the expenditure responsibility is depehdpon the extent of both the legislative

and the executive powers assigned to each levggw#rnment.

According to the Constitution, each governmentthaspower of legislation and execution
on matters that fall under its respective jurigdict Each tier of government shall respect
powers of the other. And both the federal governneerd the states have to cover the
financial expenditures necessary to carry outhalresponsibilities assigned to them by law
(Article 94(1)). To this effect, the powers and ¢tions of the federal government and the
states are listed under Article 51 and 52 of thegitution respectively. In addition to

Article 51, the scope of the legislative and theaitive power of the federal government
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are indicated under Articles 55, 74 and 77. Acawydio the last two provisions, the
executive power of the federal government is vestetthe Prime Minster and Council of
Ministers to follow up and ensure the implementaid laws, policies, directives and other
decisions adopted by the HOPR.

Accordingly, those matters not mentioned under fiberers and functions of the federal
movement' (Article 51), but included under thegdiction of the federal legislature (Article
55), are to be administered by the federal govemdimEederal laws are, therefore,

implemented through the federal executive unlessratise provided by the Constitution.

But the Constitution has the drawback of assumiogipiete separation of powers, the
possibility of duplicating authority and not coneiohg the efficient use of limited financial
resources through administrative cooperation. Hamnevhe reasons for adopting this
method of division of powers is related to the wmetof the constitutional assembly which
emphasized the values on 'self rule' rather tHzaresl rules' or cooperation, as can also be

seen in other provisions as well.

The question may be raised as to whether the Qotisti permits the central government to
reserve legislative power for itself and to leat® administration to the states. This is
possible when the Constitution itself provides fom exception, or when the federal

government delegates its powers and functions toadministered by the states, as
prescribed in Article 50 (9). For example, the fatlegovernment enacts law for the

utilization and conservation of land and other ratvesources, historical sites and objects,
but its administration is reserved for the stat&fiére are certain matters which refer to the
legislative power only. For instance, the poweresbtablish national standards concerning
public health, education, science and technologyeserved for the centre though the
provision of these services is left to the statgi¢le 51 (3)). In these cases, it has to be
clear on what basis the states administer the dédiewvs, because this can have financial
implications. If the states are delegated with #uministration of federal powers and

functions, the financial implications thereof mbstdealt with accordingly.

However, with regard to the administration of feddaws by the states, the constitution is
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not always clear. This is because under Articl@b3he federal legislature, the HOPR, has
also the power to enact laws in areas or subjettersathat are not included under the
powers and functions of the federal governmeneédisinder Article 51. For instance, the
HOPR has the power to enact labour, commercialpamél codes, and even civil laws on
subject-matters which the HOF refers to. The Cangin specifically mentions those

subjects allocated to the federal legislature; gheblem, however, is how and who is to
execute them.. In practice, there are also matttatscannot be administered by the federal
government unless the states are responsible &br #ddministration. These are cases of
criminal law and regulating the possession andibgasf arms. Of course, this may have
the benefit of a uniform application of laws byve® room for local administrations. But,

which provision of the Constitution authorizes #wministration of these laws by the states

is not clear.

The replicated provisions (of ArticleS1 and 55) listing matters that require federal
legislation have aggravated the problem of idemgythe expenditure responsibility of the
central government. Compared to the wording of ddetbl, the provision of Article 55
explicitly determines the law-making power of tlezléral legislature concerning the same
subject matters. However, apparently there is remetin the allocatiorresponsibilities to
the centre. As the contents of Artiddd indicate, there are administrative and legislative
responsibilities belonging to the government. Thwbat is the difference between the
powers of enacting law in matters listed under ddetbl and Article 55 specifying the
legislative powers of the HOPR? For example, batbvigions provide that the federal
government enacts laws regulating the possessidnbaaring of fire arms, and laws
governing political parties and elections, but oAlyicle 55 mentions the legislative power
over labour, commercial and penal matters. Dosgdn that the federal government has no
administrative power with regard to these powetrseéms that there is an intention to leave
the administration of these laws to the state, &@mple, concerning interstate trade and
commerce, a closer scrutiny of the relevant prowsiimplies that, under the general
provisions of Article51, the federal organs required to regulate interstatke, whereas the
federal legislature is specifically required to enkaws with the help of which interstate
trade and commerce can be regulated. with thiardeghe confusion as to the specific

meanings of the two apparently varying provisioras/roe resolved.
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The allocation of legislative power is also the mxere power except in cases where
administration of federal laws is left to the statdut, as can be seen above, the
administration of federal laws by the states is cletr. In practice, there is also direct
involvement of the centre in the regions. Thisastly due to the capacity problem in most
of the regions. As a result, the expenditure resiiity of the central government may not
be limited to its legislative powers. There canchees where the executive power of a state
extends beyond the scope of its legislative powersuch a case, the major factor that
influences the expenditure responsibilities of bdilers of government will be
intergovernmental relations through the use of d@ral grants, executive agreements or

other cooperative mechanisms.

At this juncture, it can be infered that the alkbma of expenditure responsibilities is part of
allocation powers and it follows the root of othessigned powers since it enables the
implementation of them. In addition, the centeridedive power on some subject matter to
is be implemented or administrated by the staterease the states expenditure
responsibilities in addition to their own assigriedctions.

2.6.2. Budget Processing

In a federal system, constitutionally recognizedels of government can formulate their
own economic, social and development strategies detérmine their expenditure

preferences. This is because they are constitdtyorecognized jurisdictions having the

respective autonomy to impose tax and to spendxpargliture needs. It should be noted
that both the autonomy and accountability princdpkre applicable to both levels of
governments. This financial autonomy of both exjeine allocations and the budgetary
processes in Ethiopia broadly follow governmentiges. For instance, the budget
proclamations show that the greater share of tter& budget is being devoted to roads,
agriculture, capacity building and grant subsidiesregions. According to the recently

introduced 'Sustainable Development and povertyuBtmh Programme' (SDPRP), the
budget allocation is expected to intertwine witk fholitical and economic processes of the

strategies indicated in the document. Accordinglghould focus on agriculture and food
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security projects, capacity building in the puldector, decentralization towards wereda and
municipal governance, education, health and robdthis regard, regional autonomy will
be limited. However, their discretion is broadertle process of allocating recurrent and
capital budgets and in prioritizing other expendits But, regions may show immense
variations in their performance capacities, andh@ expenditure evaluation and control
mechanisms. In the following sub-sections, we wlidal with the budget preparation,

implementation and evaluation process in the ceariceregions.

a) Budget Preparation

The FDRE Constitution calls for the governmentalbatimes to promote the participation of the
people in the formulation of national developmeaoligges and programmes, and to support the
initiative of the people in their development endmas (Article 89(6)). The overall approach of
the Constitution is to provide a meaningful deviolut of power to the lower levels of
administration. This is possible if adequate poisgranted to the lowest units of government to
enable the people to participate directly in thealadministration (Article 50(4)). The need for
devolution of power also entails the autonomy toidke on the budgetary allocation based on
local expenditure needs. That is, reversing thietsbbservance of the hierarchical budgetary
relationship.

The FDRE Constitution also requires that the stagbsall determine all financial

expenditure necessary to carry out all responsédsiland functions assigned to them by law
(Article 94 (1)). However, the expenditure performance of statesnspng other things,

dependent upon the ability to draw up and adminigteir budgets. The independent
budgeting process actually began in most of théestan the1993/94 fiscal year. To

understand this budgeting process, we have to cbminselves how state governments are
organized at least for the purpose of the budgetysiem. The State Council (legislature),
the state administration and the judiciary are ldisiaed at the state level. The state
administration, the highest executive organ, casised sector bureaus which are also
organized at the zonal, wereda and keble level. sHotor bureaus are the major actors in
the states' budgeting and spending activities. ibeedas have a 'wereda council' and a

‘weredaadministration’.
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The budgeting process before the 2002/03 fiscal ye@lved the coordination of several
channels which ultimately make up the state’s budb@s coordination involved a 'bottom-
up information flow before the final amount was etatined at the regional level. The
bottom-up process refers to the process in whielbtidget was consolidated at the regional

level by taking into consideration the requestsiftikewereda and zone levels.

The budgeting process in general had two dimensitesidentification of priorities and
goals and managing funds in order to fulfill thegmals. In the process of identifying
priorities and goals, the major activity was tohgatthe budget needs of each administrative
office. All the information about their needs wasafly consolidated at the regional level
and is approved by the state council. Informatmaiudes a draft request indicating the plan,
the amount, the activities and the budget ceilimformation flow began at the wereda
level, where the wereda sectoral offices plan agmddsthe budget request to the bodies

concerned. This information flow took directionsrizontal and vertical flows.

The vertical information flow had two channels: fl@v from a sector office at lower level
to the office at the higher level, and a flow ohsolidated information from the wereda
council to the zonal administration and from the@e® (the aggregate of report of several
weredas) to the regional council. For exampleheeaducation sector information flow from
the wereda education bureau to the zonal educatioeau. Zonal education bureau then
consolidate the information gathered from all warddireaus accountable to it and finally
transferit to the regional education bureau. Inirailar fashion, the regional education
bureau gather and collect dated information frohzahal education bureaus. Finally, each
sector bureau at the regional level consolidateirif@mation gathered, and specified the

implementation of capital and recurrent budgets.

The horizontal information flow existed at thregdts: the wereda, the zonal and the local
levels. A horizontal information flow existed attiwereda level when all sector offices (and
other government offices) prepare their plans &edbudget request, and send them to the
wereda council. This flow of Information was desdnto be facilitated through a wereda

development committee (within the council) mandatedh the power to review,
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consolidate and adjust the plans, and to submibtldget request, together with its own
proposal, to the wereda council for approvédwever, horizontal information flow was not
as effective as planned for the reason that thedesrhad no financial autonomy to decide,
and because of the shortage of skilled manpowem Bvwe planning office was not available
in many weredas. Further, the wereda council d hlave the minimum amount of
manpowerto prepare its own budget request, let alone to revtereports of the sector
offices. In most cases, the requests of the saifftzes were transferred to the zonal

administration.

The final step was followed by the regional plagnand economic development bureau to
aggregate the entire budget request submitted byzamal sector offices and other
government agencies. Its duty was to evaluate ffegmation in light of the zonal and
regional economic development goals. The infornmagathered from sectoral offices and
the budget request from the wereda council crettedonal budget divided into recurrent.
and capital budgets. Here the aggregates of therest and capital budget requests made
up the zonal developmental plan. The recurrent duseps then passed to the regional
finance bureau, whereas the capital budget wasteethie regional planning bureau. The
final regional budget was consolidated by two safgabureaus; on the one hand, the
regional finance bureau consolidate the regionalinrent budgets, and on the other, the

planning and economic development bureau conseltti&t regional capital budgets.

There were some common features of the budgetiogeps in the regions. First, the
amounts requested for a particular year were medsarlight of the budget performance of
the previous year. If there were underspendingudgét amount higher than the previous
year had little chance of being approved, unlessettwere convincing reasons for the
underspending and the strategies for a better mesioce in the new budget year. This
approach was criticized due to last minute spending financial embezzlement in many

public institutions.

Second, priority was given to recurrent expendgysalaries, supplies, administrative costs)
rather than to capital expenditure. Most of theuresnt costs were permanent costs. It was

also easy to verity, i.e., the spending in the joeyv year helped to determine the amount
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requested for the next year. Normally, it was after the recurrent budget has been set that
the remaining amount is allocated for capital exiitemne. This, of course, did not apply to
the budget whose source was either foreign assistanloans. The allocation of the fund
from these sources was dependent upon the naturéheofagreement (bilateral or

multilateral), but mostly it goes towards capitapenditure.

Third, the regional budgeting process was andrstiinly carried out to reallocate the funds
that came from the federal government. Thus, thesaalated budgets of the regions
depend on the amount of grants rather than thenelipee need of the level of government.
The imbalance between the expenditure needs araltikable fund resulted in budget cut-
offs, or shitting finance from one sector to theestdepending on the reason appreciated by
the regional government. Normally, the state cdar@ve the authority to evaluate whether
the budget requests were in accordance with thergemevelopment strategy and the

activity of the planned projects.

The post-2002/03 fiscal year budgetary procedures@reverse the trends of theevious
years and focus on the autonomy of local governsn@nmeredas). According to the new
approach, in principle, the weredas receive gergraits but the budgetary process which
allocates recurrent and capital budgets is onlyramu at the wereda council. This
approach intends to address the major drawbackiheofpreceding period; weak local
participation, the broader financial and admintsteaautonomy of zonal administrations,
and the possible fragmentation of regional govemtme

b) Budget Implementation

Each administrative unit, either at the federal regional level, is responsible for the
management and execution of its own budget apprbyeithe respective governments. This in
principle grants autonomy to each federal, regi@mal sub-regional administrative unit over the
execution of its capital and recurrent budget. Bhts autonomy idirmly defined by the
financial laws that regulate the proper executibthe budge{the Financial Administration
Proc.No0.75/1996 and Council of Ministers Regulatdm17/97).The laws require the head of

every public body to ensure the proper implemenatf the budget consistent with the
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rules and regulations defined by the finance laWse laws also require that the budget
execution against planned expenditures at the dtlarel be reviewed by the Ministry of

Finance and by the regional finance bureaus atdbgmnal and wereda levels. This may
entail a reallocation of the remaining amount grdhis underspending during the budget

year.

The disbursement of the recurrent budget normakles place on a monthly basis from the
authorized finance office and is collected from tenks. For payments from the federal
government, the ministry itself makes the paymanthe regional level payments are made
at the regional, zonal and wereda finance offiegsedding on the nature of the claim. The
major actors within the respective regions areseeor offices that are organized with three

tiers where the lower level is accountable to tighér one.

In principle, the budget implementation follows thecisions in the budgeting process. This
budget allocation process itself shows how theoseotfices implement the expenditure
responsibilities of sub-regional levels. In genetla¢ role of the sector offices was decided
based on a general principle that if the functicaswessential for several weredas, then the
budget could be implemented by the zonal sectacesf Similarly, if it became the concern
of several zones, then the regional sector offigesld better handle it. For example, in
agricultural sector, regional agricultural sectaurdaus are responsible for research and
training centers whereas zones and weredas arensgbfe for expertise advice in
agriculture and veterinary services to the needyhatrural areas. In health sector, the
regional sector bureaus distribute medicine andthhesguipment and mobilize fund and
resources to fight statewide epidemics like malat@es and weredas administer hospitals
and health centers respectively. However, in sonadtems, identifying and allocating
powers in this manner may be complex and morecdiffito identify. When it is difficult to

identify the common concerns, there is a tenden@gnhtralize power.

c) Budget Evaluating

The budget evaluation begins at the institutioeakl by the internal auditor. The finance

laws require the internal auditor to produce a rignteport stating the monthly revenue
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and expenditure of the institution and this regeident to the finance office of the level of
administration (Article 57 of the financial regutat). At the federal level, all public bodies
which execute the federal fund should account mpnthuarterly, semi-annually and

annually to the Ministry of Finance.

The state governments are also required to repdhet Ministry of Finance corresponding
to the financial reporting system of the federalgroment (Article 74 of the financial
regulation). Accordingly, they are required to sutbfimancial reports monthly, quarterly,
semi-annually and annually to the finance minisirige report should at least contain 'the
details of their receipts and disbursements bymeeeand expenditure source codes; their
cash balances and levels of outstanding debt; lzeid performance against the objectives
stated in their subsidy requests'(Article 74(4)tloé financial regulation). In practice,
however, the report does not contain the detaileqsired by the financial regulation, and
reports are not compiled in a timely fashion dueetays in reporting from lower levels of
administration and a shortage of manpower withie finance bureaus. The federal
government, through the Ministry of Finance andAleitor General, also has the power to
conduct an audit of the federal offices as wellhesstate governments concerning the use of
subsidy grants they have received from the fedgraérnment. The available reports of the

Auditor General, however, have revealed seriowanfiial mismanagement.

Budget evaluation at the regional level has to cmeedormally every quarter on the basis of
the activity reports submitted by each sector hurdd state government institutions have
to be audited by internal and external auditorsd Are audit reports have to be published.
The whole purpose of the evaluation process isdsgess (the approvieddget) the progress
achieved and the remaining activities. This hetptake timely action by the regional council or
the finance bureau such as to study the problerosuatered by the responsible office, or to

reallocate the remaining amount of the budget.

At the federal as well as at the regional levetennal auditing is conducted more regularly
(statistically) than the external one, but lesg@ffely due to incapacity problems. But most of
the projects financed by foreign assistance areldaraid are regularly audited by external (non-

governmental) auditing firms. According to the Awadi General, the federal and the state
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Auditor Generals have a backlog of auditing casss t lack of human as well as financial

capacity. In many regions, there are several dfighich have not been (externally) audited for
at least five years. For instance, what the Feduditor General can do is to focus on selected
federal or regional institutions based on his outsigments considering the financial capacity of
institutions (e.g. the customs office), the trenfi§inancial malpractices and serious complaints
from the public.

Activity 4

1. What is the scheme of allocation of power undeRB&E Constitution?

n

Identify the legislative and executive powers ass@yto each level of government in
FDRE Constitution?

What lessons does Ethiopian federation learn fitwetS and Germany?
What is the link between the allocation of powed arpenditure responsibility?
State the budgeting process in Ethiopia?

o 0 kMW

Identify the subject matters that seem subjectaméwork sharing power in FDRE
constitution. What is their implication on the erdéure duties of the states?
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Summary

This chapter contains one of the basic elementfscdl federalism, that is allocation of public

expenditure responsibilities. It tries to approdatie subject from many dimensions. The
economic notion and the constitutional appreciatibit are the main thread in the chapter. The
experiences of other federation are also discusm=ides to the FDRE Constitution. The

practical budgeting process is also highlighted.

The notion of public expenditure bears two aspebtsiadly associated with powers and
functions of the government and narrowly signifirgigeting in every fiscal year. It has also
direct impact on the over whole economic aspectshef state such as employment, GDP
demands, etc. In order to ensure the need of #te, ftublic expenditure shall be based on some
objectives and principles. While keeping the sigujustice, development and satisfaction of
the public needs are some of the objectives, cawbrizenefit, economy, sanction, surplus,
elasticity, productivity and equality. Public expénre in general is classified as recurrent

expenditure and capital expenditure.

The second part of the chapter deals with the aioc of public expenditure in federalism.
Before discussing the allocation, it gives somélgit about the models of states in relation to
their expenditure activities. Accordingly, the statin the world may be either minimal or
welfare or developmental. In federation, the atam of expenditure is in line with the
allocation of powers and functions between thestokthe governments. In this regard, the US
Constitution does not clearly specify the allocataf expenditure responsibility. The ‘Warfare
Clause’ and the ‘Commerce Clause’ are widely imetgdl to arm the center expenditure
responsibility, while the states are invariablyefr® their reserved areas. The moderate and
corporate kind of the German federation, on therfiand, provides list of powers and functions
of the levels of government. It also peculiarly \pdes the ‘framework’ system by which the
center issue legislation on some subject matteddlair implementation is left to the states. In
Ethiopia, the FDRE Constitution, in principle, fmNs the method of listing the power of the
center and reserving the rest to the state. Howeélvaaies to guide the states power by using

limited list. There also limitation on the reservpdwer of the state such as the power of
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taxation. From the essence of practices the césgae standards and policies applicable in the

country, while there is administration and implemagion is left to the states.

The budget processing of every fiscal year is tleeyvinstrument of public expenditure.
Accordingly, the budget preparation, the budget lemgntation and the budget evaluation
allocated among the organs and the tires of govemhrehow the allocation of expenditure
responsibilities.

To sum up, the constitutional allocation of powansl functions is the best measurement of the
allocation of expenditure responsibilities in featens.
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CHAPTER THREE
ALLOCATION OF PUBLIC REVENUE SOURCES

Introduction

Students! you have learnt about public expendigunetits allocation in federal system in chapter
two. Public expenditure, mainly the power of spegdidepends on the revenue of the
government. The rhetoric of public revenue hasaangment place in the study of public finance.
All the subjects of government finance whethersitthe power of spending or the power of
collecting abridge to the end of revenue. It bdkiczonsists of determination of the source of
revenue through legislation and the collectionpiactice, a state breathes on the circulation of
revenues in its body. Even, friendly relationshipstates in the world opens with grants and
loans which is the result of their internal reventiberefore, the healthy condition of public
revenue signifies the proper function of the st&dtewever, the task of acquiring sufficient
resource to perform the state duties in the way #adisfies the subjects is not easy. The
challenge amplifies where thereagistence of more than one level of governmentiwithe
same geographical area. In federations, the melltipgs of governments broaden the function of
the state and the tension between them to acqure sources seek the precise constitutional
allocation scheme. Hence, the main subject of thiapter is the constitutional division of
revenue-raising powers in Ethiopia. For the betteanprehension of the main idea, the substance
of public revenue in its meaning and type, and mofleelerations approach in allocation of
revenue sources are also discussed. Studentscaramended to follow the logical flow of the

concepts and exercise the activities and in tegsgions accordingly.

Chapter Objectives

At the end of this chapter, the students will bke ahmong other things, to,
» understand the concept and meaning of public revenu
» identify the basic sources of government revenues,

» identify the purpose and types of taxes,
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» analyze the methods and objectives of revenueidivisetween the multiple level of
governments in general and under FDRE Constitutigrarticular,

» Acquaint themselves with the constitutional allomatof power of taxation as federal
taxation, state taxation, concurrent taxation, llteceation and residual taxation, and

» understand the intergovernmental limitation of tain Ethiopia.

3.1. Meaning of Public Revenue

Revenue is the force and instrument to ensureffeet@e performance of powers and functions
of the government. In a federal system, it enabileKiple tires of governments to perform their
constitutionally assigned powers and functions tfee welfare of their respective subjects.
Hence, proper division of revenue raising poweis @sponsibilities in line with the framework

of the other constitutional divided powers and tiores in the federation signifies the purpose of

federalism.

The raising of public revenues follows from the essity of incurring public expenditure. The
huge amount of the expenditure of governments tfope their respective several functions for
the welfare of the people requires financing thifopgblic revenue. Dalton has defined public
finance in to two senses; broad and narrow sersesider sense, it includes all the income
irrespective of the sources they are obtained faochreceipts which the government happens to
get during any period of time, which includes bat lmited to, income from tax, price of goods
and services supplied by public enterprises, reedram administrative activities, such as fees,
fines etc., and borrowings, gifts and grants. Irowa sense, however, it includes only those

sources of income of the government which are destias “revenue sources.”

To sum up the meaning, the income of the governrti@ough all sources is called public
income or public revenue. However, as aforementipialton has defined ‘public income’ in
broad and narrow sense, i.e. in terms of ‘publaeigs’ and ‘public revenue’. Public revenue
includes income from taxes, prices of goods andices supplied by public enterprises, revenue
from the administrative activities, such as feased etc., and gifts and grants; while public

receipts include all the incomes of the governnvgmith it maybe having during a given period
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of time, i.e. public revenue plus income from dlher sources such as public borrowing from

individuals and banks and income from public enisgs.

? What is the conceptual meaning of public revenue?thére any difference
between public revenue and public receipts? Idetitié variable element of

public receipt in a given fiscal year.

3.2. Revenue Sources of a Government: General

In general the government of any state has invigrimno important sources of public revenue:
taxes and non-taxes. It is, therefore, the methafdpublic revenue and its volume have
significant impact on production and distributiohweealth and income in the country. It has
effects on the nature and amount of economic dietsvand employment. The subject matters of
the public finance in general, in fact, is consadeas the powerful instrument to bring about
socio-economic changes in the economic life ofdbentry. Hence, it is worthwhile to discuss
the several forms of source of public revenue;da@ non-taxes such as commercial revenues,
administrative revenues, grants and gifts and abpateipts.

i) Tax revenue sources: tax is a compulsory levy by public authority forkfic purpose
without expectation of direct return or benefitttee tax-payer. It is also said to be a burden
which is only imposed by the legislative power @argons or property to raise money for the
public purpose. It is exacted not on the basisigdctiquid pro quorelations. In addition, the
payment of tax cannot be imposed except by law;céieihe maxim ‘no taxation without

representation’.

Different scholars of the subject try to put taXa@ws:
Bastabledefined tax as compulsory contribution of the \ealf person or body or persons
for the services of public power.

Prof. Seligmandefined tax as “a compulsory contribution from gfegson to the government
to defray the expense incurred in the common isteoé all, without reference to special
benefits conferred.”
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Taussing puts the essence of a tax, as distinguish frdraratharges by government, is the

absence of a direct benefijuid pro qug between the tax-payer and the public authority.

Tax is one of the most important sources of revetmuevery government. In earlier days,
payment of taxes was optional. Discretions weresmito the people to pay and to avail the
benefit of social amenities in the form of edudatibealth and sanction, utilities and recreation
facilities. Naturally, everyone is interested inadwg social facilities used to evaluate the
benefits derived by him in exchange for the takégaid by him. But the option in the payment
of tax created lot of problems for the governmentsulfilling their obligations to the society.
And it was deemed unreasonable and difficult terifisinate the citizenry who opt tax from who
did not in social services. Hence, in the modemmes, the optional nature of the tax is
withdrawn and the tax becomes a compulsory contdbiby every citizen to their government
to enable it to fulfill its commitments towards gtg. Taxes are of two kind: direct taxes and

indirect taxes. Their detail discussion will bele next topic.

? Students! can you relate the principle of abserfcdirect quid pro quoand

social amenities in taxation?

i) Non-taxes revenue sources:this category of public revenue consists revenukumany
headings but constitute little portion of the tqiablic revenue compared to taxes. These sources
are discussed hereunder.

Commercial Revenuesthe revenues, we call “commercial” are receivedhim form of price
paid to government for produced commodities andices. These are revenues which are
derived by government from public enterprises biyngetheir goods and services. They are also
termed as price, for they are collected in the fafmprice of goods and services provided by
government. They include payment of postage, tofiggrest on funds borrowed from the
government credit corporations; dividends and pgdfiom public sector enterprises; currency,
coinage and mint by the central/national bank araditpfrom their circulation; price paid for
liquor in the government stores; water, telecommaton, electric distributed by the
government, rail, air, road and water transporvises and the like. In addition, governments

earn revenue from the production of commoditieg ldteel, oil, minerals, etc. However, the
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surpluses from commercial undertakings are notidernsd as an important source of income in
most of the countries of the world. Moreover, inceuntry which implements free-market
economy accompanied by privatization, these soumfesevenues are minimal, for the

substantial volume of goods and services are peaviy the private sector.

Administrative Revenues: the receipts of administrative revenues includess,fdicenses,
fines, forfeitures, escheats, and special assessmidrey are characterized by more or less as a
free choice on the part of the payer as to whath@ot he will pay, and more or less on direct
benefit conferred upon the payer. The amount ofreat does not necessarily, however, bear a
close correlation either to the value of the bear@jtained by the payer or the cost incurred by
the administration. Further, the peculiar charasties of administrative revenues are generally
arising as by-product of the administrative functaf the government. Hence, they are known
as “Administrative Revenues”. The meanings of adstriative revenues are given at the last
part of this chapter.

Gifts and Grants; gifts and grants form another category of publiccreie. Gifts are voluntary

contribution from private individuals or non-goverant donor to the government fund for
specific purpose, such as, relief fund or defenged fduring a war or an emergency. Such
contributions are made by patriotic, charitably d&d, public spirited or conscientious person
during war, floods and droughts or an emergencits@iave no significant place in modern

revenue system except during such above menticetedah or man made catastrophes.

Grants are government financial aid in the perforoeaof governmental function at another
level. In federal countries, for instance, ceng@avernment traditionally gives grants-in-aid to
the state governments and the state governmeotabdovernments in order to enable them to
do their functions successfully or for undertaksyecific activities such as construction of
highways, dams, etc. and their maintenance inrntexdast of uniformity and efficiency in the
working. Hence, these grants may be either conwitior unconditional or either for specific

or general purpose.

Sometimes, the government of one country receivgeat from another country, which is

commonly called “foreign-aid”. It may be militaryda economic aid, technical aid, and so on.
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Many advanced and well developed countries sucbrated States, Soviet Union, United
Kingdom, Canada, Germany, etc. give grants to ther pcountries for their economic
development. Such grants are very useful revergmuree for the under-developed countries.
But foreign grants are always uncertain and noagdwnconditional, and this often leads to
international difficulties and entanglements. Mareo it always follows political game of
give-and-take. Hence, it is not advisable to depemdoreign aidsCompared to each other,
the total gifts as distinguished from grants do faosin a significant amount in the revenue
system. Both grants and gifts are characterizethby voluntary and by the absence of any

expectation of direct benefit to the donor.

Capital Receipts; capital receipts constitute revenue from marketdyangs, i.e. loans which

have a maturity of fixed time. Receipts of this @aat would be considered as market
borrowings even when some of these loans are takéime central bank or reserve bank of the
country. The borrowings also include special borfds,example, the central government
usually issues borrowing through special bonds teemsury notes under voluntary disclosure
scheme that mature in different fixed time. Theosecmeans of capital receipts is external
loan. In federal arrangement, only the central gavent is authorized to raise loans from
abroad; from friendly countries. The third meanscapital receipts consists of loans and
advances made by the central government to statermgoents and non-government parties.
Small savings are also made in terms of savingstwtomprises of Post Office savings, bank
deposits, etc. There are also another group corgsiatvariety of funds and the net effect of
transactions occurring under the funds, accourdsda@posits. Examples of such funds include
deposit under various compulsory deposit schemek as, provident funds, pension fund,

reserve fund, etc.

? From non-tax revenues, one is not common to akkstat has also externalities that
are imposed in the state and it is not the permasaurce. Identify this revenue

source.
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3.3. Purpose and Types of Taxes

Tax, as a major source of government revenue, yneaonomic policy and whatever the state

may be, plays several roles. Tax covers the sultst@art of the purposes of the public revenue

in governments. In a federal system, it is a mednfgancial power division among multiple

tires of government. Therefore, it enables the gawent to attain specific and general purposes.

3.3.1. Purposes of Taxes

The purposes of taxes in public governance reiatedl lives and functions of the governments

and ranges from social to political through ecoimaspects. However, it is difficult to discuss

all,

)

perhaps you had gone through it in the cotasdaw. Some of the peculiar ones are.
Financing government expenditure responsibilitiestogether with other revenue sources
tax is meant primarily to meet the expenditure hed state incurred in fulfilling its duties
either in the form of social security or social amties. Social welfare may be measured in
terms of per capital expenditure incurred by thegegoment on providing amenities in the
form of education, health, sanitation, recreatiadilities, etc. and social security consist of
peace and order maintained by police, military gredjudicial machinery. These functions of
the state are increasing from time to time. Thuss the tax potentials that cover the ever

increasing expenditures of the state.

i) Income distribution: tax serves as income distribution mechanism. Tis#&illition of

ii)
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income and wealth among the members of a societgnis of the functions of the
government. The government performs this functlmough the mechanism of tax policy.
For instance, companies are required to pay highafacorporate taxes on their own behalf
and the dividend received by shareholders fromctirapanies are subject to income taxes.
Excise tax, high custom duty in luxurious goodstay capital gains tax and progressive
rate of income tax are some other taxes to recheetidence of socio-economic inequality.
In this way the sufficient portion of wealth is takaway through taxation by the government
so that the rich may not become richer and the, yuowrer.

Stabilizing economy:tax also plays an important role in stabilizing #tonomy. Economic
stability may be judged by the behavior of pricenhBalthy economic operation arises in

price fluctuation due to disproportional output acmhsumption and through supply and



demand in the market. The instability of economyhi@ market is generally summarized as
inflation, deflation and stagflation. As regardflation, deflation and stagflation, taxes play
an important role as they can reduce or stimulatsemption. Taxation, if applied properly,
may take away the excessive capacity to pay thplpeahich means demand pull inflation.
Thus a rise in the rates of existing taxes anditimgosition of new taxes would check
consumption, decrease the level effective demard thereby stability of price. Tax
exemption on production and on savings has alsecteff sterilizing cost-push inflation.
Enhancing the purchasing power of the people thrawgluction of personal tax burdens
during depression (deflation) may have favorabfeot on the level of economic activity
and employment. The third kind of economic insifbik stagflation some times referred to
as Recession, which is caused by increase in pritée demand is falling. Effective
progressive taxation on the haves discourage tagiacity to pay, encouraging production
by tax holidays and reducing the rate of commotdikes such as sale tax, excise duties, etc.,
remedy the stagflation.

iv) Encourage investment:in a market economy the government designs ingesthemes to
maximize the use of private investment. Such ingeatschemes can be achieved through
taxation by introducing exemption, deduction angrdeiation and by tax holidays to
stimulate the private sector participation in tkeremy. Tax also plays a guiding role to the
movement of private investment towards areas gpority within the economic policy;
towards hardship and less developed areas.

3.3.2. Types of Taxes

Economists in general classify taxes into two magtegories: (1) Direct taxes and (2) Indirect
taxes, and sometimes taxes are, based on theicesoalso classified as tax ipersona
(individual) and tax irrem (property). According to Dalton, those taxes whach paid entirely
by those persons on whom they are imposed aret d&ees. Direct taxes are those taxes which
cannot be shifted to others. To quote the wordslobh Stuart Mill, “a direct tax is demanded
from the very person who, it is intended or desigdmbuld pay it”. Thus, if a tax is intended to be
paid by the persons on whom it is imposed, itdect tax. More over, direct are taxes levied on

permanent and recurring occasions. Usually, dit@ots are based on the receipts of income.
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Hence, direct taxes are levied immediately on ttopgrty and income of persons. Income tax,

profit tax, capital gain tax, property tax or wéalax are direct taxes.

Whereas, indirect taxes are those taxes the burfdehich may not necessarily be borne by the
assessee. They can be shifted or passed to otteempeshoulder. They are taxes which are
levied on commodities and services other than pefseervices like custom duties, excise
duties, sales tax or value added tax (VAT). Acaogdio John Stuart Mill, “Indirect taxes are
those which are demanded from one person in theoctxiion and intention that he shall
indemnify himself at the expense of the other”. $hifi a tax is intended to be collected from
other persons by those persons on whom it is inthagech tax is an indirect tax. In relation to
assessment, indirect taxes are when income is gpemn goods or services purchased. These
taxes are levied on occasional and particular svertiey affect the income and property of

persons on aexpenditure through their consumption.

Generally, the principal taxes currently in Ethe@re profit tax, turnover tax (TOT), value-
added tax (VAT), excise tax, customs duty, withirgdgdtax and income tax from employment.
While VAT has replaced sales tax, TOT and withhajdiaxes have been introduced recently.
Other taxes include corporate tax, dividend incéaxe royalties and stamp duties.

The detail exploration of the above topics of conirgy tax is the subject of the Tax Law course
but they are here aim to reveal the substance tdeladt in the next topics; the division of
revenue sources among the federal, states anddoeainments. Without this preparation in this

way, the next topics may not be easily understaedab

Activity 1

1. Students, can you enumerate the impact of publemee in the economic life of a state?

2. There are two broadly classified sources of govemtmevenue. List as much as possible
the specific revenue sources under each category.

3. Tax has peculiar natures and rationales compareth&r non-tax revenue sources. What
are these natures and rationales of taxation?ifgehe rational that needs beyond simple

logic tit-for-tat.
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4. In Ethiopia, by virtue of introduction of marketa@wmic policy and privatization, the
income from public enterprises become minimal, h@weit increases taxation from
private owners. Can you argue in favor or disfasbprivatization in relation to public
revenue?

5. Discuss the types and purposes of taxation Whatareriterias to set a tax as indirect or

direct? Mention specific taxes under direct andredd taxes.

3.4. Methods of Division of Revenue Sources betweEraderal, State and Local

Governments

Finance is the life blood of the economy of any erodstate. In every federation, the problem of
allocation of the sources of revenue is difficuice two different authorities are arising from the
same body of taxpayers. The basis of distributicimance differs from federation to federation.

The theoretical discussion on the principle for #tlecation of revenue sources particularly on
taxation powers has been carried out by differeotnemists. Deciding which revenue source
can be assigned to which tire of government isisbae to be underlined here. In relation to
taxation, the traditional normative view set out Mysgrave enumerates the principles which,
according to him, can secure independent autonordye#ficient utilization of resources by the

federal and states governments. Accordingly, hpgses:

1. taxes suitable for economic stabilization shouldtestral; lower level taxes should
be cyclical stable;

2. progressive redistributional taxes should be céntra

3. personal taxes with progress rates should be ldwethe jurisdictions which are
most capable of implementing a tax on global base;

4. lower-level governments should tax bases with lobility between jurisdiction;

5. tax bases distributed very unequally between jigigshs should be centralized; and

6. benefit taxes and urban charges might be apprefpyiased at all levels.

Other economists like Roger Gordon, Von Hagen anssBIl Mathews have provided different
approaches pertaining to problems of taxation imegad and specific taxes. As to Gordon and

Hagen, the principle of tax assignment should tsethan the theory of ‘optimal taxation’ after
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identifying the problems that may arise from derai#ing taxation powers. Thus, addressing
the externalities effects like inter-jurisdictiondbx spillovers meets the objective of
decentralizing of taxation. Gordon proposed thaigasng taxes that cause externalities effect,
for instance company tax, to the center, while aslsing the financial cost of the units through
revenue-sharing mechanisms from these taxes seradlogation of taxes between the federal

and state governments.

The other approach to the problem of division ofateon powers is viewed from the
effectiveness of taxes. Mathews argues that thendtation of tax should be based on the
assumption that tax avoidance and tax evasioneofyimeral behavior of taxpayers rather than
assigning taxes to predetermined level of governisnéar the reason of convince to levy and
collect taxes. According to him, unless the behawidhe taxpayers is taken in to consideration
it could be difficult to effectively address theug of tax rate structure, the definition of tagéda
and assessment procedures. Therefore, in ordeing &bout equitable tax allocation between
different tires of the government in federal systéhe evaluation of taxpayers’ behavior to a
particular tax should be taken as the principleweleer, the condition to address the problems of
taxes in externalities effect and effectivenessmglementation are not the basic principles of
allocation of taxation in federation, because spicdblems also arise in unitary country. Hence,
the principle of allocation of taxation in fedemti should take in to consideration as bases to

formulate the basic principles.

Concluding the different perspective approachesyaneral they give the central government
those taxes that can help to redistribute incont tanstabilize the economy, whereas those
immobile taxes which primarily provide a benefitttee local governments are to be left to the
sub-national governments. Specifically, they pr@&gbtaxes such as corporation income taxes
and VAT to be assigned to the center. Whereas ttao®s such as personal income taxes and
retail sales taxes are to be left to the states Thassification is mainly based on the
mobility/immobility nature of the tax bases. Buiey are not hard and fast rules to be recognized
in the constitutions forming different federatio®metimes, immovable taxes may be assigned
to the center, for instance, taxes on natural ressufor they are unevenly distributed among the

federating units and may substantially result inZamtal inequalities.
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The main question follows that the practice ofetéint federal constitutions does recognize the
above norms propounded by economists. In genémlassignment of each and every tax may
not conform to the normative theories stated ab&eene may fit with the suggested while the
others may not. This is because the actual systeronstitutional dividing power of taxation is

country specific although federations have singkaneral principles.

? In the above lesson you have read the professap@ioaches to allocate revenue
between different levels of governments. Howeveme of them are not strictly
linked to the federal system and they are to chpeptoblem of taxation. Identify
those suggested methods that fit and unfit fedsrali

3.4.1. Constitutional Methods for Division of Revene Powers in Federation

The method of allocation of revenue in federal eyst is theoretically intended to follow the
division of the expenditure responsibilities in @rdo accomplish the power and function
assigned to each level of governments. In thisopibthe approach of major federations will be

exposed.

The allocation of the entire revenue sources eitbethe center or the states has different
problems in the general federal system. If a ctutgin provides exclusive authority over all

aspects of revenue to the states, they will beiredjuo transfer part of their revenue to the
central government through ‘upward revenue sharsygtem; others call it as ‘reverse revenue
sharing’. This approach creates the central deperyden the state and it does not facilitate the
principal function of the central government, suah income distribution through taxation,

stabilizing role and tax harmonization policies. dddition, the states become reluctant to
participate in central government where particyldhlere is a considerable regional disparity.
The country following this method is forced to emiban excessive negotiation between the
center and the states concerning revenue shariager@lly, this approach needs confederal
framework or weak federal system of federation @oantry having a strong tradition of close

economic policy coordination.
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On the other hand, if the entire revenue sourcesedained by the center, the state governments
become fully dependant on the revenue transfer amsims. This approach deviates from the
basic principles of federalism; the devolution ofyers and function among the federating units
and autonomy of each level of governments. Theeeftine usual trend followed by most
federations is to divide the revenue sources betwee center and the state. But this method is
not as simple as the concept. In general princtpre should be a framework in which each tire
of government can raise its own finances withoabaflict between them. In practice, however,
the degree of tax autonomy in each level of govemins enjoyed demonstrates wide variation
in federations. This may be attributed to the défe of methods of and allocation of revenue

envisaged by the various constitutions.

? The assignment of all revenue sources exclusiviéhgeto the center or the states

in federation creates some problems. Discuss thidems.

The methods employed by federations can be sumedhiizto three: exclusive power of
taxation, concurrent power of taxation and shamdeqp of taxation. In the exclusive power of
taxation, the constitution assigns several taxecesuto the federal government and to the states
separately, allowing each to have exclusive taxgyowithin its sphere. It exists in the cases
where each level of governments is constitutionallfhorized to impose the same type of tax,

but upon different subjects: things, businessesategory of persons.

Concurrent power exist when the constitution alldesh levels of government to exercise the
power to levy, collect and apportion in relation gome or all taxes. The federal and state
governments have equal constitutional authoritymlevy the same kind of tax with respect to
the same category of persons, businesses or partitings. This approach entails the
overlapping of specific types of taxes exercisedbth level of jurisdiction, which may lead to
competition and conflict between them. Shared powfetaxation means the constitutional
reservation of the power to levy taxes to the fadkvel, but it guarantees the states’ right to

some or all of the proceeds from specific taxes.
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In light of the above three methods of divisionrefenue, the constitutional allocation of some
of the federations will be seen as follows.

The US Constitution, having a long history of fistealeralism does not assign tax instruments to
different levels of governments. It offers rathencurrent power of taxation as a result of which
more than one level of government may tax an agto tax base, and the precise definition of
the base may differ between levels. Other thanstaxeinternational trade, which are exclusively
reserved for the federal government, and propertgd for states and local governments, all

other taxes are practically open to all levels@feagnments.

The Indian Constitution on the allocation of poweéraising revenue between the Union and the
states follows its general method of power divistonployed. Accordingly, the revenue sources
distributed under the Union List, State List andn@arent List and beyond the list residual

revenue sources are left to the Union through taigment legislation. Therefore, custom

duties, taxes on incomes other than agriculturadnme, corporate tax, taxes on capital value of
assets, taxes on the capital of the companiesyretassigned to the Union. In addition to this tax
sources, the Union has income from Railways, Aisydost and Telecommunication, Property
of the Union and other charges and fees. On ther dthnd, the states levy and collect taxes on
land revenue, on agriculture income, on goods natufed and produced on the state, etc.
Taxes on mechanically propelled vehicles and stduotes other than judicial stamp and other
sources related to the concurrent powers are assignthe concurrency of the Union and the
states.

The tax allocation under the German Basic Law desin to threefold government; the Bund
(center), the Lander (state) and the Gemeinderalfloelence, the Bund is empowerd on tum
over tax, consumption tax on specific goods, incmomn the state monopoly, insurance tax and
custom duties (before it transfered to the Europiamon). By the same list, the Lander has
power of taxation on income and corporate tax,tahpnd land transfer tax, motor vehicle tax,
prorerty tax, inheritance tax, beer tax, lottery aad fire protection tax. On the other hand, profi
and equity taxes other than agriculture, real date surcharge on land transfer, dog tax, ice
cream tax , local alcohol tax, bar permision tax, ¢n fishery and hunting and taxes on cinema

and other entertainment are uder the list assigméte Gemeinden.
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Other federations likewise follow different methofddevolution of revenue sources among their
constituent units of federation. The Ethiopian ¢hasonal approach in allocating the revenue

sources will be discussed hereunder.

Activity 2

1. In the above lesson we haue discussed the metlicesemue division practiced by
different federations. Which of them are logicalylmu? Which one do you think is
advisable to Ethiopian federal system?

2. Compared to USA and India, the German Basic Lawides for local taxation power.
what are the significances of local taxation in eah from the concept of
decentralization of power in federalism and frome therit of their performance of
social welfare?

3. In the above topics you have acquainted yourself thie main sources of government
revenue; taxes and non-tax and the professionglestigns, the general methods and
the experience of some of the federations on dilmtaf revenue between multiple
tires of government. Assume that Ethiopia is a fatien without constitutional
division of revenue-raising powers between the ff&iileg units. Prepare in group a
draft of allocation of revenue sources of eachaas non-taxes to the federal, states
and local governments of Ethiopia with correspogdimason to each assignment. (Do

not consult and refer the FDRE Constitution)

3.5. The Structure of Taxation Power in Ethiopia

The division of taxation power is a principal agpetthe Constitution that provides the legal
framework of the Ethiopian federation. The FDRE &dation divides the taxation power into
three categories, namely ‘the federal power of ttarg ‘the state power taxation’ and ‘the
concurrent power of taxation’. It also prescribdge tconditions by which the regional
governments could acquire revenue through loansgeamat subsidies. Here, the analysis of the
assignment of tax powers will focus on the tax sesirthat constitute each category of power,

and the manner in which the sources are dividecesakich level between the three categories.
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In Ethiopia, the federal Constitution declares tthegt federal government shall levy taxes and
collect duties on sources reserved to it, and thte dikewise exercise the same power with
respect to sources that falls under their jurigoictThus, the two tires of government exercise
their legislative and administrative powers withtheir respective taxation competence.
Therefore, the revenue generated from the resgestiurces belongs exclusively to each level of
the government. The power of taxation reservedath éevel is subject to respect by the other.
The FDRE Constitution does not explicitly limit thewer of the state to change the tax rate in
order to influence the tax base. However, it presideneral directives on taxation in Article 100
in which they must consider exercising their tao@tpower. As per sub-Articles (1)and (2) of
the same, both the states and the federal govetrimage the obligation to ensure that any tax
related to the source of revenue taxed; that taxldhbe determined up on proper consideration
and tax imposed by them should not adversely affesit relationship. If any tax imposed by the
state affects interstate commerce, the centralrgovent intervenes since the power is reserved
to it. But, in practice, the tax legislations ar@farm throughout the country. This is because of
the fact that the states do not have the expeddideal with the impact of imposing different tax
rates.

The FDRE Constitution provides exclusive revenuerses under the title ‘federal power of
taxation’, ‘state power of taxation’, ‘concurreravper of taxation’, and ‘undesignated power of
taxation’ in the Articles 96, 97, 98 and 99 respesty. Although the titles refer to the ‘power of
taxation’, strictly speaking they do not only death taxes. The lists also include other non-tax
revenues like fees, charges, rents and other reveowrces. The Constitutional arrangement on
division of revenue raising power in Ethiopia isinta structured according to the categories of
tax payers or particular things as a source ofme@eThe exclusive domain of each government
is not the tax base but the tax source. Henceds chot result in taxing the same tax source by

both levels of governments.

? The Ethiopian constitutional approach is to divideenue sources based on the tax

sources not on the tax bases, i.e. a specifieteept custom duties, is not assigned
to either of the governments exclusively. Rathleg, ¢ategory of the taxpayer and
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the particular things on which different taxes ianposed are assigned to each level
of government. Do you think this assignment coroesis with federalism in
Ethiopia? Why? Why not?

3.5.1. Federal Power of Taxation

The FDRE Constitution under Article 96 enumerakesdxclusive revenue sources of the federal
government. Among them, revenue sources such asnasigluties including import /export tax
and other duties exclusively reserved to the fddgraernment. However, other revenue sources
from income tax, sales and excise tax, propertgdand charges and fees are assigned to tires of
governments. The federal government in this respalgtdiffers in the category of the taxpayers
or a particular thing from which the revenue idected.

It seems universal in federations that customsedutire exclusively given to the federal
government. There are many reasons in relatiomterriational and national trades to this
assignment of revenue. A country may have to fuifternational obligations by reducing tariffs
or impose restrictions on unfair trading practi¢esprotect the sudden influx of import of
specific items (anti-damping measures) and on obatrds, to control importation of prohibited
items, etc. In addition in order to protect tradtattions within the country and for efficient tax
administration the power of custom duties remaithenhand of federal government. The same is
true in Ethiopia so that import and export dutieges and other charges on imports and exports
are exclusively levied and collected by the fedg@lernment pursuant to Art.96(1) of FDRE
Constitution. Tax on foreign trade is a major seuaf revenue in Ethiopia. However, in
countries like Ethiopia, the nature and type ofeekgiems are few in number and they may also
originate from specific regions. The major exptetnis are coffee, skin and hides and some raw
materials. The reservation of such resources amronatural resources to the federal

government enables income redistribution and epai#dins schemes effective.

The FDRE Constitution provides prominent place iftmome taxes as the source of revenue
reserved to the federal government. Unlike custdotges, the constitution does not exclusively
assign income tax to the federal or to the stateeguonents. Accordingly, with regard to

personal income from employment, exclusive feddesdation applies to the income of
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employees of the federal government, of the puiiterprises owned by the federal government
and of international organizations (Art.96 (2) &3J). The exclusive tax power of the federal
government also extends to income from other ssutften employment. Income or profits of
the federal public enterprises are taxed by therfddgovernment (Art.96 (3)). The federal
government also exercises exclusive power ovemngcarising from rail, air and see transport
and income from chance winning from national logter(Art.96 (4) and (5)). Income obtained
from leasing its own property and houses are stubjefederal taxation (Art.96 (6)). The accrual
of tax from the employees of government-owned, h@nes expected to shift from the federal
government to the states as a result of the orggmivatization program. But, this transfer will

benefit Addis Ababa and the surrounding areagyniast of the enterprises reside there.

The area of sale and excise tax so far as thegipdud the sale and production or services of
public enterprises owned by the federal governmema exclusive power of the federal
government (Art.96 (3)). In addition, the introdoct of VAT broadens the federal taxation to

the sale and production or services of individuedi¢rs.

The other areas of federal revenue assigned byCtestitution are fees and charges. The
Ethiopian Constitution provides the federal goveentrthe power to determine and collect fees
and charges relating to licenses issued by orghtiseedederal government (Art.96 (7)). It also

empowers the federal government to levy and coBemtnp duties provided that the organs of

the federal government render the service (Art9% (

Beyond the devolution of tax power between the tiwves of governments, the federal
government of Ethiopia assumes the revenue fronligoabterprises. As the World Bank report
(World Bank, ‘Ethiopia: Review of Public Financé&00), the income of the federal government
from taxes of its agent and enterprises accouetshiid largest source of revenue. This consists
of income from the National Bank, rent from goveamnproperty, and residual surpluses from
various public enterprises that the government moles. The latter source includes
enterprises such as banks, insurance companiesgohetnunication Corporation, the Electric
Power Corporation, the Post Office, the Petroleurarp@ration, sugar industries, and

government farms.
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3.5.2. State Power of Taxation

Unlike the federal government, the states havexotusive tax bases assigned to them by the
FDRE Constitution. The lists under Article 97 detit'state power of taxation’ enumerates those
tax bases shared from the federal tax competermedban different category of taxpayers or
particular things. Therefore, except custom dutadstax bases are also the source of state
revenue. Hence, the states income taxes, sale »ansk eaxes, property taxes and fees and

charges are discussed hereunder.

The Constitution assigns the power to levy andecbiincome taxes to both tires of governments,
in which each of them is conferred with exclusivaver over specific sources. Accordingly,
with respect to personal income from employmentpime from employees of the states and

from employees of private enterprises are subgethe exclusive authority of the states (Art.97

(1)).

The exclusive tax power of the states on incomerald to other sources than employment
(payroll tax). The income or profits of the pubdinterprises owned by the states are taxed by the
states (Art.97 (7)). Profit or income from smallsiness activities and sole proprietorships (the
nature of the business activities determined byGQbmmercial Code and other relevant laws) is
left to the states (Art.97 (4)). Income from indival farmers or cooperative association, income
from water transport service provided within theubdary of the state and rental income from

properties owned by the state are exclusively téxethe state (Art.97 (3), (5) and (6)).

There are sales and excise taxes reserved toates.sThe states can levy and collect excise and
sale taxes against public enterprises owned by (#etr®7 (7)). In addition, the states can levy
and collect these taxes from individual tradersimitheir jurisdiction (Art.97 (4)). However, the
exclusive power of the states is restricted in scases since some individual traders are subject

to federally administered VAT law.

The Ethiopian Constitution gives the states a pdwégvy property taxes upon houses which are
privately owned, land which is used ligufractuariesand royalties from the use of forests
(Art.97 (2), (6) and (10)). The states are also @wgyed to levy and collect taxes and royalties
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on small-scale mining activities (Art.97 (8)). Ookethe most important property tax of the states
could be revenue from land lease payment from tovesfor the Constitution provides that land

is publicly owned.

Similar to the federal list, the taxation powestdd for the state also have provisions authorizing
the collection of fees and charges on license tsunel services rendered by different organs of
the state. Hence, the states are empowered tordeéeand collect fees and other charges for the
service rendered by the state organs (Art.97 (9)).

The allocations of taxes have some rationales afferehces from federation to federation.
Solomon Negussie argues that the levying of taxnfjgersonal income is primarily for the
purpose of providing local public goods and infrasture. It follows, therefore, it is
recommended to assign the levying of income tamfeomployees of federal public enterprises
and NGOs to the states in order to enhance theentee capacity and thereby to ensure the
efficient provision of public goods. The Ethiopi@wonstitution assigns exclusive power to the
federal government due to the general principldiegpn federal countries that imposes a tax
limitation on each level of government to tax in@from the respective property and income of
their employees. However, this should be reconsitler cases where states retain a very limited

tax power.

The other problem in relation to income taxes & the Constitution does not mention all the
sources of income and tax bases, nor does it coatatatement reserving such sources to either
level of government. The federal Income Tax Proetom, No. 286/2002, on the contrary,
enumerates several taxes sources which are notamedtin the Constitution. To mention some,
Art. 3(6) of the same includes income from emplogimdrom business activities, income
derived by an entertainer, musician, or sportsqrefsom his personal activities; income from
entrepreneurial activities, income from use andraltion of movable property, income from use
of immovable, livestock and agriculture; dividenttome, profit shared by business partners,

income from interest, royalties, lease paymentahdr license fees.

According to the Federal Financial Administratiom&amation No. 57/1996, the tax system at

the federal and regional level have to be harmaheed should have standardized tax base.
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Therefore, based on the basic constitutional golecof tax allocation between the federal
government and the states; tax on different cayegbtaxpayers or particular things mostly of
their jurisdiction, the states can introduce théme bases. To this effect, without formally
adopting separate legislations, the Amhara andCtwmia states’ financial regulations have

referred to the incorporation of federal taxesdigion.

In general, the fixed nature of real property maitesasier to administer by the subnational
governments. But, there are exceptions. Mineradand royalties are in most cases assigned to
the center. This is because natural resourcesnaneenly distributed between the states. Thus, if

taxation of minerals is assigned to local governsi@dhmay aggravate horizontal imbalances.

It is generally agreed that for the sake of coneecé stamp duties fees and other service charges
shall be collected at the place where the sergaendered. If a license or a specific service is
rendered to the beneficiary at the federal officethe state office, the federal or the state

government will levy and collect the payment respety.

? Sometimes the federal government seems a systeoiddefvterritorial and personal
jurisdiction; even Addis Ababa and Dire Dawa hakeirt own self-administration
while they are directly responsible to the fedg@lernment. On the other hand, the
states have vast territorial and personal jurigzhctin consistent with the mass of
category of the taxpayers and things which it adstens, the federal government
collect huge amount of money that transfer to tiages every fiscal year. What do

you think is the reason?

3.5.3. Concurrent Power of Taxation

The constitutional acclamation of the concept ofiacorent power differs from federation to
federation. Constitutionally, however, the concnaeof power signifies that the center as well
as each state has the right to enact laws concgtinsubject-matter under its jurisdiction. As it
is illustrated above, the USA presents a typicakaoaf concurrent powers. In this case, both the
federal and states are free to impose the sameofyip& upon the same subject to taxation. As it
appears in the German Basic Law, the Lander exerdegjislative power on concurrent matters
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only when the federation has not exercised itsslagve powers. But in the Ethiopian case, the
title ‘concurrent power of taxation’ may misleacders since it is different from its application
in other systems. At present, it gives the statdg the power to share revenue from concurrent

sources.

When the FDRE Constitution came into force, sevissales arose regarding the exercise of the
concurrent power of taxation which is the objectAdatficle 98 of the Constitution. The said
Article provides ‘The federal government and thatest shall jointly levy and collect...The
main issues raised are: how can both the fededhktates jointly levy and collect taxes at the
same time? Would it enable each state to enacits tax on sources listed under concurrent
power of taxation? Do all states benefit from th&sees irrespective of the place where the
sources of the tax are located? The power of @xatomprises of two specific powers: the
power to legislate tax laws or to levy, since thexim ‘No taxation without representation’ and
to collect the tax. Likewise, the concurrent powétaxation presupposes the above mentioned
two powers to be decided by the federal and statergments concerned. In doing so, the
problem of tax competition may arise between tlterfal government and states. As it is said,
unwisely treated concurrent power is a source ofliod. And the FDRE Constitution prefers
silence if conflict arises between the federal stade laws. The main issue is which law prevails.

Therefore, the concurrency of laws on the sameceonirtax would not be effective.

On the other hand, the literal interpretation & grovision of Article 98 would mean that tax
legislation would be enacted by a joint meetinghef federal and the state legislatures. Such a
meeting would also be held between the federal @mch state at different circumstances

involving only one state. This may also be anoth#iculty in practice.

The concurrent power of taxation in general wowddéhlead to inter-jurisdictional competition
(federal-state, or state-state) or conflict coniceym better control of taxes. It might have aslwel
created a serious inconvenience to the taxpayergreater possibility of tax evasion and
inefficient administration which may have a direinsequence up on the law and limited
revenue source of the country. In most cases, deanthat do not have a developed tax
administration system avoid this complicated appmoby allocating the power to the central

government only.
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? Do you think Article 98 of FDRE needs amendment?atre the conceptual and
practical problems within the Article? What chandesyou suggest the Article have

to incorporate in the amendment according to yogleustanding ?

For these reason, it is said that the Constitulias been “amended” whereby the power is

delegated to the federal government. Accordindig, provision has been interpreted in such a
way that those tax sources listed under the coactipower have to be levied and collected by
the federal government and the proceeds are coorpylshared with the states. As the result of

this interpretation, the federal government haobecfully empowered to levy and collect taxes

on the mentioned sources and to retain the procestigispose of them based on the decision of
the HOF.

The spirit of interpretative clause has been takem the proclamation, Definition of the
Sharing of Revenue between the Central Governmewt the National/Regional Self-
Governments Proclamation N0.33/92 of the TransitidBovernment of Ethiopia. However,
such interpretation would not be free from creatfngher problem. First, since the federal
government is given the power to determine thebases and rates, the states are devoid of
participation in setting tax bases and rates innia@ner that satisfy them. Second, should the
revenue sharing be divided according to specifimtda or should it be included in the grant

subsidy is the major issue.

The FDRE Constitution provides the source of coremirtaxes under Article 98. These sources
are:

1. profit, sales, excise and personal income taxesnterprises they jointly establish,

2. taxes on profits of companies and on dividendstdhareholders, and

3. taxes on incomes derived from large-scale minirdyahpetroleum and gas operations

and royalties on such operations.

The above provision seems to refer to those emseprto be established jointly after the

incorporation of the federal system. However, theediion of the government’s policy is
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towards market liberalization and its withdrawalnfr the market. Thus, the federal government
is aggressively engaged in privatizing state-oweeatkrprises rather than establishing new
public enterprises. So, practically speaking, ingigant revenue is being generated from profit,
sales, excise and personal taxes on enterpriseblissed by the federal and the states

governments.

The second list of concurrent taxation is taxes@mpanies and their dividends. Taxes imposed
upon companies are relatively mobile among sewsatks. This mobility factor reflects the fact
that their economic activities involve a multitudefactors from different jurisdictions. That is,
factors of production (capital, labour, land) mag Ussed from several states and products and
sales are going back to these states. Thus, therpmiwaxation with a huge factor of mobility is

suggested to be allocated to the concurrent pofrbiedederal and states governments.

According to Article 98(2) of the Ethiopian Conastibn, ‘the profit of companies and dividends
due to shareholders’ are sources of concurrentstakiee English version of this article only
specifically refers to revenue from company prtdit and tax on dividends due to shareholders.
The Amharic version includes sales tax, and sihgeeavails over the English version and it is
consistent with the practice. Excise tax is not tie@ed in both versions, but is actually levied
on products or the sale of companies. The exclusi@xcise taxes seems to be ‘a slip of pen’ as
there are no reasons to exclude the impositiorxate taxes on some products locally produced

or sold by private companies.

The allocation of company tax is basically seermfrthe mobility factor of the economic
activities of the companies. Usually, they opematmore than one state. But in Ethiopia, it is not
mobility that primarily distinguishes this issueatRer it is the type of the enterprise that matters
irrespective of its mobility. Except for sole pragorship, privet enterprises such as a
partnership and private limited companies are taxgdhe federal government. However, if
these companies are not engaged in business irakeggions (say in the case of laundry or a
beauty salon), allocating them to the federal adstration serves little purpose. Thus, it is
prudent to assign such kinds of business to themabadministration although they might be

registered as a PLC. This can help to augmenathedpacity of the states.
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A case can also be made for distinguishing betwdifarent tax bases with respect to the
activities of companies. Income tax on companias lamsinesses in general are payable on the
total income earned. With respect to tax on divil¥ercountries’ practices do vary; some directly
assign to the states while others leave it to @rgral administration but distribute it to the stat
through a revenue-sharing mechanism. In Ethiogia, dentral government levies such tax

according to a flat rate of ten per cent.

In most federal systems, disparities concerninditoal capacities of states are also intertwined
with their wealth in natural resources. Tax on reltuesources is, therefore, not exclusively
reserved to the states, because it may aggravatgaih between resource-rich and poor states.
Thus, federal governments deal with the unequadtilligion of natural resources through their
revenue transfer mechanisms. In Ethiopia, too,eisstoncerning the equitable distribution of
revenue generated from natural resources will bbadlenging task when it pays a significant

role in the national economy.

In Ethiopia, the revenue from taxation on inconmfrlarge-scale mining and all petroleum and
gas operations and on royalties collected from logtérations are shared between the federal
government and the regions. Thus the administrationcomes and royalties from all petroleum
and gas operations is the task of the federal govent. However, mining operations are
gualified as large-scale and small-scale operatiargere royalties, land rentals and income
taxes from small-scale operations are left to tages. It is the Ministny of Mines and Energy,

who designates a mining activity as large or sreedlle.

At present royalties and income taxes from minipgrations are not significant. But mining
operations are a potentially large revenue yiel@irea which is contingent up on the exploration
of minerals. Hence, there should be an appropreatenue sharing mechanism that can address
at least two contending interests. First, the stathere the material/natural resource belongs
may at times raise a sense of entitlement with sséoeist rhetoric. On the other hand, the
exploration activity may impose additional costtire states such as on the environment or
security (spillover effects). Thus, there will beeed to compensate these claims. Second, all the

states and peoples of Ethiopia have a vested sttémethe income generated from mining
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operations, as the Constitution confers ownersigipts on natural resources to the State and to
the peoples of Ethiopia (Article 40(3) ).

The whole argument refers to deciding what proparof the income from the above revenue
sources could go to the state or local governmehese the resources are found. For instance,
the oil-rich regions of south Nigeria initially argd to retain all the taxes and only pay royalties
to the federal government. But, recently they adgioe the increment of their share from 17 per
cent to 50 per cent of the royalties from oil colésl by the federal government. The above two
contending issues remind us that the sharing ofma® from mining operations will require
appropriate formula.

The other source of tax that need to be discussedliue added tax (VAT). Sale taxes such as
VAT and turnover tax (TOT) are multi-stage taxesieveas retail sales tax is a case of single-
stage taxation. VAT was recently introduced in &fi at the rate of 15 per cent of the value of
the taxable transaction, after Value Added Tax Rroation N0.285/2002 came into force in
2003. VAT is paid by and collected from every parsehose annual taxable activity exceeds
500,000 Ethiopian Birr and by everyone who engdgesnport activities, unless the taxable
transaction otherwise involves a supply which iemgted under appropriate laws. The VAT
replaced the sales tax on those taxable transactAs a result of the new law, the power of
levying and collecting the VAT is assigned to tleeldral government. Hence, the power of
taxation of the states as with regard to VAT paysdde proprietorship with taxable capacity
exceeding 500,000 Eth. Birr belongs to the statems been reassigned to the federal
administration. But this tax administration is egf@el to respect the taxation power of states and
the federal government is expected to transfergkienue from the VAT to the respective state

based on a derivative principle.

In general, the most important issue in concurtaration is how to share the total revenue

between the federal government and the statesdatdeen the states.
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3.5.4. Undesignated Power of Taxation

Article 99 of theEthiopian constitution reads: ‘The House of Fedemaand the House of
peoples’ Representatives shall, in a joint sessletermine by a two-thirds majority vote on the
exercise of powers of taxation which have not b&gatifically provided for in the constitution.’
An interesting aspect of this provision is the idigt method of power division it creates from
residual power reserved to the states. As per larb2 of the Constitution, all powers that are
not exclusively given to the federal governmennelor concurrently with the states are reserved
for the states. The former provision is specifiddamation while the latter refers to the general
allocation of all powers and functions of both s$ief government. Therefore, it implies that
states necessarily have a residual power concemattgers other than taxation. With regard to
exercising residual tax, either level of governmeant only acquire the power of taxation after a

decision is reached by the joint meeting of the Bowses of the Federation.

It has to be noted that the joint session of batlidés is to determine which level of government
can exercise the power of taxation. The Constituéitbocates independent powers of taxation to
the states and the federal government, and taxasdhby both levels of governments. The joint
session therefore determines the residual tax shbeed by both levels of governments or to be
assigned to either of them. Therefore the power oegdual taxes is an exception to residual

powers of the Constitution.

It may be easy to consider gift tax, inheritancedadeath duties which are found in some other
countries as residual taxes under the FDRE CotietituBut the most significant factor

concerning the scope of the residual power of tarais the system which the Constitution

follows in dividing taxation powers. It dose notlpallocate the type of taxes. The type of taxes
is allocated in relation to taxpayer or in relatiorthe object up on which a tax is to be imposed.
For example, it is not income tax that is giverthe federal government, rather income from
employees of the federal government or from enigeprowned by the federal government.
Income from the business profits of rail and aansport goes to the center, while profit from
state enterprises goes to a state. Thus, if thesai income or the payer of income tax is not

found in the taxation powers of either governmantissue of residual tax could arise.
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Sometimes, the issue of residual taxes may arife n@gard to the problem in demarcating the
precise scope of the constitutionally assignedpawers. For example, Article 97(6) mentions
the power of a state ‘to levy and collect taxesrmome derived from private houses and other
properties within a state.” Does it include taxation the transfer and alienation of these
properties? Does the phrase ‘other properties,tlvis in the provision mentioned above, refer
to intangible properties? If we answer these qaestiaffirmatively, we may consider capital
gains tax, royalty from the use of patent and cigggrand income from deposit and from
interest are not residual taxes. However, this do®sseem to be the case for at least three
reasons. First, these types of taxes are spe@aldf/taxes which require careful analysis of an
economic impact and convenience of tax administnatand the general constitutional division
of powers. For example, there must be a clear ntartdaassign the power of levying tax from
patent and copyright, while the power of pateneimions and copyright protection are given to
the federal government. Thus, there must be a ohkaadate to allocate this power to the states.
Second, this will not be consistent with the stylehe constitution which refers to specific type
and source of taxes. Third, the Amharic versiordicle 97(6) refers to income derived from

renting houses and other movable properties.

The other instance of residual tax arises if sestaposes a tax other than profit and sales tax on
individual traders within its territory (e.qg. ifspecific tax is imposed on the number of passenger
and goods carried within a state), would this @altler the undesignated tax power? If it has an
effect on interstate trade, or discriminates adaingse coming from other states, the federal

government can intervene as the power of regulatitegstate commerce is reserved to it alone.

Thus, it follows from the above analysis, capitalngtax, royalty from the use of patents and
copyright, income from interstate on deposits,auend VAT can be argued to be undesignated
taxes, despite the presence of some of them irexisting tax laws. A joint session of the
Federal Houses was held for the allocation of éittied two types of taxes before the center levies
them.

The Federal Houses in making decisions regardiegasignment of undesignated tax power
should consider both the national and state interds addition, they have to take into

consideration the principle laid down under Art®bich says ‘the federal government and the
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state shall share revenue, taking the federal geraent into account’. The task of decision on
undesignated taxes should be also accompaniedadbgsgronal competence of the subject and
the need for forum that consider the interest efdtate in advance. The study on undesignated
taxes should also consider the overall tax perfageachanging economic condition, and the

existing allocation of tax power.

? While Article 52(1) of the FDRE Constitution pros residual power to the states,
Article 99 made a provision that the residual powfetaxation should be assigned
after the deliberation of the two houses jointl/there any inconsistency between

the two provisions? Why? Why not?

3.5.5. Local Taxation

The federal constitutions primarily provide thetdiition of revenue-raising powers between
the center and the states. The division of revénoae of the elements of the power division in
the federation. Hence, the distribution of revermising power follows the general power
division method. For instance, the federation o$a, German and Brazil have three tiers of
government: center, state,local, and thereby trsdrilolition of the revenue follows this
arrangement. In the dual tier federation, decemtitbn of power further to the lower level
governments left to the states in their own teryitélowever, the assignment of power to local
governments may not be the concern of federal tatishs. For instance, the Constitutions of
the United States, Australia and Canada deal ortly the power of center and the states. Local

governments may retain some of the revenue sossigreed to the state.

However, there are some trends to constitutionallpcate taxation power to the local
governments. For instance, the German Basic Laigras$axation power to local governments,
setting tax rates such as levying taxes on reggrtp and trades. The Swiss Constitution also
recognizes the taxation powers of the municipaljitend provides that they have power to levy
direct and indirect taxes unless specifically resérfor the center. In India, it is through thé®73

and 74' amendments in 1992 that the Constitution recognize assignment of revenue sources
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to the local governments. In Nigeria, the Congtitutrecognizes local government, some

revenue sources and their right to receive a dhamethe national as well as the state revenue.

In Ethiopia, the federal Constitution leaves theadralization of power of the state to the lower
level of governments to the respective states;itbgives emphasis to the importance of local
governments having adequate power (Art.50(4). Tthesallocation of revenue sources to local
government is a state matter. Most of the state®@aganized at zonal, wereda and kebele levels
of administration below the state government. Adoagly, revenues are collected through the
finance bureaus organized at the state, zonal @ndda levels where the latter collect taxes and
they accrue to the state treasury. The weredas liev@o autonomy to spend the revenue they
collected. Also, the state governments have betarrdming the local budgets. Even though the
2001 amended Constitution of Oromia and SNNPR pmvhat the weredas shall have the
power to utilize revenue sources other than thdkeated and administered by the state
government, all the revenue sources constitutigrekigned to the states are reserved to the
state governments. The actual local tax power eeted to be determined by the respective
state laws. The major obstacle to delimit local paxers and which the states have expressed

are wide local disparities in tax sources and lachinistrative capacities.

Normatively speaking, from among the type of taagsigned to the states, those attached to real
property can effectively be administered at thaldevel if the human resource capacity is put in
place. Taxes on employment income, agriculturerme@nd rural land use fees, rental income
tax, charges and fees and tax on the sale of repefy can be assigned to local governments.
The local governments can also share the reverayehidive collected with the state government
according to a certain agreed percentage. Sincéyfieeof taxes assigned to the states mainly
follow the taxpayer’'s category and the particulangs, they can be administered effectively.
The major problem witnessed in tax collecting caéyaaf weredas is the lack of skilled labour

and uneven distribution of tax sources betweemtedas.

Solomon recommended that more efforts should betexkdo maximize the administrative
capacity of local governments and to secure th&ioreomy to administer and collect specific
types of taxes. In principle, the establishmeniboél council and local governments is meant to

enable them to implement their own expenditure opsibility by collecting certain local taxes.
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If local taxes are identified, it will be easier determine taxes to be shared by the local and
regional governments. It is also important to datee what form of intergovernmental fiscal
relations should be established in the regionsrelfenue sources and the form of fiscal
relationship at the local level are identified, theal governments will pay a significant role in
executing expenditure responsibilities, and in pyonyg good governance, local participation

and efficiency.

3.5.6. Limitations on Powers of Taxation

In federal system of taxation powers allocationMaein the federal government and the states,
there are three limitations of taxations imposecach federating units. These are prohibition of
federal discrimination tax laws, the prohibition @traterritoriality of state taxes and

intergovernmental tax immunity.

The first limitation imposed a prohibition on thederal government from dealing with tax
between the states or other levels of governmerd discriminatory manner. The limitation
prohibits the imposition of different tax rates atek privileges between the states. The
significance of this limitation is that the peopledifferent states should not be exposed to unfair
treatment by the federal government on the pretéxhe inequality of the states. It is also
attributed to the equal constitutional status ef shates. But, in some federations, like Ethiopia,
asymmetry between the constituent units of a feémeraannot be overlooked. The constitution
of Ethiopia requires the governments to providecspessistance to those states which are least
advanced in economic development. One of the meadaken with regard to taxation is to
provide different tax holidays for income from @ifént states. For instance, persons who invest
by establishing new enterprises in states such amsb@éla, Benishangul-Gumuz, Somali, and
Afar are granted an exemption for a period of filgars. However, in other states the same
investments are encouraged only by three years ii@m This incentive is meant to attract

investment in the above mentioned least develofmdss

The second limitation is the prohibition of extraiteriality of taxes imposed by the states. Such
prohibition has some purposes. It prevents certgpes of tax from shifting beyond the

territorial boundaries of the states. This is bseasuch taxes may impose burdens upon the
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economic and trade activities of other state, eytmay result in duplication of taxes. It also
preserves the free flow of goods, services andaapmmong the states. But, more important in
the Ethiopian context, is that the states shoult emact tax laws that discriminate among
taxpayers on ethnic grounds. Therefore, those taxegh by their nature are extra-territorial,

can be assigned to the federal government.

The third limitation concerns the capacity of edign of the federal government to tax each
other. In the federal system, a question arisesoawhether it is proper for one level of

government to pay tax to the other. In principhe two tires of government having autonomous
functions and taxing powers are deemed to openapatiallel so that one level of government
cannot interfere with the power of the other. Butpractice, it is hardly possible to avoid the

possibility of intervening in the work of one withe other.

In Ethiopia, the directive on intergovernmental texnunity is embodied in Article 100(3) of
the Constitution. It reads: ‘Neither states nor fibgeral government shall levy and collect taxes
on each other’s property unless it is a profit-mgkenterprise.” However, the application of this
provision and particularly the interpretation ofettierms; ‘property’ and ‘profit-making
enterprises’ should be consistent with the othewigions concerning allocation of power of

taxation.

Activity 3

1. Whether the division of specific kinds of the taxesEthiopia has difference from its
counterpart in other federations? Why? Why not?

2. Whether the Ethiopian approach makes each leveyovernment self-sufficient in
meeting the respective expenditure responsibifitiéhy? Why not?

3. The allocation of income from natural resources filetroleum and its taxation assigned
to the center as the general principle developedebgrations creates some political
unrest in Nigeria and Sudan currently. In Ethiopieere are also political instabilities
around Ogaden and Gombela because of the sameardéfasoch power over income of
natural resources is given, it would result in hontal imbalances among the states.

What kind of solutions to you propose in revenuarisiy of these natural resources?
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4. Discuss the three kinds of tax limitations imposg@dn the federal government and the
states? Identify the one that is enshrined und&®EDQonstitution?

5. The Ethiopian Constitution is based on the categbtgaxpayers and particular things to
divide taxation power between the two tires of goweents. However, such category of
taxpayers and particular things are devolved toféueral and the states as per the
division of power and function under Articles 501 &nd 52. So, Is the division of
taxation under Articles 96, 97 and 98 redundamzysuperfluous? Why? Why not?

6. Does uniform taxation in federations after powend &unctions are divided contradict
the autonomy of the states? Why? Why not? Whytidtes are not free to apply different
tax rates and bases as they want since they aiagpdifferent wage for the same
professionals (judges)?

7. The introduction of the federal VAT in Ethiopia faped the constitutionally assigned

sale taxes of the states. Is it unconstitutionalRy? Why not?

Summary

Chapter three deals with public revenue in genandl the allocation of revenue-raising power
among multiple tires of governments of federal eystin particular. The notion of public
revenue consists of two powers. The power to laggdhws on some determined sources and the
power to collect revenues accordingly. Howeverfederal system where powers of the state
including the revenue-raising power is divided aganultiple layers of governments, the task of
public revenue associates with problems, at leasttes some difficulties on the governments.
Hence, the constitutional help in demarcation ef jtirisdiction of each government in the area

is an evitable solution.

Governments in general raise revenue from two be@siources. Taxes are the major and the
substantial source of government revenue. The aonsburces are the other sources of
government revenue. The non-tax revenues accroe daministrative income such as fees and
charges, fines and penalties, special assessntents addition, price capital receipts and grants
and gifts from domestic and foreign donors coniitine substantial part of non-tax revenues.

Taxes with their category as direct and indireety vital role in government financing. They
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finance the government expenditure responsibilitgtabilize economic fluctuation, distribute

wealth of the state and encourage investment

Devolution of power of taxation by specific methisdthe basic task of federal constitutions.
Accordingly, the FDRE Constitution derives specifiethods of division of taxation between
the federal government and the states. Hence, ategary of tax payers and particular things
pertaining to either of the governments by constihal decentralization of power and functions
are taken as the base of revenue power allocaltoerefore, except custom duties exclusively
given to the federal government, all taxes arettelibto both governments in their own
jurisdiction. The Constitution addresses the dondby setting ‘federal power of taxation’, ‘state
power of taxation’ and ‘concurrent power of taxatidt also provides the residual taxation to be

dealt by the joint meeting of the two houses.

In order to make clear the Ethiopian constituticaggbroach, the system of other federations such

as USA, India and Germany have slightly been coethar
Meanings of Major Administrative Revenues

Fees: -as Pro. Seligman defined fee is a “payment toagetine cost of each recurring service
undertaken by the government, primarily in the pulrterest, but conferring a measurable
special advantage on the free-payer. Thus, a fagé/ment charged by the government to bear
the cost of administrative services rendered piignar the public interest, but conferring special
benefits to the individuals. Hence, fees are tpdid only by those individuals who receive some
special benefits from the services rendered bygtheernment, e.g., a student has to pay fee for

getting the benefit of education from governmetiieges.

Thus, fees can be distinguished from prices. Piacesalways voluntary payment, but fees may
be compulsory contributions though both are madespecial services. An element of tax, i.e.,
quid pro pug is also present in fee, while it is absent ircgsi Fees are the by-products of the
administrative activities of the government and agtayment for business activities undertaken

by the government.
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License fee: though a license fee is similar in nature to tifed fee, but it can be distinguished
from a fee, “a license fee is paid in those instana which the government authority is invoked
simply to confer a permission or a privilege ratteeperform a service of a more tangible and
definite sort.” The registration fee for motor velki the payment for permits to operate
automobiles, and the license fee for keeping aag@gmbe examples of such fees. In these cases,
an individual is not forced to make payments, baei wishes to use an automobile, he must pay
the necessary fee. The nature of the benefit catarp on the payer is to be found in the shape

of legal practical benefit to use an automobiléodkeep a gun.

The object of such a fee may sometimes be the atgul or control of various types of

activities, e.g., licenses for guns are grantedeponsible persons to maintain law and order.
Similarly, licenses are granted for running liquetrops to control the scale of liquor. For the
interest of public safety, automobile drivers askeal to obtain driving licenses, and these are
granted only when an individual is fit for drivingarticular vehicle. Hence, the element or

regulation or control is present in license feeichidistinguishes it from fee and taxes both.

Special Assessment:. -Pro. Seligman, defined special assessment as, ‘fapusory
contribution, levied in proportion to the speciankefit derived to defray the cost of a special
improvement to property under-taken in the pubiteiest. That is to say, when the government
undertakes a certain activity of public improvensetike construction of roads and bridge,
provision of drainage, street-lighting, etc., thayay confer the common benefit to the
community as a whole and special benefit on thdsese properties are nearby. As a result of
the improvements, the values or rents of thesegoti@s may rise. The government, therefore,
may impose some special levy to recover a parthef éxpenses incurred. Such special
assessment is levied, generally in proportion ef iticrease in the value of property. In this

respect it differs from a tax.
Fines and Penalties: fines and penalties are not an important souraewdnue. A fine refers

to the punishment or penalty which is imposed lfierinfringement of law. It is meant to serve as
a punishment for and a deterrent of crime.
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Forfeitures: - forfeitures of basic surety or bonds refers tofbealties imposed by courts for
the failure of individuals to appear in the courts, complete contracts as stipulated, etc.

Obviously, the sources of revenue are also of lreglg importance.

Escheat: -it refers to the claims of a government to the praps of a person who dies without

having any legal heirs or without keeping a wilhuB, a tank balances and other properties of
such a person will pass to the government. Underights of escheat, the government may also
acquire unclaimed property of dissolved educati@nather trusts, etc. This is not an important

source or revenue.
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CHAPTER FOUR
FISCAL IMBALANCES AND INTERGOVERNMENTAL
REVENUE TRANSFER

Introduction

Students! you have learnt about allocation of mubkpenditure and revenue rising in federal
system in the previous chapters. In this chapterwil discuss two basic elements of fiscal
federalism: fiscal imbalances and intergovernmetrahsfer. While public expenditure and
revenue rising are common in public finance to katids of governments and states, fiscal
imbalances and intergovernmental revenue transfeckisively happen in fiscal federalism —
public finance in federalism. These basically re$idm the devolution of financial power to
different tires of governments in federalism. Bismbalance means a mismatch of revenue and
expenditure in state or among the states. It isvof kinds: vertical imbalance and horizontal
imbalance. Vertical imbalance ésmismatch between the expenditure responsibitity tae
revenue capacity of regional governments which spenvay to the center to interfere —
creates vertical relationship between the statdsttaa center. On the other hand horizontal
imbalance is fiscal imbalance which is related e fiscal disparity in providing equal
public services among the states. It entails thditviduals in different states have different
access to the same public service. Hence, thigesdmrizontal comparison among the

states.

The first part of this chapter explores the two atamces highlighted above with their
causes and implications. The second part of theesandevoted to cure the problem of
fiscal imbalancesi.e. intergovernmental transfer. The concept of figcahsfer concerns
issues that address the states’ financial consdrain executing their expenditure
responsibilities and narrowing the gap betweenmaegecapacity and expenditure need to
ensure that state governments will be able to gewomparable public goods and

services. These can be achieved, as illustratezlihder, through transfer such as revenue
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sharing, grant and interstate transfer. Ending vathmmary, the chapter has in-text

guestions and activities throughout the lessons.

Chapter Objectives

At the end of this chapter, the students will ble abmong other things ,to;

» understand the concept and meaning of fiscal imicalaand intergovernmental fiscal
transfer,

» identify the basic causes and implications of bwa#rtical and horizontal fiscal
imbalances,

» acquaint themselves with the impact of black eomnaand ethnicity in fiscal
imbalances,

» identify the types of fiscal transfer;

» analyze the types and objectives of revenue traresfhiel

» acquaint themselves with the methods and techniqtiggant distribution formulas

and their basic elements.

N.B. This Chapter is highly drawn from the book entitiétiscal federalism in the Ethiopian
Ethnic- based Federal systémBy Solomon Negussie (Dr.).

4.1. Fiscal Imbalances in General: meaning

In federations powers of the government are sultgeconstitutional devolution among tiers of
the governments. This includes financial power ofegnments to satisfy the public services
through expenditure responsibility and revenueingis Though this allocation scheme is
designed with many considerations, it is not immumnem creating disparity between
responsibilities and resources. The fiscal mismaietween the expenditure responsibility and
revenue sources is generally termed as fiscal mmgal In accordance with the level of
governments and their relations, there exists ntidmbetween revenues and expenditures that
arise from fiscal relations between the center anb-national governments and from fiscal
relations among sub-national governments. While fhemer constitute vertical fiscal

imbalances, the later does horizontal fiscal imbeds.
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?What are the conditions that constitute fiscal itabees? Identify the two fiscal

imbalances.

4.1.1. Vertical Fiscal Imbalances

The issue of vertical imbalance is one of fiscabatance challenges of fiscal federalism
that is encountered by either of the tiers or lytliernmentsin most federal systems,
there is a mismatch between the expenditure regplitysand the revenue capacity of
regional governments. This imbalance between themee raising ability of sub-national
governments and their expenditure responsibiliiesusually calledvertical fiscal
imbalance. The problem of vertical imbalance is also evidemttihe Ethiopian fiscal
arrangement. This vertical imbalance is primarigngrated by constitutionally assigned
expenditure and revenue responsibilities. Thawvisle tiers of government have significant
expenditure responsibilities, the major revenuercairemain concentrated at the centre.
In most federations, expansive and lucrative soofdaxation lie within the center while
the responsibility to provide for development, \@edf and social activities like education,

housing, health, agriculture etc. are primarily o0sed on the states.

There are two methods which enable to examinecatitnbalance. These are basically based on
the two aspects of public finance: the expenditur@ the revenud he first way is to measure
what share of regional government expenditurediaamced with its own revenue sources
under the control of the region. The outcome of theveals the share of regional
government expenditures financed by revenue sowuesolled by the region itself and
the federal government. Then if the substantiateslof regional government is covered by

the center, vertical imbalance imperatively exists.

The second way to examine the imbalance is to medhla share of revenue generated by
the regions as a percentage of the total natianednue raised by all tiers of government.
This shows the capacity of the regional governmanorder to incur its expenditures

compared to other states. The imbalance measuitbese two ways demonstrates whether

the states remaiwith limited revenue sources and with a small petage of the total
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revenue. For instance, the revenue generated bgt#tes, including Addis Ababa City
administration and Dire Dawa City council, accouotsonly a maximum of 9.7 per cent of
the total national revenue in 2007/08 fiscal y&dre overall share of the states’ revenue is
considerably lower thatheir expenditure. For example, in the 2006 fiscal yéar states
own revenues (excluding Addis Ababa) covered on8/71per cent of their total
expenditure. It is apparent that the remaining @atage of expenditure was covered by the
finance transferred from the centre. Eventhough rineenue collected by the regions
increased progressively from 1,736.5 million in @0 1,620.6 billion in 2007, it is the
central government which collects the major portminthe country's revenue. This is
mainly because taxes collected from profits, reslidurplus and indirect taxes from the
federal government enterprises as well as impdresluvhich constitute the lion’s share of

aggregate revenue sources are under the Federafidosnt.

4.1.2. Horizontal Imbalance

One of the objectives of the fiscal arrangementoiensure that individuals residing in
different regions or localities have equal accessublic goods and services. However, the
sub-national governments may not have equal fisaphcity to provide public services
although they are assigned with the same revenueem They usually have different
capacities owing to the fact that single tax bass mot generate the same amount of
money in different places. This leads to anotheyblgm of fiscal imbalance which is
related to the fiscal disparity between the statssially referred to aborizontal fiscal
imbalance The problem of horizontal imbalance occurs whea tevenue capacities of
different sub-nationals vary so that they are o & provide their citizens with services
at the same level on the basis of comparable teeldeThis problem is related to the

varying fiscal capacities of the individual memitates of the federation.

In Ethiopia, all the regions have fiscal deficitedahey also have widely divergent revenue-
raising capacities. This disparity can primarily a#ributed to the fact that regional
governments at the same nominal level vary conaligrin their skilled manpower,

financial capacity, as well as in population sidast two regions, Oromia and Amhara,

account for 60 per cent of the total population and third of the territory in the country,
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while three regions (Harari, Gambela and Benishh@gumuz) do nohavemore than one
per cent of the population. They also have vanatiavith regard to management and
administrative capacities as a result of relati@gations in natural resources, infrastructure
and the characteristics of urbanization. They alaogy their economic environment for
private as well as public investment. This asymyetuses problems in measuring the

imbalances between the jurisdictions.

Table 4.1 REGIONAL GOVERNMENT EXPINDITURE FINANCED FROM THRR OWN REVENUR F.Y 2006.

(in Billion)

Region Total Exp. Own Revenue| % share of (2) | %share of total
Regional revenue

1 2 3 4

Tigray 695.7 194.9 28.0 12.0

Afar 332.0 38.0 11.4 2.3

Amhara 1899.7 380.3 20.0 23.5

Oromia 2958.3 624.3 21.1 38.5

Somali 506.2 31.0 6.1 1.9

Benishangul- | 229.0 22.1 9.7 1.4

Gumuz

SNNPR 1626.4 262.8 16.2 16.2

Gambela 156.2 12.4 7.9 0.77

Harar 119.0 20.5 17.2 1.3

Dire Dawa 153.9 34.3 22.3 2.1

Total/Average 8676.4 1620.6 18.7 100

Source Ministry of Finance and Economic Development (MoREDBf. The
Federal Democratic Republic of Ethiopia, The Newddtal Budget Grant
Distribution Formula, May 2007.

A formal regional fiscal imbalance is measuredtas ratio between regions revenue and

the total revenue generated by the regions. Tlad tevenue collected by the regions is
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very much concentrated in a few regions. Just §vates account for more than 80 per cent
of the total revenue generated by the states.rfstance, in 2006/2007 fiscal year Oromia's
share of the total revenue raised by the regiors 35 per cent, but Gambela had only
0.77 per cent. They accounted for 21.1 and 7.9 per oérheir respective financial
expendituresThe largest revenue item in these regions is empdoy income tax. Their
capacity to effectively raise revenue from businetated taxes such as sales, excise, and
business profit taxes is very much limited.

A better indication of the horizontal fiscal imbate is given by the percentage of revenue
raised by each region relative to the respectiveeediture. The lowest percentage is
recorded in the Gambela region. The variation enrdvenue capacity is a reflection of the
available revenue sources. The lowest percentagewvahue compared with there own
expenditure implies that they have the least reeegenerating capacity. The data also show
that Tigray and Dire Dawa generate the highestgmage of their own revenue compared
with own expenditures, accounting for 28 and 22B gent respectively. Amhara, SNNPR
and Harari showed about 15 to 20 per cent, whil@&ip Benishangul-Gumuz and Gambela

regions were able to account for less than 10 getr af their expenditure.

Although the percentages show frequent fluctuatidine ratios can be easily interpreted.
First, the total expenditure is dependent on theuwnof federal grants. When a region
receives a higher amount of transfer, the revenperaliture ratio will be lower. Second, it
reflects the administrative capacity of the regiohisose with the least executive capacity
usually generate the lowest percentage of reveiinrd, taking the least revenue-
generating capacity into account, Afar, Somali, iBeangul-Gumuz and Gambela are
categorized as the least developed regions sealksn@stantial amount of federal grants. On
the other hand, Tigray, Amhara, Oromia and SNNP®& @nsidered to be relatively
developed and entitled to lower per capita fedgrahts. It is also said that there is a higher
level of economic activity in these regions whiashed to a larger revenue base. However,
these regions also need the provision of goodssendces for their large population size.
Although these are the general categorizationsa foetter understanding of the imbalances

it is important to measure the revenue and expereddisparities on a per capita basis.
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4.1.2.1. Intrastate Imbalance

If we continue the comparison, the imbalance exstsonly between the regions. There is
also an imbalance between zones and local adnatisis within a region or in

comparison with those in other regions. In otherdso the horizontal fiscal imbalance

refers not only to interstate but also intrastatebalances between the sub-regional
governments. In order to analyse the actual imlalamf revenue-generating capacity vis-
a-vis the expenditure share there should be a cbsmignment of sources and
responsibilities. Although the powers and respahés of the sub-regional adminis-

trations are not constitutionally delimited, theneoand wereda administrations have, in
practice, expenditure responsibilities. Hence,dlestist horizontal imbalances among zone,
weredas and even kebles. It suffices here to sedidt two cases which are the major

ones.

a) Zonal Level

If we see the Amhara region, zones vary in themtigbution to the region’s total revenue
and in the percentage of revenue compared to ¢tiwair expenditure. For instance, during
the 2000/01fiscal year, the smallest contribution was madeNBg-HimYrazone raising
aboutl.4 per cent of the total revenue and coversgercent of its own expenditure. The
highest contribution came from the South Wollo zeoaising about 16 per cent of the

region’s total revenue and covering 30 per centiscdinnual expenditure.

In the Oromia region, a few zones within the regwere major contributors to the

region’s revenue capacity. For example, the reotirexpenditures of East and West
Harerge zones are completely covered from localilected revenue sources. The
economic dynamics in some of the zones indicaternttst ofthe tax bases accrue to the
regional and to the federal government (i.e. noal@overnment). For instance, Eastern
Oromia is an industrial zone and has a better pggiof attracting investment due to its

better infrastructure. Some other zones have anpatenatural resources and agricultural
investment. However, most of the revenue from largestment accrues to the central
government. If these economic potentials are etgdloand properly regulated, it may be

assumed that there will be significant contribusicio the region, zone or to the local
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government.

b) Wereda Level

Weredas also experience horizontal fiscal imbalanc2ut of the 89 weredas in the
SNNPR, 18 weredas together were able to generate than half of the total business
profit tax collected in the region. 45 weredas tbge generated less than 10 per cent of
the total business profit tax. During the samedligear the weredas in the Tigray region
varied tremendously in their revenue-generatingcap. Out of the totaB4 weredas, two
weredas together were able to generate a majolopoof the sales tax collected in the

region.
Activity 1
What do we mean by fiscal imbalance? Identify the imbalances.

What is the difference between horizontal and galimbalances?

Articulate the difference and similarities of me@&suof both fiscal imbalances.

A

Horizontal imbalance has wider dimensions thanica@rimbalance. Discuss the area of
dimensions.

5. Students, you have learnt about types of federaiisitihe course federalism. Do you
think fiscal imbalances among the tiers of govemtmedemonstrate the type of

federalism? How? If so, what kind of federalisniEthiopia experiencing?

4.1.3. Causes and Implications of Imbalances

a) Causes of Imbalances

The cause of fiscal problem that the regions acenfphas two aspects: revenue is low
while expenditure needs are high. To begin witherexe, the dominant and lucrative
sources of revenue are reserved for the federargavent under its exclusive jurisdiction,
or through the concurrent powers on the basis athvh has the ultimate power to levy
and collect the taxes. The major sources of reveaueh as customs duties and other

charges on imports and exports, which account Her lion’s share of the total revenue
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generated in the country, are placed under theusixa jurisdiction of the federal
government. The centre has also been levying atiéctiog other taxes levied upon
companies which are concurrently assigned to theeeand the states.

On the other hand, tax sources which yield onlymatéd amount of revenue have been
allocated to the states. The sources of revenué bglthe states neither generate a
substantial amount of taxes nor reveal signs olvtraelative to the total revenue and their
expenditure needs. This can be observed from therlamount of revenue generated by
the regions. The regional governments generateadl amount of tax from trade activities
and indirect taxes such as sales tax. The regi@v&€nue receipts are mainly from those
types of sources which are easier for the admatistn, such as employment income tax,
pension contributions and charges and fees foice=vendered by government office. For
the regions, the source of tax which is easiestHeradministration is personal income tax
paid by government employees. The insufficient nexeof the states is not only the result
of limited tax bases, but also of tax administnatiocapacity and taxpayers’ unwillingness

or inability to discharge their obligations.

On the expenditure side, the low level of developime the country leads to particularly
high expenditure needs in the regions. If it wassfapfederal grants most regions could not
even cover the salaries of the civil servants. Tisat further reason why fiscal gap

measurements show a considerable vertical imbalance

As Ronald Watts propounds, the vertical imbalanoatinues and requires regular
adjustment. This is because, according to him, ragten how carefully the original
designers of the federation may attempt to mateh rdvenue sources and expenditure
responsibilities of each order of government, diree significance of different taxes (such
as income taxes) changes and the costs of expendidy in unforeseen ways. Revenue
from agricultural income tax and land use feeseaidences in Ethiopia. The revenue from
these sources always vary because of famine wtifebta millions of people of the land

frequently.

The vertical imbalance may also be attributed ® fdct that the factors determining the

assignment of expenditure and revenue-raising resipdities are usually considered
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independently. The underlying reason for assigniough powers to the sub-national
governments is to bring a government closer topieple so that the governments better
address the people’s needs. But with regard tgmisgj taxation powers could be additional
reasons which may lead to the growth of a vertio#balance. There are at least two
reasons: capacity in tax administration and thednteesecure equitable distribution of
finance among the regions. This is because, fomelea for reasons efficient and effective
tax administration some tax sources will be assigondghe center. Similarly revenue sources
which are unevenly distributed between the regiomscentrated in few regions could be
retained by the centre. Unless they are retaiedcéntre and later on redistributed to the
regions on equitable grounds, there could be wareha huge disparity between the regions.
However, there will be a vertical imbalance betwdenexpenditure responsibilities and the
revenue raising capacities of the states whichireguan effective transfer mechanism.
Thus, when a greater portion of revenue accruéiset@entre, the major task of the central

government wilberedistributing it equitably to the regions.

The levels of the vertical fiscal imbalances in sowleveloped federal systems have
demonstrated a lesser revenue capacity on theopdne states, while the centre collects
funds in excess of its expenditure needs. When natyae the Ethiopian federalism (the
assignment of expenditures and the revenue-ratspgcities) and its vertical imbalance,
the vertical imbalance is not a result of an agssigmt of power that enables the central
government to collect funds in excess of its exengl needs. Although the amount of
revenue that accrues to the federal and stateutieasvaries tremendously, the federal
revenue is not sufficient to cover the federal exjieire. The central government does not
generate revenue in excess of its expenditure ndeds only when we compare the
capacity of the central and the regional governs\émat the vertical imbalance is evident
from the flow of a large amount of taxes to thetomnlf we see it in terms of fulfilling
financial requirements, then neither the centretherregions cover their expenditure from
domestic revenue sources. All the revenue genelstéide federal government through tax
and non-tax sources accounts for up to 65 perdeité total expenditure. The bulk of the
expenditure needs are covered by finance flowioghfdomestic loans as well as foreign
sources such as loans, aid, and counterpart furdsse sources account for up to 35-40

percent of the total national expenditure.
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On the other hand, horizontal fiscal imbalancehm $ame fashion is caused by the revenue
and expenditure aspects among the states, spéygifitee variation of regions in terms of
per capita revenue and per capita expenditure.iFtualculated as the ratio of total revenue
and expenditure to the total population of thea@agndependently. In cash terms during the
1999/2000 fiscal year, the lowest amount of reveraised per person was about 6 birr in
Somali and the highest was about 85 birr in DirevBaespectively, excluding the Addis
Ababa administration. The next highest per capdaknue was raised in the Harari region
(65.8). The highest per capital revenue raisedire Dawa and Harari is a reflection of the
higher level of economic activity as they are urloanters and have a smaller population
size. Although Tigray, Amhara, Oromia and SNNPR iaréhe same group of relatively
developed regions, the latter three regions, veitgd populations and territory, have lower
per capita revenue and per capita expenditure ttiumiddle-sized region of Tigray. This
demonstrates, among others, that the average sezerdatter in the per capita distribution

of revenue.

A number of reasons are provided for the root caddeorizontal imbalance. To mention
some, difference in natural resource endowments ghas rise to variation in revenue
sources; urban centered industrialization that paolestments and high dependency ratio
of young, old and poor, or naturally difficult tam or generally higher cost disability

factor.

The data, on the other hand, demonstrate variaiioribe level of expenditure. Those
regions with the largest revenue-raising capacity ribt have the highest per capita
expenditure. Rather, those regions with the lea&stemue capacity (also a smaller
population size) have the largest per capital edjpere. This is due to the high revenue
transfer from the centre, based on the fact they tlrave a higher public expenditure need

owing to the relatively low level of development.

b) Implications of Imbalances

Whatever the causes may be, the vertical imbalan&ghiopia provides evidence that the
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centre dominates the fiscal power of the federatidre imbalance is also higher than in
many other federal systems. As we have seen allbgesub-national revenue share in
Ethiopia is a maximum of 9.7 per cent (2007/2008) Fcompared to India 28, Brazil 24.3,
Germany 24.5, Australia 28.2 per cent and NigeB& Per cent. In this regard, the main
issue will be what does this imbalance imply?

First, it could lead to problems of inefficiencys At is argued, because the costs of public
expenditure are not fully internalized by the regiand are supported by transfers from
other parts of the country, there is a reducedntiee to provide public services in an

efficient manner.

Second, a very low level of vertical imbalance gahg implies that the states vigorously
exercise their decision-making autonomy, as th&venue capacity matches their
expenditureresponsibilitiesto a great extent. In contrast, a higher degreevestical
imbalance implies that the states’ autonomy is ddpet on the transfer of revenue
controlled by the center. When the states remaih svismall amount of revenue compared
to their expenditure needs, they will be prone he influence of centre. However, the
extent of the central influence will be dependemtlte mode and extent of federal transfer
which is discussed below. If the nature of transfetem emphasizes federal preferences or
conditions, there will be too much influence on thgonomy of the regions. The practice
in Ethiopia does not appear to reflect a challetigeecure regional autonomy, since the
ruling party and its allies control both the fedexad regional governments. However, this
trend may change if strong opposition parties @nboth the federal and regional
governments. In such a case, the degree of maimgairegional autonomy will be
dependent on the nature of the revenue sharingtlamdransfer system. The revenue
transfer system requires, at least, an indeperadehefficient financial institution, a check
and balance mechanism (through the Upper House)aatrdnsparent transfer formula.
Otherwise the federal government may harass aiceste states’ autonomy through fiscal
instruments.

Apart from focusing on revenue sources, reducirg éRisting imbalance itself requires far

reaching administrative and political measuresattkle the problems. Some of theseasures
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could be the following: increasing efficiency inxtadministration so that the regions can
tap the full potential of the assigned taxes, priomgoawareness among taxpayers to fulfill
their obligation, securing financial accountabiliyghting corruption, and engaging in
effective intergovernmental cooperation. This ateguires a political commitment to
enhance the capacity of sub-national governmentefogining from acts which hinder the

movement of skilled labour and capital.

? Students, can vertical imbalance be used as a weapong the tiers of federal
governments for political influence among each B2Heiscuss the worst case of
such influence whether it happens in multi-partgtegyn or single-party system

of parliament.

The horizontal revenue imbalance implies that thgians retain different capacities to
generate revenue within the regions to cover aafspaiblic expenditure. It also reflects the
extent of support they need in the form of fedénahsfers, but before takiregy corrective

measures, the fiscal disparities between the regstwould be effectively measured. Thus,
there should be a method to measure both the agtal is collected) and the potential

revenue capacity.

The degree of financial imbalances can also beemited by imbalances in the expenditure
needs. The need for public services of differepesycan differ between states and the cost
of providing them may also differ. As Watts emphas, this is because of variations in
population dispersion, social composition and atactire, and the cost of providing
services affected by such factors as the scalallbiigpadministration and the physical and
economic environmenfThe imbalance of expenditure needs between regamislocal
governments should be measured. Thus, the measurdomuses on the cost of the
provision of basic services in the regions and sime of the population with similar
expenditure needs due to remoteness or povergckrdf public services.

The general understanding is that the least deedlaggions have been historically
marginalized and, therefore, they have a highereedjppjure need. However, this
comparison is difficult because the total numbermpebple living in extreme poverty in

Oromia, Amhara and SNNPR is higher than the tatad sf the population living in the
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remainder of the regions. Measuring the expenditeexls should also target the vulnerable
population that lives in the so-called developagiars. As a whole, in the Ethiopian case,
measuring the imbalances could be feasible if tkistiag asymmetry pertaining to
demography and size is reduced by territorial raoization. It is argued that efficiency

and accountability is better promoted in regionthwai relatively manageable size.

C) Extraneous Factors in Fiscal Imbalances: black @rket and ethnicity

? What is the concept of contraband or black ecortoisyit helpful or harmful
to ones’ economy? What would be its fate when Filai@ccedes to WTO?

One of the main challenges in measuring the hot&oimbalance between the states,
between zones or between local governments isntipadt of the black economy. This
makes itself at local level. The black economyédkated to unregulated business, cross-
border trade and smuggling. In some places the ghmggof goods into and out of the
country forms the major economic activity of theopke. However, the expansion of
contraband trade and the dumping of cheap foreigdyzts on the local market have been
major setbacks to the growth of the industrial @eat general. In general, contraband is
rampant in many of the localities in the Somali,r&tg Benishangul-Gumuz and some
Oromia zones, whereas at the moment regions likehakm and Tigray have little
opportunity to “benefit” from such a black econonpr instance, it has been reported that
the country loses up to 400 million birr due toelimnimal smuggling in the eastern and
southern part of the country. The impact of thecblaconomy in the regions mentioned
above cannot be ignored. Besides, its impact om#ti@nal economy, it can contribute to
imbalances between Weredas, Zones or regions asafgmay be. It can also influence
the per capita income of the people in a specihizezor wereda. It has been recounted by
the residents of Dire Dawa that economic movementhe city is hampered since the
Federal government imposed serious customs coniffbey complain because the
economic activity in the city is forced to movernteighboring Zones where administrative
and customs controls are lax.
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The fiscal issues are one of the objectives of ERRDF: tackling the socioeconomic
problems by treating all ethnic groups equally. éhnicity is the basis obrganizing
regional or sub-regional levels of government, ¢hiex also a tendency to scrutinize the
fiscal imbalances through the same principle ofaéiuof ethnic groups irrespective of the
level of government. A comparison of the finangialckages of ethnic groups, however,
will not address the real financial disparitiesvizetn the levels of government. Of course,
the ethnic groups vary in terms of several factoes)ging from the population and
geographical size to the manpower and adminisgat@pacity available. However, the
fiscal imbalance can only be measured by compahegevenue and expenditures across
the territorially defined jurisdictions. Thus, tiendency to devolve power to the weredas
making them the relevant budgetary unit which theakes it possible to measure the fiscal
imbalances between them. Nevertheless, the diiferahthe local level is also a reflection
of the disparity between the regions and it isljikbat the disparity between the weredas
would be the same. This is so because the dispatrggrved at the regional level is also a
reflection of the disparities at the local levelurthermore, tracing the exact degree of
imbalances and the precise calculation of the sbhrevenue requires a careful analysis.
Thus, a comparison between local governments isalgqyroblematic as it reveals
tremendous variations in financial capacity, expemd demand and skilled labour. Thus, to
effectively measure the local fiscal imbalances important at least to reduce the territorial

asymmetry between the regions.

In sum, measuring regional disparities is importanbrder to identity places that need a
better provision of public goods and services. Reduthe fiscal imbalance is not only
important for the purpose of equity, but also forging solidarity between the regions,
zones and the weredas. This will strengthen thartetid reduce the disparity in the level of

public services across the regional or local jucisans.

Activity 2
1. List down the causes of vertical and horizontal alabces and identify the legal and
practice based cause
2. List down the implications of both fiscal imbalascé&entify those of political and

economic or social implications
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3. The vertical imbalance of a region consistently Wiaanced by the center with smooth
political relationships between them owing to thens party was ruling both the center
and the region, however, the current election testduse different political to parties
assume in the two governments. The ideologicaledifice between the two parties
amplifies the policy and priority of expenditureffdiences. What are the expected
political influences and economic implications e {population of the region?

4. The Ethiopian federalism craft construct ethnicdobstates, which have horizontal fiscal
imbalances, do you think that highly ethnocenthoughts has impact on the fiscal
relation among the states? Do the basic valuemufinational federalism help to
lubricate the financial tension? Discuss them.

4.2. Inter-governmental Revenue Transfer: meaning

The outcome of the overall greater fiscal imbalanieas led to the implementation of the
transfer system that can be considered as the meyanue source of states in many
federations. The transfer system in Ethiopian fatien operates within its local context.
Transfer in crude sense is a mechanism which iegby vertical flow from the center to
lower governments or the vice versa and horizontlithm wealthier regions to poorer
regions in order to maintain fiscal stability thateates broad correspondence between

revenue resource availability and expenditure fioned responsibility.

4.2.1. Objective of Transfer

We have discussed the devolution of powers andoresipilities to sub-national govern-

ments to enable them to act independently on nsattensidered to be in the interest of
their constituents. Other mechanisms, notably igaliand economic, have to be employed
to accommodate diversities in conformity with logaéferences or capacities to perform
the responsibilities. This is considered to be way of accommodating diversities and
regional autonomy. Promoting diversities may reguldisparities related to governmental
financial capacities or individual incomes. In arde manage the income disparities while
preserving diversities fiscal instruments, partelyl intergovernmental revenue transfers,
are vital.
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Revenue transfer has the main objective of addrgd$ie states’ financial constraints in
executing their expenditure responsibilities. Batrawing or closing (if possible) the fiscal
gap between revenue capacity and expenditure negdnot be sufficient to ensure that
state governments will be able to provide comparghlblic goods and services. The
revenue of the state governments may vary alsodstthem, which affects their ability to

provide (access to) services.

The process of adjusting the horizontal as welexsical imbalances is known &sscal
equalization system’. This process is required, for large differences eéoonomic
circumstances between regions are likely to threttte cohesion of the federation, and to
distort federal policy making and the operation tbé internal market. However, the
processes, extent and nature of transfer to rihadesired level of equalization vary widely
across federations. For instance, in Australia, phecess of adjusting the imbalances
between the states takes into account not onligeotlifference in revenue capacity, but also
of the difference in expenditure needs. Notwithdtag the great variety, the general
assumption which is common to most federations eonieg the objectives of equalizing

revenue capacity of states is principally to adsltbe vertical and horizontal imbalances.

Addressing financial disparities between governmdsat sought for equity reasons and
promoting an economic union. The interest of anneadc union at the same time

necessitates an equitable revenue transfer systdroadlaboration between the constituent
units of a federation. The system of revenue te&an& related to the economics of the
responsibilities and revenue sources of governnidns. federal principle leads to a certain
expectation that each state should have a broamhparable level resource so that it can
provide the same standard of public services ssobdacation, health, social welfare, etc.
However, the states end up with different capaiiieprovide public goods and services to
their resident. This results in two main problerdgferent tax capacities and different

expenditure needs. Consequently, as economists idagtical persons will be treated

differently by the public sector according to thatss in which they reside. Thus, in the
process of revenue transfer, there is also a neezbrisider, to the extent possible, the

equitable distribution of income between individual
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The disparity in the capacity (of revenue raisimgl @xpenditures) of the states also raises
the question as to how to balance their role initiherest of the economic development of
the federation as a whole. Inefficiency in somestituent units can have an impact upon
the capacity of the federal government, on the baed, and on efficient execution of
responsibilities by the states, on the other. Tihidecause the disparity consequently
requires the shifting of resources from efficiamirtefficient states. The financial imbalance
between the states requires an equitable trangfexhvean address two opposing interests:
enhancing the ability of states with less reliammce their own source of revenue and
promoting the role of the efficient ones in achmgyvihe objective of equitable distribution
without weakening the financial benefit derivednfréiscal decentralization. Therefore, the
other objective of revenue transfer is to reduiceot to eliminate, financial imbalances and

inefficiency across the states.

The other rationale of revenue transfer is to campte for local spending which provides
significant extra-territorial benefits or spill avbut has unrecognizable local benefits, or
increases the local burden due to the goods antteerprovided for the neighboring state
or local territories. For example, local spendimgsachools and health centers could in fact
mean the provision of services to people comingnfneeighboring local governments.
Unless these external benefits that are givendmther communities are compensated, the
quality of goods and services to the local comnyureimains below standard or the local
government will be forced to undertake additionadts. Thus, the revenue transfer system
is expected to take this issue into consideratiod aim at compensating the spillover

effects of local costs.

A federal government may also transfer revenuddoal spending on condition that it can
be spent on specific services or targeted objextiVhis type of conditional transfer will at
the same time enable the implementation of fedeoities at the state or local level. In
addition, transfer serves to achieve political godl the decentralization in a federation
target to keep some economically non-viable, caltpymon-sustainable and non-dominant
groups autonomous from the influence of majorityhtorically unjust marginalization,

transfer makes it to place.
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The attainment of the objectives of an equitaldedfer of revenue might encounter several
problems which should be handled with care. Falaimse, several economists warned that
if the transfer solely aims to fill the budget @#fiand if sub-national governments rely on
the amount transferred, it can have a disincengiffect on efficient tax administration.

Inefficient local taxation can also reduce accohbilityg and responsibility towards local

residents. Thus, transfers should, to the greadrtdnt possible, reduce the impact of
inefficiency and unaccountability. Also transferayrundermine the autonomy of state or
local governments if they involve federally setopities or conditions. So, one should be

careful not to create a loss of local or state rRartoy.

Furthermore, the role of transfers should be pufa@tyaddressing the special problems of
financial incapacity rather than benefiting states political expediency. In this regard,
there should be a clear legal mechanism and arasedbiinstitution to administer the system
of revenue transfer so that it cannot be manipdlatesed on the outcome of an election. It
should not be used to appease those states whighomaa coalition in government or to

penalize the rest.

Another factor especially relevant for countridesliEthiopia is the relationship between
revenue transfer and economic development. Theeciga here is to create a level playing
field for the regions, that is to strike a propatamce between regional economic efficiency
and competitiveness on the one hand, and the ezéest& political cohesion based on equity
on the other. While reducing regional economic dgigjes promotes national unity and

peace as an important prerequisite for nationakldgvnent, horizontal equalization must
not be a disincentive to regional development #acts/

4.2.2. Types of Transfer

Although the scheme for the allocation of centedesttaxing powers can be made with

many considerations in mind, in most cases it does create a balance between

responsibilities and revenue sources at the statd. IMost productive sources of taxation

are in the hands of the centre. As a result of this necessary to transfer a portion of the
revenue to the states. Thus, most federal systawve $pought to create a balance between
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states’ functions and financial resources througinsfer mechanisms. While in some
federations the power is entrenched through spdaiferpretations of the concurrent power
of the centre and the states, in some other systemder transfer of authority is mandated
by the constitution. As Roy Bahl remarks ‘transfars at the head of sub-national finances.’
But designing a transfer system is difficult, neadt because of the many goals that such
systems might set out to achieve. One system casimutitaneously achieve all of these
ends and governments must decide which are the impsttant. In general, there are two
instruments which are devised for the transferesenue from the centre to the regions:
revenue sharing and equalization through the dilmtaof grants. Before discussing the
situation in Ethiopia, it is important to gain arsight into the nature and the purposes of
these instruments and the practice in other fedgrslems. First let us discuss revenue

sharing, next we will discuss grants.

4.2.2.1. Revenue Sharing

The nature of revenue sharing heavily depends tipertonstitutional division of revenue
sources between the levels of government. In getiexee are two cases:

i) in some cases, besides assigning independent egemnices to the centre
and the states, revenue sharing applies to speaticces the revenues of
which are jointly owned by the federal governmeamd the states;

i) in other cases, most or all revenue fromeratly assigned taxes are shared

between the levels of government.

Revenue sharing becomes relevant when revenueesoare shared between the centre and
the states, but administered by the former. Itsgypal purpose is geared towards increasing
the revenue capacity of states in order to meet éxpenditure assignmentBhis implies,

on the one hand, recognizing the autonomy of stiome government for a portion of
centrally administered taxes and, on the other haethining the merits of a uniform
application and administration of such tax lawscéding to Bahl and Linn, the merits of a
uniform application of laws are several, such dagaive tax administration, reducing
adverse impacts on trade and investment, avoidarghful tax competition, and treating

taxpayers in the same manner. But the basic quettiat needs to be addressed is what
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proportion of the revenue collected should be &tbto the states (vertical division)
There are two basic approaches which have beenetibp countries in order to provide an
answer to the above question: the sharing of rey@mua tax-by-tax basis or the sharing of

revenue pooled by the central government fromhalltaxes destined to be shared.

The first approachtax-by-tax sharingimplies that the revenue collected by the central
government from each tax base is divided between céntre and the regions using
percentages set by the constitution or other paatiegislation.The German financial
equalization scheme is a case in point. The feideraind the states have concurrent power
concerning revenue from income tax, corporation (tarover tax) and VATThe Basic
Law of German provides that the federation and_éneder equally share the revenues from
corporation taxes. The division of personal incaare on the other hand, is different; the
federation and the states take their equal sharefeo personal income tax after the
allocation to the localities has been determinedT\s subject to differentriteria where
each state receives a different share since ipp®réioned on a per capita basis resulting in a

better share for the less efficient states.

The Indian Constitution, on the other hand, prosifte a sharing of revenue, but without setting
a percentage for the share of the centre and #tess(Article 270). For instance, the revenue
accruing from income taxes (other than corporaté agricultural income) is compulsorily
shared on the basis of a percentage recommendédfipance Commission and decided by the
President. It is the Finance Commission which decithe net proceeds of taxes of each state (on
a tax by tax basis) and the allocation of grantstades in need of assistance. Actually the
Constitution had categorizebe taxes shared on a compulsory basis or voluntayilthe centre
until the 88" amendment in2000. This amendment repealed the distinction bevtiee two and
broadenedambit of the sharable taxes to cover all centrabdaexcept those listed in Articles
268, 269 and 271 and enabled states to share widlee context.

The sharing of revenue on tax-by-tax basis canladsiaid down by agreements reached through
intergovernmental negotiations. In Switzerland, fostance, different percentages for tax-
sharing schemes were implemented in 1992 for tteeenue sources; 30 per cent of the federal

tax on income and profits, 10 per cent of the wetdng tax, 20 per cent of a tax on exemption
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from military service was allocated to the cantofmBe newly introduced revenue-sharing

scheme in Ethiopia follows the first approach, stgaon a tax-by-tax basis.

One of the questions that can be raised is whemifit share percentages are applied to each
type of tax. One reason could be the conveniendecating the source of takkor example, it is
difficult to trace the source state, as in the a#si&x on companies which are highly mobile, a
higher percentage could be assigned to the cehker.cost of administration could also be
considered in setting the percentage. It may beyded to partly address the horizontal disparity
in addition to its primary goal of narrowing therteal fiscal gap. Ter-Minassian recommends,
when considerable disparities exist between theard the poor states a higher percentage share
of the revenue should be allocated to the centne.centre can then redistribute it to Htates

subject to certain agreed principles.

In the second approach, tlsharing of the entire pool of the talevied by the central
government, a single formula may suffice. For ineg had Germany applied this method,
revenue collected from corporate tax, personalrmetax and VAT would lave been added
together and divided between the centre and thesstaased on a given percentage. The
second approach for revenue sharing has been ther nmiergovernmental transfer
mechanism in Nigeria where the total amount derifredn the major tax sources that
accrues to the federal account is divided betwémn dentre, the states and the local

governments.

In a revenue-sharing scheme (either on a tax-by-tais loa on the basis of sharing the total
tax pool), the actual proportion of tax to be aditmd to the respective states is determined

by either thelerivationor theredistributiveprinciple.

derivative principle is that each state receiveshare based on the amount of revenue
collected in that specific statiéis very much correlated with revenues that aiéected by

each state on tax sources allocated to them. Ofseput requires an arduous task to
identify the amount of income generated by theestfair example, companies operating in
each state. Depending on the type of tax basesartfmint of revenue generated in each

state has to be identified. In addition, a différparcentage of apportionment of revenue
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can apply to each type of tax.

The other method of apportioning revenue is by meah a formula based on the
redistributive principle. In this approach, Ter-Minassian exptairevenue from a specific
tax base or from the entire pool retained by thetreewill be apportioned to all states,
irrespective of their capacity to generate the ethaevenuesin this case, revenue sharing

is very much like unconditional grants.

Several countries have adopted different critebiaapportion the revenue between the
centre and the states. In Germany, for instancel V6Aapportioned on a per capita basis
which results in a better share for those statéls l@ss per capita revenue. Its objective is
essentially to redistribute income. In India, adog to Govinda Rao, the formula
comprises a combination of equity and efficiencitecia such as income per capital,
population size, level of development and the SHaien tax effort. In Nigeria, the share of
the states and local governments from the Fedazebént has to be allocated to each state
and local government based on redistributive dateFor example, one dhe studies
indicated that in 1992 a formula with the followingriables was used equality of states,
population size, geographic size, social developmerds, and revenue raising efficiency. In
general, several factors have to be considered apmioved by the constituent units of a
federation when a rule is determined for apportignine revenue between the centre and the
states and among the states themselves. Some s# fhetors could be the nature of the
distribution of the tax base among the statesatheunt of revenue collected from a specific tax
base, the capacity of the central government, haddle of the centre in allocating grants to

relatively poor regions.

In Ethiopia, according to the Constitution, devehgpa revenue-sharing scheme may
involve two major issues: the sharing of joint s use the words of the Constitution,
i.e., concurrent taxes Art.98), and the sharinéederal taxes for providing subsidy grants

to the states (or for equalization purposes Ar(7Hand 95).

Although the Constitution spells out the possibilif these two separate steps of revenue

sharing, the sharing of joint taxes and sharingfélderal revenue, the system which was in
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place until the 2003/04 fiscal year addressed sthes with one instrument, i.e. through
the provision of grants. For that purpose, revesharing refers to determining the share of
the centre and the states is solely decided bfetteral government instead of using certain
agreed principles which are specific to concurtenes. All revenues from federal taxes,
concurrent taxes, loans and aid were considereadcasnmon pool. The federal Ministry of
Finance, mainly considering the costs of federgleexiitures, determined the shares of the
central government and the regions. After deductiregshare of the federal government
the remaining amount was distributed among theoregbased on a formula decided by the
HOF.

The federal government has promulgated a new sy&terthe sharing of revenue from
concurrent tax sources, based on a principle recamded by both the centre and the
regions and decided by the HOF. Before going thinoitg allocation principle, let us first
recall the constitutional provision on the sharofgoint taxes. The Constitution stipulates
that the revenue derived from concurrent tax sausb@ll be divided between the centre and
the regional governments as determined by the H@®Bhd the federal arrangement into
account (Art.62(7) and 95)The sources of shared taxes are: profit, salessexnd
personal income taxes on enterprises which theeamid the regional governments jointly
establish; on sales and excise taxes, and profitsompanies; on dividends due to
shareholders; income derived from large-scale mgimind all petroleum and gas operations

and royalties on such enterprises (Art.98).

How should the share of the federal governmentthadstates (or a state) be determined?
Should sharing be on a tax-by-tax basis or on dked amount generated from joint taxes?
How should the share of each regional governmentdtermined, should it be on a

derivative principle or on an equalization prineipl

A close reading of the provision shows that theislgeof revenue seems to follow a tax-by-
tax approach. For instance, the sharing of praditnfjointly established enterprises depends
on the capital contribution made by each governm&pme taxes such as employment
income tax are easier to collect while in the aafsethers, such as sales and excise taxes

from companies engaged in business in severaksiaie difficult to identify the source of
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the tax. Similarly, although the derivative prineigeems to be applicable for the sharing of
most tax sources, there are also taxes that may fuether criteria, as it is sometimes
difficult to trace the place of taxation. Some bétissues that should be scrutinized are

related to the division of company profit tax and™

The other basic issue would be how to determind#ses for the apportionment of revenue,
since the Constitution does not set a percentagthéshare of the centre and the sharing
region. Therefore, what policy guidelines and cidteare used to determine the shares
between the centre and the regions? Normally, tkecemtage can be determined
considering factors such as how much the finar@aghacity of the centre is dependent on
shared taxes, whether the division of shared tpl®s a role in income redistribution, and
the need to reward efficient regions. A glance het hewly proposed principle for the
sharing of revenue shows that a higher percentageeti for the central government on
sources of revenue with a national character andidering the responsibility of the centre
in carrying out the collection. The share of thgisasfocuses on sources which can promote
efficiency in the levying and collection of taxesdaon the source related to the consumption of
local goods and services. Accordingly, the centied the region share direct taxes equally, but a

higher percentage of indirect taxes (70 percertplotted to the centre.

By applying the revenue-sharing scheme, the sys¢giies to the ‘ownership’ of th&ource of
revenue. It increases the revenue capacity of tieirgy government and also promotes
efficiency in the levying and collection of taxéaurthermore, it encourages the states to consider
the benefit from joint taxes and to cooperate forefficient tax administration. However, its
drawback emanates from the failure to consitedifficulty of identifying the exact amount of
tax collected from companies engagedtrading in several states. Whether the division of
royalties from mining, petroleum and gas operatiané be feasible in the long run is also
another issue. To date, earnings from royaltiedem® significant. But in the future the fifty per
cent share could be challenged for the Constitwtamfers ownership rights in natural resources

on state and on the peoples of Ethiopia in gerardinot on a specific region.

Table 4:2 Types and Sources of joint Revenue*
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The share of the centre and the regits on &

Types and sources of joint revenue tax-by- tax basis from each type of tax i

Share of the Cent Share of the Regions

1 |Revenue from Enterprises jointly N.A. N.A. **
established by the centre and rec (not available
Revenue from companies
2.1. | Profit taxes 50 50
2 2.2. | Service, sales (V AT) and excise tay 70 30
2.3. | Tax on dividends 50 50

Revenue from large-scale mining
and all petroleum and gas operations

3.1. | Tax on profits 50 50

3.2. |Royalties 60 40

* The revenue-sharing scheme as reported by thestviirof Revenue, December 2003.
** Since there are no enterprises jointly estaldshthe sharing of direct or indirect taxesnm

this source is not currently applicable.

In a revenue sharing scheme, there are some arggithen should be considered before which
method of distribution is adopted. For instancensauthors argue that revenue (sharing on a
derivative basis perpetuates the resource dispafitetween the region (horizontal imbalance).
Others also criticize the case of sharing revemutar-by-tax bases since the central government
may give priority to those taxes from which it rees a greater sharddowever, if a central
government gives a preference to some types oktakés possible to solve the problem by
applying a uniform percentage share to all shaards Making sub-national governments active
participants in the collection of shared taxes dooé another solution. Revenue sharing is
essentially based on efficiency in revenue germragspecially in cases where there is another
transfer in the form of grants. So, a proper anddparent system of sharing revenue based on a
tax-by-tax system addresses the efficiency consigrs of the respective states. Furthermore,
as Bahl and Linn noted, the revenue-sharing scheeitber explicitly provided in the
constitution or through other pertinent legislatgould guarantee a specified share. According
to them, this makes it different from grants whéne grantor predominates the method of

allocation and the amount of grants. Revenue shgiomotes partnership, enables the actual
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share of the centre to be easily determined angiotiee extent, reduces dependency. In general,
it guarantees the states a certain percentagenagliy collected shared taxes, it is unconditional
and the states can utilize the taxes accordintpéo tocal needs. In particular, the sharing of
revenue on the basis of the derivative principlenptes transparency, helps to reduce
resentments and contain secessionist tendencigibg due consideration to the capacity of a

region that contributes major revenue sources.
4.2.2.2. Grants

Apart from systems of revenue sharing, disparitietween poorer and richer states are
addressed through grants also known as ‘equalizengsfers’. In principle, the objective of
allocating such grants is to reduce the horizomtdlalance between the states. It also has the
effect of reducing the vertical imbalances by iasiag the revenue capacity of the states.
Ehtisham Ahmad espouses that by equalizing thenteveapacity, it is anticipated that the states
can provide comparable public services for themahitants. Each country may also have
specific objectives which have to be met by usiagous grant instruments. The German Basic
Law, for instance, stipulates the equalizationioht standards as an objective of the system.
Whatever the ultimate objective of the transfeigaints may be, its nature is intertwined with
issues related to the division of revenue sourodseapenditure responsibilities. Since the states
surrender most of the productive tax sources te#mre, the transfer of grants secures a flow of
revenue back to the states. But its impact on stinmal autonomy in making financial
decisions depends on the choice and structureeadrdnt system. Therefore, let us first study the

types and the nature of grants in general.

a) General Purpose (Unconditional) Grants

As the name indicates, general purpose grantsllacai@d to states to spend the money in any
area of public purposes designated by them. Itharacterized by the absence of significant
restrictions on the use of funds, as it is at #gian’s discretion to spend the money for any
preferred purposes. The choice of a general purgoset not only maximizes the financial

capacity, but also broadens the area of spendinchwhay be considered essential by the states.
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A general purpose grant is widely used as an imsni to equalize the revenue capacity of
states. Thus, it should be equitably distributenivben the sub-national governments. The main
characteristics of general purpose grants is tbenigruity between imposing the taxation burden
on the federal government while benefiting the sabenal governments with the liberty of
spending the money. This has led to an argumenstith an ‘asymmetry’ between the political
unpopularity of imposing taxes and the politicapplarity of spending money is said to taster
fiscal irresponsibility. This asymmetry would beoaled, however, if the same government that
takes the taxing decision also, in a symmetricahitan, takes the spending decision. This
argument is typical of the United States which faveonditional grantsince the centre can
control the recipient through the imperatives dt&atto the use of the funds. Nonetheless,
if the allocation of grants is required to equalize financial capacity of states, some form
of general purpose grant is required.

b) Specific Purpose (Conditional) Grants; matching anchon- matching

These grants are also referred to as categorieatgrThey are aimed at spending in a
specific sector supported by the central governmEme grantor may require, for example,
a state to use the funds for a specific activitytlive education sector, such as the
construction of post-secondary institutions or pliechasing of books, with a possibility of
further specifications. As the conditions becomeergpecific, the states will in effect be
left with no option but of spending the money ire threa specifically required by the
centre. Wheare argues, the imposition of such ¢i@mdi upon the use of grants has to be
explicitly or tacitly mandated by the constitutioor, the initiative has to come from the

states where the state alone cannot finance psoj@titout the assistance of the centre.

Ahmad and Craig claim that the objective of speqifuirpose grants is to impose conditions
on the use of grants in order to maintain natiomwsthndards for the provision of services
such as health and education. However, its objectay go further to address the
problems associated with the provision of publicodm® in the less developed and
asymmetrical societies by allocating funds to selgrendowed areas. Further, it can also
play a role in curbing financial embezzlement, ficgEncy and corruption, as the federal

government retains the power to set conditionsptarol and audit the spending. This will
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be consistent with the principles of financial resgibility and accountability to the
taxpayer. Conditional grants may also be furthasgified as matchin@ost-sharing) and
non-matching

Non-matching grants: are conditional transfers from the federal to tts#esgovernments but
without any matching requirement on the part of ldteer. The states are not required to

spend a portion of their income to match the fugdwg the central government.

Matching grants: are given on a basis when states commit themseédveharing the costs
in order to receive a grant for a particular progna. In practice it may be difficult to
determine the exact share of a state and the tegureernment, but the rationale for
granting the money can provide some guidelinesniédly, the greater the degree of the
federal interests in the project to be coveredh®y matching grant, the larger the federal
share. The other issue would be whether the ssaimsld share the same percentage of the
costs or whether the poor states should be favokecdtcommented by R. Watts, in the
USA where conditional grants are extensively uskdreis an attempt of equalization in

determining the matching rates. Accordingly, ritatess pay a greater share than the poor
states.

According to Wallace Oates, the main reason forfélderal government to introduce matching
grants is for the purpose of encouraging statespend on activities which at the same time
benefit the nation at large, and also to econonyicdilize the scarce federal resources. At the
same time, this allocation of matching grants esmlthe central government to influence the
states instead of directly interfering in their@amy. Furthermore, matching grants have the
objective of encouraging recipient states to ‘mazemthe initiative for self-financing’.
Matching grants can be constitutionally entrencleedjs the case in Germany, or unilaterally
decided by the federal government as is the cadeediSA.

The allocation of grants on a formula basis hamnldeend to be a necessary step towards
resource allocation, but it has not yet been peeckias an effective instrument in achieving
equity. Rather, there is a spillover from otheritpmdl wrangling to fiscal-related issues,

particularly to the grant formula. Thus, designiag effective grant formula and selecting
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appropriate variables have become necessary stefetarmining the trends of fiscal federalism.

Developing a grant formula that can be applaudedlbthe constituent units is a difficult task,

but an initiative to implement a reliable formulautd be a significant step towards efficient

intergovernmental fiscal relations.

The amount of grants vertically transferred frora ttentre and horizontally distributed to each

regional government follows certain steps:

the first step is determining the overall resourites could be available during the fiscal
year for the federal government from the nationehgury, external assistance (foreign
grants), and external loans. But this step encosipi@blems as most of revenue sources
are based on estimations from domestic as webrasgin sources aralerall forecasts in
GDP. As a result, the actual budget distributiosuisjected to several revisions.

second, dividing the overall amount between theradand the regional governments on
the basis of the expenditure assignment of eaaHl lgvgovernment. The total amount
available for the regions is determined after dédgahe budget required by the federal
government which takes the major portion of thedfdor road construction, defence,
foreign debt payments and federal administrativssco

third, allocating the total amount available to thi¢ states from the federal government
among the individual regional governments basetherapplicable grant formula.

fourth, deciding on the amount of the grant forheaegion that originates from the

central treasury, foreign assistance and loans.

The grant formula used in Ethiopia has been amemedeveral occasions sin@®92, the

variables used and the weight attached to thentharenain factors inherent in the systdm.
1992/93, no precise grant formula was implemengszhbse in late 1991/92 and 1992/93,

the major ‘breakthrough’ was the process of theniron and organization of regional

governments, organizing offices and the transfestaff and projects to the regions. During

this period, no precise formula was used for aliogaresources to the regions. However, it

can be inferred from the economic policy directieesl the objectives of the Transitional

Charter that the central government was primanlyaged in rehabilitating war-torn zones.
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The allocation of grant subsidies in the 1993/94 4894/95 fiscal years followed the
format of general purpose grants divided into ggdot recurrent and for capital expen-
ditures respectively. The formula that has beerraifmal for the last thirteen years was
based mainly on subjective weights given to vadalihat indicate size of population,
differences in level of development, revenue calbecr effort and sectoral performance.
The weights variation to different variables wagdisn different formula from 1995 to

2007. In May 2007 the HOF introduced a new formulih variables: population,

differences in relative raising capacity, differeacin relative expenditure needs and

performance incentives.

Activity 3

1. What is the concept of revenue transfer?

2. There are basic rationales of transfer and dowssifié¢ransfer. write the objectives and
downsides of transfer including the political ones.

3. The revenue transfer is meant to cure fiscal imizaa resulted from assignment of
revenues and inefficient revenue administration.ybo think that correct constitutional
design on assignment of revenue sources resolvartidem? Why? Why not? Does the
processing and designing techniques of transfeailexdtra burden on the federal organs?

4. Write the two cases of revenue sharing.

5. Discus the Indian, German and Switzerland’s schefnevenue transfer vis-a-viz the
Ethiopian one.

6. Write the difference and similarity of revenue shgrand grants.

7. What are the kinds of grants? Discuss the prosand of each.

4.2.3. Federal - States Transfer in Ethiopia

4.2.3.1. Intrastate Transfers

In line with a federal principle which deals withet tension between unity and diversity
between the centre and the states, local goversndenhot have constitutional status. Any
(financial) tension between sub-regional levelslé& to the concern of the regional

government. Of course, an issue may arise as tthethtederal and regional entities would
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provide an effective response to all the complegitielated to the needs of diversity in
Ethiopia in general and the disparity between #gions themselves and between local
governments in particular. In a federation wherealogovernments have constitutional
status, they must be accorded with certain comistital means of protection, including their

taxing power and entitlements in the transfer mersma.

Against this background intrastate revenue tranaf@s not implemented in the regions,
except for some attempts in Amhara and SNNPR itntilas formally introduced in the
2002/03fiscal year in all regions. The states of Amhard &NNPR have introduced the
allocation of grants to sub-regional levels in 1897/98fiscal year according to a formula
similar to the one used for federal transfer. TINNBR has allocated grants to zones and
weredas, but the Amhara region has done so orilyetaones. Both regions have attempted
to allocate grants by dividing them into recurrantl capital expenditure. Tigray&tempt

to distribute resources equitably is indeed apptedi but they have encountered a number
of difficulties due to capacity constraints, lamkavailable data, and the uncertainty of the
volume of federal grants (particularly the unpréaldity of foreign aid and loans).

Furthermore, they have problems in properly distislging the role of zones and weredas.

Although the Constitution states that adequate pahall be granted to the lowest units of
government and the weredasist as local governments next to the state gowent, the
zonal administrations act as agencies of the gtaternment but are more powerful than the
weredasThus, in order for the weredas to undertake econ@nd social services and to
narrow the disparities between weredas, all stawe amended their constitutions to focus
on the transfer of revenue that augments the dgpafciveredas. As a result of the revision
the (state) constitutional recognition of zonal g@wments next to state governments is
made clear in the SNNPR, Gambela, and Benishangul@uegions. Accordingly, in these
regions, a three-tier government exists, i.e. stat@al (or special wereda) and wereda
governments. The Oromia, Tigray, Afar, Somali andrdfi regions have a two-tier
government at the state and wereda levels, but aoimainistrations remain as agents of the

state government. The Amhara region recognizeaudlenomy of three special zones.

During the 2003/04 fiscal year, the grant formulsickh was applied at the federal level, was
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used to determine the amount of grants allocatedetedas and zones in SNNPR, Amhara
and Oromia. Thus, the variables used in the gramhdla were population (55 percent),
level of poverty (10 percent), expenditure needs g@rcent), and revenue raising capacity
and execution efficiency (15 percent). Accordinghe preliminary data the State Council
of Oromia transferred to the weredé&per cent, Amhara 51 per cent and SNNPR 81 per

cent of the total regional financial resources.

However, the report from the regions shows thagtfamt formula had resulted in a number
of obstacles which should be resolved in the subeetgfiscal years. As the grant formula
was mainly based on population and development,léwdid not necessarily correspond to
the existing situations. The allocation did not sider the existing expenditure needs and
the available resources of urban and rural were@asordingly, some weredas had a
financial surplus but were administratively incalgabf planning and executing projects.
This was because rural and less developed areasotiattract skilled labour. There were
also certain institutions in which the provisiorfstieeir services were not limited to only
one wereda. For example, some schools and hospita#de services to several weredas,
but their costs were covered by the wereda wherénttitution was situated. Such kinds of
costs which provided external benefits to otheregonmnents should have been covered by
special grants or by the regional government. Aaotproblem was encountered in
allocating grants from foreign aid and assistartés recommended that such financial
resources should be administered solely by th@nadigovernment as special grants.

4.2.3.2. Regional Borrowings

After devoting considerable attention to the transbf revenue, we should, for the sake of
completeness, make a number of remarks on borgoviarrowing is the other possibility by
which states may supplement their financial consisa

The major issues concerning borrowing are the aolo@f appropriate criteria for acquiring the
loans, setting the upper limit to be borrowed, res$é obligations, the repayment period and debt
servicing capacity. Unlike the centre, sub-natiag@alernments are mostly restricted to domestic
borrowing and they may even be subject to direatrob by the central government. The main
reason for participation and control by the censrethat monetary and fiscal policies are

centralized. But there are various forms of contobd the extent of central control might
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significantly differ from one country to anothen. & more general approach, control mechanisms
have to be designed to suit the circumstancespafrgcular country. Moreover, it requires the
creation of possibilities for a timely adjustmet¢pending on the capacity and fiscal balances or

imbalances of regions.

Teresa Ter-Minassian and Jon Craig in their stuoligke practice in several countries conclude
that the central control mechanisms generally epes® either of or a combination of the

following four broad categories.

In the first category, the control mechanism maypty rely on a free and open market
discipline. In this case, the role of the centravegrnment is very limited. The market may set
stringent conditions to be met by the guarantoregoment (that are unlikely to be realized in
many countries), or the central government mayobaitlebts. The sole reliance on this mode is
not considered appropriate for developing fedenatibecause unregulated state borrowing may

affect the macroeconomic stability of the countsyaavhole.

In the second category the centre is authorizedxwrcise control over state borrowing
through constitutional or statutory rules. Sometld rules may extend to authorizing
borrowing for specific purposes, setting a maximamount allowed, and prohibiting loans

from the central bank.

The third approach is to set rules for the coopmmnadf all levels of government in the
preparation and adjustment of financial adminigirato reduce the indebtedness of the
governments. The objective of their equal partitgrais to enhance responsibility in the
use of budgets supported by loans. In Australia,ebeample, public borrowing by the
federal and state governments has been a mattehvwehregulated by an intergovernmental
council called the Loan Council and which is esslldd by the Constitution. The main
reasons for establishing the Loan Council werevimicaloan competition and to control
state spending which had been lavish for some yawatswhich in the end imposed a burden

on the commonwealth to make up deficits by grants.
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The fourth model is direct administrative contrglthe central government. It ranges from
the approval of the purpose and the authorizatioproposed borrowing to a subsequent
supervision of the financial operations by the oegl governments. The details of
centralizing all government borrowing pertain te terms and conditions of borrowing, the
amount each regional government can borrow, anddpayment capacity. This kind of

direct central government control is more commarufutary systems than in federations.

Compared to the above categories, the laws comgeretate borrowing in Ethiopia
emphasize the importance of federal control throstgtutory regulations and intergov-
ernmental cooperation, but presently sub-natiooaidwing has a very limited application.

In Ethiopia, the federal constitution recognizes #tates’ right to borrow from domestic
sources. It stipulates that the federal governrshatl determine by law the conditions and
terms under which states can borrow money from dtimdinancial institutions. This
provision, on the one hand, affirms the possibitiyat states can borrow from domestic
sources and, on the other, grants the regulatonyepao the central government.
Accordingly, the federal financial administraticaal requires the regional governments to
provide all the necessary information to deternmireeamounts to be borrowed by individual
regions. Thus, the states have to fulfill the ddtion to submit to the Ministry of Finance
and Economic Development the loan amount requivedover their deficit together with
statements showing the relations of the requesteduat with their revenue collection
forecast and with economic indicators, and sh&dicht a copy of their consolidated loan as
required with the loan application foridowever, under the present economic conditions it
is hardly possible to imagine that regions can yetpeeir debts from revenue collected
within their jurisdiction.

According to the Finance Administration Law, regabgovernments may borrow from the
National Bank of Ethiopia and/or from other comn@rbanks. First, if they borrow from

the National Bank, the amount has to be determbyethe ministry and its disbursement
has to be managed by the National Bank. Accordiiis law each region must convince
the minister that the money is required for finagca specific project and they have a
capacity to repay the loan within the appropriatestas laid down by law. The minister to

whom the application is submitted must evaluatectygacity of the regions and the impact
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of the loan on the national budget, if the loagrasnted The Minister has the power to study
the accuracy of the information and later to comitate a decision indicating the amount
of loan to be given to the state. Whatever thesi@ecimay be, limiting the purpose of the
loan to a specific project is usually consideredb® a good case of borrowing. The
assumption is that if it has an investment purgbseay have an adequate economic and

social return.

Second, if borrowing is to be made from commerbatks (or other financial institutions),
the respective regional government and the fedéiraibtry of Finance shall jointly agree on
the administrative arrangements related to suchlotamg. This has the drawback that
borrowing is only considered as a bilateral issug,in reality, however, it may become a
national burden. Thus, in the long run there shdudda forum to accommodate the
participation of all regions. But if we limit oullses to the existing legislation, what could
be the objectives of the agreement? And what cbeldhe role of the National Bank in
dealing with the cooperation between MoFED and gior&? Does the Ministry or the
National Bank guarantee the loans? Can the agrdesmémorize commercial banks to lend
money to the regions? If that is the case, thenyloat criteria do they lend the money? If
the same rules and procedures which are appligaltlee market are equally implemented,
then the regional governments have to fulfill teguirements set by the banks. In normal
circumstances, the banks have to secure the repayaeacity of the regions and study the
feasibility of the projects. However, considerihg tvery limited revenue-raising capacity of
the states and the fact that they are absolutgher¥ent on grants given by the central
government, borrowing from banks currently doessesm to be a workable alternative to
finance regional governments. Finally, what woutdthe situation if a regional government
borrows without presenting the case to the MoFEDE &xisting financial laws do not give
adequate answers to the issues raised alrestheless, few cases of borrowing have been
witnessed in the regions. For example, the Amhaggonal government authorized its finance
bureau to borrow money (150 million birr in eactageand to issue security on behalf of the
regional government for the provision of agricudtunputs and animal packages to farmers with
a view to develop regional agricultural productiddowever, the whole process of lending the
money to and collection from the farmers has ledawtroversies. The purchase and distribution

of the agricultural inputs are administered by cames affiliated to (or owned by) the ruling
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party, irrespective of the consent of the farm@ise impact of the repayment period and the
manner of its administration are also not adequatieken into consideration. Farmers are
coerced into paying all debts; there is a fee &dl use, income tax and loans collected by

development experts in one (harvest) season.

In addition to the regular taxes and contributidims regime has introduced involuntary
seed and fertilizer purchases from its own busimessrprises, which are made to prosper
at the expense of the peasants. The demand foffrcastpeasants has another exploitative
side. Cash collectors on legal and illegal obligagi arrive at harvest time when the
peasants will squander harvested crops; all pessaatforced to take their produce to the
market at about the same time. Prices for theipcmrop abysmally. Consequently, they
are forced to sell more of their crops in ordemteet their cash obligations. This is the

socio-economic origin of famine.

One important point is that in spite of central ttoh of borrowing, regional (or local)
governments may become indebted for large sumsaoofegn This may compel them to seek
supplementary funding from the centre or furtherdwing and therefore this should be treated
cautiously. One can easily envisage several growidsh may lead to indebtedness which in
turn requires some form of intervention from theatoe or to force the region to cancel its
planned expenditure. On the one hand, regional rgovents with a relatively better
administrative capacity and commitment to exechtrtresponsibilities may genuinely need
more funds. For example, a report by the assesstaant of the Word Bank and other donor
institutions shows that although the Tigray redgmas the capacity to execute more projects, it is
forced to revise its plans according to the fedgrahts availableHowever, the report does not
comment on whether the region has a debt-servizapgcity from its own revenue sources if it

borrows to execute projects.

On the other hand, in lowland regions such as Sprsametimes it is difficult even to pay
salaries or cover the ordinary costs of runningatiministrationThis is due to lack of skilled
personnel, lavish spending, embezzlement and ldgBolitical commitment. Moreover,
sometimes people abscond with a great deal of @fuohds so that the budget lapses before

the end of the fiscal year. Some of the major potsl in the lowland regions are large debts
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through payment arrears due to the failure to effEmyments to projects and lack of
effective monitoring and controlling mechanisms.eThub-national governments may,
therefore face serious financial problems for wasiaeasons ranging from personal
incompetence and criminal behaviour to nationahecac problems. The consequence is a
major concern not only for the creditors of the gmwment concerned, but also for the

citizens living in that area in particular and tiegion in general.

The decision to bailout the debts of a state cdnddconsidered as a necessary measure
taking into account the cost and its political aodnomic implications. But this will be a
financial burden to the central government. At shene time, such problems imply that the
viability of the regional government is in questi®ihen regional governments fail, at least,
to manage the costs of administration accordinthéar own budget, the dire consequence
should be a limitation of autonomy for the finah@sasistance they seek. The impact of such
financial problems in developed federal systemddcba the imposition of high taxes and a
relatively lesser provision of public services hetregion concerned. But, the impact in a
country like Ethiopia will be considerable and magan a perpetuation of poverty. The
most worrisome experience is the vexatious positaken by the centre with regard to

regional financial embezzlement.

The issue is if sub-national governments are irmositipn in which they cannot pay their
debts, can the regular financial laws govern tloblem, for instance, through a declaration
of bankruptcy? The ordinary bankruptcy law accaaoe beneficial treatment for both the
debtor and creditor, but may also lead to the tigtion of the debtor. But, when it comes to

government bankruptcy, the main concern is to réteth not to enforce insolvency.

The issue of governmental bankruptcy is bettertdeth in the USA. As a result of the
Great Depression of the 1930s some 2,019 munitigmlicounties, and other sub national
units defaulted on their obligations since theyeweot able to pay their debts by imposing
high taxes. Since governments could not be ligediathe option was to provide relief from
court litigation, to get some obligations paid, dagrovide sub-national governments with
a new start for their financial operations. The Kraptcy law of the USA applies to

municipalities not to states since the latter aneeseign concerning state matters. The law
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respects the autonomy of municipal governments dadoect their finances without

supervision or control from the centre. But wheaytlare bankrupt, the bankruptcy law (of
the USA) on the one hand gives protection to mpaldies to rehabilitate during a given
time, and on the other hand, paves the way to @reaipervision on their autonomy.
Actually, the bankruptcy law gives wider protectimnthe municipalities (debtor) compared
to individual or business debtors. In practice cadmg to Mikesell, when municipalities are
in financial jeopardy, most state governments u#re through the respective financial
emergency procedures byposing extraordinary controls on payments, plams| policies

concerning priorities.

In comparative terms, the Indian Constitution exipli provides for a financial emergency
clause, perhaps to avoid the issue of state sq@vayeif similar problems of the economic
depression of the 1930s are to arise. Article 36the Indian Constitution gives power to
the president to declare a financial emergency psoalamation when a situation has arisen

whereby the financial stability of India’s creditany part thereof is threatened.

The Ethiopian Constitution, on the other hand, does explicitly provide for a state of
financial emergency as a ground for the interventibthe federal government in the states.
The Proclamation which enumerates the groundseiderl intervention does not explicitly
mention financial problems as a ground for intetin The HOF is empowered by the
Constitution to order federal intervention when twnstitutional order is endangered. It
envisages an armed uprising and activities thatmeger the peace and security of the
federation. However, in a situation where a staeoimes administratively non-viable, fails
to provide public services or is unable to payeitgployees, it should be possible to consider
them as factors which imperil the constitutionader Generally, the problem during the last
decade can partly be related to a failure to gestyiempower the people at the local level
to choose their authorities, or to decide on mbgoal interests and effectively control the
misuse of power and embezzlement. Moreover, thes fae the ground indicate that the
economic impact of a fiscal crisis should not Hereted for any political expediency since
it does not guarantee self-administration. Thusthte date, unilateral regional borrowing

does not seem to be a feasible alternative to émamgional expenditures
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Activity 4

1. Why states need to have intrastate transfer intiaddio revenue sharing and grants
in center — state relations? Is there any linkvben the ethnically homogenous and
heterogonous configured population and intrareditraasfer? Contextualize your
answer with the states in Ethiopia.

2. If a zone ethnically differentiated from the stdtas benefited from intraregional
transfer, Do the viability and development of cr#tu language and socio-
economictactoys adversely affectit if such trangferot made? Why? Why not?

3. Why local borrowings are subject to different ihgional control than intrastate

transfer? Discuss the institutions and their rol®ived in regional borrowing

Summary

After reading the lessons and tackling the in-tpxstions and activities of this chapter, one can
infer that it is vast encompassing many issuess Ithe core of the fiscal federalism that

conceptually and practically challenges the fedmnat It has two broad parts concerning fiscal
imbalance and inter-governmental fiscal transférkile the former is caused by the disparity of

the revenue sources and expenditure responsibildige to allocation of the expenditure

responsibilities and revenue resources among éne df governments in federation discussed in
the previous consecutive chapters, the later isni&a cure the fiscal disparity. They are

branches of thoughts that explain the broad corniogptagmatic ways. Thus, fiscal imbalance is
of two kinds: vertical imbalance and horizontal stdnce and inter-governmental transfer
buttresses in to three: revenue sharing betweetercand regions, grants by the center to the

regions and federal-state transfers.

The causes of vertical imbalance are mainly atteithuo non-correspondence of constitutional
assignment of revenue sources with the stares’neljuee responsibilities and ineffective and

inefficient administration of revenue raising poveerd expenditure spendings of the tires of the
governments. This can be measured by computingptiteentage of the share of state
expenditure covered by the state revenue and fiedlensfer and the percentage of share of the

state revenue in the total revenue of the federafitie great disparity of the share implies the
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greater interference of the center in the econanit political autonomy of the regions. On the
other hand, horizontal imbalance mainly is causgddisparity of revenues resources and
expenditure responsibilities among the stabaference in natural resource endowments that
gives rise to variation in revenue sources; urbantered industrialization that pools
investments and high dependency ratio of youngaaldi poor, or naturally difficult terrain

or generally higher cost disability factahich entails different access and quality of paibli
services for individuals in different states are thajor. This can be measured by computing per
capita expenditure and revenue of all states. ifhjmies a better social and public services in
richer regions than the poorer, thereby differenoegersonal developments. Horizontal fiscal
imbalance also entrenches within the state in ladatinistrations such as zones and weredas. It

is also amplified by contraband and ethnicity whace rampant in Ethiopia.

The second prong of this chapter is fiscal transféscal transfer is a common fiscal
phenomenon in federations. It is a mechanism dediga channel the vertical and horizontal
fiscal flow between the center and the states andng the states respectively. The main
objectives of fiscal transfer are to fill the gagtween the expenditure and revenues and enable
the states to have equal capacity of renderingipsblvices. The whole process of adjusting the
fiscal imbalances through fiscal transfer is termasl fiscal equalizing system. It can be

materialized by revenue transfer, grants and fédtate transfer.

By scheme of revenue sharing, the center and #@tessshare revenue accrued from some
sources identified to this effect. The determinatid certain revenue sources to this purpose is
different from federation to federation. On theethand, the center mostly designs formula to
grant the states. This can be made by two waysergempurpose (unconditional) grants or
specific purpose (conditional) grants. General psepgrants are allocated to states to spend the
money in any area of public purposes designatethdéwy. It is characterized by the absence of
significant restrictions on the use of funds, as @t the region’s discretion to spend the money
for any preferred purpose€onditional grants are aimed at spending in a fipesector
supported by the central government. The grantor require, for example, a state to use
the funds for a specific activity in the educatsactor, such as the construction of post-
secondary institutions or the purchasing of boolsth a possibility of further
specifications. Conditional grants may also behrtclassified as matchirfgost-sharing)

and non-matching
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Thirdly, federal-state fiscal transfers are oth&resnes in response to financial imbalances.
This system includes intrastate vertical revenuarisg and grant to their lower level
administrations: zones and weredas and regionaloworgs from federal and states’
financial institutions. Federal-state fiscal tramsf involve the center, states and local

governments and web of terms and conditions agaatgt other governments.
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CHAPTER FIVE
INSTITUTIONAL ARRANGEMENTS AND THEIR FUNCTIONS

Introduction

The main idea of this chapter is to present thdestuthe soul and brain of the system of fiscal
federalism. The concept of collecting revenues apdnding them is not sensible and nor
appreciable without the institutions which desigmplement and administer them. The system of
expenditure, revenue-raising and revenue transfechnare discussed in the previous chapters
have their own running institution. In federal gyst for decentralization of powers between
tires of governments, financial institutions do #ane. Hence, the federal financial operation is
undertaken by different institutions from thosetlué states and vice versa. The student should
appreciate and identify the federal and statesa@ieanstitutions responsible on public finance.
To this end, the chapter will discuss the institug responsible for expenditures, revenue and
revenue transfer as well as auditing in both fddena state level. The activities and in-text
guestions are also helpful to understand the lssddrerefore, the students are recommended to

toil with them well together with the lessons.

Chapter Objectives
At the end of this chapter the students will beeabmong other things, to;

» understand the concept and meaning of fiscal utgtit in general,
identify the basic federal and states finance tunsbins,
identify the function of the finance institutionseach level of governments,
analyze the systems of revenue collecting, budgetilation and revenue transfer,
Familiarize themselves with the finance institutadrfiscal federalism in Ethiopia,

identify the institutions employed by other fedama in revenue transfer, and

YV V V V V V

aware themselves about the final stage of finapegator, auditing institutions,
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5.1. Fiscal Institutions in General

The term ‘fiscal institution’ is a generic term thaplies any institution in a state which operate
in any financial activities. But, in the scope bistcourse we specify the term only in relation to

the concepts discussed in the aforementioned alsapte

? Students, what comes in your curious mind aftarryare introducted to the term
‘financial institutions’? Can you crudely enumerdteem in relation to fiscal
federalism that you are aware of before? Write sasects from the previous

Chapters, which need an institution for their opereand the possible institution?

In a broad sense, the term ‘fiscal institutiorfers to any institution which is engaged in any
financial activities such as banks, insurance congsa reserve fund institutions, microfinance
institutions, etc. even to the extent of Ethiopieaditional saving schemeKub. However, in
relation to this course, ‘fiscal institution’ regeto those institutions involved in the operation
systems of public finance. Accordingly, the whaldject matters of government finance run in
to operation and being implemented by brain and tddinancial institutions. For instance, the
power of expenditure responsibilities and reveraisitg of a government need institutions
which determine the items and the scope througislé&mn and implement the legislation. In
this respect, the legislature enacts laws concgmaixes and non-tax resources and yearly budget
expenditures. The executive, likewise, collect rexes and spent them through its different
ministerial offices and agencies. In federal areangnts, parallel autonomous states institutions
appear to share these powers. Furthermore, thecfadaransfer from one level of government to

the other channels through special arrangememistifutions.

5.1.1. The Structure and Role of Institutions

In a federal system, constitutionally recognizegeleof governments can formulate their own
economic, social and development strategies aredrdite their expenditure preferences. This is
because they have constitutionally recognized gigi®ns having the respective autonomy to
impose tax and to spend on expenditure needsolligibe noted that both the autonomy and the

accountability principle are applicable to bothdesf government. Such financial autonomy and
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accountability of both level of jurisdiction is ceidered as ‘a necessary and appropriate’ feature

of federalism.

The general structure of the FDRE is composed efé¢deral government and the nine member
states. The member states of the FDRE are diviostedziones (which are absent in some states
and restructured in others), which in turn are a@kd into weredas and futher subdivided into
smaller units called kebeles. Both the federal #red states have legislative, executive and
judicial organs. Expenditure responsibilities amedenue raising powers lie on the executive
organ of both levels of government. The highestcetiee power of the federal government is
vested in the Prime Minister and the Council of igliers, whereas, the states executive power is
vested in the State Administration. In turn, thbssdiary executive powers are left to respective
lower authorities. In federal level, the ministrigsd their subsidiary authorities, commissions
and agencies partake in implementations of the atenof their respective higher offices in all
expenditure responsibilities and revenue-raisingvels as revenue transfer activities. In states,
the Administrative Council organizes sector bureawbich are analogous to the federal

ministries and they are responsible for executlhtha above mentioned fiscal responsibilities.

5.2. Federal Fiscal Institutions

The federal fiscal institutions are discussed heréne with the subject matters of the fiscal
federalism: institutions of expenditure respongib#, institutions of revenue-raising and
institution of intergovernmental fiscal transferhilé the first two are dealt under this subtopic,

the last one will be dealt under separate subtegic

a) Federal fiscal institutions for expenditure respnsibilities: in general, expenditure
responsibilities are of two dimensions: preparatadnbudget plan and spending of finances
accordingly. Hence, the budget process involvesautwities: the identification of priorities and
goals and managing funds in order to fulfill thesmeds. In Ethiopia, the federal planning,
implementation and evaluation of the expendituspoasibilities are under the Prime Minister
and the Council of Ministers, and, ultimately thdifical organization which run government —

the House of Representative (HOR).
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The process of budget plan in federal system bef@im® the lower institutions such as

authorities, commissions, agencies, offices, atd they send to their respective higher level
institutions. Ultimately, the budget plan shall taified by the House of Representatives by
proclamation of every fiscal year. Let’s illustrataking higher education because it is the
mandate of the federal government. Government wsities are structured as divided basically
into faculties/institutes/schools, which in turre asubdivided into departments of respective
disciplines. For their expenditure responsibil@gach department draw up its budget plan yearly,
then, the information will be conveyed to its resfve faculty. The faculties by consolidating

the information from various departments form thaldet plan of the academic year of the
university. Likewise, the administrative wing alaggregates the budget plan of various service
departments accountable to it. Therefore, the usitves’ budget having capital and recurrent
budget is consolidated from the information gatidrem academic and administrative section
and it will be transfer to the Ministry of EducatioThe Ministry of Education approves the

budget plan of each university and sends to then€ibaf Ministers. The budget process of other
sector offices accountable to their respective dnighstitutions, ministries, is drawn up in the

same fashion. The Council aggregates the budgetgblaarious ministries and other institution

accountable to it and draw up to form the annu@érfal budget to be approved by the House of

Representatives (Art.77 (3) of the Constitution).

The second element of budget process next to bydieis budget implementation. The federal
budget implementation is governed by the finanseslarhe laws require the head of every
public body to ensure the proper implementatiorthef budget consistent with the rules and
regulations defined by the finance laws. They atsqiire the federal budget execution against
which planned expenditure shall be reviewed by Nheistry of Finance and Economic

Development (hereafter MOFED).

The ministry itself makes payments of the fedemlegnment institutions through banks to their
finance offices after the claim is approved by theispective ministries. For instance, the
MoFED makes payments to the finance office of mubhiversities through their nearby banks
after their claim of payment is approved by the sty of Education. The disbursement of
recurrent budget normally takes place on monthkebao the bank account of finance offices.

But, the payments of capital budgets vary accordimghe project undertaken mostly on
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guarterly base by the respective higher leveltutsbins. For instance, the Ministry of Education

makes the payments for construction of buildingguhlic universities.

a) Federal fiscal institutions for revenue-raisingresponsibilities:- the collection of tax and

non-tax federal revenues employs different insohd. From them, the newly established
Ethiopian Revenues and Customs Authority (heread#RICA) retain the lion share of the
function. ERCA is established by amalgamating threvipus three institutions responsible for
revenue-raising function: the Ministry of Reventlee Ethiopian Custom Authority and the
Federal Inland Revenue Authority pursuant of esthbient legislation, Proclamation
N0.587/2008 as of July 14, 2008.

Previously, the Federal Inland Authority, accoufgab the Ministry of Revenue, was the main
institution responsible for collecting federal rauves. It had seven regional branches at Addis
Ababa, Dire Dawa, Adama, Awasa, Jimma, Bair Dar &hekele and was supported by
delegated state finance bureaus and custom offitese the revenue sources are out of the
reach of the branch offices. The branch officesnatdimited only to the federal revenue sources
situated in the state/region they reside, but tléso collect revenues beyond the state
jurisdiction if it is convenient, for the matterfesderal one. For instance, the Dire Daw branch of
Federal Inland Revenue Autority was responsibleéh federal revenues in Dire Dawa and

Eastern Oromiya.

In addition, based on the types of taxes therespegific federal institutions assigned to collect
them. For instance, Large Tax office (LTO) and VEBE&partment collect taxes from taxpayers
having four (4) million and above capitals and VAgGpectively in Addis Ababa. On the other
hand, custom duties and related taxes were calldntehe Custom Authority and its branches.
The Custom Authority and its branch offices werdeoting taxes beyoned custom duties by
delegation of power from Federal Inland RevenuehaArdty. The ECRA, by the virtue of
constitutive proclamation is empowered to assuneepibwer and function of the Ministry of
Revenue, the Custom Authority and the Federal thiRevenue Authority and will follow the
same system of revenue-raising.

The non-tax federal revenues are collected bydbperctive service provider and by the federal

public enterprises and channel through their hotviaal order offices and ministers to the final
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reservoir, the MOFED. The MOFED is the very ingtdn that designs the amount to be
collected and spent in each fiscal year by condganalysis on the country’s economic growth.
It also exercises the federal power of foreign iwmngs, loan and grants. In addition, it also

supervises the whole revenues of the Federal Gmasrhin Government Treasury.

Activity 1

1. Your university/ institution is not running its fation without finances. Whether it is
public or private it has revenue sources and its system of expenditure and offices to
these effects. Hence, perform a group project erfittancial system of your institution
and comment on its weaknesses; non transparengumging corruption, etc. or
strengths?

2. In fiscal federalism which level of government amdhich subject matter of fiscal
federalism has numerous fiscal institutions thandthers? Why?

3. Students, VAT is collected and administered by fieral government then, which
institution is responsible to collect VAT in thecinity of your institution?

4. Write down the institutions responsible for fedeglenue-raising power?

5.3. States Fiscal Institutions

The institutional arrangement of state financefoted the state financial operation. Hence, the
fiscal operation of the state governments’ in exjieime responsibilities and in collecting

revenue creates institution to their implementatidherefore, the state fiscal institutional

arrangements are discussed hereunder followingfumstion.

a) State fiscal institutions for expenditure responsibities; The FDRE Constitution requires
that the state shall determine all financial exjeme necessary to carry out all responsibilities
and functions assigned to them by law (Article A (However, the expenditure performance of
the states is, among other things, depends uporaliity to draw up and administer their
budgets. The independent budgeting process acthathgan in most states of Ethiopia in the
1993/94 fiscal year. To understand budgeting psoees have to remind ourselves how state
governments are organized at least to the purpb#edudget system. The State Council, the
state administration and the state judiciary artabdished at the state level. The state
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administration consists of sector bureaus whichatse organized at zonal and wereda level. The

sector bureaus are the major actors in states’ddimpand spending activities.

? What are the constitutive units of states in deetined power?

The states’ budgeting process in Ethiopia can assdied into two periods: before and after the
2002/03 fiscal year. The budgeting process beftee 2002/ 03 fiscal year involved the

coordination of several channels which ultimatelgken up the state’s budget. This coordination
involved a ‘bottom-up’ information flow before tHaal amount was determined at the state
level. The bottom-up process refers to the progesshich the budget was consolidated at the

state level by taking into consideration the regfresn the wereda and the zone level.

In the process of identifying priorities and godlse major activity was to gather the budget
needs of each administrative office. All the infation about the budget request was finally
consolidated at the state level by the state ptanaind economic development bureau and was
approved by the state council. The information flowthe bureau took two directions: horizontal

and vertical flows.

The vertical information flow starts from a sectifice at the lower level to the office at the
higher level, and a flow of consolidated informatiimom the wereda sector office to the zonal
sector office, and from the zone the aggregatdefréport of several weredas sectors office to
the state sector bureau. For example, in educaéotor, the budget plan of the wereda education
bureau flow to the zonal education bureau then zbeal bureau after consolidating the
information gathered from all weredas educatiorebus transferlt to the state education bureau.
The state bureau gather and consolidate informdtiom all zonal educational bureaus. In
similar fashion, each sector bureau at state leme$olidate the information gathered and specify
the implementation of capital and recurrent budgets

The horizontal informational flow existed at thriesels: the wereda, the zonal and state level.
At wereda, all sector offices and other governnudfites prepare their plans and the budget

request, and sent to the wereda council. The dpsmmamittee of the council mandated with the
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power to review, consolidate and adjust the plad smbmit it with its own proposal to the
wereda council for approval. However, because ok laf skilled man power, the horizontal
information flow was not effective. The zones ahd states do the same horizontal flow of

information.

The final step was followed by the state plannimgl &conomic development bureau to
aggregate the entire budget request submitted llgoahl sector office and other government
agencies. Its duty was to evaluate the informaitiohght of the zonal and the state economic
development goals. The information gathered froenstiictor offices and the budget request from
the wereda council forms the zonal budget divided recurrent and capital budgets. Here, the
aggregates of the recurrent and the capital bugggetest made up the zonal development plan.
The recurrent budget was then passed to the gtatecé bureau, whereas the capital budget was
sent to the state planning bureau. However, thebiweaus were merged to form finance and
economic development bureau after 2001/2002. Tred fitate budget was consolidated by two
separate bureaus. While the state finance bureasobidate the state recurrent budgets, the

planning and development bureau consolidate the ségital budgets.

However, the post-2002/03 fiscal year budgetarggse reversed the trends of the previous year
and focus on autonomy of the weredas in order litege more decentralization of power and to
curb the conflict between weredas and zones in siates. Accordingly, the weredas receive
general grant but the budgetary process which a#ocecurrent and capital budget is only
approved by the wereda council. In doing so, thndrawbacks of the preceding period; weak
local participation and the broader financial andmaistrative autonomy of zonal
administrations were corrected. Even the state igfay abolished the zonal administration
structure while Oromiya and Amhara retained zoné wiminished power for they have
unmanageable territorial and population size. TR&IBR is with the same problem, but ethnic
diversity prevail at zones.

? Compare and contrast the state budget processthancthange in financial

institutions before and after 2002/03 fiscal year?
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The next point to be raised is how the budget iglemented for it is the second element of

expenditure responsibilities and it has specifatiintions than budget plan, designed by many
institutions. The state expenditure plan implemgmta begins by the fiscal year budget

ratification of the state council by legislationadh administrative sector is responsible for the
management and execution of its own budget apprbyesdate council. The proper execution of

the budget is defined and evaluated by respectatessfinancial laws. The laws also required

that the budget execution against planned experditube reviewed by the state and weredas
finance bureaus.

The disbursement of the recurrent budget normalkgg place on the monthly basis from the
authorized finance office and is collected from bfamks. Payments are made at the state, zonal
and wereda finance offices depending on the natiutiee claim. On the other hand, the payment
of capital budget is subject to be spent by théessactor bureaus through the state finance
bureau. The major actors within the respectiveestatre the sector offices in the three tires
where the lower is accountable to the higher one.

b) State fiscal institutions for revenue-raising resposibilities; the revenue sources of the
states are the taxpayers and the particular théisgggned to them by the Constitution. The
collecting of taxes and other non-tax revenues Imamundertaken by the respective finance
bureaus of each level of administrative officese Tast pot of the proceeds of state revenue-
raising is the state finance bureaus by their aticouthe banks. Registered taxpayers are also
required to pay their tax duties through banksgaesd to this purpose. All revenue proceeds may
not be transferred to the state finance bureausndtance, the wereda finance bureaus retain the
revenue proceeds to spend thereof but the finaac@lunt balance that is transferred from the
wereda revenue to its expenditure shall be repdaede higher finance offices to be evaluated
and recorded in the total state revenue and expeadieport. This may be possible for public
finance the budget plan of each administrativeceffierceives and envisages the revenues from
that administrative office in a given fiscal year.

The Addis Ababa and Dire Dawa City administratiafso have their own agencies to collect
revenues from the sources assigned to them bylilesddis Ababa, the registered taxpayers pay

their duty through banks assigned to this effe¢h&account of sub city administrations and the
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sub city administrations in line with their apprdvbudget plan spend it on the expenditure

responsibilities subject to report the accounthatato the Addis Ababa Administration.

The non-tax revenues of the state are subject twlected by the state service providers or by
the state public enterprises through their high#harities to their final destination state finance
bureaus.

Activity 2

1. There are two directions for the flow of state betdglan; for instance, the same
budget plan of the wereda educational bureau sleattonveyed to both the wereda
council in horizontal informational flow and to tlzenal education bureau in vertical
information flow. The same is true for the zonetgedureaus that they send the
budget information to both the state sector bureaatsto their zone administration. At
apex, the state council has acquired the samenmafiisn from both directions, the
aggregate budget plan of state sector bureaushanaggregate of the budget plan of
zones.

Q1. lllustrate the structure and the relatlops of the institutions by drawing?
(Assume that the budget plan initially is drawnhypthe lowest structure called
kebele)

Q2. State the advantages and disadvantagesuadf structure of state budgeting
process

Identify the state finance institutions responsiblepayments of budgets?

3. Addis Ababa and Dire Dawa City governments havestaxces assigned to them by
subsidiary legislation while the FDRE Constitutiatiocates revenue sources as
between the federal government and the statesu§sthe constitutionality of those
laws that provide revenue-raising power to AddisaBéd and Dire Dawa City

governments?
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5.4. Institution Responsible for Revenue Transfer

5.4.1. International Experience

The process of revenue transfer involves two ingrarguestions: determining the amount of
finance subject to transfer and how it is to bedfarred among the states. Although there is
horizontal interstate transfer revenue in an attesm@qualize the revenue capacity of the states
in Germany, most of the issues related to trariefatl federations are held at the center through
different institutional arrangements. Broadly, fouodels of constitutional mechanisms can be

discerned.

The first model is followed by Australia, India, 8b Africa and Nigeria whereby expert
commissions are given by the task of determining tiant formula for equalization and

redistribution as recommendation to the centrakgoment.

The Australian Grant Commission is a standing cossion established by the federal
government whereas the Indian National Financiah@sions, and the South African Fiscal
and Financial Commission are established by thegeative constitutions. Since its establishment
in 1933, the Australian Grant Commission is welhown for it is an effective equalization
instrument by dealing with both the revenue andeexdfure needs of the states, and the overall
recommendations to reduce both vertical and hot&ombalances. It is mandated to deal with
the general/ unconditional transfer of grants bith wime it has been able to influence the
federal government in its decision on allocationcohditional grants. In India, the revenue
transfer is administered by two Commissions: theafcial Commission and the planning
Commission. The Financial Commission, appointedfifer years and in its history reaches to
the 12" Commission, makes recommendation on the sharimgwehue between the center and
the state and as between the states themselvesprifiogple it uses mainly focuses on the
financial capacity of states, leaving the expenditneed to be determined by the Planning
Commission. The latter commission recommended loeation of special purpose grants for

the major developmental expenditures of the states.

The other important institution is the South Afnc&inancial Commission which was set up
under Article 220 of the Constitution and the fiskat N0.99/1997. It is an independent body of
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experts where provincial and local governmentsadge represented. The principal duty of the
commission is to make recommendations with regardhe equitable division of national

revenue among the three tires of government witie\a of facilitating cooperative government.

The commission’s mandate includes adjustments tio \ertical and horizontal imbalances. The
commission is also allocated specific functionstigh other legislations, notably the borrowing
of power of provisional governments Act of 1995 dhd intergovernmental fiscal relation Act

of 1997.

The commission assumes a difficult task especi@dlytwo major reasons: the provinces’
responsibility for providing major public goods asérvices, and the need to aggressively
address the economic disparity attributed to thgadg of apartheid. In Nigeria, too, the
importance of an independent fiscal commissionbeen stressed since independence in order
to ensure that revenue sharing is done on a ratiasas. Compared to the other commissions
mentioned above, its history is marred by interner® or rejections by the military regimes,
ethnic and regional competition dominating thedlgssues, the increasing number of states and

the impact of frequent political and constitutionabnges that have taken place in Nigeria.

The second model is found, for example, in Malay®iational Finance Council) where the
Constitution provides for the establishment of amfal council for intergovernmental
cooperation composed of representatives from ttherét government and the states (Art. 108 of

the Constitution of Malaysia).

The third model refers to the system of revenuasfex which is decided by the federal
government, but there is the states’ representaiche federal legislature (through the Upper
House) for expressing regional interest. This masidbllowed in many federations including
Germany, Switzerland and the USA. However, the ofl¢he states at the center concerning
their interest, particularly the design and applowed revenue transfer is much more
constitutionally entrenched in Germany than in pfieelerations. Any federal decision in areas
of concurrent or exclusive state jurisdiction ideefed through the consent of a majority in
Budesrat (Germany’s Upper House) where the Larglates) are represented. In Switzerland, in

addition to the cantonal (states) representatiorthm federal legislature, the cantons can
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challenge any federal legislation through the exidum. In USA, any decision on federal

transfer requires the consent of Congress andrdsdent.

The Ethiopian situation may be categorized under third model since the issue of revenue
sharing and the grant formula are decided by thé& ldpper House). However, as we shall see
further below, the composition of and the powersfened on the HOF have made it different

from the above countries.

The fourth model is typical of Canada where all enaitof revenue transfer schemes and tax-
related arrangements are determined by the federarnment not by any formal independent
commission or constitutionally provided institutidfiowever, since the nature of fiscal relations
involves extensive regional interests, severaleegirliamentary mechanisms involving officials

of the center and the provinces (intergovernmesdaperation) have been established.

? Which one or more of model(s) would you seenfguadle and not preferable to

Ethiopia? Discuss why? Why not?

5.4.2. Ethiopian Approach

Although the FDRE Constitution provides for the réfg of concurrent taxes between the
federal government and the states and the trawm$fgrants from the center to the states, it
refrains from laying down any rigid formulas or sfie amount payable to the state in the form
of shared taxes and grants. The drafter of the titotisn seems to have learnt from the
experience of other federal countries or have zedlithe problems of determining permanent
formulas in the effort to meet the changing so@or®mic conditions of a country. Unlike the
early days of the Canadian and Australian consititgt in which the use of fixed formulas
provide to be inadequate, the experiences of madgrétions have shown the importance of
adequate room in the constitution to set speatfimfilas and to make any necessary adjustment
taking into consideration the contemporary econasomditions and the financial position of the

center and each region.
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This can be done successfully when the task istitotignally conferred on a specific institution
that is well received by the constituent units bé tfederation. Federal experiences have
demonstrated several options in using differentitut®ns dealing with the issue of revenue
transfer as discussed above. Some have opted dep@émdent commissions mandated with
advisory role, while others use the federal le¢jista or some form of intergovernmental

councils.

In Ethiopia, the institutional arrangements tooKedent approach during the transition period
and after the adoption of the federal Constitutidnring the transition period, the Council of
Ministers had the power to decide on the sharingoimit revenue and the provision of grant
subsides to the newly formed regional governmeateth on the recommendations from the
‘Committee for the sharing of revenue’ and the Mini of Finance. The Committee for Revenue
Sharing was empowered by law to study the conditiand make recommendations to the
Council on matters concerning revenue sharingjquéatly the percentage according to which
the joint revenues of the federal and the stateslaared. The Committee which was supposed to
be composed of representatives of federal and gtaternments was hardly transparent in its
role. There were at least two objections: firstnearigid authorities complained that the actual
transfer was different from what they had beenrmied previously, sinking fund was utilized by
some regions without their knowledge. Second, the® no specific percentage of shares for the
division of joint taxes between the center anddtates, but the grant subsidy was budgeted for
recurrent and capital expenditure on the basisritér@m which were not clear to most of the

regional governments.

After the adoption of the Federal Constitution, gwver to determine the sharing of revenue
collected from joint tax sources and of grants thatfederal government provides to the states is
vested in the HOF (Art. 62(7) of the Constitutiolf)may be worthwhile to raise questions in

relation to the power bestowed to on the HOF:

? Why is the power conferred on the HOF? Why the @wni®n does not adhere

the transitional government system?
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The Constitution confers the power to HOF, first, the Constitution follows the principle that
non-political or majoritarian institutions shouldotndeal with all major political issues.
Accordingly, constitutional adjunction, secessissues and the transfer of revenue are the major
political issues that have to be decided by theesgntatives of ‘nations, nationalities and
people’ at the HOF. Second, the HOF is designeghasstitution that can play a role similar to
that of intergovernmental council. So, by havinghauty over revenue sharing and the transfer
of grants, the HOF promotes intergovernmental ieriat The idea of assigning the power over
intergovernmental fiscal relations to the HOF seesmmilar to other federations such as
Germany and USA whose Upper House plays a significde in the allocation of revenue. But,
unlike the others, the composition and competentieeoHOF are unique. For instance, it has no
legislative power, and although it was expecteldda@ counter-majoritarian institution to balance
the majoritarian Lower House, House of People Reprtive, its composition replicates the

situation in the latter institution.

As enshrined in Article 62(7) of the Constitutidhe function of the HOF are ‘determining the
division of revenues derived from joint federal astdte tax sources and the subsidies that the
federal government may provide to the states’. €oring the sharing of revenue from joint
sources, the HOF can determine the division ofé¢henue between the center and the states and
the distribution among the states. Concerning fleeation of subsidies or grants, there is a
difference between the two versions of the Cortatitiu Accordingly, the English version of
Article 62(7) is not clear as to whether the HOR datermine the manner of distribution while
the Amharic version clarify the same provision bferring specifically to ‘determining the grant
formula’ for distributing the grant to each memistates. The House will deliberate on the
disbursement of the revenue pool made by the fedexeernment from the sources assigned to
it.

The other issue may arise in relation to the powefeHOF in revenue transfer, whether the
Constitution empowers the House over conditionahtg? The power bestowed to the House is
to determine the grant formula, which necessatyénallocation of unconditional grants for the
equitable distribution of revenue to equalize tisedl capacity of the states. Thus the HOF
cannot choose project functions and allocate sipguifrpose grants to perform these functions.

Article 94 provides that the federal government eflncate different forms of grants to the
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states for the purpose of a state of emergencgbiiation assistance or loans. Further, the

HOF does not have a power to allocate domesticsltathe states.

The HOF in executing the function in relation tteingovernmental fiscal transfer, it is expected
to perform a full-time job; although in practiceniteets only twice a year for a few days. If the
power bestowed to the House is similar to otheitirigon of federations with the same concern,
its task requires the gathering of relevant datenfappropriate governmental bodies, analyzing
and deciding on the adoption of grant types andmeg-sharing formula. Furthermore, carrying
out essential inquiries, consulting appropriatetitugons, conducting meetings with the
respective states government representative witldmessary. Above all, the impact of revenue
transferred to the states needs a series of studmsever, the HOF during the course of its
work in the last decade for all aforementioned fioms is dependent on recommendation of the
Ministry of Federal Affairs (MOFA) and Ministry dEconomic Development and Cooperation
(MEDAC). It had no experts of its own; most of ttiiembers hardly understand the complexity
of the grant system.

Solomon argues the use of Ministries on the fis@isfer has the advantageiter alia, they
could be acting at the discretion of the federategopment which makes the decision less
objective and employees of the ministry could rentéhauthority to discuss sensitive issues. This
role can be better performed if an extra profesdiadvisory body assists the House. It would be
more effective if the power is reassigned to a @erent independent institution which has the
necessary expertise and autonomy to conduct theirmpgomplexity of data gathering and

analysis.

? Trace the institutional order and their correspogdunctions of Fiscal transfer

in Ethiopia?

Auditing Institutions; it is not worthwhile to escape to end without disging the institutions of
the last phenomenon of healthy finance operatioms, auditing institutions. The budget
evaluation begins at the institutional level by thiernal auditor. The finance laws require the

internal auditor to produce a monthly report sttine monthly revenue and expenditure of the
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institution and this report is sent to the finaotice of the level of administration (Article 57 o
the Council of Ministers’ Regulations on the Finan&dministration of Federal Government
No.17/ 1997). At the federal level, all public besliwhich execute the federal fund should
account monthly, quarterly, semi-quarterly and atiguto the Ministry of Finance and

Economic Development (MoFED).

The state governments are also required to repdtie MOFED corresponding to the financial
reporting system of the federal government. The EDFRnd the Auditor General have power to
conduct an audit of federal offices and as welthesstate governments concerning the use of
subsidy grants they have received from the fedgmlernment (Article 95 of the FDRE

Constitution).

The Auditor General of both the federal and théestaview the audit reports of internal auditor
of each administration office and made their owditug on the whole financial operation of
their respective governments. However, becauselmiah and capital resource constraints, they
focus on selected federal or state institutionedam their own judgment. On the other hand,
most of the projects that financed by foreign dasise and foreign aid are regularly audited by

external (non-governmental) auditing firms while tlest are audited occasionally.

The state budget evaluation has to be done forneagyry quarter on the basis of the activity
reported and submitted by each sector bureau.h&llstate government institutions have to be

audited by internal and external auditors. Andahdit report shall be published.

The whole purpose of the auditing is to reassessptiogress achieved and the remaining
activities. This helps to take timely action by #tate council or the finance bureau such as to
study the problems encountered by the responstbte por to reallocate the remaining amount

of the budget, ultimately to enhance efficiencypablic services, to encourage transparency and

accountability and to avoid corruption as much @ssgble.

Activity 3
1. In the above lesson four models of revenue trarsfdiscussed, what basic differences

exit among them?
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. The intergovernmental revenue transfer signifiesitierest of both the federal and the

state governments, some of the models of commissibrihe federations includes the
representatives of both governments to avoid timflicobetween the two while the other
are not. Therefore, how the non-representative dssiams protect the conflicting

interest of both governments?

. Which federations have followed the same instingiof revenue transfer?
4. The Amharic and English versions of Article 62 ¢T)FDRE Constitution have different

meanings. Discuss the difference and the pradtigaéct after the English version.

5. What are the two basic functions of the House alfeffation enshrined in Article 62 (7)?

6. The composition of the House of Federation is 1&&esentatives, for having greater

ethnic diversity, 54 of which is constituted by tiepresentatives of SNNPR. To a simple
majority, SNNPR needs one vote like Harari in theusk. If decision is made by a
simple majority the interest of SNNPR allied witither small ethnic number
representative would prevail. Does this hurt thtergst of the other states with the larger
population? What do you recommend for such probkems

Write down the problems of the HOF in deciding be tevenue transfer and the possible
remedies.



Summary

This Chapter is situated at the end of the coursemal next to the course summary for tieed

to explain the institutions of fiscal federalisngawents the understanding of the concept of fiscal
federalism. The concept of expenditure, revenueramdnue transfer in federal system rests as
abstract notion, if the operative institutions a@ discussed. Finance institutions in general
signify any institutions which operate in finandgut in relation to public finance, finance
institutions mean those institutions which are imed in the planning and implementation of
public expenditures, in collecting public revenues, well the federal arrangement quests

additional institutions for intergovernmental reuertransfer.

The institutions responsible for the expendituispomsibilities in both the federal and state level
are the sector offices, their respective highetaseaffices and the administrative offices. For
instance, in state, all sector offices from thedoadministrative level up to the higher draw their
budget plan. The budget plan passes to respedaitersoffices from the wereda to zone and
finally to state by undergoing approval in eachelevhe state council approved the annual
budget plan of the state based on the informatemsterred to it hierarchically. The payment of

budget is made to their respective finance offizeugh the bank by the state finance bureau.

The institutions responsible for collecting stasvanue are finance bureaus at all level of
administration. Registered tax payers may also haks assigned for this purpose for tax

payment due them.

On the other hand, the federal budget processnaiZed by the legislature approving each
year's budget. Each sector office which accountabl¢he federal government draws up its
budget plan and sends it to its respective higleetos office and lastly to the Council of
Ministers to be approved by the House of RepresigatalThe payment of federal finance is
mainly made by the Ministry of Finance and Econob@velopment (MoFED) from the public

treasury (National Bank) through other banks tarthespective finance bureaus. Some times,
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the finance bureaus may use the proceeds of reseheg collected, but they are subject to

report details of the execution to the Ministry.

The Ethiopian Custom and Revenue Authority whichssitute the Ministry of Revenue, The
Federal Inland Revenue Authorigyd the Ethiopian Custom Authority by merging thienone
institution and succeed their respective brancmesfmance bureaus of administrative offices
responsible to the federal government are resplentibthe federal revenue-raising. Registered
taxpayers also pay their tax duties to differentksaassigned to this purpose for the concerned
tax collector office. The public enterprises and/ee providers of the Federal Government are
responsible to collect the return of their functiand businesses to their respective higher

authorities and ministries and finally to MoFED.

While other systems and independent commissionsrapoyed in other federations, the HOF,
the Upper House is responsible for revenue trarfeben the federal to the states in Ethiopia.
The last stage of every financial activity resteuraluation and auditing the compliance of the
expenditure and the revenue and the manner of buadinistration free of corruption,
effective in public service and transparent etce MOFED and the state finance bureaus have
the power to evaluate the financial performancdenferal and state levels respectively. The
Auditor Generals of both the federal and the sgmeernments head the auditing of finance in
their respective level of governments. The intermadiitor of every administrative office and
External Auditor participate in the auditing progsethen the financial life dies except its history,

so for the main discussion of the course matesahf federalism.

173



COURSE SUMMARY AND CONCLUSION

1. Course Summary and Conclusion

Students, we are reaching to the end of the couegterial. The course fiscal federalism has
discussed, from the beginning to the this end threcept of fiscal federalism in theory and

practice, in a nutshell deal with the following massues:

> allocation of expenditure responsibilities; whicleats with the issue of
which item of power of spending should be carrigdvhich level of government,

> allocation of revenue raising power; which dealthvthe issue of which types of
taxes should be levied and non-tax revenues shbeldassumed in which
jurisdiction by which level of governments;

> the fiscal imbalance between the tires of goverrtraad disparities between them
in executing their respective responsibilities;ticat and horizontal imbalances;
and

» the intergovernmental financial transfer; which Ideaith the issue of financial
flows between the federal and the states and anfengtates; vertical transfer and
horizontal transfer in order to adjust the imbatarand keep a viable federal

system.

Before we summarize the details of the aforementloissues, the material has conspectus of
federalism. The principle of federalism is becomurgversally acclaimed at least in fact for its
objective, conducive administrative system, citigeparticipatory and grassroots democracy,
strong government, effective use of resources #mer social rights. Only some states, however,
are constitutionally structured and recognizedhie torm of federation. Ethiopia through the
1995 FDRE Constitution introduces federalism astiége structure. The whole notion behind
federalism is a system of dividing the states saigety, government, population and territory
among a central and more than one local governniEtolution of power among federating

units strongly necessitates constitutional meclmasisvhich is variable from federation to

174



federation. Therefore, fiscal federalism which ifedent from fiscal decentralization of unitary

state is drawn from the constitutional devolutiépawer in federalism.

In addition to the constitutional arrangement db@dtion of expenditure responsibilities and
revenue sources, fiscal federalism may be affebtedther collateral issues: economic policy,
foreign and interstate commerce for they are assigrither of the government and they collect

huge revenue.

Fiscal federalism is not immune from advantagesdisadvantages. Its advantages are optimum
utilization of resources and development growtleating job opportunity to professionals and
workers and decreasing central bureaucracy andumtayn. Whereas, the disadvantages are
financial imbalances and competition among thellef/governments, mobility and migration of
workers and professionals and spillover effectsabse of disparity in finance capacity to render

different public services

The history of fiscal decentralization in Ethiopiates back to the Axumaite kingdom where vast
territorial area demanded federal system statectstiel in which the center control small
conquered states. Decentralization of power coatrthroughout dynasties of the time up until
the 19" and 28' century introduction of strong centralization. Heer, the official federal form

of state structure thereby fiscal federalism waoduced during the sweep change made by the

coming in to power of the FDRE.

Chapter two is meant for the allocation of expanditresponsibilities. Allocation of Public
expenditure in federation in a broader sense seggthe constitutional division of powers and
functions among the center and states. This isusecavery function assigned to each level of
government needs sufficient budget as the extemuemch public service and utility of the
people, without which the constitutional assignmehtpowers to each level of government
remain a paperwork. Narrowly, allocation of puldixpenditure comprises a process of yearly

budget preparation, implementation and evaluatigoarticular fiscal year.

The concept behind public expenditure is based lgectives and principles. From various

objectives, security of life against the exterrnggir@ssion and internal disorder and injustice and
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development or upgradations of social life in tieenmunity are the major. These can be more
detailed as defence, justice, education, healtbyigons of basic needs and other social
amenities. The principles that underline public engiture are social benefit, economic use,
supervision, saving surplus, elasticity, produtyiand equitable distribution of income. In terms
of area of expenditure it is of two kinds: capiald recurrent. All sorts of administration costs
such as salary, defence expenditure and debt seg\wonstitute recurrent expenditure. On the
other hand, capital expenditures are those expeediincurred for construction, agriculture and

industrial development.

In allocation of public expenditure responsibiktieeach layer of government has its own role
assigned by the constitution. The center shouldercdlie expenditures of the powers and
functions assigned by the constitution such asmndefeforeign policy, interstate commerce,
transfer and grants and subsidies etc., which camyrserve the federation as a unit and the
federal government. On the other hand, the stateseatrusted with education, health,
agriculture, police and other welfare functions,ickhinherently is associated with the stat
administration and their subjects. In addition, steffs of government functions show the kind

of the state. Accordingly, states are grouped asmail, welfare and developmental.

Federations have different approach as to allocaifeexpenditure responsibilities owing to the
difference of their constitutional arrangementserBfiore, the US and German experiences are
selected for they can provide a good lesson toogiain federation. USA is the pioneer to the
concept of federalism has an old aged experientg@soblems and their solutions. However,
Germany is a moderate ethnic-based federation. UieConstitution is not detail enough to
allocate expenditure responsibilities between theter and the states but general clauses are
employed which are prone to broader interpretatiarly fiscal budget in USA involves the
executive by the president budget, the appraistileopresident budget by the congress by means
of legislation, the execution of the budget by #escutive and auditing by the General
Accounting Office (GAO).

The Basic Law of German having moderate naturgashéwork for allocation of expenditure

responsibilities provides cooperation of the ceraed the states on common functions. For
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instance, the center may legislate on joint mattdréhe center and the states, while their
implementations are left to the states.

Under the FDRE Constitution, the center and theestare entrusted with powers and functions.
In principle follows the method of listing the poweaf the center and reserving the rest to the
state. However, it tries to guide the states pdwyeusing limited list. There is also limitation on
the reserved power of the state such as the poiMaxation. From the essence practices the
center issue standards and policies applicabléehencbuntry while their administration and

implementation is left to the states.

The budget processing of every fiscal year is tleeyvinstrument of public expenditure.
Accordingly, the budget preparation, the budget lemgntation and the budget evaluation
allocated among the organs and the tires of govembrehow the allocation of expenditure

responsibilities.

The other main area of fiscal federalism is allmrabf revenue-raising power among multiple
tires of governments of the federal system. In gart@e concept of public revenue consists of
two powers. The power to legislate laws on somerdghed sources and the power to collect
revenues accordingly. Particularly, in federal egstwhere powers of the state including the
revenue-raising power is divided among multipleelay of governments, the constitution

demarcates the jurisdiction of each government.

Governments in general raise revenue from two b@sicurces. Taxes are substantial source of
government revenue. The non-tax sources are tlee stlurces of government revenue. The non-
tax revenues accrue from administrative income saglees and charges, fines and penalties,
special assessments etc. In addition, price cagitalipts and grants and gifts from domestic and
foreign donors constitute the substantial part ai-tax revenues. Taxes with their category as
direct and indirect play a vital role in governmdimtancing. They finance the government
expenditure responsibilities, stabilize economictiiation, distribute the wealth of the state and
encourage investment.

Devolution of power of taxation by specific meth@dthe basic task of federal constitutions.
Accordingly, the FDRE Constitution derives specifiethod of division of taxation between the

federal government and the states. Hence, the agteyf tax payers and particular things
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pertaining to either of the governments by constihal decentralization of power and functions
are taken as the base of revenue power allocafioerefore, except custom duties exclusively
given to the federal government, all taxes arettelibto both governments in their own
jurisdiction. The Constitution addresses the dondby setting ‘federal power of taxation’, ‘state
power of taxation’ and ‘concurrent power of taxatidt also provides the residual taxation to be
dealt by the joint meeting of the two houses.

Fiscal imbalance and inter-governmental fiscahgfars form the core of the fiscal federalism
conceptually and practically challenges the fedenat Imbalance is caused by the disparity of
the revenue sources and expenditure responsibililige to allocation of the expenditure
responsibilities and revenue resources among #re tf governments in federation. Inter-
governmental fiscal transfers meant to cure theafidisparity. Fiscal imbalance is of two kinds:
vertical imbalance and horizontal imbalance; angrigovernmental transfer buttresses in to
three: revenue sharing between center and reggnasits by the center to the regions and
federal-state transfers.

The causes of vertical imbalance are mainly atteithuo non-correspondence of constitutional
assignment of revenue sources with the states dikpem responsibilities and ineffective and

inefficient administration of revenue raising poveerd expenditure spendings of the tires of the
governments. This can be measured by computingptiteentage of the share of state
expenditure covered by the state revenue and fietlensfer and the percentage of share of the
state revenue in the total revenue of the federafitie great disparity of the share implies the
greater interference of the center in the econa@nit political autonomy of the regions. On the
other hand, horizontal imbalance is mainly causgddisparity of revenues resources and
expenditure responsibilities among the stabaference in natural resource endowments that
gives rise to variation in revenue sources; urbantered industrialization that pools

investments and high dependency ratio of youngaaldi poor, or naturally difficult terrain

or generally higher cost disability factahich entails different access and quality of paibli

services for individuals in different states are thajor. This can be measurd by computing per
capita expenditure and revenue of all states. ifhjmies a better social and public services in

richer regions than the poorer, thereby differenoegersonal developments. Horizontal fiscal
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imbalance also entrenches within the state in ladatinistrations such as zones and weredas. It

is also amplified by contraband and ethnicity whace rampant in Ethiopia.

Fiscal transfer is a common fiscal phenomenon dedations. It is a mechanism designed to
channel the vertical and horizontal fiscal flowweén the center and the states and among the
states respectively. The main objectives of fisitahsfer are to fill the gap between the
expenditures and revenues and enable the stathaven equal capacity of rendering public
services. The whole process of adjusting the fisobhlances through fiscal transfer is termed as
fiscal equalizing system. It can be materializedrbyenue transfer, grants and federal-state

transfer.

The scheme of revenue sharing results from theecand the states share revenue accrued from
some sources identified to this effect. The deteaton of certain revenue sources to this
purpose is different from federation to federatiOm the other hand, the center mostly designs
formula to grant the states. This can be made ly ways: general purpose (unconditional)
grants or specific purpose (conditional) grantsné&al purpose grants are allocated to states to
spend the money in any area of public purposegdat&Ed by them. It is characterized by the
absence of significant restrictions on the useuafi§, as it is at the region’s discretion to spend
the money for any preferred purpos€anditional grants are aimed at spending in a §ipeci
sector supported by the central government. Thetgranay require, for example, a state
to use the funds for a specific activity in the eation sector, such as the construction of
post-secondary institutions or the purchasing obksp with a possibility of further
specifications. Conditional grants may also behrtclassified as matchirfgost-sharing)

and non-matching

Federal-state fiscal transfers are other schemessiponse to financial imbalances. This
system includes intrastate vertical revenue shammgl grant to their lower level
administrations: zones and weredas and regionaloworgs from federal and states’
financial institutions. Federal-state fiscal tramsf involve the center, states and local

governments and web of terms and conditions agaatst other governments.
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The body of the course material ends with explgrime institutions of fiscal federalism. The
concept of expenditure, revenue and revenue traimsfederal system rests as abstract notion, if
the operative institutions are not discussed. Kiaanstitutions in general signify any institutions
which operate in finance. But in relation to pubfinance, finance institutions mean those
institutions which are involved in the planning angplementation of public expenditures, in
collecting public revenues, as well the federahiagement quests are additional institutions for

intergovernmental revenue transfer.

The institutions responsible for the expendituispomsibilities in both the federal and state level
are the sector offices, their respective highetaseaffices and the administrative offices. For
instance, in state, all sector offices from thedowdministrative level up to the higher draw their
budget plan. The budget plan passes to respedaitersoffices from the wereda to zone and
finally to state by undergoing approval in eachelevhe state council approved the annual
budget plan of the state based on the informatamsterred to it hierarchically. The payment of

the budget is made to their respective financeeffinrough the bank by the state finance bureau.

The institutions responsible for collecting stasvanue are finance bureaus at all level of
administration. Registered tax payers may also hawks assigned for this purpose for tax

payment due them.

On the other hand, the federal budget processadiZed by the legislature approving each year
budget. Each sector office is accountable to tderld government, draws up its budget plan and
sends it to its respective higher sector office lastly to the Council of Ministers to be approved
by the House of Representative. The payment ofréédi@ance is mainly made by the Ministry
of Finance and Economic Development (MoFED) frora thublic treasury (National Bank)
through other banks to their respective financeaus. Some times, the finance bureaus may use
the proceeds of revenues they collected but theysalnject to report details of the execution to
the Ministry.

The Ethiopian Custom and Revenue Authority whichssitute the Ministry of Revenue, The
Federal Inland Revenue Authorigyd the Ethiopian Custom Authority by merging thienone
institution and succeed their respective brancmesfmance bureaus of administrative offices

responsible to the federal government are resplengibthe federal revenue-raising. Registered
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taxpayers also pay their tax duties to differentksaassigned to this purpose for the concerned
tax collector office. The public enterprises and/ee providers of the Federal Government are
responsible to collect the return of their functiand businesses to their respective higher
authorities and ministries and finally to MoFED.

While other systems and independent commissionsragoyed in other federations, the HOF,
the Upper House is responsible for revenue trarfsben the federal to the states in Ethiopia.
The last stage of every financial activity restsemaluation and auditing the compliance of the
expenditure and the revenue and the manner of buad®inistration free of corruption,

effective in public service and in transparent neanetc. the MoFED and the state finance
bureaus have the power to evaluate the financidioymeance in federal and state levels
respectively. The Auditor Generals of both the fal@and the state governments head the
auditing of finance in their respective level ofvgmnments. The internal auditor of every
administrative office and External Auditor partiatps in the auditing process, then the financial

life dies except its history, so does the mainuson of the course material fiscal federalism.

2. Selected Issues of Fiscal Federalism and Future Coarns

It is necessary to provide afterword issues fodestiis in their future carrier to identify problems
and curb them. Some of such issues are interstat@etition, migration and mobility, spillover

effect and double taxation.

Interstate Competition

Federalism entails devolution of sovereign powdrthe state such as territory, population and
government to different units. This mainly includiéscal power devolution. They are quite
different in their population size, natural res@s,cdevelopment etc. This creates competition
among states. States are free to specialize iruptioth any public services and goods. In most
federation, states try to produce the same seraicdggoods which the other state is specialized
without due consideration given to the comparatdyantages of producing in the state or
importing it from the other states. Such phenomen®nconspicuously aggravated by

ethnocentric administration of the states in etfir@sed federalism. Competition results in
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duplication of services and goods which are surpduthe whole country and costs to the non-
specialized states. Competition among the stateghis case ultimately results in the

phenomenon known as “race to bottom”

Migration and Mobility

Mobility and migration of professional and skillfpersons is common in federations due to
disparity of payment for the same professions ffedint states and in between the federal or
states governments. The richer governments tengbaio better salary and provide wage
increment according to the pace of their develogmeérere as the poor strive to satisfy public
services than individual payment in their finangmdrformance and development strategies.
Hence, disparity of salary payment for the samdessionals is inevitable and therefore it may
result in migration and accumulation of the samefgssionals and experts to a state or the
federal governments which pay better compared terastatesHowever, having the required
expertise or skill or profession does not suffizevork in one state or in the federal government
where the working languages of the federal and state is not the same like Ethiopia. Thus,
language requirement in additional to professiomimize the migration of the same
professionals to the region of better payment. &limguistic based federalism like Ethiopia

solves the problem to some extent.

Spillover Effect

Spillover effect is the fact that services whicle grovided by one federating unit either of the
federal or a state or even a local administratiothe region/state but used by people of other
regions which are not perceived as the target@btidget. Township administrations which are
surrounded by less developed rural areas owingeaénter of service providing institution and

faster rate of urbanization are prone to thesectfféMore developed part of regions adjacent to
less developed part of other regions also facesginee problem. The spillover effects which are
caused by the “flow” from one region to another Vdooe in one direction, while in other places

it would be in opposite directions and such phenmneas termed as offsetting effects.

182



Double Taxation

In federations, those revenue stuffs identifiegotat taxation of both the level of governments
may prone to Double taxation. This is mainly caubgdunclear constitutional clauses. For
instance, the FDRE Constitution made provisionseunfirticle 98 to concurrent power of
taxation where the Federal Governments and thesSshiall jointly levy and collect some taxes
enumerated thereof. The problem a rises for ther@@ joint house and executive for center and
states to legislate tax laws and to collect taxspectively. Or, there is no room for framework
method of sharing power by which the center maislatg tax laws and the state collect to share
jointly. In the absence of these arrangements, é&aaH of government may levy and collect
separately on the same matter they own jointlys Tasults double tax burden imposed by both

level of governments on single tax payer.
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