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Abstract: A number of countries have pursued fiscal decentralization within a broad
context of political and economic reforms to improve the performance of their public
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1. Introduction

A growing number of countries have adopted fiscateahtralization in an
attempt to improve the performance of their pukkctor. The process broadly entails
decisions in identifying some optimal distributiohfunctions and powers between the
federal and sub-national governments. This proocésgevolution of fiscal authority
introduces specialization of functions, better tifaration of local factors,
experimentation of democratic principles and chagdghe very relationship between the
government and the citizen-voters in important ways

Fiscal federalism is essentially the choice andtridigion of fiscal
decision-making power across multi-leveled govemisieThe experiences of reforming
countries have been diverse and do not allow easgrglization. The practices of fiscal
decentralization have diverse features and matagtpss countries and yet exhibit a
common departure from the practice of centralizechf system. The Centralized fiscal
policy making, where interventionist, expansiongsifrupt, and inefficient government
policies were pursued, failed to deliver efficieptiblic services. This overriding
experience created the temptation in a number ohtties to experiment with some
forms of decentralization of both political andct$ power. Some countries implemented
fiscal decentralization whereas others opted fecatgentration of centralized decision
making without actual fiscal decentralization (Bit®93; Martinez-Vazquez and McNab,
2001). In some cases, fiscal decentralization ¥edid the political imperative of
establishing federal political structure whereasthers fiscal decentralization was put in
place within a centralized political regime.

Fiscal decentralization has both economic andipalieffects. It can serve as
one of the mechanisms to promote democratic itigtits and expanding the quality,
quantity and diversity of public services that sihié priorities of local populations.
Nonetheless, undertaking drastic decentralizati@asures before local institutional
capacity reaches some critical threshold leveladicp implementation and evaluation
capability at sub-national government levels migivolve significant economic cost,
inefficiency in resource utilization and contribute breach of fiscal discipline (Tanzi,
1996, Prud’homme, 1995). After all, partial decaliation may not necessarily bring
improved governance and accountability to the peal the grass root level that
responds to local priorities and preferences. Maggoa professional, honest and
politically independent bureaucracy is a criticattbr in the process of improving the
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performance of the public sector and in cultivatpagticipatory decision making system.
This is true both in centralized as well as de@izegd fiscal regimes and yet the relative
importance increases in decentralized fiscal ggttin

The dust of theoretical and empirical argument® ashy countries adopt fiscal
decentralization and how such measures affecthijexiives of public sector efficiency,
income distribution, macroeconomic stability andreamic growth performance has not
yet settled and remains to be a lively discour$es paper explores the theoretical and
policy issues and conditions that shape how fideakntralization in an underdeveloped
economy could help improve the performance of thlip sector, achieve fiscal
discipline, promote macroeconomic stability andrexnic growth. It contributes to the
emerging theory of fiscal decentralization and ploicy discourse. The theme of this
article is that the potential benefits of fiscaldealism are conditioned on the institutions
and political economy arrangements of a countryhich decentralized fiscal decision
making could be translated into effective instrutadn address core economic, political
and social problems.

The rest of the paper is organized as follows. fié section reviews the main
strands of the theory of fiscal federalism and ty& a political economy argument on
issues of fiscal decentralization. Section thregeres the main features of the fiscal
system of Ethiopia. Section four discusses issueslved in the practice of
decentralization and their economic implicationsEitmiopia. The final section draws
concluding remarks.

2. Fiscal Decentralization: Theory

Fiscal federalism and decentralization derive tmgiture and characteristics
from constitutional provisions as well as the lesweéconomic development, population
size, urbanization, ethnic fractionalization, gexgmjrical sectionalism, the pattern of
income and resource distribution, the institutiooapacity of the system, openness to
international trade, and the interaction of pdditieconomy forces that shape the
principal-agent relationship (Panizza, 1988, Baid Bath, 1986, Martinez-Vazquez and
McNab, 2001). The constitutional provisions defittee framework within which
decision-making would be exercised and establi$tesgertical and horizontal structures
that find meaning within the prevailing socio-ecomo environment of the system.

Fiscal decentralization is defined by the degrestiich fiscal decision-making
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autonomy is devolved to independently-elected amally accountable autonomous
sub-national governments. Fiscal decentralizati@hl@w it is practiced also affects the
other objectives of public finance, namely incomstribution and macroeconomic

stabilization. The ultimate economic effect of eifdecentralization on the performance
of an economy hence depends on these interactimhisav these variables influence the
growth and distribution of income opportunities.

What are the theoretical arguments for fiscal deedization? The theory of
fiscal decentralization addresses three issuestedeldao fiscal decision-making:
assignment of responsibilities and functions betwtg® federal government and the
sub-national governments, the assignment of taxapower and the design of
inter-governmental transfers (subsidies) as waldtlsr forms of financing. These factors
give rise to a third issue of the relative sizéhef public sector in the national economy. It
is therefore the dynamics of these processes ablit qolicy choices that ultimately
shapes the effects of fiscal decentralization dnlipsector efficiency, macroeconomic
stability and overall growth performance.

2.1. Fiscal Function Assignment Issues

An important aspect of fiscal decentralization e tassignment of fiscal
functions to the federal and the sub-national govents and the appropriate means of
financing these responsibilities. The theory ofdisdecentralization does not provide a
clear perspective on the optimal distribution etél decision making authority and how
such decisions are related to economic efficiegoywth and income distribution. The
broad thrust of the theory is that expenditure sasfbilities in areas of macroeconomic
stabilization and redistribution functions shoutdnain within the domain of the federal
government whereas allocation functions should bsigaed to lower levels of
government (Oates, 1999; Shah, 1999; Musgrave,)1983

The conventional theoretical discourse, followitige tradition of Tiebout
framework of “voting with one’s feet”, suggests thahen there is sufficient
heterogeneity in preferences across district adimations and high mobility of
individuals, decentralized provision of public gesddads to competition and efficiency
in public service delivery. Oates(1977) argued tedentralization is superior to central
solution when there is sufficient heterogeneitioral preferences and no spillover effect
in public service provision that is financed by fonin taxation. It also admits the
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possibility that when preferences are fairly hommagmus across districts and with weak
spillover effects, centralized provision of puldiervices might be more efficient.

The theoretical perspective broadly indicates fiisatl decentralization and the
assignment of functions can potentially generatmenmic efficiency of the public sector.
If preferences are heterogeneous enough acrossliptions and local public officials
can and do respond to local demands, decentralizatin improve allocation efficiency
by tailoring services to the preferences of theallguopulation. It follows that local
governments are closer to the local population ead identify their choices and
preferences better than the central governmentigpasnd Coate, 1999). Accordingly,
when the decision to provide a bundle of publicagis made by local officials and these
officials are directly accountable to the localeanst there is an incentive for the local
officials to provide the kind and amount of sergidbat reflect the preferences of the
local population. Moreover, as long as there iseleelation between the benefits from
public services and taxes on the local taxpaybesetis additional incentive to utilize
resources efficiently and cost effectively. Theetdralization theorem suggests that,
under such assumptions and democratic politicdititi®ns, decentralization of fiscal
decision-making authority improves allocation e#itcy of the public sector. Whereas it
is possible for both democratic and non-democraijimes could exercise some forms
of fiscal decentralization, the practice soondater confronts tensions when democratic
institutions are not operational and effective.

Once the allocation of expenditure responsibiliie£onducted according to
such broad principles, the fiscal system needglthess the issue of assigning taxing
power that broadly identifies who should tax, whane what (Musgrave, 1983). It is the
devolution of taxing autonomy that gives meaningl &tentity to the devolution of
expenditure responsibilities. In the context otdisfederalism, the assignment process
needs to identify the comparative efficiency anféativeness of providing the fiscal
instruments to the multi-tier decision-making cesitseo as to finance public functions
and activities in the most efficient manner possibl

What kind of taxes should be assigned to the fédgreernment and which
should be assigned to the local governments? Tawyttand practice in the assignment
of taxation power identifies the following maintesia in assignment process: taxes on
mobile tax bases, redistributive taxes, taxes twatld easily be exported to other
jurisdictions, taxes on unevenly distributed taxsds taxes that have large cyclical
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fluctuations, and taxes that involve considerabtEnemies of scale in tax administration
should be assigned to the federal government (S&B8I7; Musgrave, 1983; Tanzi and
Zee, 2000, Oates, 1996). There are efficiency apdtye considerations behind such
principle of tax assignment. Local authorities ddakercise taxing power on other tax
bases within the settings and preferences of ttad [wopulation.

The assignment of taxing power between the fedaral the regional
governments and the provision for concurrent poiweshare revenues establishes the
basic link in which the behavior of one of the gtwould influence the decision making
power of the other and its effective tax base. &@hera possibility for vertical tax
externality that might require additional policystruments to correct their effect on other
levels of government (Keen, 1998).

The assignment of taxing power is a thorny issygactice and its application
is influenced by a number of considerations. Fitsgpite the legislative assignment of
taxes, the actual potency of the tax network dependhe nature and development of the
national economy, the relative distribution of emanc activities across jurisdictions, and
the administrative efficiency of the taxation systeSecond, the practice of fiscal
federalism, especially when citizens across regiwigh diverse economic and
demographic situations are treated unequally, gigego the violation of one of the core
principles of horizontal fiscal equity. Third, désthe monopoly of taxing power resides
at the disposal of the government, the reach oftdkation network depends on the
economic circumstances of the potential taxpayeris.therefore evident that the fiscal
assignment issues are dependent not only on adimtél provisions but also on
economic, political and institutional factors.

2.2. Intergovernmental Transfers

The distribution of the tax base and the demangdibtic goods does not follow
symmetrical pattern and this gives rise to the geme of fiscal imbalances. A number
of reasons contribute to the mismatch between tperaliture responsibilities and the
capacity of the lower levels of government to rasséficient revenue to finance their
expenditure. Vertical fiscal imbalances are theultesf allocation of expenditure
responsibilities with higher cost than the souradsrevenue assigned to local
governments. This indicates the case in which theell of revenue source
decentralization is lower than the decentralizatimin expenditure responsibilities.
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Horizontal fiscal inequity emerges usually as alltesf concentration of tax bases due to
uneven distribution of economic resources and igtiacross regions whereas
expenditure requirements are spread more evenly.

The problems of fiscal imbalances require meaghadsnclude the provision of
subsidies as well as policies that promote balamgredth of regional economies and
their taxation bases. The process of changingatketibn base of regional economies is
slow and requires consistent policies that addiessinderlying sources of inequalities
across regional economies. The most common pragiceroviding federal fiscal
transfers or subsidies to bridge the fiscal gapsthe regional governments.
Inter-governmental transfers systems, however, nggherate their own problems of the
commons. When vertical fiscal imbalance is sigaificand local governments depend
excessively on the federal fiscal grants, therdisautonomy would be compromised.
Moreover, local government officials and the popola would have the incentive to
maximize their federal grant receipts as long &y ttho not proportionately share the
burden of taxation. Where local governments do besr the cost of their spending
decisions, there are incentives for them to expheil budget beyond their means. Such
fiscal behavior commonly leads to excessive groofitihe public sector in the economy
as well as a tendency to over fishing the fiscaldpo

Inter-governmental fiscal transfers involve two malecisions even if most
federal systems pursue different approaches. Tderdégovernment needs to decide on
the aggregate pool of federal grants and then tloé Ipas to be distributed among the
respective lower sub-national governments. Theré&dgvernment can decide on the
size of the federal grant pool based on certaiarpaters, on negotiations or on some ad
hoc mechanisms. Once the pool of federal grantedded, the distribution of such
grants across regions or local governments foll@wamber of possibilities. The federal
government may exercise discretionary decisiortigsibute such resources. However,
such discretionary allocation might be influencgdpblitical considerations instead of
real need for assistance at the local levels. Tost sonventional way is the use of some
grant distribution formula that takes into accoumtticators of needs, fiscal effort and
other factors at the sub-national government levels

2.3. Decentralization and the size of the governmeén



Abu GM.: Fiscal Federalism and |ts Discontents

The appropriate role and relative size of governnrenational economies are
controversial and evolving political economy issuEse actual size of government in
national economies is influenced by a number ohenac, social, and political factors
(Lowery and Berry, 1987; Rodrik, 1996; Meltzer d&ridhard, 1981).

Does fiscal decentralization have influence ondilze of the government? The
theoretical link between fiscal decentralizatiod #me relative size of the public sector in
national economies remains murky. The public fimatteeory traditionally identifies
forces that shape the extent of government intéim@nin a national economy. These
forces include market failure, imperfect informatiancomplete market, externalities,
public goods and significant unemployment of resesar(Ehadie, 1994; Grossman, 1989;
Rodden, 2003). The possible impact of fiscal deadimaition on the overall size of the
public sector is moderated through a number ofofacsuch as political institutions,
constitutional limits, the extent to which the casft providing public services is
internalized at local levels, ideological positiah the government in power, the
autonomy of local governments, and the level a$ agefjrowth of national income.

The process of fiscal decentralization can potéytimprove efficiency in the
provision of public goods by identifying the prefdaces of local population and
internalize the cost within the same jurisdictidhen political institutions enforce
accountability and local officials are responsilbte the local constituency, there is
incentive for decision makers to achieve goals d@inatin line with the preferences of the
local population. The internalization of the costpablic service provision would also
provide extra incentive to discipline fiscal deoiss and operate within hard budget
constraint. If the expenditure choice of local goweents is linked to taxation on the
local population, there would be strong reason &intain fiscal discipline and operate
towards a smaller and efficient government sizenéieer, when an increasing share of
local government expenditure is financed by interegnmental subsidies and devolution
of function is not accompanied by reduction of exghaure at the federal level, there is a
tendency for faster growth in the size of the goweznt (Rodden, 2003). This might lead
to the expansion of the public sector without inyang the quality of public services and
the efficiency of the public sector. The effectfistal decentralization on the size and
growth of the government therefore depends on dlere of fiscal federalism pursued in
the system.

The theory of fiscal decentralization and its rielatvith economic policy issues
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is a growing field of research whose frameworkvsleing to guide and inform public
policy discussions. How the process of fiscal deedimation is related to the size and
efficiency of the public sector and how such relasi influence national economic
performance are topical issues of theoretical aidyinterest. Fiscal decentralization
has potentials to improve the efficiency of publesource utilization and such an
efficient government creates the environment fet &éad shared economic growth in the
national economy. In the next section, we dischisperformance of the fiscal sector and
the practice of fiscal decentralization in the Bi&an economy.

3. Features of the Ethiopian Fiscal System

The fiscal system of Ethiopia has historically bedraracterized by high
centralization and concentration of fiscal decisiaking power at the center. Table 1
summarizes the main features of fiscal aggregdtEshaopia for the past three decades.
It depicts how surprisingly stable the fiscal aggtes have been over the years. The
nature and structure of the economy, the resultirndpases, the excessive dependence on
international trade taxes and external grants,pemgistent deficits all contribute to the
prevailing features of the fiscal sector as dofibeal policy stance of the government.
The economy has failed to achieve any meaningfuttitral transformation and fiscal
aggregates reflect this general feature.

For the period 1974/75-2003/04, the governmentosemt average extracted
about 18.5 percent of GDP from the economy andtsgdeout 28.5 percent of GDP. The
allocation to recurrent spending was about 19 perand the share of capital spending
was about 9 percent. This behavior of excessivedipg has left an average fiscal deficit
of about 10 percent. Foreigners provided about8gue as charity and about 4 percent of
GDP as loans and the remainder was financed miorty the domestic banking system.
A fiscal system that resorts to borrowing to coe#wout 36 percent of its spending
appetite would sooner or later confront the coneaqe of its behavior. This behavior of
fiscal spending has left its mark on the macroenuogaituation of the country in which
aggregate expenditure persistently runs in excedsroestic production.

Table 1- Ethiopia: The Structure of Government Revaue and Expenditure
1974/75 — 2003/04 (As a percentage of GDP)
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Period/ Regime Tax | Non-Tax ExterndlRecurrent | Capital| Deficit
Grants excl.
Grants
1974/5-1983/4 13.45 3.75 1.94 18.26 6.28 -7.35
1984/5-1990/1 13.50 6.24 3.43 20.92 9.32| -10.49
1991/2-1994/5 9.59 3.89 2.80 14.86 7.52 -8.90
1995/6-1997/8 12.37 6.33 3.04 14.91 9.20 -6.34
1998/9-1999/00 11.84 6.99 2.84 24.17 7.76| -13.10
2000/1-2003/04 15.43 5.10 5.77 21.03] 11.74) -13.35
1974/5-1990/91 13.48 5.14 2.77 19.74 7.97 -9.10
1991/2-2003/04 13.00 5.51 4.06 19.02 9.69| -10.84
1974/5-2003/04 13.1p 5.41 3.73 19.20 9.25| -10.39

Note: Figures for 1999/00 to 2002/3 are preliminary alctunal for 2003/04 are budgets.
Source: computed from Ministry of Finance and Economic Blepment data sources

The change in government in 1991 created the emviemt and opportunities
for reforms in almost all sectors of the economgc& policy reforms were undertaken
that could shape and refocus the activities ofginernment sector. The first wave of
reforms focused on demand management and impravidgrutilized capacity in the
economy. And yet, there was no major and genuiife ishthe policy stance of the
government with respect to the level of intervemiio the economy. The current regime
inherited a stagnant economy and a policy regiraediove the private sector away from
a meaningful participation and a leading role & #conomy. The policy reforms during
the 1990s partially addressed these problems aedsttnominally admitted the critical
role for the private sector. However, the regime tmaintained its interventionist policy
that has deprived the nation the emergence of ardynprivate sector and market
oriented economic system.

The reforms have had mixed implications on govemimevenue collection and
expenditure allocation patterns of the public sectbhe amendment in the tax codes,
devaluation and gradual depreciation of the exchaatg, introduction of new taxes and
expansion of the tax bases, and the privatizatiomcgss all have had important
implications on the amount and structure of govesntmevenue. The overall share of tax
revenue to GDP is not unduly high relative to depelg countries (Tanzi and Zee, 2000).
The share of government revenue indicates reseuxtcaction from the economy and the
command the government exerts on the rest of tbecesy. The state of economic
development, the tax base, degree of monetizatidmaarketable surplus, and the design
and efficiency of tax administration in the countmgs limited the growth of the
government sector relative to the other sectomedlsas the economy. The government

10
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sector, nonetheless, has exhibited expenditurensiqrafaster than revenue generating
capacity of the economy. This in a way positiorfezlgovernment to resort to alternative,
though more distortion creating forms of revenueggation schemes. Despite its relative
small size, the fiscal system of Ethiopia is tyflicantrusive and restrictive in nature
creating hurdles for private investment, weakerimg domestic saving effort, stifling
competition and dampening cooperation, and in tloegss affecting the sustainability
and pace of economic growth in the country.

The current government in power shares importaatatteristics and behavior
in fiscal policy with its predecessor. Despite niaaj changes in some aspects of the
fiscal components, there has not been enduringigndficant shift in policy. The current
regime spends about 29 percent of GDP and exfiractsthe economy about 19 percent
of GDP in the form of taxes and non-tax revenueseigners provide about 4 percent as
grants and lend about 3.7 percent of GDP. The reaeaiof about 2.4 percent of GDP has
been financed from domestic borrowing. This istable as a fiscal aggregate can get.
The current fiscal system of Ethiopia exhibits dépa from as well as striking
continuities with the previous fiscal policy regimehe data indicates that either the
current regime is not willing to fundamentally clyarits fiscal policy stance or the fiscal
system is governed by the structural featureseéttonomy that are not easily amenable
to fiscal policy reforms. A closer examination betmain features of the fiscal system
suggests that both factors play a role in the m®ce

The result of such features of government revendesapenditure has been the
emergence of persistent fiscal deficits and thesmcdation of public debt. Domestic
government revenue apparently has recently beeslypbanough to cover recurrent
government expenditure let alone to generate ressudor financing capital expenditure.
The level of deficit has increased and recentlynesarpassed the total tax revenue
collection. Such a stance of fiscal policy is utaimble and external grants, even if
important to partially narrow the gap, would notlaould not resolve the problem. The
government has increased its appetite for borroviriogn foreign sources to bridge the
gap and, when external borrowing does not satisfgsorts quite liberally to borrow
from the domestic banking sector.

The fiscal performance of the country is a reflecf a typical underdeveloped

and agrarian based economy in which the majoritthef population lives in chronic
poverty and a government that devotes its efforéxttraction of resources from the

11
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economy. This is accompanied by failure to allo¢hése resources to priority areas and
sectors of the economy. However, both political engives and changes in the overall
economic policy of the country opened the doorfiral policy innovation. The fiscal
situation and the overall economic performance haf tountry call for even more
innovative and effective approaches that maximiee dfficiency of using economic
resources for addressing pressing national problevis will focus our discussion on
fiscal federalism and its implication on the exsecof fiscal policy.

4. Fiscal federalism in Practice

The policy of fiscal federalism in Ethiopia hafidaved the political imperatives
of establishing an ethnic federalist structure. ©lerthrow of the military regime of
Ethiopia in 1991 by a coalition of rebel forces Hat stage for a drastic shift in the
political landscape of the country. The processnauhted in the formalization of the
ethnic-territorial federal structure of governmuiith the adoption of the Constitution of
the Federal Democratic Republic of Ethiopia in 198de Constitution formalized the
experiment of ethno-linguistic based structure ofegnment into a federal structure.
Nonetheless, the Constitution shares essentialrsatrom former constitutional or legal
provision in practice in the country. The very gpf these Constitutional provisions and
their genuine nature has been limiting individuaitizens and hence the society in the
exercise of their political and economic rights dneedoms. Instead of limiting the
actions and powers of the government sector, wikiehdefining feature of a democratic
constitutional setting, the governments were alkbwe exercise and often times abuse
political power under the veils of constitution.i¥ imteraction of political and economic
issues is no where more apparent than in fiscatypahd practice.

The Ethiopian federal structure consists of nimggameal states and two chartered
city administrations. The administrative structdigdes the nine regional states into 70
Zones and 550 Woreda (districts) with elected cosirereating a four-tier level of
government. The Woreda serves as the basic uadlministration. Moreover, there are
municipalities in urban areas undertaking both tiakaand public service provision
decisions. The devolution process is still in pesgrand has not yet fully reached the
Woreda levels of government. The system is movowatds a three-tier structure of
decentralization: federal, regional and Woreda lgeveThis structure creates a
principal-multi-agent setting in the political afiscal relationship in the country.

12
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The Constitution divides responsibilities under filnesdictions of the federal
government and the regional governments. It providatensive decision-making
legislative and executive powers and responsiditio the regional states. The most
notable ones are: enactment of state constitutidiaws; formulation and execution of
economic, social and development policies, strategnd plans; administration of land
and other natural resources in the territory; lemg collection of taxes assigned to the
regional states; designing standards for statel lewdl services and payment; and
maintenance of state level security forces. ThesGiion reserves all powers not
provided to the federal government to the regiguaernments.

What are the implications of such changes in thdtigal and policy
environment in terms of the design and implemeoratif fiscal policy in the country?
Fiscal federalism in Ethiopia has been put in pladthin the dictates of political
imperatives. One of the effects of the redrawinghef political map of the country is
forming extremely heterogeneous economic regionéike)a system in which resources
can easily flow across regions, the ethnic baselitigad boundary establishes
administrative, institutional and political restians for a full realization of the economic
potentials of the country.

The federal structure of Ethiopia carved regioiates that exhibit significant
variations and heterogeneity. These diverse cirtamegs of regional states have given
rise to horizontal fiscal imbalances. The regiatiatribution of revenue sources is such
that most regions could not generate enough revaaueover their expenditure
responsibilities. For the period 1993/4 — 2003tB4,regional states as a group managed
to finance on average only about a third of thependiture from their own revenue
sources. Depending on financing mechanisms andraptd externalize regional fiscal
deficits, such regional fiscal imbalances pose fiskmacroeconomic stability and the
efficiency of public resource allocation and utlion.

One of the yardsticks to evaluate the efficiencyingafrom fiscal
decentralization is the extent to which it has ¢erhlbegional states to tailor their fiscal
resources to the needs and priorities of the lpoglulation. Have they managed to
identify the local preferences for public goods ameflect them in their budgetary
allocations? The Constitution and related laws ji®the framework for the assignment
of revenues and expenditure responsibilities betwee federal government and the
regional governments. The Constitution definespgbeers and responsibilities of the

13
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federal government that broadly include areashbae national public goods character.
Regional governments have responsibilities thatcateeal in the provision of public
services that influence standard of living in tegional economies, such as the provision
of health and education services, the provisioncafe regional infrastructure, the
promotion of investment and growth in the regioeabnomies. There has been a
remarkable increase in the share of expenditusooial and economic services and this
is conducted mainly through regional fiscal budgdise shift partially indicates the
change in the fiscal resource allocation preferenmethe government whereas the
decentralized decision making further enabled megjto put increasing emphasis on such
expenditure in their fiscal resource allocation.

The Ethiopian Constitution defines the assignmérni&w and non-tax revenue
sources to the regional and the federal governm@mntglamation No. 1/1995: Art. 96,
97, 98). This assignment provides exclusive rigitt the federal government to tax
international trade and the dominant share of dtmemslirect taxes. These two sources
have on average a combined share of about 64 pertére tax base. Hence, the most
potent source of tax revenue is assigned to therdé&dyovernment. The regional
governments are assigned with the collection cédditaxes within their jurisdictions,
land use fees, and taxes on a subsistence baseddarseholds. Moreover, the federal
government collects payroll, sales taxes and nerr¢aenues from public enterprises
owned by the federal government irrespective af tbeation across the country. The tax
base allocated to regional governments generataSvedy meager revenues and is
relatively stagnant with a property of low buoyarntle situation is more or less similar
with respect to non-tax revenue sources in whiehfélderal government collects about
80 percent of non-tax revenue of the fiscal syst€he combined regional share of
revenue collection has remained within a range2ofo120 percent of total revenue and
further declining in recent years.

The state and distribution of economic activitiesoas the country has exerted
its influence on the regional distribution of reuenin the new framework of fiscal
federalism. The vertical fiscal imbalance is accamed by concentration of revenue
mobilization capacity across regions. Relativelgsperous city administrations coexist
with extremely poor and fiscally and economicakypdndent regions. Table 2 depicts the
summary indicators of horizontal fiscal imbalances the country. It exhibits
considerable variation across regions.

14
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Table 2: Ethiopia: Elements of Regional Horizontalmbalances

Characteristics/ | Population| Area Own-Revenue Poverty | Regional
Regional Share (%) | Share per capita Index Fiscal
Governments (%) (Birr) 2000-01| 1999/00 | Imbalance
(%)2000-01
Gambela 0.35 2.40 35.6 0.51 5.40
Afar 2.03 7.07 12.7 0.56 6.36
Benisha-Gumuz 0.88 4.30 24.2 0.54 7.15
Somali 3.55 19.82 8.2 0.38 8.31
Harari 0.26 0.03 54.0 0.26 12.04
SNNPRs 19.84 10.28 11.5 0.51 16.38
Ambhara 26.48 17.34 11.3 0.42 17.36
Tigray 6.02 5.53 20.8 0.61 18.39
Oromiya 35.89 33.05 15.2 0.40 20.91
Dire Dawa 0.50 0.15 71.7 0.33 37.66
Addis Ababa 4.02 0.04 409.5 0.36 79.27
Ethiopia/Regions 100.00 100.0 13.8 0.44 46.11

Note: The regions are ranked by the degree of theialfisegbalance during 2000/01.
Sources: Ministry of Finance & Economic Development; FDRE(Q2); World Bank,
2001.

Despite considerable horizontal fiscal imbalara@sss regions, even relatively
prosperous regions have problems providing essqniidic services to its constituents.
This issue touches three important elements irctimeent fiscal policy of the country.
First, the federal government needs to reconstddisical policy and facilitate directly
the provision of basic public services to all hdusds irrespective of their residence
across regions instead of just leaving the matefirtancially dependent regional
governments. This is justified on the ground thagrein Addis Ababa, where the own
revenue is relatively high, about a third of itpplation live under the national absolute
poverty line with limited access to basic publicrveses. Second, if the current
arrangement is to continue, it is imperative thahe allocation formula of federal grants,
proper weighting is attached to the actual contidlouof regions to the tax base of the
revenues of the federal government. The third rédifere might involve changing the
relative weight of federal grants distribution imvér of poverty indictors and
consideration to include public sector financindasic necessities to poor households.

Table 3: Vertical Fiscal Imbalances in Ethiopia [193/94 — 2003/04]
| Category/ | Combined regions’ Combined regions’ shafertical |
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Year share of revenue (%) of expenditure (%) Imiedd

1993/94 17.8 34.5 0.4841
1994/95 15.4 38.3 0.5979
1995/96 16.6 41.2 0.5971
1996/97 18.0 42.5 0.5765
1997/98 19.7 39.6 0.5025
1998/99 18.0 30.5 0.4098
1999/00 18.3 23.3 0.2146
2000/01 18.0 33.4 0.4611
2001/02 15.3 30.8 0.5032
2002/03 13.4 30.4 0.5592
2003/04 12.6 32.0 0.6063
1993/4-2003/04 16.65 34.23 0.5136

Note: *-The vertical Imbalance index is computed as:=1-[(R¥/R)/(EVE)]} where

RR is combined revenue of regions and R is the cadesteld revenue of the government,
ER measures the amount of combined expenditure aéniegvhereas E measures the
total (federal plus regional governments) expemeitu

Source Computed based on data from Ministry of Finarne Bconomic Development

The assignment of revenue sources and expendéspemsibilities between the
federal and the regional governments is such thatst all of the regional governments
can not generate enough own revenue to cover élxpgnditure responsibilities. This
mismatch has given rise to the problem of vertiisgial imbalances. As table 3 depicts,
the regional governments have a combined expeedigsiponsibility of about 34 percent
of total consolidated government expenditure whetbair share of own revenue was
just about 17 percent. This is a clear indicatioh situation where revenue
decentralization is by far narrower than expenditulecentralization the apparent
consequence of which is the emergence of veritisedhifimbalance.

The extent of vertical fiscal imbalance in Ethiomajuite high and increasing.
The dependence of regional governments on the dedgants is so significant that
without federal grants most of the regions could Bwen cover their recurrent
expenditures. Moreover, the dominant part of tegwenditure is absorbed by recurrent
payments such as salaries and allowances, whialificellt to reduce, and leaves little
for important anti-poverty reduction efforts. It tiserefore clear that the fiscal policy
stance of the federal government directly affetks policy choice variables at the
regional levels despite the nominal fiscal autondhat the regional governments seem
to exercise.
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Fiscal imbalances emerge from the interactions istaf policy stance,
distribution of the tax base, and the state anttiligion of economic development
across the country. The government has put in ptamehanisms to subsidize the fiscal
deficits of regional governments. The magnitude ainstribution of such federal
subsidies poses two political economic issues:dilegithe aggregate amount of federal
subsidies from the total purse of the federal gowemt and distributing this amount
across regional governments.

The Constitution, as well as the various laws eslab fiscal policy, does not
specify the absolute or relative magnitude of agate budgetary pool for the federal
grant. The Constitution, (Article 90), states a eyah principle in which, given the
resource constraints, policies shall be aimedawige all Ethiopians access to health and
education, clean water, housing, food and soclriy. The actual execution of such
principle has been constrained by the budgetancation preference of the federal
government. In practice, the federal governmenéeligs an envelope public expenditure
budget. The allocation of funds between the fedenal the regional governments has
been made on an ad hoc basis combining budgetstsgfuem regions and the budgetary
preferences and allocation decisions of the fedgraérnment. This makes the pool of
the federal grant somewhat unpredictable from #repective of regional governments.

Once the pool of federal grants is determined ahsumanner, with some offset
adjustment for expected external aid and grantseed@nal governments, the federal
government provides unconditional block grants etiog to a grant formula. The
regional governments have the discretion as talddtallocation and management of
such federal grants. Following recent steps to mtegkze further to the Woreda level,
regions allocate un-earmarked grants to Woredasaxbrrise autonomy in allocation of
such resources. In recent years, the federal gowent on average provided subsides to
regions to the extent of about 36 percent of thesolbidated government revenue and
external grants which finances about three-quar@frssub-national government
expenditure.

To address this problem of fiscal imbalance, theefal government has used
grant formula to distribute federal grants thatetahkto account a composite of several
indicative variables. Table 4 depicts the summan i@lative weights of these variables
including population, composite index of level @&velopment, sector performance and
recently an index of poverty situation in the redpe regions. The grant distribution
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formula has been frequently adjusted to improve €hstribution of resources and
encouraging efficiency and effort of regional goweents to mobilize resources from
local sources. The federal grant distribution folarttas been amended several times to
improve its equitable distribution and redistriloutiof public resources across regional
states.

Table 4-Ethiopia: Relative Weights of Variables inthe Federal Grant Formula

1994 1998 2001 2003
Variables Formula Formula Formula Formula
1.Index of Population 33.33 60.0 55.0 65.0
2.Composite  Inverted Index of
development 33.33 25.0 20.0 ?
3.Index of own revenue raising effort ~ 33.33 15.0 15.0 ?
4. Poverty Index 0.0 0.0 10.0 ?

Source Ministry of Finance and Economic Development

Table 5 summarizes the actual share in federaltgneeceived by regional
governments. The distribution pattern reveals thate are important variations in the
share of regions. However, despite the changd®imveights attached to the underlying
variables, the actual share of regional states fitwampool of the federal grant remains
more or less the same. It implies that the mosbitapt determinant of the actual amount
of federal grants received by regional governmeiise size of pool more than how it is
distributed across regions. This critical power aém in the firm hands of the federal
government.

When fiscal imbalances arise, regional states cbutthe their finances in one
of the three ways: levy additional charges, suclises fees and charges, to generate
additional non tax revenue, borrow from domestifooeign sources, and secure federal
grants to finance their budget deficits. The pracin Ethiopia is that regions are not
allowed to borrow and the user charges are not aomyrpracticed. This leaves the
federal government grants as the dominant souréi@dace regional expenditure. The
federal government also uses the fiscal subsidiegdistribute resources through the
fiscal system. Whereas making resources availableehions that commensurate their
expenditure responsibilities is necessary, theafissnconditional block grants for the
purpose of resource redistribution has seriouslpnaf. Such an approach assumes the
regional states have the capability as well agtimemitment to allocate such funds to the
purposes that reflect the preferences of the fpgalilation. This would be a critical issue
especially when accountability is weak and cerdagidon and corrupt practices at
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regional levels emerge.

Table 5: Ethiopia: Regional Share of Federal Grantgpercentage share)

Year 1993/4 1994/5 1995/6- 1997/8 1998/9- 2001/2-
Regions 2000/01 2003/4
Tigray 10.58 11.39 9.52 7.61 7.68
Afar 492  3.29 4.88 6.85 4.72
Amhara 20.09 24.56 24.00 21.80 21.58
Oromiya 32.25 28.12 29.01 27.34 30.14
Somali 3.09 279 5.04 9.00 7.33
Benisha-Gumuz 3.29 1.47 3.86 4.76 3.68
SNNPRs 15.85 20.51 18.58 16.07 17.95
Gambella 277  2.46 2.54 3.97 2.80
Harari 0.83 1.33 1.69 1.76 1.49
Addis Ababa 6.27 3.94 0.38 0.01 0.85
Dire Dawa 0.06 0.13 0.63 0.82 1.78
Average Amount
(Million Birr) 1950.1 2292.7 2866.1 3194.8 4779.9

Source: Ministry of Finance and Economic Development

If the federal grants are distributed with suchvsions that commit regional
governments to finance public services that retleetpreferences of the local population,
then the same funds could go a long way to addréssal economic and social problems.
There is a certain degree of heterogeneity in tledepences of the local population.
Nonetheless, in a country where poverty is widesp@nd basic public services are not
widely available, basic preferences and choicesbavadly similar enough to warrant
shared, if not uniform, provision of public sengcacross districts and even regions.
Centralized design of the blue prints and impleraom by regional states and districts
does not exclude diversity in public service andloes not violate the autonomy of
regions. A certain share of the federal grantsatel used to bridge such critical needs
which could also be matched by local private seftioding mechanisms. In this context,
it would be necessary to study further the heteretg of preferences across regions and
identify the minimum set of public services, subjez prudent variation, that every
region should be able to provide irrespective @frtlactual capacity to generate own
revenue.

The current practice uses the poverty index agdstiak to distribute federal
grants to regional governments. However, it fallers of ensuring how such funds are
used to improve the poverty situation of the chralty poor across the country. It is
important to establish a mechanism that would ensuch funds be directly used to
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create opportunities for the poor to escape powantyin the worst cases to reduce the
suffering of the poor from destitution. Despite tvriations in the index of poverty
across regions, it is clear that poverty is a matig shared phenomenon that deserves to
be the responsibility of the federal governmenta ystem where destitution is a reality
and national in scope, there is strong rationatetlie federal government to assume
responsibility and design a basic social secudheme.

The current practice attempts to address the prolelirectly through the
regional administration. There are, however, limidsssuch an approach: First, the
regional governments receive unconditional blockngs and their decision-making
process might not directly and necessarily retieetpreferences of poor households and
the population in their jurisdiction. In a countsnere about 45 percent of the population
lives in poverty, such indirect processes of bualgetssistance would hardly trickle
down to the poor. Second, with such a level of igaktfiscal imbalances, regional
governments are dependent on federal grants toy cauat their expenditure
responsibilities and funds for poverty reductiormpete with projects that regional
officials deem priority. This might not necessanlyinherently create conflict of interest,
or it might. It is therefore justifiable, both oguety and poverty reduction considerations,
for the federal government to directly provide sbcsecurity assistance to poor
households and the destitute.

The practice of providing unconditional block fealergrants to regional
governments has important bearings on the fiscalag@ment of regions and how
resources would be channeled to lower levels okguwent. The federal grants do not
address the intra-regions distribution of fiscdbsidies. Regional level of centralized
decision-making and fiscal behavior is a realitygttheeds to be addressed in time. It
could absorb much of the fiscal resources at thomnal centers and fail to reach agents
and purposes that justify resource redistributioough the fiscal system.

What are the main effects of the practice of fistederalism on the
policy-making behavior of the public sector? Thaqtice of fiscal federalism can affect
the aggregate behavior and performance of the gpsbktor in three interrelated areas.
The first issue is related to the impact of fistedleralism in influencing the fiscal
discipline of the public sector. As we have alreatigerved in the previous sections, the
fiscal aggregates of the general government exhibih continuity and innovation.
Despite the reform policies, the government i$ giihning persistent and unsustainable
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fiscal deficit. The fact that the main driving ferbehind the deficits is the burgeoning
public expenditure suggests that there is no clear in the policy stance of the
government. Fiscal decentralization has playedla irothe expansion of government
expenditure. The increased execution of public edjare by the regional governments
and externalization of expenditure decisions hasrituted to a behavior of expansive
public expenditure. When devolution is not acconp@iby reducing the responsibilities
and fiscal resources at the disposal of the fedgradrnment, it feeds into unsustainable
expansion of public sector expenditure. Reorigmmatand reduction in federal
expenditure are necessary so that the consoligatesrnment expenditure remains with
in the revenue capacity and in consistent with enon growth path of the country.

The second impact is related to public resouroeation behavior. There were
important shifts in the allocation of public resoes. The most important shift was the
reorientation of public expenditure from defenskatexl expenditure to social services
and economic development expenditures. Expenditogentation towards health and
education sectors improved the efficiency of pubtisource allocation. The practice of
fiscal federalism contributed positively in the pess since the sub-national governments
allocated an important share of their budgets éwepty and social development oriented
activities. However, there is a clear tendency ushpexpenditure responsibility to the
sub-national governments without a commensurateaon of revenue sources. This
would have adverse effect both on the quantityqurality of public service provision in
local areas where the local capacity is quite Buohit

The third element of policy interest is how thééeor of the public sector and
the practice of fiscal federalism affected the allggzerformance of the economy and the
behavior of other economic agents in the systera.r&brientation of the public sector to
areas in which the private sector is reluctantgerate or market failure is predominant
would have a crowding-in effect on the private secthere were important shifts in the
policy stance of the government from a policy tbategorically discourages the private
sector to that, at least nominally, encouragesamhkthowledges the role of the private
sector in the economy. Policy measures were tdkanopened space for private sector
participation in various areas of economic actgtiHowever, there are still considerable
ways to go. Reluctance remains on the part of thvempment to create the policy
environment in which self-driven private sectotiatives and market forces could serve
as engines of economic prosperity.
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The introduction of fiscal decentralization has haniked effects on the
participation of the private sector in economidwaii¢s. The practice, accompanied by
the underlying tone of ethnic federalism, has ihtiwed a political risk factor in the
investment decision-making. The private sectortstilds to avoid long-term investment
activities in which routine interaction with potiil decision-makers and hence
interference is unavoidable. Moreover, there astofa that encourage expansion of
public sector consumption expenditure at the expehsapital accumulation and hence
jeopardizing the sustainability of economic growths therefore clear that despite the
overall improvement in the policy environment inialthe private sector operates the
relative expansion of public sector consumption tire economy allowed the
predominance of a large and yet inefficient goveentsector in the economy.

5. Concluding Remarks

Ethiopia has introduced a unique form of fiscaledgalization in the context of
ethnic federalism. The process is still in progrékat decentralization of fiscal
decision-making power has not yet fully reachedhhsic unit of administration in the
federal structure. The regional governments haven beonstitutionally vested with
extensive decision-making power. However, the fhat the federal government still
centralizes the fiscal means of executing fiscgpoasibilities indicates that there is a de
facto centralization of fiscal decision-making. 8 reflected by excessive dependence
of regionals on federal grants to finance even mecw expenditures within their
jurisdictions. The fiscal system is characterizeg toth vertical and horizontal
imbalances that require further decentralizatiomesfenue sources that commensurate
the expenditure responsibilities of the regionalegaments.

The practice of fiscal decentralization in Ethmpiand the political and
economic landscape in which it operates, has sdirfated success to improve the
efficiency of the public sector by diversifying put and tailoring it to the preferences of
the population and priorities of the economy. Gittemprevailing vertical imbalance, the
system has not made regions internalize the cotedrf expenditure decisions. This in
turn has given incentive to expansionary fiscaiqyadtance and bigger government. It is
such a policy stance that erodes its sustainghdglityws the breach of fiscal discipline,
and risks macroeconomic instability, and in thecpes hampers the realization of
economic potentials in the national economy. thesefore important that the practice of
fiscal decentralization in Ethiopia be reorientediprove the reach and quality of public
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services, to ensure fiscal discipline, to cultivdéenocratic and effective institutions and
in the process contribute to address the fundarhectnomic, social and political
challenges of the country.
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