|

7/ “““\\\ A ECO" SEARCH

% // RESEARCH IN AGRICULTURAL & APPLIED ECONOMICS

The World’s Largest Open Access Agricultural & Applied Economics Digital Library

This document is discoverable and free to researchers across the
globe due to the work of AgEcon Search.

Help ensure our sustainability.

Give to AgEcon Search

AgEcon Search
http://ageconsearch.umn.edu
aesearch@umn.edu

Papers downloaded from AgEcon Search may be used for non-commercial purposes and personal study only.
No other use, including posting to another Internet site, is permitted without permission from the copyright
owner (not AgEcon Search), or as allowed under the provisions of Fair Use, U.S. Copyright Act, Title 17 U.S.C.


https://makingagift.umn.edu/give/yourgift.html?&cart=2313
https://makingagift.umn.edu/give/yourgift.html?&cart=2313
https://makingagift.umn.edu/give/yourgift.html?&cart=2313
http://ageconsearch.umn.edu/
mailto:aesearch@umn.edu

EQUITY POTENTIALS FOR TAX REFORM IN ETHIOPIA*

Michael Seifu**

Abstract

In order to analyze the issue of equily potentials for tax reform in Ethiopia,
this paper makes use of Household lncome, Consumption, and Expenditure
Survey data to derive congentration curves for one direct tax and commodity
taxes for six goods and a service as well as the Lorenz Curve for
Expenditures. The findings indicate that reforming the tax system in such a
way as to reduce taxes on food items and salt while compensaling the
revanue loss by increased collection from the personal income fax and laxes
on sugar and telecommunication services may improve social welfare.

1. INTRODUCTION

%
The development paradigms of the 1960s and the 1870s, which favored a large
public sector, induced post-independence African governments to increasingly rely an
taxes 1o meet their fiscal needs, As a result taw policies and reforms were mostly
initiated on grounds of revenue adequacy, i.e. enabling governments to raise as
much tax revenue as their fiscal needs require.

However, in the derivation of optimal tax system, other features of taxes such as
economic efficiency, equity, and administrative efficacy need to be taken into
consideration. This is net only because these other canons of a good tax system are
worth striving for by their own account but also because all the principles are not
mutually exclusive. For instance, the taxes' administrative efficiency characterized by
their relative ease of collection might have contributed to heavy reliance on foreign
trade taxes in Ethiopia. But, such situations are known to entail large distributional
{eguity) costs (Hammer 1996},

* The final version of this article was submitied in April 2003,
* Michael Seifu. Senier Economist, Ministry of Flrance and Economic Development, a-mait
michaslsefui@yahoo. com.

| acknowiedge the valuable comments of Alo Mulat Mekenen in the Ministry of Finance and Economic
Development,



Michael Seifu: Egquity Potentials for Tax Reform in Ethiopia

In recent years, equily issues have come (o take center stage in development
debates due primarily to two reasons. First, empirical evidence from successful East
Asian economies has gone some way to disprove the long held view that there is a
trade-off between augmenting growth and reducing inequality. The idea that unequal
distribution of income is necessary for, or the likely consequence of, rapid economic
growth stems from the works of Kaldor (1978) and Kuznets (1955).

The former argues that since a high level of savings is a prerequisite for rapid growth,
income must be concentrated in the hands of the rich whose marginal propensity to
save is relatively high. Kuznets, on the other hand, argues that as labour shifts from
sectors with low productivity to sectors with high productivity, aggregate inequality
must initially increase substantially and decrease only later,

Second and more importantly, massive social cost of recent ecanomic refarms, in
terms of increased incidence and depth of poverty have reinforced interest an. equity
concems. A well-evidenced study an how strongly adjustment-induced reductions in
government expenditure affected the poor is provided in a United Nations Children
Fund report prepared by Comia, Julia and Stewart{1987).

In light of the changes in development thinking explained above, it would be
worthwhile to look into the potentials of the Ethiopian tax system in promoting social
justice objectives by reducing inequality in the distribution of income or consumption
ar any other welfare measure. Accordingly, this aricle presents a comparative
analysis of the performance of some selected taxes in Ethiopia with respect to their
equity implications. In broad terms, it tests the presence of equity grounds to reform
the tax system in Ethiopia,

It should, nevertheless, be noted that it is beyond the scope of a partial equilibrium
analysis such as this study to accommodale simultaneously impacts of other factors
like economic and administrative efficiencies of the taxes or viability of using the tax
system vis-a-vis other policy instruments as a redistributive toal.

The rest of the paper is organized as follows: Section || assesses equity
considerations included in the tax laws of Ethiopia while Section lll presents the
conceptual framewnrk and analytical methodelegy. Section IV discusses data and
results and Section V' is devoted to making conclusions,

Z. EQUITY CONSIDERATIONS IN THE ETHIOPIAN TAX LEGISLATION
Identifying individual taxes or the whole tax system or progressive, neutral or

regressive is making reference ta that section of society which bears most of the tax
burdens. By and large, the ultimate distributional outcome of a tax is a function of
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two interrelated factors, These are the provisions of the tax legisiation and the pattern
of shifting tax burdens between economic agents, The former refers mainly to
statutory marginal tax rates and levels of tax exemptions while the latter considers
changes in price levels andfor factor payments,

Frovisions are included in most of the Ethiopian tax laws to address equity cancerms.
The structure of the personal income tax is examined as an example of direct taxes.
According to proclamation No.109/1994, a monthly persoenal income of up to Birr 120
= untaxed while consecutively rising marginal rates are applied on five income
brackets. However such an increasing marginal tax rate structure satisfies only a
necessary condition fér being classified as a progressive tax. A tax is said to be
progressive when the marginal tax line is everywhere above the average tax line-
Also, note should be taken of the presumption that for direct taxes physical and
effective incidences overiap.

4 progressive income tax takes an increasing propartion of a rising inceme. In other
words, the tax rate increases as the base increases, If, for instance, average rates of
the tax equal marginal rates it implies that the tax system treats an additional income
garned at high and low income brackets equally. Hence average tax rates, calculated
over total income, need always lie below marginal rates, which are derived for a given
income bracket, Table 1 indicates the extent to which the persenal income tax in
Ethiopia is progressive.

%
Table1: Progressiveness of the Ethiopian Personal Income Tax
Income Bracket Marginal tax rates Average tax rates”
{Birrimenth) (percent) (percent)

5120 0 0

121-600 10 g
631-1200 15 11.5
1201-2000 20 14.9
2001-3000 a0 19.9
=3000 40 244

Scurce: Derived from proc. No, 107/18594

* In calculaling the average rales, fhe upper class limits of each income brackel are taken, This doesn't
comgpromise fhe picture as those figures represaent the maximum fhe average rate can go under the given
ineome brackel. For the last income bracket, a hypothetical income evel of Birr 4000 15 taken,

The impact of tax legisiations on the distribution of tax burdens among different
socioeconomic groups is limited for indirect taxes mainly impased upon censumption
of gonds and services. A number of empirical works prove that producers shift the
burden of commodity taxes to consumers through upward changes in retail prices.
However, the degree of shifting is very much dependent upon the relative strength of
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price elasticities of demand and supply. For commeodities characterized by inelastic
dernand, we may ohserve prices rising by the full amount of the tax,

This scenario in which producers pass on tax burdens to consumers tells only part of
the story concerning the ultimate distributional outcome of indirect taxes. This is
hecause consumers do not share the tax burdens evenly, rather in accordance with
amount of the taxed items purchased. Hence, tax burdens of commadity faxes for a
particular household are modeled to be linear in the share of income spent on such
goods and servicas,

In Ethicpia, & number of provisions in consumption tax proclamations can be ascribed
to vertical equity considerations. The Sales and Excise tax proclamation No.B8/1393
and by Proclamation No.77/1997 which amended it exhibit implicit attempt by
government to address adverse equity Implications of the taxes. Accordingly, basic
food items like bread and ‘injera’ are exempted from such taxes. Similarly, service
outputs deemead particularly essential to low income households are not taxed.

These legislations are based on two important econamic principles. Firstly, exempting
food from consumption taxes conforms with Engel's law which states that proportion
of income spent on acquisition of food is higher for poorer househelds. Hence, the tax
burdens on these households correspondingly decling as a result of the exemption.
Seénndly. the likelihood for producers to pass on such taxes to consumers is so high
as to warrant the inclusion of the exemption provision in the tax law.

Once the tax legisiations are intraduced for equity purposes, assessing their impact
Bn inter household distribution of welfare is important because such provisions cost
the government in the form of tax revenue forgone. The recrientation of economic
palicy towards meeting povery reduction objectives would be all the more reason to
iook into the equity implications of the tax system.

Generally, commedity taxes are regressive as saving is a positively monotonic
function of income. Put differently, the higher the income of an individual, the higher
would be the saving, This implies that the individual would very likely bear a smaller
proportion of the expanditure taxes on commodities. In either scanario, i.e, when food
is sonsidered taxable or when it is exempted, the overall incidence pattern regressive,
Low income househalds that fall between annual income range of Birr 389.5 and Birr
1699.5 {inclusive) spend more than B85% of their income on purchase of taxable items
while the figure far high income househalds [Birr 14238.5, Birr 20000] is below 74%.
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Table 2: Breakdown of household expenditures on taxable items

income Group % of Income spent %% of Income spent

(Annual Income in Class mark"® on taxable ltems on taxable tems

Birr) {food taxable) [food exempted)
<=589 399.5 87.91 77.31
600-299 798.5 B6.21 79.79
1000-1399 1195.5 B6.76 80.55
1400-1999 1699.5 85.81 BO.EO
2000-2589 2299.5 83.53 78.56
2600-33489 2998.5 84.14 79.14
3400-4199 A789.5 84.96 80.74
4200-5389 4799.5 79.82 T6.35
5400-6539 54999.5 81.61 77.80
6600-8859 7798.5 7B.85 76.61
9000-12599 10789.5 75.83 72.68
12600-16198 143989.5 73.63 11.16
16200-19999 18099.5 74,81 72.35
>=20000 20000 74.74 71.88

Source: calculated from CSA survey (1998).

* In orderto have a representative income level for each income bracket, class mark is calculated by
dividing by 2 the sum af the lower and upper fimits of the incame class. Only the flcor of tha income
variable iz known for the highest income class and to circumvent this problam its lower limit is taken as
its class mark.

Although exemption of foad from taxation did not make the tax burden distribution
pattern neutral or progressive, it has clearly helped reduce the steepness of the
incidence line. In other words, it has made the taxes more acceptable interms of
equity, It should be noted that when food is tax exempt, the alterations in the pattern
of tax burdens stems primarily from changes that occurred at the lower steps of the
income ladder.

Considering the lower income group individually [359.5, 1699 5] this is the only case
where the incidence pattern is reversed from regressive to progress as a result of the
exemption of food from taxation. Besides, as a consequence of this exemption, the
share of income spent on taxable items falls by 10.6 percentage points for the lowest
income group but the gains for the highest income group stands at only 2.76
percentage points.
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All in all, equity concerns are addressed in Ethiopian tax laws through differential rate
structure in direct taxes and for indirect taxes through tax exemption of goeds and
services that take up the bulk of income of low income househalds, in indirect taxes.

3, CONCEPTUAL FRAMEWORK AND ANALYTICAL METHODOLOGY

The need to undertake tax incidence analysis arises primarily from the close
correlation between a country's economic well-being and its pattern of distribution of
incorme or wealth, The idea that the entities required by law to pay a tax may not
necessarily converge with those whose real purchasing power is reduced following
the imposition of the tax, dates as far back as to the time of Ricarde. In addition,
economic agents differ in their capacities to make uniform responses to reduce tax
liabilities as a result of wide ranging factors.

One such case cited by Younger and others (1989) is ‘avoiding a tax by changing
one's pattern of consumption or income'. Accordingly, households that have high
slasticities of demand for, say, gascline can avoid paying a tax on gasocline
consumption by switching to substitutes with little loss in welfare, while those with an
inelastic demand cannot do the same so easily,

Most of the earlier theoretical developments regarding tax incidence cemtered around
the direction and size of tax shifting, |n the literature the terms "shifting assumptions®,
incidence assumptions’, and "sources and uses side effects” are interchangeably
used to refer to the treatments adopted to aliocate tax burdens.

Essentially, there are three approaches to incidence: balanced, differential and
absolute, The balanced budget incidence approach varies taxes and expenditures
simultaneously on condition that full employment is maintained. The differential
incidence approach, on the other hand, analyzes the effect of substituting one type of
tax by another while real expenditures are held constant. Finally, there is the absaolute
incidence approach, which is associated with the process of inflation or defiation,

Earfier empirical studies on incidence were mainly undertaken in a Marshallian partial
equilibrium framework. Mieszkowski (1968) provides a broader account of earlier tax
incidence studies. A pioneering work which represented a departure from such
studies was that of Arnold C.Harberger (1962). Harberger made a nan econometric
study of incidance of the corporate income tax in the U.S. under a general equilibrium
framework. He found that imposition of the corporate tax makes, in the short run, the
tax burden fall entirely on earnings of fixed capital equipment in the affected industry.
in the long run, and in response to the tax induced disequilibrium in the capital
market, redistribution of resources will force "equalization’ of net returns to labour and
capital in all sectors. However, his model hinges on strong assumptions such as
perfect factor mability, fixed aggregate factor supplies, and a closed economic
system.
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Other notable works in the area include those of J.F. Due (1970) and Shah and
Whalley (1991). Due showed that in imperfectly competitive economies, a general
sales or production tax is borne in relation to consumption spending and that a value-
added tax of the income type was equivalent to general consumption tax; Shah and
Whalley argued in favour of including the particular features of developing countries
in tax incidence analysis. An interesting study in this respect was done later by
Clarete (1594) who applied an explicit computable general equilibium model to
analyze the burden of the Philippines tax system. By modeling such stylized features
of developing countries as foreign exchange rationing, quantitative import restrictions,
rent seeking and a Harris-Todaro labour market distortion, Clarete found results
which are at variance with canventional, fully-flexible, price models.

The methodological framework for this study is drawn from the work of Yitzhaki and
Selmrod (1991). The choice is particularly justified for the following reasons. First,
unlike most other approaches, it enables comparison of individual taxes on their
effectiveness in distributing tax burdens there-by making it possible to decide on the
direction of equity-driven tax reform. Secondly, extent of data required by general
equilibrium models makes them prohibitive and beyond the scope of this study.

The analytical methodology basically tests for ‘welfare dominance’ which refers ta the
superiorty (or inferiority) of a given tax over another on grounds of equity for a
welfare measure under consideration. This involves two steps!

i} The first step derives concentration curves which align households grouped in an
ascending order of level of welfare along the horizontal axis and the cumulative
propartion of taxes paid along the vertical axis. Outstanding issues here are choosing
an appropriate welfare measure and estimating the amount of tax incurred by each
household welfare group.

\We chaoose househaold levels of expenditures as welfare measures for both practical
and theoretical reasons. Younger, et al {1398) argue that households expenditures
are preferred to income as welfare measures because households tend to report their
expenditures more accurately than income., Bedsides, according to the life-
cycle/permanent income hypothesis, expenditures provide better representation of
long-term welfare than income as households try to smaooth their consumption given
income fluctuations over time,

ii) The second step involves adjusting the tax structure in such a way as lo slightly
decrease taxes on certain goods while at the same time increase taxes on other
goods and still keeping total tax revenue constant, This impraves social welfare if the
concentration curves far the farmer are every where above the concentration curves
for the latter,
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Equivalently, concentration curves for items which slice off a larger proportion of
income of the poor than the rich are above those which take up a relatively larger
percentage of income of the rich. This was proved by Yizhaki and Slemrad {1991},

Analyfical insights can also be drawn by comparing the concentration curves to the

Lorenz curve for expenditures and the 45° line. A concentration curve below the
Lorenz curve for expenditures implies that the tax is progressive while the reverse
represents a regressive tax. Moreover, the nearer the concentration curve for a tax to

the 459 line the more regressive the tax is.

4. DATA AND RESULTS

The data for the study is drawn mainly from the revised report of the 1885/86
Househald Income, Consumption, and Expenditure Survey (CSA, 1998). Particularly
attention is given to that part of the survey on urban |ocations as markel exchange of
goods and services is more pronounced in these areas. The choice of the specific
items for analysis is based on the value of their relative contributions to total tax
revenue as well as on compatibility betwean tax amount calculations from the survey
and actual tax figures, .

One direct tax and taxes on six consumption items are considered in the analysis.
These are the tax on wage labour (l.e. the Personal Income Tax) and expenditure
taxes on alcoholic beverages, tobacco, sugar, salt, communication services, and
food. In order to justify the exemption of bread and other basic food items from
taxation, the slot on bread and other prepared food In the survey is deducted from per
household level of expenditure on food, Taxes are calculated using the following
steps:

1) For each of the fourteen income groups of the survey, taxes are derived as
functions of levels of consumption of an item except for income tax on wages and
salaries which is directly included in the survey. Assuming that commodity taxes are
fully shifted to consumers, the per household levels of expenditure are adjusted using
tax rates to produce assessed tax payments. The major consumption taxes under
consideration are sales and excise taxes.

The following example highlights the calculations of the tax amounts. According to the
survey, the per household value of expenditure on alcoholic beverage of income
group [3400, 4193] is 20,84, At the time, 12% of sales tax and an excise tax the rate
of which differs as per type of drink are levied. Since the survey doesn't differentiate
between types of alcoholic drink, a simple average of the rates, which is B0%, is
taken to represent excise tax on alcoholic drinks. Hence, the tax amount for this
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specific household becomes 21.2 (i.e. [20.84*0.12]+[20.84*0.9]. A similar exercise is
fallowed for all goods and service considered. Another issue to note is that the survey
includes consumption of sugar and salt only in volume terms. As a result, price levels
of Birr 1.00 and Birr 5.00 are applied for salt and sugar, respectively, to do the
conversions into monetary values.

2) The income groupings entered in Survey are not totally convenient for analysis as
they comprise a widely differing number of households. Hence, in order to make a
better income grouping, the data is reorganized in such a way that each income
group represents a decile. In certain cases, the number of households in a given
income group directly fits into the corresponding decile while for other situations the
number af households for an income group enters two consecutive deciles, For
instance the first two income groups directly fit into the first decile that is the poorest
10%, But the leftover which is about 675535 is partly drawn from income group
[1000,1399). Expenditure and tax cumulative shares are given in appendix. After all
the derivations, the basic data translates into the following table.

A5 shown in Fig.1, the concentration curves of tax on food and income tax lie above
and below the Lorenz curve for expenditure, respectively, implying that the former is
regressive and the latter progressive. This result clearly conforms with earller pattern
of the distribution of the tax burdens presented in Tables 1 and 2. Rplatively richer
households assume the bulk of the income tax burden, MNevertheless, households at
the lower income levels take up a larger portion of the food tax burden as a reflection
of the underlining importance of food in the budgets of these households.

Table 3: Amount of assessed tax values by decile (in mill. Birr)
Alcohaiic Tobstco Talecommuni

Ho. Income tax Fmi Baverages “catlon Sugar Salt

18 0.097 11.355 0.909 0.021 0.132 0.523 0.554
snd 0.287 15.148 2.551 0.038 0.075 0.871 1.101
grd 0.524 18.964 0.883 0.045 0.078 2.673 04952
4ih 2.035 24.351 3.736 0.057 0.188 4.802 1.527
gth 4.530 27,646 2778 0101 0.239 7.Bag 1.845
gth 7.040 31,538 4 296 0.089 0.296 6.996 1.974
+th 10.870 43.833 5.400 0.046 0.435 9.515 2,248
gth 24,1890 39.383 413 007 0.413 13.313 2781
gth 51.260 44.807 4£.076 (.045 1.008 26.451 3.551
1nth 104.960 60813 6111 Q.029 3.507 49.441 4.427

Sourca: Author's Caloculations.
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The neamness of the concentration curve of tax on food to the 459 line further proves
that the tax is regressive. When exemption is not provided (not shown here) tax on
food would be extremely regressive since the concentration curve of tax on food

would fall mueh nearer to the 452 line. The Lorenz Curve for Expenditure and the
concentration curve of tax on food seem to overlap for the poorest 20% of the
househalds. This suggests that over this range, the tax is either neutral or mildly
progressive indicating that the bulk of the gains from the exemption provision had
accrued to the lowest income households.

In contrast to the tax on food, the pattern of distibution of income tax burden is highly
progressive. The cumulative share of tax paid by the poorest half of the households
stands at about 5% while the share for the top decile alone is about 50%. This
scenaric may, however, be partly explained by a high likelihood for low income
households to engage in infarmal employment which escapes taxation.

Figure 1. Concentration Curves for Food and Income Tax

Cumulative Shares of Taxes Paid

a 0.1 0z a3 04 0.5 0.8 7 0.8 0.9 1

Cumutative Shares of Householda

—a— 450 lina ——LE ——CIT —w—CFT

Source; Author's Calculations
MWE  LE stands for Lorenz Gurve for expendilures, CIT stands for Concentration Curve for incoma fax,
CFT stands for Concentration Curve for fax on faod.
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Figure 2. Concentration Curves for Commedity taxes
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Cumulative Tax Shares
[}
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Cumulative Shares of Households

[—¢-45n Ling —— LE —&— CTA —M—CCT —%—CCS —8—CCSS —-—ccc:|

Sourcs; Author's calculations
NE. CTA stands for concentration curve for tax on aleshol, CCT stands for concantration Curve for 1ax on

tobaces, CCS stands for concentration curve for lax on sugar, CCSS stands for concentralion curve
for tax on sall, CCC stands for conceniration curve for tax on communication servicas.

The preceding discussions indicate that there may exist some potential to reform
taxes in Ethiopia on equity grounds. If exempting a couple of food items benefits the
poaor, it could be possible to broaden the scope for equity-based reform by further
identifying and exempting, large budget goods and services for low incame
households. The likely loss in tax revenue can be compensated by taking
discretionary measures in raising tax collection fram the personal income tax.

This can be achieved in at least two ways. Increasing marginal tax rates is an option
even if it sparks a strong outcry on the ground that such a move compromises
economic efficiency. The economic impact of taxing labour is a net outcome of a
positive income effect and a negative substitution effect and therefore unless
empirically tested for the specific Ethiopian situation, the option of introducing higher
marginal rates should not be rejected outright. In fact, several empirical studies cited

"
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by Auld and Miller (1984) show that the income tax is neutral in its impact on the
choice individuals between work and leisure. A less contentious possibility is
improving the administrative efficiency of taxation by minimizing not only the cost of
collection but also the number of evasions.

On the other hand, commodity taxes in Ethiopia diverge in their performance with
respect to distribution of tax burdens (Figure 2). Except for telecommunications
senvices and sugar, the redistributive implications of all the other taxes are
regressive. In other words, lower income households assume relatively larger shares
of the tax burdens for salt, alcoholic beverages, and tobacco. However. the
concentration curves for sugar and telecommunications services are positioned below
the Lorenz curve for expenditure and hence it is higher income households which
bear the larger share of taxes associated with these commodities. It can also be
observed that tax on tobacco is extremely regressive in view of the closeness of its

cancentration curve to the 459 line.

The cumulative share of taxes on sugar and telecommunication services paid by the
pacrest thirty percent is less than one- fourth of the tax burden which the same group
assumes in the case of tobacco. Tobacco is then welfare dominant over both sugar
and telecormmunication services. Reducing taxes on tobacco while at the same time
taxing sugar and telecommunication services more may improve social welfare as
this exercise tantamount to, ceterus paribus, decreasing the taxable oullay of the
poor, The wisdom of such reform should, nevertheless, be further explored if raising
taxes on the latter makes the commadities increasingly unaffordable to the poor and if
tobacco consumption is considered an undesirable good by the social welfare
function.

Similarly, measures that decrease tax on salt while increasing tax on sugar and
telecommunication services are likely to be welfare impraving given that its
concentration curve fies entirely above those of the two commodities. It is shown in
the figure that the poorest and the richest deciles pay about the same tax shares.
which violates the "ability-to-pay” principle for tax equity. Yet, the reverse is true for
sugar and telecommunication services. To tax salt less while at the same time taxing
sugar and telecommunication services more would be equivalent to changing the
income distribution pattern in pro-pocr diraction,

At first sight, the virtue of imposing higher taxes on sugar and telecommunication
services while reducing those on tobacco consumption might be guestionable.
Increasing taxes on the former might have the adverse effect of making them
unaffordable to the poor while decreasing tax on the latter could bring about health
hazards. However, such concems may not have strong theoretical and practical
foundations for reasons pinpointed below.

12



Ethiopian Joumal of Economics. Yolume Vil No.2, October 1993

If demand faor tobacco is price inelastic, reducing taxes on its consumption may not
iead to increased consumption of the good, Nevertheless the tax-induced fall in
consumer price of the product would have a positive impact on the real income of
households. As the commodity takes up a relatively larger share in the consumption
basket of low income households, gains from its reduced price would also be
proportionally higher for them. Moreover, educational and awareness creation
programmes could be more effective in discouraging tobacco consumption than
tampering with the price system. The experience in more developed countries attests
ta this view.

In arder to address possible negative effects of taxing telecommunication services
mare, a multi-tier tax framework could be envisaged. This might apply differential
rates in accordance with the type of service provided or the area located. With regard
to sugar it is important to take note that not anly levels of prices but availability could
be a factor for the low level of its consumption by the poor,

V. CONCLUSIONS

In order to ensure better campliance from tax payers, the government sheuld put in
place an equitable tax system. Taxes, by affecting a country's inggme or wealth
distribution, shape its economic well-being, It is, therefore, a useful exercise from
rziicy perspective to investigate the distribution of tax burdens amaeng different socio-
econamic groups.

The paper looked into provisions in the Ethiopian tax legislations which address
equity concerns. It, specifically, considered the impact, on the distribution of tax
burdens, of applying differential marginal statutory rates for the persanal income tax
and sales tax exemptions for food, However, the main focus of the study was to
undertake a comparative analysis of selected individual taxes with respect to how
equitable they are.

The paper has shown that the rate structure in the personal income taxes has
resulted in a progressive tax since the marginal rates are overall above the average
tax rates. [t should be underlined that a rising marginal rates structure is not a
sufficient condition for a direct tax to be progressive. The rates need also exceed the
corresponding average tax rates. Similarly, exempting food from expenditure taxes
has helped to make the taxes less regressive. More importantly, most of the gains
accrued to the lowest income group.

The tax concentration curves and Lorenz curve for expenditurgs indicate thal
reforming the tax system |n such a way as to raise collection from the personal
incame tax ‘while reducing tax on food items could improve social welfare. This is not
only because spending on food takes up the bulk of income of poor households but
also their participation in formal labour markets is minimal

13
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The analysis on consumption of sugar, salt, tobacco, aleoholic beverages, as well as
telecommunication services shows the direction tax reform on an equity platform
shaould take. Accordingly, salt is found to be welfare-dominant over sugar and
telecommunication services and hence discretionary tax measures that reduce tax cn
salt while compensating revenue loss with an increase on sugar and
telecommunication services would be welfare improving. Lower income households

also seem to bear unproportionally higher burden of taxes on tobacco and alcoholic
beverages.

When everything s considered, there exists some potentials to reform taxes in
Ethiopia on grounds of equity. Already introduced tax provisions have also produced
certain equity gains. Furthermore, commadities differ in their impact on distribution of
tax burdens which implies that it Is possible to readjust the tax system in order to
improve social welfare,

14
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APPENDIX
Household Cumulative Expenditure and Tax shares
MNo.  Expendiure . Aleohalle o ohaceo Tele. Sugar  Salt
tax Baverages servicas
1 0.05 0.0004 0.04 0.03 .04 0.02 0.004 003
2 0.08 0.0017 0.09 0.10 o Q.03 0.011 0.08
3 0.12 0.0042 0.15 0.13 0.20 0.04 0033 o043
4 0.17 0.0141 0.23 024 0.30 007 0.073 020
3! 0.23 0.0361 032 03z 0.49 011 0.137 028
6 Q.20 0.0703 0.42 0.44 0.65 0.16 0.184 0.38
T 0.38 01231 0.56 0.59 073 0.23 0272 048
& 0.48 0.2408 0.68 0.71 0.88 0.29 0.381 0.62
9 0.69 04897 082 083 0.94 045 Ose7 o078
10 099 0.8927 1.09 1.00 0,99 1.00 1.000 1.00

Source; Author's calculations
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