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1.0 AIMS AND OBJECTIVE 1.0 AIMS AND OBJECTIVE 

When you have studied this chapter you should be able toWhen you have studied this chapter you should be able to
-- Define what tax mean Define what tax mean 
-- Explain the principles of taxation Explain the principles of taxation 
-- Describe the characteristic that make a tax system good Describe the characteristic that make a tax system good 
-- Identify the pros and cons of the different classes of taxation Identify the pros and cons of the different classes of taxation 
-- Differentiate the different theories of taxationDifferentiate the different theories of taxation
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1.1 INTRODUCTION 1.1 INTRODUCTION 

Government is inconceivable whit out taxation. Tax is the major source ofGovernment is inconceivable whit out taxation. Tax is the major source of
revenue needed to taxes and a range of tax rates.  Excessive tax rate,revenue needed to taxes and a range of tax rates.  Excessive tax rate,
however, leads to undesirable economic effects s it induces taxpayers tohowever, leads to undesirable economic effects s it induces taxpayers to
change their behavior to avoid or lessen tax liabilities. In this concoction,change their behavior to avoid or lessen tax liabilities. In this concoction,
any tax tends to discourage saving, investment and work. any tax tends to discourage saving, investment and work. 

Apart from raising the necessary revenue, taxes have multiple objectives.Apart from raising the necessary revenue, taxes have multiple objectives.
Thus,  tax  policies  have  to  be  designed  properly  in  order  t  promoteThus,  tax  policies  have  to  be  designed  properly  in  order  t  promote
incentives to work, save invest and support economic growth and equity.incentives to work, save invest and support economic growth and equity.
Tax  reform,  therefore  has  t  balance  multiple  objectives  of  taxationTax  reform,  therefore  has  t  balance  multiple  objectives  of  taxation
including,  raising adequate revenue,  ensuring economic efficiency  andincluding,  raising adequate revenue,  ensuring economic efficiency  and
equity.  It  must  limit  unproductive  taxes  and  tax  incentives,  keepequity.  It  must  limit  unproductive  taxes  and  tax  incentives,  keep
differentia rates to a minimum and reduce economic distortions.differentia rates to a minimum and reduce economic distortions.

In the past the government attempted to reduce the excessively high taxIn the past the government attempted to reduce the excessively high tax
rates,  in  order  to  reduce  distortion  and  encourage  compliance.rates,  in  order  to  reduce  distortion  and  encourage  compliance.
Continuous measures also put into practice to broaden the bas removeContinuous measures also put into practice to broaden the bas remove
unessential  taxes  and  rationalize  domestic  indirect  and  foreign  tradeunessential  taxes  and  rationalize  domestic  indirect  and  foreign  trade
taxes. To enhance competitiveness in the global market and challenge thetaxes. To enhance competitiveness in the global market and challenge the
current  globalization issue their  is  a need to undertake further policycurrent  globalization issue their  is  a need to undertake further policy
measures. The attention given toreformin the tax administration, which ismeasures. The attention given toreformin the tax administration, which is
an integral part of revenue collection mechanism, has been minimal soan integral part of revenue collection mechanism, has been minimal so
far.  Currently,  however,  the  government  took  initiative  to  embark  onfar.  Currently,  however,  the  government  took  initiative  to  embark  on
reforming the various aspects of tax administration including taxpayer'sreforming the various aspects of tax administration including taxpayer's
registration tax assessment and collection.registration tax assessment and collection.

1.2 DEFINITION 1.2 DEFINITION 

A “tax” is a compulsory levy and those who are taxed have to pay theA “tax” is a compulsory levy and those who are taxed have to pay the
sums irrespective of any corresponding return of services or goods by thesums irrespective of any corresponding return of services or goods by the
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government. The tax, pays do get many benefits form the government butgovernment. The tax, pays do get many benefits form the government but
no tax-payer has a right to any benefit form the public expenditure on theno tax-payer has a right to any benefit form the public expenditure on the
ground that he is paying a tax.  The benefits of public expenditure may goground that he is paying a tax.  The benefits of public expenditure may go
to anyone irrespective of the taxes paid. to anyone irrespective of the taxes paid. 

A tax is a liability imposed upon the tax assessed who may be individuals,A tax is a liability imposed upon the tax assessed who may be individuals,
groups of individuals, or other legal entities.  It is a liability to pay angroups of individuals, or other legal entities.  It is a liability to pay an
amount on account of the fact that the tax assesses have income of theamount on account of the fact that the tax assesses have income of the
minimize amount and form certain specified resources, or that they ownminimize amount and form certain specified resources, or that they own
certain  tangible  or  intangible  properly  or  that  they  easily  on  certaincertain  tangible  or  intangible  properly  or  that  they  easily  on  certain
economic securities which have been chosen for taxation.  Thus a tax iseconomic securities which have been chosen for taxation.  Thus a tax is
generalized exaction it may be noted that a public receipt containing angeneralized exaction it may be noted that a public receipt containing an
element of compulsion does not automatically become a tax. element of compulsion does not automatically become a tax. 

Public authorities charge prices for specific service or goods supplied byPublic authorities charge prices for specific service or goods supplied by
them. Here the individuals and firms etc pay voluntarily, for the purchasethem. Here the individuals and firms etc pay voluntarily, for the purchase
of these goods and services but the element of compulsion is not alwaysof these goods and services but the element of compulsion is not always
missing.  If  the authorities have a monopoly of the good or service inmissing.  If  the authorities have a monopoly of the good or service in
question (such as the city bus service) and if they choose to charge aquestion (such as the city bus service) and if they choose to charge a
price  in  excess  of  the  competitive  one (that  is  the  cost  of  productionprice  in  excess  of  the  competitive  one (that  is  the  cost  of  production
inclusive of a normal, profit), then the ‘excess’ price paid becomes a taxinclusive of a normal, profit), then the ‘excess’ price paid becomes a tax
for  the  buyers.   We  must  however  remember  that  it  is  not  easy  tofor  the  buyers.   We  must  however  remember  that  it  is  not  easy  to
separate the elements of pure price and taxation is such situations andseparate the elements of pure price and taxation is such situations and
the  problem becomes  more  complicated  when  the  public  undertakingthe  problem becomes  more  complicated  when  the  public  undertaking
have a high costs of production on grounds of inefficiency.  Again, therehave a high costs of production on grounds of inefficiency.  Again, there
may be some goods or services regarding which the ‘consumers’ have nomay be some goods or services regarding which the ‘consumers’ have no
choice the authorities may thrust the supplies on them compulsorily andchoice the authorities may thrust the supplies on them compulsorily and
collectively even when all the members of the society do not want them.collectively even when all the members of the society do not want them.

This does not excuse the list of public receipts, which contain an elementThis does not excuse the list of public receipts, which contain an element
of compulsion.  We can also mention the special assessment’, the fee andof compulsion.  We can also mention the special assessment’, the fee and
fines.  A special assessment (or a better way levy) is a kind of specialfines.  A special assessment (or a better way levy) is a kind of special
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charge levied on certain member of the community who are believed tocharge levied on certain member of the community who are believed to
be the beneficiaries of certain government activities or public projects forbe the beneficiaries of certain government activities or public projects for
example, due to provision of parks or other facilities, the land values inexample, due to provision of parks or other facilities, the land values in
the neighborhood may go up.  On account of the provision of irrigationthe neighborhood may go up.  On account of the provision of irrigation
facilities the productivity of the irrigated lands increases and the landfacilities the productivity of the irrigated lands increases and the land
prices move up such benefits are not due to the efforts of the propertyprices move up such benefits are not due to the efforts of the property
owners.  They got an ‘un-earned increment’ which the authorities wouldowners.  They got an ‘un-earned increment’ which the authorities would
like to take away for various reasons.  Being a compulsory payment alike to take away for various reasons.  Being a compulsory payment a
betterment levy is like a tax.betterment levy is like a tax.

Final (such as court fines) are also compulsory payments but they areFinal (such as court fines) are also compulsory payments but they are
different from taxes because fines are imposed to curb certain offencesdifferent from taxes because fines are imposed to curb certain offences
and not to get revenue for the state.  In this sense fines are not taxesand not to get revenue for the state.  In this sense fines are not taxes
similarly,  import  and  export  duties  may  be  imposed  with  differentsimilarly,  import  and  export  duties  may  be  imposed  with  different
intentions in mind.  If the intention is to get the revenue for the publicintentions in mind.  If the intention is to get the revenue for the public
treasury, they are taxes, but if the intention is to get the revenue for thetreasury, they are taxes, but if the intention is to get the revenue for the
public treasury, they are taxes.  But if the intention is to regulate the flowpublic treasury, they are taxes.  But if the intention is to regulate the flow
of imports and exports, then the y change their character.  of imports and exports, then the y change their character.  

The authorities also charge fees for certain services such so registrationThe authorities also charge fees for certain services such so registration
of marriage, births and deaths. ‘However, quite after the fees charged areof marriage, births and deaths. ‘However, quite after the fees charged are
far in excess of the cost of these services (except, probably, in the case offar in excess of the cost of these services (except, probably, in the case of
health services).  To the extent that the fees charged represent the cost ofhealth services).  To the extent that the fees charged represent the cost of
services, they are like prices.  But the excess charges are in the nature ofservices, they are like prices.  But the excess charges are in the nature of
a tax.a tax.

There are certain other sources of  public  income also which,  to someThere are certain other sources of  public  income also which,  to some
extent,  are like compulsory Levis  upon the public  one such importantextent,  are like compulsory Levis  upon the public  one such important
source of public income is deficit financing.  Ordinarily, deficit financingsource of public income is deficit financing.  Ordinarily, deficit financing
but the excess charges are in the nature of a tax. but the excess charges are in the nature of a tax. 

There are certain other sources of  public  income also which,  to someThere are certain other sources of  public  income also which,  to some
extent, are like compulsory levis upon the public.  One such importantextent, are like compulsory levis upon the public.  One such important
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source of public income is deficit financing.  Ordinarily deficit financingsource of public income is deficit financing.  Ordinarily deficit financing
means an excess of public expenditure over public revenue.  This excessmeans an excess of public expenditure over public revenue.  This excess
may be met by borrowing, form the market, borrowing form abroad, asmay be met by borrowing, form the market, borrowing form abroad, as
the use of printing press.  In the case of borrowing form abroad, as thethe use of printing press.  In the case of borrowing form abroad, as the
case  of  printing  press.   In  the  case  of  borrowing  from abroad,  thosecase  of  printing  press.   In  the  case  of  borrowing  from abroad,  those
cannot be any compulsion for the lend less, but n the case of internalcannot be any compulsion for the lend less, but n the case of internal
borrowings there can be.  The government may force various individuals.borrowings there can be.  The government may force various individuals.
Firms, corporations and others institution to land to it by the virtue of thisFirms, corporations and others institution to land to it by the virtue of this
compulsion,  it  may be able to get  loans at  rates lower than what thecompulsion,  it  may be able to get  loans at  rates lower than what the
lenders  would  be  able  to  got  by  investing  their  funds  otherwise  thislenders  would  be  able  to  got  by  investing  their  funds  otherwise  this
amounts to a kind of taxation in the sense that the government does notamounts to a kind of taxation in the sense that the government does not
pay to the lender which they could get otherwise.  On the other hand,pay to the lender which they could get otherwise.  On the other hand,
instead of  borrowing,  the government  may choose to use the printinginstead of  borrowing,  the government  may choose to use the printing
press.  When the government spends the additional funds so created, thepress.  When the government spends the additional funds so created, the
aggregate demand increases and prices are pushed up.  The governmentaggregate demand increases and prices are pushed up.  The government
purchases away a part of resources and the market is, left with smallerpurchases away a part of resources and the market is, left with smaller
supplies in other wards the government through the use of the printingsupplies in other wards the government through the use of the printing
press, tax as away some resources of the markets just on it could taxpress, tax as away some resources of the markets just on it could tax
them directly.them directly.

If voluntary gifts are made to the authorities, such as during a was, thenIf voluntary gifts are made to the authorities, such as during a was, then
such an income is neither in the nature of j a tax nor a price.such an income is neither in the nature of j a tax nor a price.

1.3 HISTORICAL DEVELOPMENT OF TAXATION  1.3 HISTORICAL DEVELOPMENT OF TAXATION  

-- In ancient Greece the cost of public activities was directly financedIn ancient Greece the cost of public activities was directly financed
by the rich members of the communityby the rich members of the community

-- Then, Lately financed by donation and these in time become regularThen, Lately financed by donation and these in time become regular
obligationsobligations

-- The increased power of the state and the extension of its activitiesThe increased power of the state and the extension of its activities
required  regular  and  increasing  revenue.   This  was  obtained  byrequired  regular  and  increasing  revenue.   This  was  obtained  by
compulsory levies form which a system of taxation developed.compulsory levies form which a system of taxation developed.
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-- One of the early forms of taxation on which the Greek City-statesOne of the early forms of taxation on which the Greek City-states
and the Roman public relied mas harbors taxes. These were a lucrativeand the Roman public relied mas harbors taxes. These were a lucrative
source of revenue become of the volume of foreign trade.source of revenue become of the volume of foreign trade.

-- By  the  time of  the  Roman Empire  was  established (191B.C)  theBy the  time of  the  Roman Empire  was  established (191B.C)  the
bank of the tax revenue came form land.bank of the tax revenue came form land.

-- Later taxation based on property was introduced.Later taxation based on property was introduced.
-- The  vast  revenue  was  required to  wage wars,  build  magnificentThe  vast  revenue  was  required to  wage wars,  build  magnificent

churches and palaces and to provide for the administration of a greatchurches and palaces and to provide for the administration of a great
empire.empire.

-- Thus sate treasuries were forced to seek an ever wider basis forThus sate treasuries were forced to seek an ever wider basis for
taxation until  a time comes when virtually nobody and nothing wastaxation until  a time comes when virtually nobody and nothing was
exempted.  exempted.  

-- This was the stage that Britain reached in the nineteenth century.This was the stage that Britain reached in the nineteenth century.
-- Until well into the twentieth century, the main purpose of taxationUntil well into the twentieth century, the main purpose of taxation

was to raise revenue.  But now it is being used area as instrument ofwas to raise revenue.  But now it is being used area as instrument of
growth, stabilization of economy and of determination of the directiongrowth, stabilization of economy and of determination of the direction
of the economy of the economy 

1.4 OBJECTIVES AND PRINCIPLES OF TAXATION 1.4 OBJECTIVES AND PRINCIPLES OF TAXATION 

The major objectives of taxation is to mobilize sufficient revenue to meetThe major objectives of taxation is to mobilize sufficient revenue to meet
the ever grow in needs of government expenditure. In addition to raisinthe ever grow in needs of government expenditure. In addition to raisin
revenue, taxes have other objectives, including redistribution of incomerevenue, taxes have other objectives, including redistribution of income
and wealth, discourage or encouraging of specific activities. A good taxand wealth, discourage or encouraging of specific activities. A good tax
system  is  also  anticipated  to  following  the  principles  of  efficiency,system  is  also  anticipated  to  following  the  principles  of  efficiency,
fairness and administrative ease.fairness and administrative ease.

1.4.1 Objectives of Taxation 1.4.1 Objectives of Taxation 
The major objectives of taxes include mobilizing the necessary revenue toThe major objectives of taxes include mobilizing the necessary revenue to
finance government expenditure, distribution of income and encouragingfinance government expenditure, distribution of income and encouraging
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or  discouraging  of  specific  activities  and  production.  Obviously,  inor  discouraging  of  specific  activities  and  production.  Obviously,  in
developing  countries,  where  government  intervention  in  providingdeveloping  countries,  where  government  intervention  in  providing
countries, where government intervention in providing social goods andcountries, where government intervention in providing social goods and
service as well as infrastructure is huge raisin more revenue  is critical.service as well as infrastructure is huge raisin more revenue  is critical.
similarly  in  these  countries  uneven distribution of  income and a  highsimilarly  in  these  countries  uneven distribution of  income and a  high
percentage  of  the  population  affected  by  severe  poverty  is  a  seriouspercentage  of  the  population  affected  by  severe  poverty  is  a  serious
problem. Thus the role of taxation in redistributing income and wealth inproblem. Thus the role of taxation in redistributing income and wealth in
these countries is very demanding. The level of saving and investment,these countries is very demanding. The level of saving and investment,
which  is  an  important  ingredient  of  development,  is  also  weak  inwhich  is  an  important  ingredient  of  development,  is  also  weak  in
developing countries. A tax policy geared towards promoting investmentdeveloping countries. A tax policy geared towards promoting investment
from domestic and abroad is also inevitable.from domestic and abroad is also inevitable.

Raise Revenue Raise Revenue 
The  principal  objectives  of  taxation  rest  the  need  to  raise  sufficientThe  principal  objectives  of  taxation  rest  the  need  to  raise  sufficient
revenue to  cover  the  cost  of  government  expenditure.  It  is  clear  thatrevenue to  cover  the  cost  of  government  expenditure.  It  is  clear  that
there is no other reason to raise tax rates or adoption of new taxes exceptthere is no other reason to raise tax rates or adoption of new taxes except
the  need to  raise  additional  government  revenue.  For  those  countriesthe need to  raise  additional  government  revenue.  For  those  countries
with  significant  sources  of  revenue  other  than  taxes,  government  canwith  significant  sources  of  revenue  other  than  taxes,  government  can
fund  operations  with  less  reliance  on  tax  revenue.  Countries  withfund  operations  with  less  reliance  on  tax  revenue.  Countries  with
abundant resources such as oil and minerals could be cited as a case inabundant resources such as oil and minerals could be cited as a case in
point. These countries more relying on non - tax revenue sources. point. These countries more relying on non - tax revenue sources. 

It is apparent that government services are provided to society with outIt is apparent that government services are provided to society with out
concurrent payments, but there are some services, which some prices areconcurrent payments, but there are some services, which some prices are
attached to them. the price could be a sort of cost sharing or full costattached to them. the price could be a sort of cost sharing or full cost
recovery.  In  most  cases  the  former  is  the  common practice.  In  otherrecovery.  In  most  cases  the  former  is  the  common practice.  In  other
words, there are incident where users of the service could pay the cost ofwords, there are incident where users of the service could pay the cost of
services rendered by government wholly or partially. Nevertheless, sinceservices rendered by government wholly or partially. Nevertheless, since
most services of government are indivisible and basic, it is not simple tomost services of government are indivisible and basic, it is not simple to
put prices and collect the cost of those services. Hence, such costs areput prices and collect the cost of those services. Hence, such costs are
financed through taxes and the burden is up to the whole taxpayers.  financed through taxes and the burden is up to the whole taxpayers.  
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Redistribution of income or wealth Redistribution of income or wealth 
Taxes  redistribute  resources  through  both  reducing  the  wealth  andTaxes  redistribute  resources  through  both  reducing  the  wealth  and
income of the rich and transferring funds directly to the poor throughincome of the rich and transferring funds directly to the poor through
government  expenditure  allocation.  It  is  true  that  redistribution  viagovernment  expenditure  allocation.  It  is  true  that  redistribution  via
taxation  comes  with  economic  costs.  There  often  exists  a  trade  offtaxation  comes  with  economic  costs.  There  often  exists  a  trade  off
between distribution of income and other aspect of economic activities.between distribution of income and other aspect of economic activities.
For example, high marginal income tax rates may be desirable for equityFor example, high marginal income tax rates may be desirable for equity
reasons,  but may create incentive to reduce work effort or may causereasons,  but may create incentive to reduce work effort or may cause
income and capital to be shifted outside the country to avoid taxation.income and capital to be shifted outside the country to avoid taxation.
The  high  tax  rate  would  also  put  deterrent  effects  t  attract  foreignThe  high  tax  rate  would  also  put  deterrent  effects  t  attract  foreign
investment.  The quality of government expenditure policy also mattersinvestment.  The quality of government expenditure policy also matters
realize the redistribution objectives.realize the redistribution objectives.

Encourage or Discourage Activities Encourage or Discourage Activities 
Any  tax  system can  encourage  o  discourage  certain  activities.  In  thisAny  tax  system can  encourage  o  discourage  certain  activities.  In  this
regard ,taxes can be used to correct market failures, such as positive orregard ,taxes can be used to correct market failures, such as positive or
negative  externalities  the  tax  system  can  serve  as  a  tool  to  correctnegative  externalities  the  tax  system  can  serve  as  a  tool  to  correct
externalities. A tax on pollution may correct market failure by imposingexternalities. A tax on pollution may correct market failure by imposing
additional cost on polluting agents. in addition excise taxes on goods thatadditional cost on polluting agents. in addition excise taxes on goods that
have bad effects on health, moral and social setting of the community,have bad effects on health, moral and social setting of the community,
would discourage the consumption and production of  such goods.  Thewould discourage the consumption and production of  such goods.  The
levy could be by imposing relatively higher or special taxes like excise onlevy could be by imposing relatively higher or special taxes like excise on
the goods. the goods. 

On the other hand, taxes can apply to encourage some activities or theOn the other hand, taxes can apply to encourage some activities or the
production  and consumption of  some goods.  Tax  provisions  related toproduction  and consumption of  some goods.  Tax  provisions  related to
encouraging the production and consumption of basic goods as well asencouraging the production and consumption of basic goods as well as
healthier and basic services are treated positively. In this context highhealthier and basic services are treated positively. In this context high
tariff on import duty serves to protect domestic infant industries fromtariff on import duty serves to protect domestic infant industries from
foreign completion. Further more, tax policies are designed to supportforeign completion. Further more, tax policies are designed to support
industrial  development,  export  promotion,  rural  development  andindustrial  development,  export  promotion,  rural  development  and
development of back ward regions of a country. development of back ward regions of a country. 
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1.4.2 Principles of Taxation 1.4.2 Principles of Taxation 
There are three basic principles of taxation, namely efficiency fairnessThere are three basic principles of taxation, namely efficiency fairness
and administrative feasibility. In fact these are easier to say than to applyand administrative feasibility. In fact these are easier to say than to apply
in specific circumstances. in specific circumstances. 

Efficiency Efficiency 
Traditionally efficiency in the tax system focused on neutrality. Since anyTraditionally efficiency in the tax system focused on neutrality. Since any
tax system incorporates  distortions minimizing its  interference is  verytax system incorporates  distortions minimizing its  interference is  very
essential. A change in the selection of products, a choice between workessential. A change in the selection of products, a choice between work
and leisure,  or  a  choice between present  and future consumption areand leisure,  or  a  choice between present  and future consumption are
major  aspects  of  economic  distortions  arise  from  taxes.  Distortionmajor  aspects  of  economic  distortions  arise  from  taxes.  Distortion
originated  from any  tax  system can  be  summarized  in  to  the  incomeoriginated  from any  tax  system can  be  summarized  in  to  the  income
effect, the substitution effect, and the financial effect. effect, the substitution effect, and the financial effect. 
Under the income effect  taxes reduce the amount of resources availableUnder the income effect  taxes reduce the amount of resources available
to the taxpayer. The incidence of income effect can be demonstrated byto the taxpayer. The incidence of income effect can be demonstrated by
taxes on wages. As, taxes reduce net wages; one makes choice differenttaxes on wages. As, taxes reduce net wages; one makes choice different
from  those  he  would  make  if  wage  were  not  subject  to  tax.  Thefrom  those  he  would  make  if  wage  were  not  subject  to  tax.  The
substitution effect attests when individual change behavior by choosingsubstitution effect attests when individual change behavior by choosing
non-taxed activities  or  goods over  taxed activities  or  goods,  or  lightlynon-taxed activities  or  goods over  taxed activities  or  goods,  or  lightly
taxed  over  highly  taxed ones.  The financial  effect  arises  as  taxpayerstaxed  over  highly  taxed ones.  The financial  effect  arises  as  taxpayers
change the organization or structure of their activities because of taxes. change the organization or structure of their activities because of taxes. 

Naturally, although the magnitude varies from tax to tax, all taxes distortNaturally, although the magnitude varies from tax to tax, all taxes distort
against some thing, Income taxes reduce incentives to work, save andagainst some thing, Income taxes reduce incentives to work, save and
consumption. It is worthwhile to mention here that taxes can damage orconsumption. It is worthwhile to mention here that taxes can damage or
encourage economic efficiency. In this connection, it can reduce incentiveencourage economic efficiency. In this connection, it can reduce incentive
to work, or invest. Highly progressive taxes with very high tax rates areto work, or invest. Highly progressive taxes with very high tax rates are
cases in point. Carefully designed taxes, however , can improve efficiencycases in point. Carefully designed taxes, however , can improve efficiency
by encouraging desirable activities.by encouraging desirable activities.
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Fairness Fairness 
The tax system is  expected to be fair in the sense that each taxpayerThe tax system is  expected to be fair in the sense that each taxpayer
should contribute his/her "far share" to the revenue basket. The issue ofshould contribute his/her "far share" to the revenue basket. The issue of
fair share is viewed  from two angles, namely, the benefit and the abilityfair share is viewed  from two angles, namely, the benefit and the ability
to pay principle. The benefit principle, argued that those who benefitedto pay principle. The benefit principle, argued that those who benefited
from the services of government should pay taxes. It is justified by taxingfrom the services of government should pay taxes. It is justified by taxing
a  group  or  citizen  who  are  directly  benefited  by  the  service  undera  group  or  citizen  who  are  directly  benefited  by  the  service  under
consideration. consideration. 

Contrary to the benefit principle, the ability to pay approach considersContrary to the benefit principle, the ability to pay approach considers
the  tax  liability  as  its  direct  concept-  a  compulsory  payment  to  thethe  tax  liability  as  its  direct  concept-  a  compulsory  payment  to  the
government, with out any claim. Accordingly a citizen is paying tax, as hegovernment, with out any claim. Accordingly a citizen is paying tax, as he
can, and his relative paying capacity determines his relative share in thecan, and his relative paying capacity determines his relative share in the
total tax burden. total tax burden. 

The  ability  to  pay  principle  further  defined  as  horizontal  and  verticalThe  ability  to  pay  principle  further  defined  as  horizontal  and  vertical
equity.   Horizontal  equity  refers  equal  taxation of  persons  with  equalequity.   Horizontal  equity  refers  equal  taxation of  persons  with  equal
abilities to pay. It holds the notion of ability or capacity to pay, those whoabilities to pay. It holds the notion of ability or capacity to pay, those who
have the same ability to pay should bear the same tax liability.have the same ability to pay should bear the same tax liability.

In  the  case  of  vertical  equality  to  pay  principle  calls  reasonableIn  the  case  of  vertical  equality  to  pay  principle  calls  reasonable
differences in taxation of individuals with unequal ability to pay. In thisdifferences in taxation of individuals with unequal ability to pay. In this
regard, the tax liability increases at a more rapid rate than income orregard, the tax liability increases at a more rapid rate than income or
wealth.    wealth.    
Fairness,  however  considers  several  possible  conceptions.  Form  itsFairness,  however  considers  several  possible  conceptions.  Form  its
ordinary  view fairness  could  require  that  all  individual  pay  the  sameordinary  view fairness  could  require  that  all  individual  pay  the  same
amount of tax. This requires designing a tax system that imposes an equalamount of tax. This requires designing a tax system that imposes an equal
amount  irrespective  of  several  considerations  including  the  level  ofamount  irrespective  of  several  considerations  including  the  level  of
income .A  head tax on each individual  could be  cited as  an example.income .A  head tax on each individual  could be  cited as  an example.
Fairness advocates all tax payers to pay the same rate on their income.Fairness advocates all tax payers to pay the same rate on their income.
The flat tax or single rate tax are popular in this aspect.The flat tax or single rate tax are popular in this aspect.
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On the other hand, however, fairness could be also explained by higherOn the other hand, however, fairness could be also explained by higher
taxes on higher  income.  This  consideration is  argued on the  bases oftaxes on higher  income.  This  consideration is  argued on the  bases of
ability to pay with the result that the rich are better able to contribute toability to pay with the result that the rich are better able to contribute to
finance government operations. In this connection progressive taxes arefinance government operations. In this connection progressive taxes are
advocated on the basis of the following principles.advocated on the basis of the following principles.

A)A) A certain  minimum standard of  living should be  protected in  theA certain  minimum standard of  living should be  protected in  the
interest of health, welfare efficiency, interest of health, welfare efficiency, 

B)B) The marginal utility of income declines as income increase so thatThe marginal utility of income declines as income increase so that
the sacrifice of  any given fraction of  income is  less  painful  for  athe sacrifice of  any given fraction of  income is  less  painful  for  a
higher income person than for a low income person, andhigher income person than for a low income person, and

C)C) Reduction  in  economic  inequality  is  politically  and  ethicallyReduction  in  economic  inequality  is  politically  and  ethically
desirable.desirable.

On the other hand, others argue the question of consumption taxes versusOn the other hand, others argue the question of consumption taxes versus
income taxes. Consumption tax supporters questions whether any incomeincome taxes. Consumption tax supporters questions whether any income
tax  system  can  be  fair.  In  this  context,  income  is  what  individualstax  system  can  be  fair.  In  this  context,  income  is  what  individuals
contribute to society; consumption is what they take away from the purse.contribute to society; consumption is what they take away from the purse.
Therefore, the economy could be benefited when it taxed consumptionTherefore, the economy could be benefited when it taxed consumption
rather  than  income.  Income taxes  impose higher  taxes  on  householdsrather  than  income.  Income taxes  impose higher  taxes  on  households
with higher saving. As such, the income tax system penalizes savers overwith higher saving. As such, the income tax system penalizes savers over
those  who  consume currently.  Further  more,  consumption  is  a  betterthose  who  consume currently.  Further  more,  consumption  is  a  better
measure of an individual's ability to pay.measure of an individual's ability to pay.

Indeed,  there  is  counter  argument  that  income  tax  claimed  as  a  netIndeed,  there  is  counter  argument  that  income  tax  claimed  as  a  net
increase in economic wealth is better measurement of ability to pay thanincrease in economic wealth is better measurement of ability to pay than
the use of income. Under a consumption tax, every consumer is equallythe use of income. Under a consumption tax, every consumer is equally
treated by the tax rate irrespective of the level of income.treated by the tax rate irrespective of the level of income.

Administrative Feasibility Administrative Feasibility 
As  any  activity,  tax  collection  has  significant  cost.  The  cost  could  beAs  any  activity,  tax  collection  has  significant  cost.  The  cost  could  be
direct  or  indirect.  The  cost  attached  with  tax  administration  ofdirect  or  indirect.  The  cost  attached  with  tax  administration  of
government  is  considered  as  direct  costs,  while  the  cost  born  bygovernment  is  considered  as  direct  costs,  while  the  cost  born  by
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taxpayers is indirect costs. The nature of tax could influence both directtaxpayers is indirect costs. The nature of tax could influence both direct
costs. If the tax system is simple and clear its cost could be low, whilecosts. If the tax system is simple and clear its cost could be low, while
very  complicated  and complex tax  laws and systems entails substantialvery  complicated  and complex tax  laws and systems entails substantial
administrative costs both from the taxpayers and tax collectors point ofadministrative costs both from the taxpayers and tax collectors point of
view.  thus to minimize the cost of tax admonition, the tax system shouldview.  thus to minimize the cost of tax admonition, the tax system should
not  be  complicated  ,  difficult  to  administer  and  understand  and  innot  be  complicated  ,  difficult  to  administer  and  understand  and  in
interpretation and legal disputesinterpretation and legal disputes

If the tax system is complex and complicated ,it requires the tax office toIf the tax system is complex and complicated ,it requires the tax office to
assign significant financial and human resource as well as equipment andassign significant financial and human resource as well as equipment and
the taxpayer to employ -qualified accountants. Tax simplicity is thereforethe taxpayer to employ -qualified accountants. Tax simplicity is therefore
an important administrative advantage and necessary to minimize wastean important administrative advantage and necessary to minimize waste
of resources.  Indirect taxes on production and sales are relatively simpleof resources.  Indirect taxes on production and sales are relatively simple
than direct  taxes  on  income wealth.  Moreover,  foreign  taxes  that  arethan direct  taxes  on  income wealth.  Moreover,  foreign  taxes  that  are
collected at point of entry or exit are very simple to apply than taxes oncollected at point of entry or exit are very simple to apply than taxes on
domestic production and sales taxes. Withholding and presumptive taxesdomestic production and sales taxes. Withholding and presumptive taxes
are important mechanisms to minimize economic cost of taxation.are important mechanisms to minimize economic cost of taxation.

1.5 1.5 CHARACTERISTICS OF A GOOD TAX SYSTEMCHARACTERISTICS OF A GOOD TAX SYSTEM

Tax  revenue  has  occupied  the  most  important  place  in  the  revenueTax  revenue  has  occupied  the  most  important  place  in  the  revenue
system  of  almost  all  the  governments.  On  account  of  this  and  othersystem  of  almost  all  the  governments.  On  account  of  this  and  other
reasons theory of taxation has always occupied an important and leadingreasons theory of taxation has always occupied an important and leading
position  in  the  discussions  of  public  finance,  various  aspects  of  theposition  in  the  discussions  of  public  finance,  various  aspects  of  the
problems have been brought into focus, and the discussion has not alwaysproblems have been brought into focus, and the discussion has not always
been  about  one  or  the  other  aspect  only.  Thus,  in  some  cases,  thebeen  about  one  or  the  other  aspect  only.  Thus,  in  some  cases,  the
problem has been viewed from administrative angle; in other cases, theproblem has been viewed from administrative angle; in other cases, the
debate has been about the objectives which the tax system should aim atdebate has been about the objectives which the tax system should aim at
under different circumstances. Various kinds, forms, rates and timings ofunder different circumstances. Various kinds, forms, rates and timings of
taxation have been analyzed and discussed. There are also analyses of thetaxation have been analyzed and discussed. There are also analyses of the
incidence and effects of various tax measures, and so on.incidence and effects of various tax measures, and so on.
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It would be helpful in this connection, the following points are kept inIt would be helpful in this connection, the following points are kept in
mind. mind. 

Firstly,  it  should  be  noted  that  taxation  is  only  a  part  (though  anFirstly,  it  should  be  noted  that  taxation  is  only  a  part  (though  an
important one) of the total budget of the government. On the revenueimportant one) of the total budget of the government. On the revenue
side, there are items other than taxation.  To consider a tax system inside, there are items other than taxation.  To consider a tax system in
isolation from other items of public revenue, or public expenditure, wouldisolation from other items of public revenue, or public expenditure, would
be an incomplete and unrealistic attempt. The effects of any tax systembe an incomplete and unrealistic attempt. The effects of any tax system
are  always  intermixed  with  those  of  non-tax  expenditure  parts  of  theare  always  intermixed  with  those  of  non-tax  expenditure  parts  of  the
public budget. Of course, in cash taxation happens to be a major part ofpublic budget. Of course, in cash taxation happens to be a major part of
the  public  revenue,  its  share  in  the  total  of  effects  would  bethe  public  revenue,  its  share  in  the  total  of  effects  would  be
correspondingly  greater  within  the  overall  framework  of  the  totalcorrespondingly  greater  within  the  overall  framework  of  the  total
revenue, the effects of taxation will depend upon the structure of the taxrevenue, the effects of taxation will depend upon the structure of the tax
system, the tax rates and so on. Equally important is the consideration assystem, the tax rates and so on. Equally important is the consideration as
to what is being done on the expenditure side of the budget, since thatto what is being done on the expenditure side of the budget, since that
will influence the attitudes and reactions of the taxpayers. This reactionswill influence the attitudes and reactions of the taxpayers. This reactions
will  be  conditioned  by  whether  they  believe  public  expenditure  to  bewill  be  conditioned  by  whether  they  believe  public  expenditure  to  be
wasteful or productive, and so on.wasteful or productive, and so on.

When we consider the effects of taxation and thereby try to figure out theWhen we consider the effects of taxation and thereby try to figure out the
characteristics of a good tax system, it  is not implied thereby that thecharacteristics of a good tax system, it  is not implied thereby that the
non-tax  items  or  the  public  expenditures  should  be  ignored.  It  onlynon-tax  items  or  the  public  expenditures  should  be  ignored.  It  only
implies that for the sake of clarity of analysis and understanding, a step-implies that for the sake of clarity of analysis and understanding, a step-
by-step  approach  is  being  adopted.  It  must  also  be  remembered  thatby-step  approach  is  being  adopted.  It  must  also  be  remembered  that
though non-tax  items  by  public  revenue are  there,  tax  forms a  majorthough non-tax  items  by  public  revenue are  there,  tax  forms a  major
portion  of  the  public  revenue  in  most  countries.  Quite  a  substantialportion  of  the  public  revenue  in  most  countries.  Quite  a  substantial
portion of the national income fronts through the hands of the public toportion of the national income fronts through the hands of the public to
those of the authorities by way of taxation. Therefore, only for the sake ofthose of the authorities by way of taxation. Therefore, only for the sake of
convenience of analysis the characteristics of a good tax system may beconvenience of analysis the characteristics of a good tax system may be
formulated  in  isolation.  It  is  assumed here,  implicitly,  that  the  publicformulated  in  isolation.  It  is  assumed here,  implicitly,  that  the  public
expenditure  side  of  the  budget  is  being  administered  in  an  optimumexpenditure  side  of  the  budget  is  being  administered  in  an  optimum
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manner or  at  least  it  is  not  working against  the objectives of  the taxmanner or  at  least  it  is  not  working against  the objectives of  the tax
system.system.

Secondly,  a  tax system has many dimensions.  We should look into  itsSecondly,  a  tax system has many dimensions.  We should look into  its
volume,  composition,  rates,  coverage,  timings  of  collection,  mode  ofvolume,  composition,  rates,  coverage,  timings  of  collection,  mode  of
collection  and  so  on  in  order  to  grasp  its  effects  in  their  totality.collection  and  so  on  in  order  to  grasp  its  effects  in  their  totality.
Alternative sets of those tax features would form alternative tax systems.Alternative sets of those tax features would form alternative tax systems.
Each system will  have efforts  different  from those  of  the  other.  EachEach system will  have efforts  different  from those  of  the  other.  Each
system will  have its  merits  and demerits  in terms of  these social  andsystem will  have its  merits  and demerits  in terms of  these social  and
economic effects, and therefore, quite a number of these sets will claimeconomic effects, and therefore, quite a number of these sets will claim
our attention as the possible first choice.  Thus in general,  it  is  ratherour attention as the possible first choice.  Thus in general,  it  is  rather
difficult to evolve a tax system which is the best or ideal in every respect.difficult to evolve a tax system which is the best or ideal in every respect.
The choice will have to be between different conflicting objectives andThe choice will have to be between different conflicting objectives and
effects; a larger gain in terms of some objectives will normally entail aeffects; a larger gain in terms of some objectives will normally entail a
larger loss in terms of the others. To put it in conventional terminology,larger loss in terms of the others. To put it in conventional terminology,
no tax system will be the ‘best’ in an absolute sense, and a ‘trade-off’ willno tax system will be the ‘best’ in an absolute sense, and a ‘trade-off’ will
have to be there as between different objectives.  Depending upon ourhave to be there as between different objectives.  Depending upon our
preference (or value judgments) we may opt to a particular tax system.preference (or value judgments) we may opt to a particular tax system.

Thirdly, we must keep in mind that a tax system which is theoretically theThirdly, we must keep in mind that a tax system which is theoretically the
best need not be the one which can be put into practice also. In abstractbest need not be the one which can be put into practice also. In abstract
theory we may talk of the marginal utility and disutility of various taxtheory we may talk of the marginal utility and disutility of various tax
measures.  But in reality,  there are various difficulties both conceptualmeasures.  But in reality,  there are various difficulties both conceptual
and practical.  It  is  not  easy  to  translate  these concepts  into concreteand practical.  It  is  not  easy  to  translate  these concepts  into concrete
terms. Furthermore, though in theory various tax proposal may appearterms. Furthermore, though in theory various tax proposal may appear
very should and coming, quite a few of them cannot be implement due tovery should and coming, quite a few of them cannot be implement due to
administrative, political or   other difficulties. In theory, it is assumed thatadministrative, political or   other difficulties. In theory, it is assumed that
a government has an absolute right over the property of all its subjects, ina government has an absolute right over the property of all its subjects, in
practice it is not a right which can be exercised fully and without limits.practice it is not a right which can be exercised fully and without limits.
Apart from this it is generally assumed that the administrative machineryApart from this it is generally assumed that the administrative machinery
is  efficient  and  honest.  In  real  life  these  ideal  conditions  are  seldomis  efficient  and  honest.  In  real  life  these  ideal  conditions  are  seldom
satisfied.  In  a  number  of  cases  the  members  of  the  tax-enforcingsatisfied.  In  a  number  of  cases  the  members  of  the  tax-enforcing
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machinery  may  not  be  suitable  trained  to  handle  differing  situationsmachinery  may  not  be  suitable  trained  to  handle  differing  situations
arising in connection with the performance of their official duties. Theyarising in connection with the performance of their official duties. They
may even be indifferent to,  or ignorant of  the exact legal procedures.may even be indifferent to,  or ignorant of  the exact legal procedures.
They may go too literally by the word of the law and there by harassThey may go too literally by the word of the law and there by harass
taxpayers. Also, it is possible that they may even join hands with the taxtaxpayers. Also, it is possible that they may even join hands with the tax
dodgers. Again, some taxes, though theoretically sounds, may involve adodgers. Again, some taxes, though theoretically sounds, may involve a
heavy cost of collection. In some countries, there may be loans drawnheavy cost of collection. In some countries, there may be loans drawn
legal  procedures (such as  passing of  the  tax  measures  by legislativeslegal  procedures (such as  passing of  the  tax  measures  by legislatives
bodies) preventing the government from chagrining its tax policy quicklybodies) preventing the government from chagrining its tax policy quickly
and easily. In actual practice, therefore, the government has to think ofand easily. In actual practice, therefore, the government has to think of
these various problems while working out the best possible tax system inthese various problems while working out the best possible tax system in
the  country.  It  will  generally  settle  for  a  compromise  between  thesethe  country.  It  will  generally  settle  for  a  compromise  between  these
conflicting considerations and therefore end up with a tax system, whichconflicting considerations and therefore end up with a tax system, which
is not a perfect or ideal one. Furthermore, it is conceivable that even theis not a perfect or ideal one. Furthermore, it is conceivable that even the
government  may  fail  to  make  correct  estimates  as  to  the  effects  ofgovernment  may  fail  to  make  correct  estimates  as  to  the  effects  of
different  tax-measures,  and  their  appropriate  rates.  This  limitationdifferent  tax-measures,  and  their  appropriate  rates.  This  limitation
further supports the earlier statements that an ideal tax system is intofurther supports the earlier statements that an ideal tax system is into
likely to be adopted in practice.  likely to be adopted in practice.  

Fourthly,  the  attitude  of  the  taxpayers  is  an  important  variableFourthly,  the  attitude  of  the  taxpayers  is  an  important  variable
determining the contents of a good tax system. It may be assumed thatdetermining the contents of a good tax system. It may be assumed that
such tax payer would like to be exempted from tax paying while he wouldsuch tax payer would like to be exempted from tax paying while he would
not mind if others base that burden. In any case, he would want his sharenot mind if others base that burden. In any case, he would want his share
to be within the general level of tax burden being borne by others. It thisto be within the general level of tax burden being borne by others. It this
is not so, he will fill exploited. To put it differently, it is essential that ais not so, he will fill exploited. To put it differently, it is essential that a
good  tax  system  should  appear  equitable  to  the  taxpayers.  Similarly,good  tax  system  should  appear  equitable  to  the  taxpayers.  Similarly,
overall burden of the tax system is of equal importance. The attitudes ofoverall burden of the tax system is of equal importance. The attitudes of
the tax payers in this regard are influenced by a host of other factors likethe tax payers in this regard are influenced by a host of other factors like
the  political  situation  (such  as  war  or  peace),  natural  calamities  likethe  political  situation  (such  as  war  or  peace),  natural  calamities  like
floods and droughts, a economic situations like prosperity or depressionfloods and droughts, a economic situations like prosperity or depression
and so on.and so on.
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Fifthly. It  is well  known that changes in a tax system can be broughtFifthly. It  is well  known that changes in a tax system can be brought
about only slowly and in stages. Even if it is decided to have an entirelyabout only slowly and in stages. Even if it is decided to have an entirely
new tax system the authorities  cannot suddenly  disrupt the whole oldnew tax system the authorities  cannot suddenly  disrupt the whole old
system. They have to gear their tax-machinery to the new system. Onsystem. They have to gear their tax-machinery to the new system. On
account of the above-mentioned limitations, the authorities cannot hopeaccount of the above-mentioned limitations, the authorities cannot hope
to satisfy all the objective or considerations, and have to be satisfied withto satisfy all the objective or considerations, and have to be satisfied with
a compromise between them. a compromise between them. 

In  general,  a  good tax  system should  run  in  harmony with  importantIn  general,  a  good tax  system should  run  in  harmony with  important
national objectives and if possible should assist the society in achievingnational objectives and if possible should assist the society in achieving
them. It should try to accommodate the attitudes and problems of thethem. It should try to accommodate the attitudes and problems of the
taxpayers and should not lose sight of the administrative practicability ortaxpayers and should not lose sight of the administrative practicability or
the goals of social  and economic justice. It should also yield adequatethe goals of social  and economic justice. It should also yield adequate
revenue  for  the  treasury  and  should  be  flexible  enough  to  move  therevenue  for  the  treasury  and  should  be  flexible  enough  to  move  the
chaining requirements of the state and the economy./ the dynamism ofchaining requirements of the state and the economy./ the dynamism of
the tax system is all the more relevant for a developing economy wherethe tax system is all the more relevant for a developing economy where
the structure and rates of taxes have to be constantly reviewed. the structure and rates of taxes have to be constantly reviewed. 

We  may  say  that  the  interests  of  the  administrative  machinery,  theWe  may  say  that  the  interests  of  the  administrative  machinery,  the
economy, the state and the individual tax-payers can be conflicting and aeconomy, the state and the individual tax-payers can be conflicting and a
good tax system will try to accommodate them all the in the best possiblegood tax system will try to accommodate them all the in the best possible
manner. manner. 

A  good  tax  system  recognizes  the  basic  rights  of  the  taxpayer.  TheA  good  tax  system  recognizes  the  basic  rights  of  the  taxpayer.  The
taxpayer is expected to pay his taxes but not undergo harassment. Withtaxpayer is expected to pay his taxes but not undergo harassment. With
this  and  in  view,  tax  laws  should  be  simple  in  language  and  the  taxthis  and  in  view,  tax  laws  should  be  simple  in  language  and  the  tax
liability should be determinable with certainty. The mode and timings ofliability should be determinable with certainty. The mode and timings of
payment  should  suit  the  convenience  of  the  taxpayer  to  the  extentpayment  should  suit  the  convenience  of  the  taxpayer  to  the  extent
possible. At the same time, a tax system should be equitable as betweenpossible. At the same time, a tax system should be equitable as between
different taxpayers. It should be progressive so as to levy an equitablydifferent taxpayers. It should be progressive so as to levy an equitably
burden on all. burden on all. 
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Developed free market economics are subject to cyclical fluctuations inDeveloped free market economics are subject to cyclical fluctuations in
their  incomes  and  employment.  A  good  tax  system should  be  flexibletheir  incomes  and  employment.  A  good  tax  system should  be  flexible
enough to countries, on the other hand, the main problem is not that ofenough to countries, on the other hand, the main problem is not that of
cyclical  foundations,  but  of  the  need  to  unleash  the  forces  of  thecyclical  foundations,  but  of  the  need  to  unleash  the  forces  of  the
economic  growth  and productivity.  For  this  all  the  possible  source  ofeconomic  growth  and productivity.  For  this  all  the  possible  source  of
savings and capital accumulation should be exploited. Paucity of privatesavings and capital accumulation should be exploited. Paucity of private
savings  and  investment  necessitates  a  greater  reliance  upon  thesavings  and  investment  necessitates  a  greater  reliance  upon  the
budgetary  savings  as  a  main  source  of  capital  accumulations.  In  thebudgetary  savings  as  a  main  source  of  capital  accumulations.  In  the
private sector, the tax system should encourage the consumers to go inprivate sector, the tax system should encourage the consumers to go in
for  durable  consumption  goods.  This  will  reduce  this  expenditure  onfor  durable  consumption  goods.  This  will  reduce  this  expenditure  on
consumption  items over  time and  release  larger  amounts  for  savings.consumption  items over  time and  release  larger  amounts  for  savings.
Heavy  import  duties  should  be  used  to  curb  import  of  and  cut  theHeavy  import  duties  should  be  used  to  curb  import  of  and  cut  the
demonstration  effect.  Within  the  economy,  the  demand  for  luxuriesdemonstration  effect.  Within  the  economy,  the  demand  for  luxuries
should be reduced while the consumption and production of health-givingshould be reduced while the consumption and production of health-giving
and efficiency -producing goods should be encouraged. and efficiency -producing goods should be encouraged. 

Another problem that a developing country like Ethiopia faces that  ofAnother problem that a developing country like Ethiopia faces that  of
regional disparities. Tax measures should be so devised as to counteractregional disparities. Tax measures should be so devised as to counteract
this tendency and bringing about a more equitable economic growth. Inthis tendency and bringing about a more equitable economic growth. In
the process of economic growth, a developing country is likely to face thethe process of economic growth, a developing country is likely to face the
problem of inflation. A good tax system should help in counteracting theproblem of inflation. A good tax system should help in counteracting the
inflationary forces.    It  should be designed to discourage unnecessaryinflationary forces.    It  should be designed to discourage unnecessary
consumption and to help in boasting up production along desired lines. consumption and to help in boasting up production along desired lines. 

It  can  be  argued  that  all  ‘direct’  taxes  related  to  income and  wealthIt  can  be  argued  that  all  ‘direct’  taxes  related  to  income and  wealth
should  be  replaced  by  a  single  tax  on  expenditure.  The  case  forshould  be  replaced  by  a  single  tax  on  expenditure.  The  case  for
expenditure tax  is  supposed to  be  stronger  in  a  country  like  Ethiopiaexpenditure tax  is  supposed to  be  stronger  in  a  country  like  Ethiopia
since in rewards savings and taxes consumption. However, this tax hassince in rewards savings and taxes consumption. However, this tax has
practices limitations. It poses difficult problems of data collection, and ispractices limitations. It poses difficult problems of data collection, and is
administratively very cumbersome. Moreover, if applied universally, it isadministratively very cumbersome. Moreover, if applied universally, it is
not equitable between different income levels.    not equitable between different income levels.    
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1.6 CLASSIFICATION AND CHOICES OF TAXES 1.6 CLASSIFICATION AND CHOICES OF TAXES 

In the earlier part of this book, we had the occasion to look into variousIn the earlier part of this book, we had the occasion to look into various
characteristics of a good tax system as judged from various objectives ofcharacteristics of a good tax system as judged from various objectives of
the society. However, even after these general considerations as to thethe society. However, even after these general considerations as to the
objectives of the society and the principles involved in the distribution ofobjectives of the society and the principles involved in the distribution of
tax  burden  etc,  the  crucial  question  of  choosing  between  differenttax  burden  etc,  the  crucial  question  of  choosing  between  different
possible taxes and their rate schedules remains. In this chapter, we shallpossible taxes and their rate schedules remains. In this chapter, we shall
therefore look at different kinds of taxes and their merits and demerits intherefore look at different kinds of taxes and their merits and demerits in
terms of the objectives of equity, efficiency, simplicity, resource allocationterms of the objectives of equity, efficiency, simplicity, resource allocation
and so on. It would have been ideal if each tax happened to contribute toand so on. It would have been ideal if each tax happened to contribute to
some or all these generally accepted objectives. In that case, there wouldsome or all these generally accepted objectives. In that case, there would
have  been  no  conflict  between  different  taxes  and  the  job  of  thehave  been  no  conflict  between  different  taxes  and  the  job  of  the
authorities  would  have been only  to  select  that  combination  of  taxes,authorities  would  have been only  to  select  that  combination  of  taxes,
which yielded the “maximum” possible collective attainment of the goalswhich yielded the “maximum” possible collective attainment of the goals
of the society. Such, unfortunately, is not the case. Quite often a tax helpsof the society. Such, unfortunately, is not the case. Quite often a tax helps
the economy along some of its objectives and militates against the others.the economy along some of its objectives and militates against the others.
In  other  words,  a  tax  is  usually  a  mixture  of  both  advantages  andIn  other  words,  a  tax  is  usually  a  mixture  of  both  advantages  and
disadvantages. disadvantages. 

When we discuss the question of choice of taxes, we do not imply theWhen we discuss the question of choice of taxes, we do not imply the
State  has  the  full  authority  to  recast  its  whole  tax  structure.  EveryState  has  the  full  authority  to  recast  its  whole  tax  structure.  Every
existing tax structure, it must be remembered, evolves over history andexisting tax structure, it must be remembered, evolves over history and
leads to a particular mould of the economy. Accordingly, politically andleads to a particular mould of the economy. Accordingly, politically and
economically,  the  choice  of  changing  the  tax  structure  is  only  withineconomically,  the  choice  of  changing  the  tax  structure  is  only  within
limits.  The  discussion  regarding  the  merits  and  demerits  of  differentlimits.  The  discussion  regarding  the  merits  and  demerits  of  different
forms  of  taxes  is  only  meant  to  be  a  general  guide  indicating  theforms  of  taxes  is  only  meant  to  be  a  general  guide  indicating  the
variables, which the authorities should keep in mind in their efforts at taxvariables, which the authorities should keep in mind in their efforts at tax
reforms. Also, it must be remembered that though we assume that statereforms. Also, it must be remembered that though we assume that state
may choose any tax and any rate schedule, in practice it need not do so. may choose any tax and any rate schedule, in practice it need not do so. 
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Generally,  every  tax  variation  has  to  have  a  political  approval  of  theGenerally,  every  tax  variation  has  to  have  a  political  approval  of  the
society (such as the approval of the legislature) before it can be adopted.society (such as the approval of the legislature) before it can be adopted.
Even then some tax modifications or variations can be unacceptable toEven then some tax modifications or variations can be unacceptable to
the powerful sections of the people and the State may think it better notthe powerful sections of the people and the State may think it better not
to levy them-even though on economic grounds it is desirable to do so.to levy them-even though on economic grounds it is desirable to do so.
Furthermore, in theory, we generally assume that the government hasFurthermore, in theory, we generally assume that the government has
adequate  and honest  administrative  machinery  through which  the  taxadequate  and honest  administrative  machinery  through which  the  tax
system can  be  enforced.  In  practice,  a  government  may  find  that  itssystem can  be  enforced.  In  practice,  a  government  may  find  that  its
administrative machinery is not adequate for particular types of taxes andadministrative machinery is not adequate for particular types of taxes and
because of that fact these taxes cannot be adopted. Again, the cost ofbecause of that fact these taxes cannot be adopted. Again, the cost of
collection of some taxes may be so high as to make them impracticable. collection of some taxes may be so high as to make them impracticable. 

Thus, we find that theory and practice of tax structure and policy can beThus, we find that theory and practice of tax structure and policy can be
at  variance  from  each  other,  and  quite  often  tax  proposal,  whichat  variance  from  each  other,  and  quite  often  tax  proposal,  which
theoretically are quite sound and desirable, may have to be left out fromtheoretically are quite sound and desirable, may have to be left out from
practical point of view. However, to the extent possible, the authoritiespractical point of view. However, to the extent possible, the authorities
must see to it that the taxes are designed in such a way as to reduce theirmust see to it that the taxes are designed in such a way as to reduce their
ill  effects  to  the  minimum  and  strengthen  their  good  effects  to  theill  effects  to  the  minimum  and  strengthen  their  good  effects  to  the
maximum. It is in the light of these observations that we find it necessarymaximum. It is in the light of these observations that we find it necessary
to  study  some  general  classifications  of  the  possible  taxes  and  theirto  study  some  general  classifications  of  the  possible  taxes  and  their
relative merits and demerits. relative merits and demerits. 

1.6.1 Single Vs Multiple Tax System1.6.1 Single Vs Multiple Tax System
Notwithstanding the above comment, a tax system comprising of only oneNotwithstanding the above comment, a tax system comprising of only one
tax has been advocated at times in the past. Partly this was due to thetax has been advocated at times in the past. Partly this was due to the
inadequate understanding of the working of a complex modern economy,inadequate understanding of the working of a complex modern economy,
and partly it was the result of the belief in the concentration theory ofand partly it was the result of the belief in the concentration theory of
incidence’.  Conceptual  and analytical  inadequacies  also  contributed toincidence’.  Conceptual  and analytical  inadequacies  also  contributed to
this type of reasoning. DeMarco claimed that taxpayers are more certainthis type of reasoning. DeMarco claimed that taxpayers are more certain
of their liabilities’ in a single tax and this can help in a more equitableof their liabilities’ in a single tax and this can help in a more equitable
distribution  of  the  tax  burden  and  in  reducing  cost  of  collection.  Asdistribution  of  the  tax  burden  and  in  reducing  cost  of  collection.  As
against  these  claims,  however,  we  should  note  the  difficult  problems,against  these  claims,  however,  we  should  note  the  difficult  problems,
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which are faced here including, for example, the identification and choicewhich are faced here including, for example, the identification and choice
of  an  appropriate  single  tax,  the  determination  of  rate  schedule,  theof  an  appropriate  single  tax,  the  determination  of  rate  schedule,  the
adequacy  and  growth  of  revenue,  and  its  role  in  promoting  nationaladequacy  and  growth  of  revenue,  and  its  role  in  promoting  national
objectives.objectives.

One simple form of a single tax is the poll tax, or the head tax which isOne simple form of a single tax is the poll tax, or the head tax which is
imposed on a person simply because he is there in the society and notimposed on a person simply because he is there in the society and not
because he has an income, or wealth, or is following any particular tradebecause he has an income, or wealth, or is following any particular trade
or profession etc. According to this scheme, a poll tax is expected to beor profession etc. According to this scheme, a poll tax is expected to be
levied on each adult member of the society with the possible exemptionslevied on each adult member of the society with the possible exemptions
for the blind, deaf, insane, very old, and so on. It is claimed that a poll taxfor the blind, deaf, insane, very old, and so on. It is claimed that a poll tax
is  almost  neutral  in  terms  of  allocation  effects.  That  is  to  say,  theis  almost  neutral  in  terms  of  allocation  effects.  That  is  to  say,  the
imposition of this tax    does not   distort the pattern of economic activityimposition of this tax    does not   distort the pattern of economic activity
in the country. Since the disposable income of every tax- payer is reducedin the country. Since the disposable income of every tax- payer is reduced
by  a  given  amount,  therefore,  a  direct  effect  on  market  demand  andby  a  given  amount,  therefore,  a  direct  effect  on  market  demand  and
supply takes place.  It  is  also claimed that  the rate of  poll  tax can besupply takes place.  It  is  also claimed that  the rate of  poll  tax can be
adjusted to the needs of the government another point quoted in its favoradjusted to the needs of the government another point quoted in its favor
is  that  in  this  system every  member of  the  society  contributes  to  theis  that  in  this  system every  member of  the  society  contributes  to  the
upkeep of the government. This makes this tax not only widespread; itupkeep of the government. This makes this tax not only widespread; it
also instills a sense of awareness and responsibility in the minds of thealso instills a sense of awareness and responsibility in the minds of the
tax- payers regarding the activities of the government.tax- payers regarding the activities of the government.

These  arguments,  however,  are  misplaced  and  lead  us  to  wrongThese  arguments,  however,  are  misplaced  and  lead  us  to  wrong
conclusions. It is highly unlikely that a poll tax would really be neutral inconclusions. It is highly unlikely that a poll tax would really be neutral in
its market repercussions.its market repercussions.

First,  we  must  know  that  in  general  there  are  inequalities  in  theFirst,  we  must  know  that  in  general  there  are  inequalities  in  the
distribution of income and wealth in the country. Such inequalities maydistribution of income and wealth in the country. Such inequalities may
be too large or just moderate, but they are seldom absent.be too large or just moderate, but they are seldom absent.

Secondly, the requirements (and therefore the marginal utility of income)Secondly, the requirements (and therefore the marginal utility of income)
of different members of the society are not equal and as a result, an equalof different members of the society are not equal and as a result, an equal
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absolute reduction (by way of a poll tax) in the disposable income of everyabsolute reduction (by way of a poll tax) in the disposable income of every
tax- payer would hurt the poorer sections more than the richer onestax- payer would hurt the poorer sections more than the richer ones

While the richer sections may not change their consumption pattern andWhile the richer sections may not change their consumption pattern and
absolute demand for various goods, the poorer are most likely to do so.absolute demand for various goods, the poorer are most likely to do so.
The  richer  sections  however,  are  likely  to  reduce  their  savings  andThe  richer  sections  however,  are  likely  to  reduce  their  savings  and
investment in order to pay the poll tax and maintain their consumptioninvestment in order to pay the poll tax and maintain their consumption
standards.  By  itself,  a  poll  tax  is  inequitable  because  it  is  morestandards.  By  itself,  a  poll  tax  is  inequitable  because  it  is  more
burdensome for the poor than the rich. It has no relation with the ability –burdensome for the poor than the rich. It has no relation with the ability –
to pay of the taxpayer. A millionaire would be paying the same tax as ato pay of the taxpayer. A millionaire would be paying the same tax as a
poor peon or even a beggar. For this reason, this tax is also likely topoor peon or even a beggar. For this reason, this tax is also likely to
militate against the principle of least aggregate sacrifice. militate against the principle of least aggregate sacrifice. 

A  poll  tax  is  not  likely  to  yield  sufficient  tax  revenue  for  the  publicA  poll  tax  is  not  likely  to  yield  sufficient  tax  revenue  for  the  public
treasury because its rate would have to be fixed with reference to thetreasury because its rate would have to be fixed with reference to the
poorest in the country. In other words, the rate of a poll tax cannot bepoorest in the country. In other words, the rate of a poll tax cannot be
very high; if it is, it will push many poor people to starvation.very high; if it is, it will push many poor people to starvation.

In  crude  economies  where  national  income  mainly  originated  fromIn  crude  economies  where  national  income  mainly  originated  from
agriculture,  and  where  the  majority  of  the  people  were  more  or  lessagriculture,  and  where  the  majority  of  the  people  were  more  or  less
equally  poor,  a  poll  tax  could  be  administratively  feasible  andequally  poor,  a  poll  tax  could  be  administratively  feasible  and
economically acceptable. But even then, historically poll tax has existedeconomically acceptable. But even then, historically poll tax has existed
only in conjunction with other taxes especially those on land. The use ofonly in conjunction with other taxes especially those on land. The use of
poll  tax was there in ancient Greece,  Rome, and medieval Britain andpoll  tax was there in ancient Greece,  Rome, and medieval Britain and
even in some of the American colonies. In modern economy, however,even in some of the American colonies. In modern economy, however,
such a tax has no place.such a tax has no place.

Another form of a single tax was advocated by the physiocrats of FranceAnother form of a single tax was advocated by the physiocrats of France
in the 18in the 18thth century. They created a theoretical justification for a single tax century. They created a theoretical justification for a single tax
on agricultural rent. They believed that a tax could finally be paid onlyon agricultural rent. They believed that a tax could finally be paid only
out of an economic surplus. Its incidence could not lie anywhere else.out of an economic surplus. Its incidence could not lie anywhere else.
Furthermore, to them such an economic surplus or a net product’ as theyFurthermore, to them such an economic surplus or a net product’ as they
called it could and did exist only in agricultural produce. Accordingly, allcalled it could and did exist only in agricultural produce. Accordingly, all
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taxes would finally be borne by this agricultural surplus. To use moderntaxes would finally be borne by this agricultural surplus. To use modern
terminology, they were believing in the concentration theory of incidence:terminology, they were believing in the concentration theory of incidence:
they  therefore  advocated  that  the  state  ought  to  levy  a  tax  only  onthey  therefore  advocated  that  the  state  ought  to  levy  a  tax  only  on
agriculture and nowhere else.agriculture and nowhere else.
As  noted  above,  to  the  extent  an  economy’s  income  originates  fromAs  noted  above,  to  the  extent  an  economy’s  income  originates  from
agriculture, such a tax is the only genuine one which may be chosen. Inagriculture, such a tax is the only genuine one which may be chosen. In
olden times, and taxes on handicrafts and trade were either not levied orolden times, and taxes on handicrafts and trade were either not levied or
were levied only to a limited extent.were levied only to a limited extent.

The 19The 19thth century had an ardent advocate of a single tax in Henry George century had an ardent advocate of a single tax in Henry George
who wrote his famous book who wrote his famous book progress and povertyprogress and poverty in 1879. Henry George in 1879. Henry George
provided  a  more  sophisticated  argument  in  favor  of  a  single  tax.  Heprovided  a  more  sophisticated  argument  in  favor  of  a  single  tax.  He
distinguished between economic rent of land from other returns on labordistinguished between economic rent of land from other returns on labor
and capital returns on labor and capital necessitate an effort on the partand capital returns on labor and capital necessitate an effort on the part
of the workers and investors and tax on these returns would thereforeof the workers and investors and tax on these returns would therefore
discourage savings, investment, and other productive activities. However,discourage savings, investment, and other productive activities. However,
with  the  progress  of  the  society,  land  values  acquired  unearnedwith  the  progress  of  the  society,  land  values  acquired  unearned
increments in the nature of economic rent and the society could thereforeincrements in the nature of economic rent and the society could therefore
tax this benefit away of course ask for a rate of 100% on the economictax this benefit away of course ask for a rate of 100% on the economic
rent on an annual basis.  Though in practice George’s proposal remainsrent on an annual basis.  Though in practice George’s proposal remains
unaccepted   there have also been other advocates of this single tax. Evenunaccepted   there have also been other advocates of this single tax. Even
as late as 1932, Harry Gunnison wrote a book The Economic Basis of Taxas late as 1932, Harry Gunnison wrote a book The Economic Basis of Tax
Reform justifying a single tax system.Reform justifying a single tax system.

A single tax on economic rent of land has many limitations. Firstly, thereA single tax on economic rent of land has many limitations. Firstly, there
are conceptual difficulties. It is not easy to distinguish between economicare conceptual difficulties. It is not easy to distinguish between economic
rent and business rent, that is a return that is attributable to investmentrent and business rent, that is a return that is attributable to investment
of labor and capital in improving land.of labor and capital in improving land.

Secondly,  it  is  obvious  that  excepting  in  the  case  of  improved  lands;Secondly,  it  is  obvious  that  excepting  in  the  case  of  improved  lands;
capital  value  appreciation  (or  unearned  increment)  may  equally  becapital  value  appreciation  (or  unearned  increment)  may  equally  be
associated with buildings, investments and other forms of wealth. In aassociated with buildings, investments and other forms of wealth. In a
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modern  economy,  these  other  forms  of  wealth  are  assuming  avermodern  economy,  these  other  forms  of  wealth  are  assuming  aver
increasing importance. increasing importance. 

Thirdly, even if these conceptual and estimation problems were not there,Thirdly, even if these conceptual and estimation problems were not there,
and a single tax on economic rent of land could be imposed and collected,and a single tax on economic rent of land could be imposed and collected,
revenue yield from such a tax would be least likely to be adequate for therevenue yield from such a tax would be least likely to be adequate for the
needs of modern government.needs of modern government.

Fourthly, this tax cannot be expected to help the economy in achieving itsFourthly, this tax cannot be expected to help the economy in achieving its
other objectives such as those of growth. We may conclude by saying thatother objectives such as those of growth. We may conclude by saying that
a tax on not only economic rent of land but on all  kinds of unearneda tax on not only economic rent of land but on all  kinds of unearned
increments stands justified. However, to use a single tax in the place ofincrements stands justified. However, to use a single tax in the place of
large number of judiciously chosen taxes is not desirable.large number of judiciously chosen taxes is not desirable.
This  leads  us  to  assert  that  any  worthwhile  tax  system  in  a  modernThis  leads  us  to  assert  that  any  worthwhile  tax  system  in  a  modern
economy will be a multiple tax system. It can be easily seen why this musteconomy will be a multiple tax system. It can be easily seen why this must
be so. Firstly, as noted above, a modern economy is not one objectivebe so. Firstly, as noted above, a modern economy is not one objective
economy.  It  tries  to  forge  ahead  simultaneously  along  the  paths  ofeconomy.  It  tries  to  forge  ahead  simultaneously  along  the  paths  of
growth,  equitable  distribution  of  income  and  wealth,  economicgrowth,  equitable  distribution  of  income  and  wealth,  economic
stabilization, and so on.  And since no single tax can be expected to helpstabilization, and so on.  And since no single tax can be expected to help
the economy on all  fronts,  a  choice of a multiple tax system becomesthe economy on all  fronts,  a  choice of a multiple tax system becomes
inevitable.  Different  taxes    contribute  to  the  attainment  of  differentinevitable.  Different  taxes    contribute  to  the  attainment  of  different
objectives. Thus some taxes would help in the redistribution of incomeobjectives. Thus some taxes would help in the redistribution of income
and wealth more equitably. Some other taxes would help the economy inand wealth more equitably. Some other taxes would help the economy in
the direction of regional balanced growth. Still others may be needed sothe direction of regional balanced growth. Still others may be needed so
as to provide adequate revenue for the government treasury, and so on. Aas to provide adequate revenue for the government treasury, and so on. A
tax system comprising of a number of taxes, therefore, becomes essentialtax system comprising of a number of taxes, therefore, becomes essential
in a modern economy where the objectives of  the state happen to bein a modern economy where the objectives of  the state happen to be
many.many.
Secondly, income of a modern economy originates from many sources. ItSecondly, income of a modern economy originates from many sources. It
would be highly unjust to tax income originating from any one source andwould be highly unjust to tax income originating from any one source and
leave out others. Justice and equity would demand that the state a shouldleave out others. Justice and equity would demand that the state a should
tax all the important sources of income in an equitable manner.tax all the important sources of income in an equitable manner.
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Thirdly, It is very likely that any single tax, while helping the economy inThirdly, It is very likely that any single tax, while helping the economy in
some objectives, would work against others. For example, a tax whichsome objectives, would work against others. For example, a tax which
tries  to  reduce  income  inequalities  might  discourage  saving  andtries  to  reduce  income  inequalities  might  discourage  saving  and
investment  and  thereby  retard    capital  accumulation  and  economicinvestment  and  thereby  retard    capital  accumulation  and  economic
growth. It is necessary, therefore, that a judicious mixture of taxes begrowth. It is necessary, therefore, that a judicious mixture of taxes be
chosen so as to minimize their possible ill effects and strengthen theirchosen so as to minimize their possible ill effects and strengthen their
beneficial effects for the economy.beneficial effects for the economy.

1.6.2 Proportional Vs Progressive Taxes1.6.2 Proportional Vs Progressive Taxes
A  common  classification  adopted  is  that  on  the  basis  of  degree  ofA  common  classification  adopted  is  that  on  the  basis  of  degree  of
progression of a tax. A tax is called progressive when, with increasingprogression of a tax. A tax is called progressive when, with increasing
income, the tax liability not only increases in absolute terms, but also as aincome, the tax liability not only increases in absolute terms, but also as a
proportion of the income. If, on the other had, the tax liability increases inproportion of the income. If, on the other had, the tax liability increases in
the same proportion as the increase in income, and then it is proportionalthe same proportion as the increase in income, and then it is proportional
taxation.  It  would  be  called  a  regressive  tax  if  the  tax  liability,  as  ataxation.  It  would  be  called  a  regressive  tax  if  the  tax  liability,  as  a
proportional  taxation.  It  would  be  called  a  regressive  tax  if  the  taxproportional  taxation.  It  would  be  called  a  regressive  tax  if  the  tax
liability, as a proportion of income, falls with the increase in income. Theliability, as a proportion of income, falls with the increase in income. The
absolute tax liability, even in the last case of course, may increase. W canabsolute tax liability, even in the last case of course, may increase. W can
say the same thing by using the term ‘tax bases’. The base of tax is thesay the same thing by using the term ‘tax bases’. The base of tax is the
legal  description  of  the  object  to  which  the  tax  applies  such  as’  netlegal  description  of  the  object  to  which  the  tax  applies  such  as’  net
income of an individual,’ ‘the value of a property”, and so on. The termincome of an individual,’ ‘the value of a property”, and so on. The term
‘tax rate’ is used to denote the amount of a tax per unit of the tax base, it‘tax rate’ is used to denote the amount of a tax per unit of the tax base, it
would be called proportional. If on the other hand, the rate rises as thewould be called proportional. If on the other hand, the rate rises as the
tax base increase, we have progressive tax and the tax is regressive if thetax base increase, we have progressive tax and the tax is regressive if the
tax rate diminishes as the base increases.tax rate diminishes as the base increases.

It  will  be noted that the essence of proportionality or  progressivenessIt  will  be noted that the essence of proportionality or  progressiveness
gives rise to a corresponding relationship between average and marginalgives rise to a corresponding relationship between average and marginal
tax rates. Average tax rate is computed by dividing the total tax liabilitytax rates. Average tax rate is computed by dividing the total tax liability
by  the  total  tax  base.  The  marginal  tax  rate,  on  the  other  hand  isby  the  total  tax  base.  The  marginal  tax  rate,  on  the  other  hand  is
estimated by dividing the change in the total tax liability by the change inestimated by dividing the change in the total tax liability by the change in
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the total tax base. For example, if for an income of Birr 11,000 the taxthe total tax base. For example, if for an income of Birr 11,000 the tax
liability is Birr 1,320, and then the average tax rate for the two incomesliability is Birr 1,320, and then the average tax rate for the two incomes
would be 10% and 12% respectively. The marginal tax rate would be thewould be 10% and 12% respectively. The marginal tax rate would be the
additional  tax  liability  (  viz  .  Birr  320)  divided by  additional  tax  baseadditional  tax  liability  (  viz  .  Birr  320)  divided by  additional  tax  base
(namely Birr 1,000) i.e. 32%. In the case of proportional taxation, since by(namely Birr 1,000) i.e. 32%. In the case of proportional taxation, since by
definition  the  average  tax  rate  remains  unchanged,  the  marginal  ratedefinition  the  average  tax  rate  remains  unchanged,  the  marginal  rate
always remains equal  to the average rate.  If  the tax rate structure isalways remains equal  to the average rate.  If  the tax rate structure is
progressive.  Then  the  marginal  rate  would  be  rising  as  the  tax  baseprogressive.  Then  the  marginal  rate  would  be  rising  as  the  tax  base
increases and would lie  above the average rate of  tax.  In the case ofincreases and would lie  above the average rate of  tax.  In the case of
regressive tax schedules, bothregressive tax schedules, both  the average and the marginal tax rates fallthe average and the marginal tax rates fall
as the tax base increases and accordingly the marginal tax rate lies belowas the tax base increases and accordingly the marginal tax rate lies below
the average tax rate. the average tax rate. 

Another term “digressive taxation” is used to distinguish between certainAnother term “digressive taxation” is used to distinguish between certain
forms of progressive rates. Digressive progression occurs when there is aforms of progressive rates. Digressive progression occurs when there is a
declining degree of progression as the tax base increases. Two forms ofdeclining degree of progression as the tax base increases. Two forms of
digression is generally found. In the first case a certain amount of the taxdigression is generally found. In the first case a certain amount of the tax
base  is  exempted,  and  a  single  tax  rate  is  applied  to  the  rest.  Thisbase  is  exempted,  and  a  single  tax  rate  is  applied  to  the  rest.  This
exemption may be a flat one or a changing amount in relation to totalexemption may be a flat one or a changing amount in relation to total
income. Another form of digression is where the rate schedule does notincome. Another form of digression is where the rate schedule does not
rise  fast  enough as  the  tax  base  increases,  more precisely  where  therise  fast  enough as  the  tax  base  increases,  more precisely  where  the
degree of progression is not constant throughout so that the addition todegree of progression is not constant throughout so that the addition to
tax rate becomes slower as the tax base increases. This sort of digressiontax rate becomes slower as the tax base increases. This sort of digression
is often found in practice in the case of income tax.is often found in practice in the case of income tax.

It  must be remembered that the concept of  progressiveness as statedIt  must be remembered that the concept of  progressiveness as stated
above is with reference to only the money /or money-equivalent/ burdenabove is with reference to only the money /or money-equivalent/ burden
of a tax. It is not being translated into real burden or the sacrifice, whichof a tax. It is not being translated into real burden or the sacrifice, which
the taxpayers undergo. In terms of sacrifice, for example, a proportionalthe taxpayers undergo. In terms of sacrifice, for example, a proportional
income  tax  will  be  regressive  because  it  would  be  involving  aincome  tax  will  be  regressive  because  it  would  be  involving  a
proportionately  greater  sacrifice,  for  example,  a  proportional  income-proportionately  greater  sacrifice,  for  example,  a  proportional  income-
taxpayers. Actually, depending upon the rate at which marginal utility oftaxpayers. Actually, depending upon the rate at which marginal utility of
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income to taxpayers falls, even some degree of progressiveness in moneyincome to taxpayers falls, even some degree of progressiveness in money
terms might turn out to be regressive in its real burden. terms might turn out to be regressive in its real burden. 

Coming to the arguments for and against progressive, proportional andComing to the arguments for and against progressive, proportional and
regressive taxes, it must be remembered that ideally the whole argumentregressive taxes, it must be remembered that ideally the whole argument
should run in two terms. should run in two terms. 

Firstly,  as  far  as  the  burden  of  a  tax  on  any  individual  taxpayer  isFirstly,  as  far  as  the  burden  of  a  tax  on  any  individual  taxpayer  is
concerned,  it  is  better if  we can measure it  in terms of  the sacrifice,concerned,  it  is  better if  we can measure it  in terms of  the sacrifice,
which a tax imposes upon the taxpayer. which a tax imposes upon the taxpayer. 

Secondly,  we  have  to  look  at  a  tax  structure  in  terms  of  its  variousSecondly,  we  have  to  look  at  a  tax  structure  in  terms  of  its  various
economic  and  social  effects  such  as  its  effects  in  terms  of  economiceconomic  and  social  effects  such  as  its  effects  in  terms  of  economic
growth, saving investment, regional imbalances, and so on. growth, saving investment, regional imbalances, and so on. 

When we argue in subjective terms, that are in terms of the sacrifice,When we argue in subjective terms, that are in terms of the sacrifice,
which  individual  taxpayers  undergo  in  paying  the  taxes,  we  come  inwhich  individual  taxpayers  undergo  in  paying  the  taxes,  we  come  in
contact with the ability-to pay and benefits-received approaches. Thesecontact with the ability-to pay and benefits-received approaches. These
approaches are intimately connected with the subjective formulation ofapproaches are intimately connected with the subjective formulation of
the degree of progressiveness of a tax.the degree of progressiveness of a tax.

Economists  have  often  viewed  progressively  of  taxation  in  terms  ofEconomists  have  often  viewed  progressively  of  taxation  in  terms  of
relationship between the average and marginal rates of taxation. Somerelationship between the average and marginal rates of taxation. Some
advocate that the rates used here should not be just nominal (as in law)advocate that the rates used here should not be just nominal (as in law)
but the effective ones, since actual collections differ from nominal ratesbut the effective ones, since actual collections differ from nominal rates
on account of various exemptions, rebates and even evasion. Empirically,on account of various exemptions, rebates and even evasion. Empirically,
these rates should be estimated on the basis of actual tax collections fromthese rates should be estimated on the basis of actual tax collections from
various  income  classes  of  taxpayers.  It  is  also  possible  to  devise  avarious  income  classes  of  taxpayers.  It  is  also  possible  to  devise  a
measure of tax progressively by making use of measures of inequality ofmeasure of tax progressively by making use of measures of inequality of
income distribution. income distribution. 

Arguments For and Against Proportional Taxation Arguments For and Against Proportional Taxation 
Proportional  taxation  has  been  advocated  mainly  on  grounds  of  ourProportional  taxation  has  been  advocated  mainly  on  grounds  of  our
inability to decide upon a precise and appropriate degree of progression.inability to decide upon a precise and appropriate degree of progression.
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It is argued that the case for progressive rates is based only upon theIt is argued that the case for progressive rates is based only upon the
hypothesis that marginal utility of income is lower for the richer sections.hypothesis that marginal utility of income is lower for the richer sections.
It is claimed that this cannot be proved because utility, being a subjectiveIt is claimed that this cannot be proved because utility, being a subjective
thing, cannot be measured and inter-personal comparisons of utility arething, cannot be measured and inter-personal comparisons of utility are
not possible. It follows that we cannot impose a large money burden uponnot possible. It follows that we cannot impose a large money burden upon
the richer sections on ground of sacrifice. This argument, it is obvious, isthe richer sections on ground of sacrifice. This argument, it is obvious, is
quite misplaced. It is true that we cannot prove on any objective basisquite misplaced. It is true that we cannot prove on any objective basis
that  the  marginal  utility  of  income,  like  the  marginal  utility  of  anythat  the  marginal  utility  of  income,  like  the  marginal  utility  of  any
particular good, falls as income increases. But it can safely be assumedparticular good, falls as income increases. But it can safely be assumed
that the marginal utility of income to a poor person will be higher subjectthat the marginal utility of income to a poor person will be higher subject
to the condition that his capacity to enjoy income is as much as that of theto the condition that his capacity to enjoy income is as much as that of the
richer man. Even if its is not, over a time, the poor person also learns thericher man. Even if its is not, over a time, the poor person also learns the
use of additional income as well as the rich person does, provided he isuse of additional income as well as the rich person does, provided he is
allowed an increase in income on a long-term basis. If still the capacity toallowed an increase in income on a long-term basis. If still the capacity to
enjoy income differs from person to person, it can happen both betweenenjoy income differs from person to person, it can happen both between
the poor and the rich. the poor and the rich. 

To  put  it  differently,  capacity  to  enjoy  income  depends  upon  one’sTo  put  it  differently,  capacity  to  enjoy  income  depends  upon  one’s
inherent  faculty  and  one’s  knowledge  and  awareness  of  the  use  ofinherent  faculty  and  one’s  knowledge  and  awareness  of  the  use  of
income.  The  knowledge  of  the  possible  uses  of  extra  income  can  beincome.  The  knowledge  of  the  possible  uses  of  extra  income  can  be
imparted to every one. The inherent faculty to enjoy income however isimparted to every one. The inherent faculty to enjoy income however is
not dependent upon the level of income one is having. not dependent upon the level of income one is having. 

Another  argument  in  favor  of  proportional  tax  schedule  is  itsAnother  argument  in  favor  of  proportional  tax  schedule  is  its
administrative simplicity. It is claimed that proportional taxation is easilyadministrative simplicity. It is claimed that proportional taxation is easily
decided and enforced, especially because complicated rate schedules anddecided and enforced, especially because complicated rate schedules and
a degree of progression in each tax is not easy to work out. As we havea degree of progression in each tax is not easy to work out. As we have
seen above this argument is untenable when its sacrificial dimension isseen above this argument is untenable when its sacrificial dimension is
looked at. From that point of view, a proportional tax is really regressivelooked at. From that point of view, a proportional tax is really regressive
and   oppressive and this fact should not be forgotten. In terms of fixingand   oppressive and this fact should not be forgotten. In terms of fixing
the rate schedules, of course proportional taxes are quite convenient andthe rate schedules, of course proportional taxes are quite convenient and
simple. But to say that they would be simple enough administratively alsosimple. But to say that they would be simple enough administratively also
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is not true. Actually in the case of proportional income tax would involveis not true. Actually in the case of proportional income tax would involve
taxing  every  individual  and  family  in  the  society  irrespective  of  thetaxing  every  individual  and  family  in  the  society  irrespective  of  the
income level. This would involve a task of estimating the net income ofincome level. This would involve a task of estimating the net income of
too many tax- payers in the country and collecting the tax also. Such a taxtoo many tax- payers in the country and collecting the tax also. Such a tax
no longer remains ‘simple’ in the true sense of the term .It no longerno longer remains ‘simple’ in the true sense of the term .It no longer
remains  ‘economical’  also.  The  cost  of  collection  can  be  very  highremains  ‘economical’  also.  The  cost  of  collection  can  be  very  high
compared with the tax proceeds.compared with the tax proceeds.

It is claimed that a proportional tax does not change the relative positionIt is claimed that a proportional tax does not change the relative position
of  different  taxpayers.  They  all  lose  the  same  proportion  of  theirof  different  taxpayers.  They  all  lose  the  same  proportion  of  their
purchasing power and therefore a proportional tax is ‘neutral’ in terms ofpurchasing power and therefore a proportional tax is ‘neutral’ in terms of
the allocation of resources of the economy to different uses. To put itthe allocation of resources of the economy to different uses. To put it
differently, a proportional tax does not affect the relative demand /supplydifferently, a proportional tax does not affect the relative demand /supply
positions and therefore the developmental course of the economy. Thispositions and therefore the developmental course of the economy. This
type of reasoning is quite misleading. Firstly, it must be remembered thattype of reasoning is quite misleading. Firstly, it must be remembered that
when the income of a taxpayer is reduced he adjusts his demand patternwhen the income of a taxpayer is reduced he adjusts his demand pattern
for various goods and services. A richer person would tend to maintainfor various goods and services. A richer person would tend to maintain
his  consumption  standard  by  reducing  his  saving  and  therefore  thehis  consumption  standard  by  reducing  his  saving  and  therefore  the
consequent supply of investment funds and the demand for capital goodsconsequent supply of investment funds and the demand for capital goods
would fall. This in itself would retard the rate of economic growth thoughwould fall. This in itself would retard the rate of economic growth though
the  state  action  may  more  than  compensate  the  deficiency  here.  Thethe  state  action  may  more  than  compensate  the  deficiency  here.  The
poorer sections, on the other hand, will have to reduce their consumptionpoorer sections, on the other hand, will have to reduce their consumption
itself and this may not be desirable from the point of view of their healthitself and this may not be desirable from the point of view of their health
and efficiency. Actually a progressive tax would appear to be far moreand efficiency. Actually a progressive tax would appear to be far more
acceptable on these grounds. It would   divert potential savings of theacceptable on these grounds. It would   divert potential savings of the
rich  into  state  hands  and  the  state  can  use  them  for  acceleratingrich  into  state  hands  and  the  state  can  use  them  for  accelerating
economic growth. It would at the same time permit the poorer sections toeconomic growth. It would at the same time permit the poorer sections to
maintain their consumption standards.maintain their consumption standards.

Arguments For and Against Progressive TaxationArguments For and Against Progressive Taxation
A very strong case progressive tax rates exist in terms of ability to payA very strong case progressive tax rates exist in terms of ability to pay
and the corresponding sacrifice which taxation involves. This argument,and the corresponding sacrifice which taxation involves. This argument,
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of course, is based upon the assumption that marginal utility of income isof course, is based upon the assumption that marginal utility of income is
subject to a reduction as income rises. For believing in this possibility andsubject to a reduction as income rises. For believing in this possibility and
corresponding policy prescription of progressive rates we do not have tocorresponding policy prescription of progressive rates we do not have to
believe in the measurability of utility or the possibility of interpersonalbelieve in the measurability of utility or the possibility of interpersonal
comparisons. Such a possibility, if it existed, would additionally enable uscomparisons. Such a possibility, if it existed, would additionally enable us
to construct precise schedule of tax rates conforming to the dictum thatto construct precise schedule of tax rates conforming to the dictum that
marginal disutility of tax to each citizen should be the same and that themarginal disutility of tax to each citizen should be the same and that the
aggregate sacrifice involved should be the least. However the degree ofaggregate sacrifice involved should be the least. However the degree of
inequalities of income and wealth are so large that we are not likely to goinequalities of income and wealth are so large that we are not likely to go
wrong with a high degree of progression and a scope for reducing thewrong with a high degree of progression and a scope for reducing the
aggregate sacrifice would still remain.aggregate sacrifice would still remain.

Lerner, in his book Economics of Control, demonstrates that even in theLerner, in his book Economics of Control, demonstrates that even in the
absence  of  known  marginal  utilities  would  be  different;  a  movementabsence  of  known  marginal  utilities  would  be  different;  a  movement
towards equality of income would increase the total utility of income totowards equality of income would increase the total utility of income to
the society. He further argues that in case the individual members of thethe society. He further argues that in case the individual members of the
society do not have equal capacity to enjoy income, we should still movesociety do not have equal capacity to enjoy income, we should still move
towards equality though at a slow rate.  Therefore   the arguments oftowards equality though at a slow rate.  Therefore   the arguments of
those who reject progressive tax rates is that in the short run progressionthose who reject progressive tax rates is that in the short run progression
may be within limits and only over time the degree of progression shouldmay be within limits and only over time the degree of progression should
be increased at a gradual rate. Seligman, however, persists in his beliefbe increased at a gradual rate. Seligman, however, persists in his belief
that different individuals have unequal capacity to   enjoy income andthat different individuals have unequal capacity to   enjoy income and
therefore  rejects  a  degree  of  progression  that  would  bring  abouttherefore  rejects  a  degree  of  progression  that  would  bring  about
complete income equality. He says: “ Legal justice means legal equalitycomplete income equality. He says: “ Legal justice means legal equality
and a legal quit which attempts to force an equality of fortune in the faceand a legal quit which attempts to force an equality of fortune in the face
of inevitable inequalities of native ability would be a travesty of justice”.of inevitable inequalities of native ability would be a travesty of justice”.
But the problem is that market forces create inequalities that are clearlyBut the problem is that market forces create inequalities that are clearly
far in excess of the possible differences in the capacity to enjoy incomefar in excess of the possible differences in the capacity to enjoy income
and as Adolph Wagner puts it, a tax system is a powerful instrument forand as Adolph Wagner puts it, a tax system is a powerful instrument for
correcting the distribution of income and wealth as determined by thecorrecting the distribution of income and wealth as determined by the
market forces and the institution of inheritance.market forces and the institution of inheritance.
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It is found, further, that progression can be advocated on the basis ofIt is found, further, that progression can be advocated on the basis of
social justice also, which manifests itself in the form of taxing the peoplesocial justice also, which manifests itself in the form of taxing the people
of  social  justice  also,  which manifests  itself  in  the form of  taxing theof  social  justice  also,  which manifests  itself  in  the form of  taxing the
people according to their ability to pay. Since progressive tax schedulespeople according to their ability to pay. Since progressive tax schedules
try to bring about equal marginal sacrifice on the part of the payers andtry to bring about equal marginal sacrifice on the part of the payers and
since through that  approach the whole tax system moves towards thesince through that  approach the whole tax system moves towards the
least aggregate sacrifice, such a tax system is just as between individualleast aggregate sacrifice, such a tax system is just as between individual
taxpayers and for the society as a whole also.taxpayers and for the society as a whole also.

It is,  however,  to be noted that the case for progressive tax has beenIt is,  however,  to be noted that the case for progressive tax has been
disputed on the grounds of not only non-measurability of utility and thedisputed on the grounds of not only non-measurability of utility and the
impossibility  of  interpersonal  comparisons  of  utility,  but  also  on  theimpossibility  of  interpersonal  comparisons  of  utility,  but  also  on  the
grounds that a progressive tax should be adopted only when marginalgrounds that a progressive tax should be adopted only when marginal
utility of income falls faster than the rise in income. Actually, the veryutility of income falls faster than the rise in income. Actually, the very
objective  of  imposing  equal  sacrifice  through taxes  is  contested.  It  isobjective  of  imposing  equal  sacrifice  through taxes  is  contested.  It  is
asserted accordingly that the case for progressive taxation is quite weak.asserted accordingly that the case for progressive taxation is quite weak.

Benefits received principle does not necessarily imply a progressive taxBenefits received principle does not necessarily imply a progressive tax
rate  especially  when  we  consider  the  welfare  activities  of  therate  especially  when  we  consider  the  welfare  activities  of  the
government. This approach would direct the government to tax the poorgovernment. This approach would direct the government to tax the poor
people  more  on  account  of  the  benefits  received  from  its  welfarepeople  more  on  account  of  the  benefits  received  from  its  welfare
activities.  Even  if  we  ignore  the  welfare  activities  of  the  state,  it  isactivities.  Even  if  we  ignore  the  welfare  activities  of  the  state,  it  is
debatable whether its arguments in detail while discussing the benefitsdebatable whether its arguments in detail while discussing the benefits
received approach and found that depending upon our opinion we couldreceived approach and found that depending upon our opinion we could
end up advocating progressive or regressive taxation.end up advocating progressive or regressive taxation.

The degree of progression of the tax rates has an important bearing uponThe degree of progression of the tax rates has an important bearing upon
the process of saving and capital accumulation in an economy. Here thethe process of saving and capital accumulation in an economy. Here the
opponents of progression will claim that it is poor, the saving potentialopponents of progression will claim that it is poor, the saving potential
will be lost or reduced. However, the argument in favor of progressivewill be lost or reduced. However, the argument in favor of progressive
taxation would be that it is only the rich from whose incomes savings cantaxation would be that it is only the rich from whose incomes savings can
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come. Accordingly, why should not those potential savings be taxed morecome. Accordingly, why should not those potential savings be taxed more
heavily?heavily?
Secondly, in the absence of progressive taxation the richer will be comeSecondly, in the absence of progressive taxation the richer will be come
still richer and inequalities would increase. This tendency will accentuatestill richer and inequalities would increase. This tendency will accentuate
the process of mal-allocation of the resources of the economy in favor ofthe process of mal-allocation of the resources of the economy in favor of
luxuries at the cost of necessities. It will also lead to a concentration ofluxuries at the cost of necessities. It will also lead to a concentration of
economic  power  in  the  hands  of  the  richer  sections,  which  would  beeconomic  power  in  the  hands  of  the  richer  sections,  which  would  be
tempted to misuse them.tempted to misuse them.

Thirdly, proportional taxation would endanger the health and productivityThirdly, proportional taxation would endanger the health and productivity
of  the masses.  It  may also cause various forms of  social  and politicalof  the masses.  It  may also cause various forms of  social  and political
unrest.unrest.

It is, therefore, asserted by the supporters of progression that the stateIt is, therefore, asserted by the supporters of progression that the state
should tax the richer sections more heavily to ward off the possible illshould tax the richer sections more heavily to ward off the possible ill
effects  in  terms  of  social  and  political  unrest,  weak  health  and  loweffects  in  terms  of  social  and  political  unrest,  weak  health  and  low
productivity  of  the  masses  and  misuse  of  the  nation's  productiveproductivity  of  the  masses  and  misuse  of  the  nation's  productive
resources. Further, the state should take an active part in the economicresources. Further, the state should take an active part in the economic
growth of  the  society  through its  budgetary  savings promotion  of  thegrowth of  the  society  through its  budgetary  savings promotion  of  the
public sector, provision of social overheads, and so on.public sector, provision of social overheads, and so on.

In a modern free enterprise exchange economy, progressive taxation hasIn a modern free enterprise exchange economy, progressive taxation has
an additional advantage of acting as a built–in stabilizer. That is, the taxan additional advantage of acting as a built–in stabilizer. That is, the tax
system  acts  as  a  cushion  against  an  excessive  upward  or  downwardsystem  acts  as  a  cushion  against  an  excessive  upward  or  downward
movement in income and prices. Since the poor are taxed less heavily,movement in income and prices. Since the poor are taxed less heavily,
and  since  the  poor  have  a  high  marginal  propensity  to  consume,  itand  since  the  poor  have  a  high  marginal  propensity  to  consume,  it
provides a firm base for a minimum effective demand in the country. Asprovides a firm base for a minimum effective demand in the country. As
income increase, it is higher incomes, which are taxed more, and during aincome increase, it is higher incomes, which are taxed more, and during a
depression,  the higher income earners get  larger tax relief.  Thus,  thedepression,  the higher income earners get  larger tax relief.  Thus,  the
economy gets a  firm demand base even in a  depression and its  extraeconomy gets a  firm demand base even in a  depression and its  extra
purchasing power is taxed away during a boom period. The tax bill variespurchasing power is taxed away during a boom period. The tax bill varies
in line with the upward or downward movement of the economy.in line with the upward or downward movement of the economy.
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The degree of progression in taxation is also intimately connected withThe degree of progression in taxation is also intimately connected with
the will to work and save. The opponents of progressive taxation arguethe will to work and save. The opponents of progressive taxation argue
that economic progress cannot be ensured unless people work for it: andthat economic progress cannot be ensured unless people work for it: and
for hard work they must  have adequate economic incentives.  In otherfor hard work they must  have adequate economic incentives.  In other
words, the argument maintains that unless people are able to enjoy thewords, the argument maintains that unless people are able to enjoy the
fruits  of  their  labor,  they  would  not  work  more  and  productivity  infruits  of  their  labor,  they  would  not  work  more  and  productivity  in
general would decline. The richer people will save less and there will begeneral would decline. The richer people will save less and there will be
retardation in the process of capital accumulation. retardation in the process of capital accumulation. 
One  further  point  in  favor  of  progressiveness  is  its  administrativeOne  further  point  in  favor  of  progressiveness  is  its  administrative
convenience. In case of proportional taxation, or regressive taxation, tax-convenience. In case of proportional taxation, or regressive taxation, tax-
collecting machinery has to cast its net very wide. This not only causescollecting machinery has to cast its net very wide. This not only causes
undue harassment to small taxpayers, it also leads to a high cost of taxundue harassment to small taxpayers, it also leads to a high cost of tax
collection. In the case of progressive rates (and steeper the progression,collection. In the case of progressive rates (and steeper the progression,
the better for it, the cost of tax administration and collection would bethe better for it, the cost of tax administration and collection would be
proportionately much lower:proportionately much lower:

1.6.3 Direct Vs Indirect Taxes1.6.3 Direct Vs Indirect Taxes
The  distinction  between  direct  and  indirect  taxes  is  not  always  aThe  distinction  between  direct  and  indirect  taxes  is  not  always  a
satisfactory  or  a  consistent  one.  There  has  been  a  long  tradition  insatisfactory  or  a  consistent  one.  There  has  been  a  long  tradition  in
economic literature to classify taxes into these two categories. One wayeconomic literature to classify taxes into these two categories. One way
of distinguishing between these has been in terms of the incidence ofof distinguishing between these has been in terms of the incidence of
taxation. It is asserted that if the incidence of a tax rests upon the persontaxation. It is asserted that if the incidence of a tax rests upon the person
who bears its impact also, and then it is a direct tax. If on the other hand,who bears its impact also, and then it is a direct tax. If on the other hand,
the incidence is passed on to others, and then it is an indirect tax. J.S.the incidence is passed on to others, and then it is an indirect tax. J.S.
Mill,  the  physiocrats  and  others  believed  in  this  kind  of  distinction.Mill,  the  physiocrats  and  others  believed  in  this  kind  of  distinction.
However, it  is  obvious that such a distinction is not easy to maintain,However, it  is  obvious that such a distinction is not easy to maintain,
especially because in some cases the incidence of the tax may shift partlyespecially because in some cases the incidence of the tax may shift partly
and in some cases fully or even more than fully. Again, the shifting ofand in some cases fully or even more than fully. Again, the shifting of
incidence may differ even in the case of the same tax overtime and so on.incidence may differ even in the case of the same tax overtime and so on.
Because  of  these  complications,  some  authors  tend  to  discard  thisBecause  of  these  complications,  some  authors  tend  to  discard  this
distinction. For example Taylor says,  “The terms " direct " and “indirect"distinction. For example Taylor says,  “The terms " direct " and “indirect"
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tax.... are finally distinguishable in meaning only in terms of shiftability.tax.... are finally distinguishable in meaning only in terms of shiftability.
Direct taxes are not shifted, while indirect tax are the decline in the useDirect taxes are not shifted, while indirect tax are the decline in the use
of  these  terms can be accounted for  by  inability  to  make such broadof  these  terms can be accounted for  by  inability  to  make such broad
generalization with respect to many tax measures”.generalization with respect to many tax measures”.

However, the distinction between direct and indirect taxes on the basis ofHowever, the distinction between direct and indirect taxes on the basis of
the coincidence of impact and incidence is not the only one available. Inthe coincidence of impact and incidence is not the only one available. In
economic  literature  we  also  come  across  many  other  bases  of  thiseconomic  literature  we  also  come  across  many  other  bases  of  this
distinction.  For  example,  it  has  been  maintained  that  while  taxes  ondistinction.  For  example,  it  has  been  maintained  that  while  taxes  on
production are direct, those on consumption are indirect. Similarly, it hasproduction are direct, those on consumption are indirect. Similarly, it has
also  been  claimed  that  taxes  on  income  are  direct  but  those  onalso  been  claimed  that  taxes  on  income  are  direct  but  those  on
expenditure  are  indirect.  It  would  be  noted  that  these  types  ofexpenditure  are  indirect.  It  would  be  noted  that  these  types  of
distinctions  do  not  have  a  sound  economic  basis.  For  example,  whydistinctions  do  not  have  a  sound  economic  basis.  For  example,  why
should we term taxes on production direct while those on consumptionshould we term taxes on production direct while those on consumption
indirect?  Both  are  two  important  activities  in  the  economy  and  oneindirect?  Both  are  two  important  activities  in  the  economy  and  one
cannot be sustained without the other. Similarly, to distinguish betweencannot be sustained without the other. Similarly, to distinguish between
taxes on income and taxes on expenditure would be equally faulty andtaxes on income and taxes on expenditure would be equally faulty and
more so when we notice that in terms of flow of funds in the economy,more so when we notice that in terms of flow of funds in the economy,
receipts and expenses are two dimensions of the same activities. If wereceipts and expenses are two dimensions of the same activities. If we
want  to  have  an  economic  basis  for  distinction  between  direct  andwant  to  have  an  economic  basis  for  distinction  between  direct  and
indirect taxes, then the plausible approach would be to maintain that inindirect taxes, then the plausible approach would be to maintain that in
the case of direct taxes the liability is determined with direct reference tothe case of direct taxes the liability is determined with direct reference to
the tax paying ability of the tax payer while in the case indirect taxesthe tax paying ability of the tax payer while in the case indirect taxes
such an ability is assessed indirectly. For example, income tax is a directsuch an ability is assessed indirectly. For example, income tax is a direct
tax.  Here the tax paying ability  is  assessed directly  in  relation to thetax.  Here the tax paying ability  is  assessed directly  in  relation to the
income of the assesses assuming that such an income is a true indicatorincome of the assesses assuming that such an income is a true indicator
of his tax paying ability also.of his tax paying ability also.

Indirect taxes may be specific or ad valorem. When they are imposed onIndirect taxes may be specific or ad valorem. When they are imposed on
'per item' or 'per unit' basis, they are called specific. On the other hand,'per item' or 'per unit' basis, they are called specific. On the other hand,
when the tax amount is  scheduled according to the value of the itemwhen the tax amount is  scheduled according to the value of the item
being taxed, it is ad valorem. Sales taxes are mostly ad valorem. Excisebeing taxed, it is ad valorem. Sales taxes are mostly ad valorem. Excise
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duties, on the other hand, are sometimes specific sometimes ad valoremduties, on the other hand, are sometimes specific sometimes ad valorem
and some times a combination of both. Taxes on rail and bus passengerand some times a combination of both. Taxes on rail and bus passenger
fares  are  usually  ad  valorem,  but  they  can  be  specific  basis,  eachfares  are  usually  ad  valorem,  but  they  can  be  specific  basis,  each
passenger fare would be taxed equally. Since most rail passengers travelpassenger fare would be taxed equally. Since most rail passengers travel
only a short distance, the tax per passenger will have to be very low. Aonly a short distance, the tax per passenger will have to be very low. A
very long distance passenger would also pay the same low tax. On thevery long distance passenger would also pay the same low tax. On the
other hand,  an ad valorem tax,  say 10 per cent,  would ensure that  aother hand,  an ad valorem tax,  say 10 per cent,  would ensure that  a
passenger paying Br 2 as rail fare pays only 20 cents as tax, while thepassenger paying Br 2 as rail fare pays only 20 cents as tax, while the
passenger paying Br 200 either due to a long distance or due to a higher-passenger paying Br 200 either due to a long distance or due to a higher-
class travel pays Br 20 as tax. The yield from ad Valorem tax is moreclass travel pays Br 20 as tax. The yield from ad Valorem tax is more
flexible and its incidence is more just.flexible and its incidence is more just.

This  brings  us  to  the  question  of  merits  and  demerits  of  direct  andThis  brings  us  to  the  question  of  merits  and  demerits  of  direct  and
indirect taxes a knowledge of which helps the government in choosing aindirect taxes a knowledge of which helps the government in choosing a
judicious combination of both types. We are not likely to come across anjudicious combination of both types. We are not likely to come across an
economy where only one form of taxation is being used to the exclusion ofeconomy where only one form of taxation is being used to the exclusion of
the other. What would differ from one economy to the other is the exactthe other. What would differ from one economy to the other is the exact
proportion in which these are mixed.proportion in which these are mixed.

Merits and Demerits of Direct TaxesMerits and Demerits of Direct Taxes
It is claimed that direct taxes are intimately related to the ability to pay inIt is claimed that direct taxes are intimately related to the ability to pay in
their case ability to pay is judged directly and not indirectly as in the casetheir case ability to pay is judged directly and not indirectly as in the case
of indirect taxes. Accordingly, there are lesser chances of    making anof indirect taxes. Accordingly, there are lesser chances of    making an
error of judgment.  Direct taxes can be chosen and their rate scheduleserror of judgment.  Direct taxes can be chosen and their rate schedules
determined in such a way as to secure the maximum possible closeness todetermined in such a way as to secure the maximum possible closeness to
the ability to pay and the least aggregate sacrifice. In these taxes, we canthe ability to pay and the least aggregate sacrifice. In these taxes, we can
determine the degree of progression that we want and thus bring aboutdetermine the degree of progression that we want and thus bring about
adequate  social  and  economic  justice.  These  taxes  can  be  used  foradequate  social  and  economic  justice.  These  taxes  can  be  used  for
reducing income and wealth inequalities and thereby various social evilsreducing income and wealth inequalities and thereby various social evils
can be mitigated. We must, however, remember that these arguments arecan be mitigated. We must, however, remember that these arguments are
quite sound provided in practice a proper degree of progression of taxquite sound provided in practice a proper degree of progression of tax
schedules could be chosen. Usually what happens is that authorities areschedules could be chosen. Usually what happens is that authorities are
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either too hesitant to adopt a fair degree of progression and thereforeeither too hesitant to adopt a fair degree of progression and therefore
direct taxes fail to contribute appreciably to the reduction in income anddirect taxes fail to contribute appreciably to the reduction in income and
wealth  inequalities  or  they  become extra  enthusiastic  in  their  zeal  towealth  inequalities  or  they  become extra  enthusiastic  in  their  zeal  to
bring about equalities. In the latter case, their policy tends to reduce thebring about equalities. In the latter case, their policy tends to reduce the
generation  of  national  income  and  therefore  leads  to  an  all  roundgeneration  of  national  income  and  therefore  leads  to  an  all  round
reduction in economic welfare. These two are real dangers of using directreduction in economic welfare. These two are real dangers of using direct
taxes  for  achieving  a  degree  of  income and  wealth  equality,  but  thistaxes  for  achieving  a  degree  of  income and  wealth  equality,  but  this
demerit is not an inherent feature of direct taxes. It is a possibility thatdemerit is not an inherent feature of direct taxes. It is a possibility that
exists and that can be avoided.exists and that can be avoided.

The opponents of direct taxes would claim that since a precise degree ofThe opponents of direct taxes would claim that since a precise degree of
needed progress cannot be estimated (on account of the difficulties ofneeded progress cannot be estimated (on account of the difficulties of
measuring the ability to pay and the subjective nature of the marginalmeasuring the ability to pay and the subjective nature of the marginal
utility of income), the state would always end up with either too much orutility of income), the state would always end up with either too much or
too little progression. This argument, however, cannot be used to banishtoo little progression. This argument, however, cannot be used to banish
the use of the direct taxes as such. Firstly, the need for direct taxes is tothe use of the direct taxes as such. Firstly, the need for direct taxes is to
be  recognized  in  terms  of  their  ability  to  have  progression.  Secondlybe  recognized  in  terms  of  their  ability  to  have  progression.  Secondly
indirect taxes are generally regressive and discarding the direct taxesindirect taxes are generally regressive and discarding the direct taxes
would entail a far greater movement away from the principle of ability towould entail a far greater movement away from the principle of ability to
pay.pay.

It should be noted that no single direct tax might be taken as a measure oIt should be noted that no single direct tax might be taken as a measure o
ability  to  pay.  A  combination  of  different  indices  like  income,  wealth,ability  to  pay.  A  combination  of  different  indices  like  income,  wealth,
expenditure,  gifts,  inheritance  capital,  gains  windfalls,  etc  would  beexpenditure,  gifts,  inheritance  capital,  gains  windfalls,  etc  would  be
needed and that is why not one but a number of direct taxes should beneeded and that is why not one but a number of direct taxes should be
used in a harmonious way so as to reach closest to the appropriate andused in a harmonious way so as to reach closest to the appropriate and
true measure of ability to-pay.true measure of ability to-pay.

It is claimed that direct taxes do not cause at all (or cause very little)It is claimed that direct taxes do not cause at all (or cause very little)
distortion in the resource allocation of the economy and that they leavedistortion in the resource allocation of the economy and that they leave
the  tax-payers  better  off  than  do  the  indirect  taxes  is  sought  to  bethe  tax-payers  better  off  than  do  the  indirect  taxes  is  sought  to  be
established. We shall elaborate this point under the heading " are directestablished. We shall elaborate this point under the heading " are direct
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Taxes  Less  Burdensome?"  of  this  chapter  and  we  shall  see  that  thisTaxes  Less  Burdensome?"  of  this  chapter  and  we  shall  see  that  this
assertion  is  based  upon  two  highly  unrealistic  assumptions.  Here,assertion  is  based  upon  two  highly  unrealistic  assumptions.  Here,
however, mention may be made of the Clowyn committee Report of 1927however, mention may be made of the Clowyn committee Report of 1927
in which it is was argued that income taxes do not affect relative prices orin which it is was argued that income taxes do not affect relative prices or
production of goods and services. The committee argued that a generalproduction of goods and services. The committee argued that a general
income tax would leave the relative profitability of different  industriesincome tax would leave the relative profitability of different  industries
unaltered  and  would  not  have  any  effect  on  resources  allocation.unaltered  and  would  not  have  any  effect  on  resources  allocation.
Moreover,  in  every  firm,  the  marginal  cost  would  equal  price  whichMoreover,  in  every  firm,  the  marginal  cost  would  equal  price  which
implies that the marginal unit of output does not yield any profit and isimplies that the marginal unit of output does not yield any profit and is
not subject to any tax. Hence, taxation of income would not affect outputnot subject to any tax. Hence, taxation of income would not affect output
also. The irrelevance of this reasoning can be easily seen. We do not havealso. The irrelevance of this reasoning can be easily seen. We do not have
perfect markets: and the contention that market price and marginal costperfect markets: and the contention that market price and marginal cost
of production are equated stands sufficiently discredited in favor of otherof production are equated stands sufficiently discredited in favor of other
hypotheses.hypotheses.

Revenue elasticity is another point out fourth in favor of direct taxes. InRevenue elasticity is another point out fourth in favor of direct taxes. In
other words, as income of the community goes up, so does the tax yieldother words, as income of the community goes up, so does the tax yield
from direct taxes. This is a claim, which can be made for indirect taxes asfrom direct taxes. This is a claim, which can be made for indirect taxes as
well, and such a claim, which can be made for indirect taxes as well, andwell, and such a claim, which can be made for indirect taxes as well, and
such a claim need not be true for all direct taxes. When the general levelsuch a claim need not be true for all direct taxes. When the general level
of activity and income goes up in the economy, there is likely to be aof activity and income goes up in the economy, there is likely to be a
corresponding  increase  in  sales/purchase  and  activities  it  is  not  thatcorresponding  increase  in  sales/purchase  and  activities  it  is  not  that
income and employment can increase in vacuum. Accordingly, it is notincome and employment can increase in vacuum. Accordingly, it is not
only direct, but indirect taxes also which should be expected to increase.only direct, but indirect taxes also which should be expected to increase.
Also it should be noted that the authorities would not be interested onlyAlso it should be noted that the authorities would not be interested only
in the tax revenue as such, but also in the social and economic justicein the tax revenue as such, but also in the social and economic justice
through the tax instrument.  From that point of view, of course,  directthrough the tax instrument.  From that point of view, of course,  direct
taxes are often preferable.taxes are often preferable.

The advocates of direct taxes assert that these inculcate a sprit of civicThe advocates of direct taxes assert that these inculcate a sprit of civic
responsibility amongst the taxpayers. They then try to be more vigilantresponsibility amongst the taxpayers. They then try to be more vigilant
about how much tax revenue is being raised and to what uses it is beingabout how much tax revenue is being raised and to what uses it is being
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put. This argument, it appears, is quite misleading. Firstly, this argumentput. This argument, it appears, is quite misleading. Firstly, this argument
contradicts  another  one  according  to  which  direct  taxes  leave  thecontradicts  another  one  according  to  which  direct  taxes  leave  the
taxpayers better off than do the indirect taxes. If this is the case, thentaxpayers better off than do the indirect taxes. If this is the case, then
obviously people will be less conscious of the taxes when they are beingobviously people will be less conscious of the taxes when they are being
paid directly.  Secondly,  with this  awareness  of  their  tax  liability,  theypaid directly.  Secondly,  with this  awareness  of  their  tax  liability,  they
would  try  to  evade  the  taxes.  And  the  practice  and  possibility  of  taxwould  try  to  evade  the  taxes.  And  the  practice  and  possibility  of  tax
evasion and avoidance is more here than in the case of indirect taxesevasion and avoidance is more here than in the case of indirect taxes
where the tax payers often get the impression that they will be able towhere the tax payers often get the impression that they will be able to
pass on their incidence.pass on their incidence.

Amongst  the  demerits  of  direct  taxes  we  may  add  the  fact  that  theyAmongst  the  demerits  of  direct  taxes  we  may  add  the  fact  that  they
generally violate the canon of convenience. Indirect taxes are usually paidgenerally violate the canon of convenience. Indirect taxes are usually paid
in installments for each transaction and so on. They can also be avoidedin installments for each transaction and so on. They can also be avoided
to some extent by shifting one's expenditure pattern or reducing the totalto some extent by shifting one's expenditure pattern or reducing the total
expenditure. Direct taxes, on the other hand, are generally payable inexpenditure. Direct taxes, on the other hand, are generally payable in
lump sum or even in advance and become quite inconvenient.lump sum or even in advance and become quite inconvenient.

Another demerit of direct taxes is their supposed effect on the will  toAnother demerit of direct taxes is their supposed effect on the will  to
work and save. It is asserted that work (giving income) and leisure arework and save. It is asserted that work (giving income) and leisure are
two alternatives before any taxpayer. If, therefore, a tax is imposed saytwo alternatives before any taxpayer. If, therefore, a tax is imposed say
on income, the taxpayer will find that the return from work has decreasedon income, the taxpayer will find that the return from work has decreased
as compared with return from leisure. He therefore, tries to substituteas compared with return from leisure. He therefore, tries to substitute
leisure for work. Harberger, however, comes to the conclusion that no aleisure for work. Harberger, however, comes to the conclusion that no a
priori case in favor of direct taxation can be established since both directpriori case in favor of direct taxation can be established since both direct
and indirect taxes affect the choice between work and leisure. There is,and indirect taxes affect the choice between work and leisure. There is,
therefore, a reduction in the will to work on the part of the tax payers andtherefore, a reduction in the will to work on the part of the tax payers and
this tendency is bad for the economy since it leads to an all round slowingthis tendency is bad for the economy since it leads to an all round slowing
down of economy growth. Similarly, if the authorities tax property anddown of economy growth. Similarly, if the authorities tax property and
inheritance  etc.,  it  will  cause  a  reduction  in  the  will  to  save.  Capitalinheritance  etc.,  it  will  cause  a  reduction  in  the  will  to  save.  Capital
accumulation  in  the  economy  will  suffer  and  there  will  be  again  aaccumulation  in  the  economy  will  suffer  and  there  will  be  again  a
retardation of economic growth. This happens because the tax payer thenretardation of economic growth. This happens because the tax payer then
starts  comparing the  utility  from current  consumption  with  the  utilitystarts  comparing the  utility  from current  consumption  with  the  utility
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from future income (which he shall earn through income from savings)from future income (which he shall earn through income from savings)
The tax payer may even compare the utility from current consumptionThe tax payer may even compare the utility from current consumption
with the satisfaction to the beneficiaries, the tax-payer tends to consumewith the satisfaction to the beneficiaries, the tax-payer tends to consume
more himself and save less for heirs.more himself and save less for heirs.

Two other forces, however, may counteract this possible disadvantage:Two other forces, however, may counteract this possible disadvantage:
Firstly,  a tax – payer may be seriously interested in leaving at least aFirstly,  a tax – payer may be seriously interested in leaving at least a
certain amount of net inheritance or a net gift to the beneficiary in whichcertain amount of net inheritance or a net gift to the beneficiary in which
case he would try to save more to compensate for the tax payment.case he would try to save more to compensate for the tax payment.

Secondly, it is also possible that the expected income from investing theSecondly, it is also possible that the expected income from investing the
saving  may  be  so  much  that  even  such  direct  taxes  do  not  have  asaving  may  be  so  much  that  even  such  direct  taxes  do  not  have  a
significant  effect  upon  saving  and  investment  activities.  Thesesignificant  effect  upon  saving  and  investment  activities.  These
counteracting forces, however, are not likely to be general and strong. Itcounteracting forces, however, are not likely to be general and strong. It
may  be  stated  quite  strongly  that  direct  taxes  are  very  likely  tomay  be  stated  quite  strongly  that  direct  taxes  are  very  likely  to
discourage  saving  and  investment  activities  (though  these  tendenciesdiscourage  saving  and  investment  activities  (though  these  tendencies
may be counterbalanced by other fiscal policies or other socio economicmay be counterbalanced by other fiscal policies or other socio economic
forces)forces)
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Merits and Demerits of Indirect TaxesMerits and Demerits of Indirect Taxes
An important merit of indirect taxes is that they are less inconvenient,An important merit of indirect taxes is that they are less inconvenient,
and  from  that  point  of  view  less  burdensome  (their  being  lessand  from  that  point  of  view  less  burdensome  (their  being  less
burdensome from other  points  of  view is  not  agreed in  general).  Theburdensome from other  points  of  view is  not  agreed in  general).  The
taxpayers pay these taxes in bits and generally when they enter in totaxpayers pay these taxes in bits and generally when they enter in to
some transactions of sales and purchase. Furthermore, indirect taxes aresome transactions of sales and purchase. Furthermore, indirect taxes are
usually hidden in the prices of goods and services being transacted and,usually hidden in the prices of goods and services being transacted and,
therefore, heir presence is not felt so much.therefore, heir presence is not felt so much.

Another merit  of  indirect taxes is that with proper administration, theAnother merit  of  indirect taxes is that with proper administration, the
chances of tax evasion in their case are less. Excise duties, for examplechances of tax evasion in their case are less. Excise duties, for example
are quite difficult to evade if the government machinery is vigilant andare quite difficult to evade if the government machinery is vigilant and
there is a proper check at the points of production. Sales tax, however, isthere is a proper check at the points of production. Sales tax, however, is
more  difficult  to  administer  especially  if  we  allow various  exemptionsmore  difficult  to  administer  especially  if  we  allow various  exemptions
either to goods and services or to sellers having turnover of less than aeither to goods and services or to sellers having turnover of less than a
certain amount. Furthermore, the points of sales tax are larger in numbercertain amount. Furthermore, the points of sales tax are larger in number
and spread over wider areas.  It  is for this reason that in some cases,and spread over wider areas.  It  is for this reason that in some cases,
additional  excise duties are imposed in lieu of  sales tax are larger inadditional  excise duties are imposed in lieu of  sales tax are larger in
number and spread over wider areas. It is for this reason that in somenumber and spread over wider areas. It is for this reason that in some
cases,  additional  excise duties  are  imposed in  lieu of  sales  taxes.  Butcases,  additional  excise duties  are  imposed in  lieu of  sales  taxes.  But
there are other indirect taxes, which are not that difficult to collect, forthere are other indirect taxes, which are not that difficult to collect, for
example, taxes on railway and bus fares. Here the points of collection areexample, taxes on railway and bus fares. Here the points of collection are
manageable in number and accounts of the transactions are usually wellmanageable in number and accounts of the transactions are usually well
maintained. All told, indirect taxes are subject to far evasion than directmaintained. All told, indirect taxes are subject to far evasion than direct
ones.ones.

In an underdeveloped country, indirect taxes have a special role to play inIn an underdeveloped country, indirect taxes have a special role to play in
meeting  its  need  of  additional  saving  and  capital  accumulation.  Totalmeeting  its  need  of  additional  saving  and  capital  accumulation.  Total
national income being low, the scope of squeezing adequate tax revenuenational income being low, the scope of squeezing adequate tax revenue
both  for  running  the  administration  and  for  bringing  about  capitalboth  for  running  the  administration  and  for  bringing  about  capital
accumulation is very limited. Furthermore, in such an economy, there isaccumulation is very limited. Furthermore, in such an economy, there is
usually an urgent need for providing certain basic amenities and welfareusually an urgent need for providing certain basic amenities and welfare
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activities such as drinking water, health services, protection against malactivities such as drinking water, health services, protection against mal
nutrition, and soon. Given this enormous need for tax revenue, and givennutrition, and soon. Given this enormous need for tax revenue, and given
the  limited  scope  of  direct  taxes  have  to  play  a  crucial  role  in  suchthe  limited  scope  of  direct  taxes  have  to  play  a  crucial  role  in  such
economics. The only exceptions to this rule can be those economies whicheconomics. The only exceptions to this rule can be those economies which
have would enable the authorities to finance their welfare and growthhave would enable the authorities to finance their welfare and growth
activities.activities.

Another merit of indirect taxes is that they are a powerful tool in moldingAnother merit of indirect taxes is that they are a powerful tool in molding
the production and investment  activities  of  the  economy i.e.  they  canthe production and investment  activities  of  the  economy i.e.  they  can
guide the economy in its resource allocation .It is generally recognizedguide the economy in its resource allocation .It is generally recognized
that  market  mechanism  by  itself  is  not  a  perfect  institution  for  thethat  market  mechanism  by  itself  is  not  a  perfect  institution  for  the
economy. It has many defects that manifest themselves in the form of noteconomy. It has many defects that manifest themselves in the form of not
only inequalities of income and wealth, but also in the distorted patternsonly inequalities of income and wealth, but also in the distorted patterns
of consumption, production and employment. Direct taxes can be used asof consumption, production and employment. Direct taxes can be used as
corrective tools in this connection. A proper structuring of indirect taxescorrective tools in this connection. A proper structuring of indirect taxes
can enable the authorities to twist the demand and supply forces in a waycan enable the authorities to twist the demand and supply forces in a way
so as to yield desirable results encouraging higher priority industries andso as to yield desirable results encouraging higher priority industries and
discouraging lower priority ones.  For example an imposition of a highdiscouraging lower priority ones.  For example an imposition of a high
rate  of  excise  duty  or  sales  tax  will  raise  the  price  of  the  good  andrate  of  excise  duty  or  sales  tax  will  raise  the  price  of  the  good  and
discourage its demand. Reduced profitable of this item will, there fore,discourage its demand. Reduced profitable of this item will, there fore,
lead to drying up of investment in this line and diverting it to those lineslead to drying up of investment in this line and diverting it to those lines
where profitability is comparatively higher. Similarly, indirect taxes canwhere profitability is comparatively higher. Similarly, indirect taxes can
also  be  oriented  towards  increasing  employment  or  encouraging  thealso  be  oriented  towards  increasing  employment  or  encouraging  the
adoption of a particular technology. For example an extra duty upon mill-adoption of a particular technology. For example an extra duty upon mill-
made cloth, while exempting the handloom cloth from the same will actmade cloth, while exempting the handloom cloth from the same will act
as  a  booster  for  handloom cloth  and  will  encourage  capital  intensiveas  a  booster  for  handloom cloth  and  will  encourage  capital  intensive
techniques labor intensive outputs can be taxed more heavily.  Similartechniques labor intensive outputs can be taxed more heavily.  Similar
logic applies  to  various situations and polices  with  regard to  customslogic applies  to  various situations and polices  with  regard to  customs
duties The main point  to  be emphasized is  that  indirect  taxes can beduties The main point  to  be emphasized is  that  indirect  taxes can be
highly  selective  both  commodity  wise  and  rate  wise  and  thus  can  behighly  selective  both  commodity  wise  and  rate  wise  and  thus  can  be
designed as a powerful tool for guiding the economy.designed as a powerful tool for guiding the economy.
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Another advantage of indirect taxes, which makes them a versatile andAnother advantage of indirect taxes, which makes them a versatile and
selective  policy  tool  is  their  flexibility.  Direct  taxes  cannot  be  veryselective  policy  tool  is  their  flexibility.  Direct  taxes  cannot  be  very
selective and therefore are not so flexible, while indirect taxes are. Theselective and therefore are not so flexible, while indirect taxes are. The
rates of indirect taxes and their coverage can be quite selective and canrates of indirect taxes and their coverage can be quite selective and can
be modified more readily to suit the occasion. This is often practiced alsobe modified more readily to suit the occasion. This is often practiced also
in the case of customs duties.in the case of customs duties.

Arguments against indirect taxes are only a few but powerful ones firstlyArguments against indirect taxes are only a few but powerful ones firstly
it  is  claimed and very rightly that these taxes negate the principle ofit  is  claimed and very rightly that these taxes negate the principle of
ability to pay and are therefore unjust to the poor. By their very natureability to pay and are therefore unjust to the poor. By their very nature
(since one of  the objectives is  to  collect  enough of revenue),  they are(since one of  the objectives is  to  collect  enough of revenue),  they are
spread over to cover the items, which are purchased generally by thespread over to cover the items, which are purchased generally by the
poor this makes them regressive in effect. For this reason, indirect taxespoor this makes them regressive in effect. For this reason, indirect taxes
also militate against the objective of least aggregate sacrifice.  This illalso militate against the objective of least aggregate sacrifice.  This ill
effect of indirect taxes is sought to be corrected by heavily taxing theeffect of indirect taxes is sought to be corrected by heavily taxing the
luxury items. However, such a correction can only be partial and no moreluxury items. However, such a correction can only be partial and no more
than that taxing the luxuries alone will not yield adequate revenue for thethan that taxing the luxuries alone will not yield adequate revenue for the
state.state.

Another  defect  of  indirect  taxes  is  that  they  feed  inflationary  forces.Another  defect  of  indirect  taxes  is  that  they  feed  inflationary  forces.
Direct taxes take away a part of the purchasing power of the taxpayerDirect taxes take away a part of the purchasing power of the taxpayer
and that  has  the  effect  of  reducing demand and prices.  On the otherand that  has  the  effect  of  reducing demand and prices.  On the other
hand, indirect  taxes begin with adding to the sale prices of  the taxedhand, indirect  taxes begin with adding to the sale prices of  the taxed
goods  without  touching  the  purchasing  power  in  the  first  place.  Thegoods  without  touching  the  purchasing  power  in  the  first  place.  The
result  is  that  in  their  case  inflationary  forces  are  fed  through  higherresult  is  that  in  their  case  inflationary  forces  are  fed  through  higher
prices, higher costs, and washes and again higher prices.prices, higher costs, and washes and again higher prices.

Are Direct TaxesAre Direct Taxes  Less Burdensome?Less Burdensome?
In economic literature, there has been a good deal of discussion as toIn economic literature, there has been a good deal of discussion as to
which  form  of  taxation  is  more  burdensome  for  the  taxpayer.  Thiswhich  form  of  taxation  is  more  burdensome  for  the  taxpayer.  This
discussion  is  obviously  based  on  the  assumption  that  we  are  able  todiscussion  is  obviously  based  on  the  assumption  that  we  are  able  to
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compare alternative ways of raising the same tax revenue. It is furthercompare alternative ways of raising the same tax revenue. It is further
assumed that  the public  expenditure policy  remains unaffected by theassumed that  the public  expenditure policy  remains unaffected by the
form of taxation, so that the superiority or otherwise of a tax does not lieform of taxation, so that the superiority or otherwise of a tax does not lie
in the amount of resources transferred from the private to public sector,in the amount of resources transferred from the private to public sector,
but only in the effects which different methods of such resources transferbut only in the effects which different methods of such resources transfer
entail. We have already discussed the merits and demerits of both directentail. We have already discussed the merits and demerits of both direct
and  indirect  taxes.  Here,  therefore,  the  question  of  burden  of  theand  indirect  taxes.  Here,  therefore,  the  question  of  burden  of  the
alternative forms of taxation may be viewed from the point of view of (a) aalternative forms of taxation may be viewed from the point of view of (a) a
possible shift in resources allocation, and (b) a sacrifice on the part of thepossible shift in resources allocation, and (b) a sacrifice on the part of the
taxpayers. It is usual to provide this comparison by representing indirecttaxpayers. It is usual to provide this comparison by representing indirect
taxation by a proportionate tax on commodities.taxation by a proportionate tax on commodities.

An indirect tax is expected to cause a shift in the relative prices of goodsAn indirect tax is expected to cause a shift in the relative prices of goods
and therefore bring about a resource allocation, which would be differentand therefore bring about a resource allocation, which would be different
from the allocation achieved by free market mechanism. An income tax onfrom the allocation achieved by free market mechanism. An income tax on
the other hand, is expected to let relative prices remain unchanged andthe other hand, is expected to let relative prices remain unchanged and
therefore be neutral regarding resources allocation. If we assume thattherefore be neutral regarding resources allocation. If we assume that
the resource allocation in the absence of any tax is already optimum, thenthe resource allocation in the absence of any tax is already optimum, then
an indirect tax would, cause a distortion in it and would be burdensomean indirect tax would, cause a distortion in it and would be burdensome
to the economy to that extent. On the other hand, if the initial resourceto the economy to that extent. On the other hand, if the initial resource
allocation is  not  optimum, then indirect  taxation becomes an effectiveallocation is  not  optimum, then indirect  taxation becomes an effective
instrument in bringing it nearer optimum.  instrument in bringing it nearer optimum.  

Miss Joseph, Hicks and others have maintained the superiority of directMiss Joseph, Hicks and others have maintained the superiority of direct
taxes over indirect ones by showing that the taxpayers have to undergotaxes over indirect ones by showing that the taxpayers have to undergo
lesser amount of sacrifice in satisfaction in the case of direct taxes. Onlesser amount of sacrifice in satisfaction in the case of direct taxes. On
welfare grounds, therefore, direct taxes are supposed to be superior.welfare grounds, therefore, direct taxes are supposed to be superior.
This treatment showing the superiority of direct tax over indirect taxesThis treatment showing the superiority of direct tax over indirect taxes
however,  not free from defects.  Firstly,  this  analysis assumes that thehowever,  not free from defects.  Firstly,  this  analysis assumes that the
taxpayer's are most sensitive to both the form and rates of taxes.  Fortaxpayer's are most sensitive to both the form and rates of taxes.  For
example, their dislike for direct taxes may be more than their dislike forexample, their dislike for direct taxes may be more than their dislike for
indirect taxes because direct taxes are more open. Accordingly, even ifindirect taxes because direct taxes are more open. Accordingly, even if
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theoretically, the consumers are able to reach a higher indifference curvetheoretically, the consumers are able to reach a higher indifference curve
through direct taxes, they may not want to be taxed directly. In such athrough direct taxes, they may not want to be taxed directly. In such a
situation  it  is  not  necessary  that  the  higher  indifference  curve  is  asituation  it  is  not  necessary  that  the  higher  indifference  curve  is  a
preferable situation. In the same manner, the tax rates and the division ofpreferable situation. In the same manner, the tax rates and the division of
taxes between direct  and indirect  ones is  bound to  affect  the relativetaxes between direct  and indirect  ones is  bound to  affect  the relative
preferences of the consumers as between one good and the other and aspreferences of the consumers as between one good and the other and as
between money income and goods. To assume in the traditional way thatbetween money income and goods. To assume in the traditional way that
no change in indifference curves would take place on account of differentno change in indifference curves would take place on account of different
tax rates would amount to saying that the elasticity of demand for goodstax rates would amount to saying that the elasticity of demand for goods
is zero in each case.  This is certainly not true.is zero in each case.  This is certainly not true.

Still another defect of this approach is that it starts from a position of noStill another defect of this approach is that it starts from a position of no
tax and tries to analyze the best way in which a given amount of taxtax and tries to analyze the best way in which a given amount of tax
revenue could be raised. In practice, however, every economy has somerevenue could be raised. In practice, however, every economy has some
taxes, both direct and indirect and what is to be decided is a change intaxes, both direct and indirect and what is to be decided is a change in
their composition and rates. The net effects will differ according to thetheir composition and rates. The net effects will differ according to the
position from where we are starting. Given these defects, therefore, Dposition from where we are starting. Given these defects, therefore, D
Walker  asserts,  "  Broadly  speaking,  then  the  Joseph-Hicks  theoreticalWalker  asserts,  "  Broadly  speaking,  then  the  Joseph-Hicks  theoretical
demonstration of the superiority on welfare grounds of direct or indirectdemonstration of the superiority on welfare grounds of direct or indirect
taxation  is  only  a  satisfactory  proof  on  the  twin  assumption  of  ataxation  is  only  a  satisfactory  proof  on  the  twin  assumption  of  a
completely inelastic supply of labor with respect to income and outlaycompletely inelastic supply of labor with respect to income and outlay
taxes and ideal initial conditions. The term ideal conditions, we shouldtaxes and ideal initial conditions. The term ideal conditions, we should
note, refer to a position of no taxes in existence.note, refer to a position of no taxes in existence.

The  Comparison  between  direct  and  indirect  taxes  as  outlined  aboveThe  Comparison  between  direct  and  indirect  taxes  as  outlined  above
implicitly assumes that the resource allocation as brought about by theimplicitly assumes that the resource allocation as brought about by the
market demand and supply forces is an ideal one. This assumption can bemarket demand and supply forces is an ideal one. This assumption can be
challenged. Actually, as we shall have occasion to see time and again, anchallenged. Actually, as we shall have occasion to see time and again, an
important reason for an effective government intervention in the marketimportant reason for an effective government intervention in the market
is the defective working of the later. Briefly speaking, we may put forthis the defective working of the later. Briefly speaking, we may put forth
two arguments here. The first one relates to the popular assumption of atwo arguments here. The first one relates to the popular assumption of a
perfectly competitive market.  It  is now realized that such a market isperfectly competitive market.  It  is now realized that such a market is
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merely a myth. In reality a large number of market imperfections are inmerely a myth. In reality a large number of market imperfections are in
operation,  which  bring  about  a  defective  allocation  and  utilization  ofoperation,  which  bring  about  a  defective  allocation  and  utilization  of
productive resources. Left to the market forces an economy may not beproductive resources. Left to the market forces an economy may not be
able to correct regional imbalances, emergence of monopolistic elementsable to correct regional imbalances, emergence of monopolistic elements
and the like.  As a result,  very often,  the economy may not be able toand the like.  As a result,  very often,  the economy may not be able to
generate  the  requisite  rate  of  savings  and  capital  accumulation.  Thegenerate  the  requisite  rate  of  savings  and  capital  accumulation.  The
second  argument  relates  to  income  distribution.  In  a  pure  marketsecond  argument  relates  to  income  distribution.  In  a  pure  market
economy,  income  distribution  as  between  different  members  of  theeconomy,  income  distribution  as  between  different  members  of  the
society is not based upon their relative needs, but is determined by thesociety is not based upon their relative needs, but is determined by the
pricing and ownership of the factors of production. This system createspricing and ownership of the factors of production. This system creates
and perpetuates income inequalities. The institutions of private propertyand perpetuates income inequalities. The institutions of private property
and  inheritance  widen  the  income  and  wealth  inequalities  with  theand  inheritance  widen  the  income  and  wealth  inequalities  with  the
passage of  time Thus we build  up the sequence of  reasoning like thepassage of  time Thus we build  up the sequence of  reasoning like the
following:  income  and  wealth  distribution  in  the  society  are  not  infollowing:  income  and  wealth  distribution  in  the  society  are  not  in
harmony  with  the  relative  needs  of  the  members  of  the  society.  Theharmony  with  the  relative  needs  of  the  members  of  the  society.  The
demand  pattern,  which  emanates  from  such  an  income  and  wealthdemand  pattern,  which  emanates  from  such  an  income  and  wealth
distribution, fails to reflect the true needs of the society and hence thedistribution, fails to reflect the true needs of the society and hence the
production  pattern  and  resource  allocation  of  the  economy cannot  beproduction  pattern  and  resource  allocation  of  the  economy cannot  be
considered  the  optimum ones.  There  would  be  a  divergence  betweenconsidered  the  optimum ones.  There  would  be  a  divergence  between
private  costs  and  benefits  from social  costs  and  benefits.  There  may,private  costs  and  benefits  from social  costs  and  benefits.  There  may,
therefore, be a need to bring about a shift in such an allocation throughtherefore, be a need to bring about a shift in such an allocation through
tax measures. If so, indirect taxes of specific type may be preferable totax measures. If so, indirect taxes of specific type may be preferable to
direct taxes.direct taxes.

It may also be noted that we should not confine ourselves to a comparisonIt may also be noted that we should not confine ourselves to a comparison
between  proportional  direct  income  tax  with  proportional  indirectbetween  proportional  direct  income  tax  with  proportional  indirect
taxation of all goods. A good deal of possibilities exist regarding the exacttaxation of all goods. A good deal of possibilities exist regarding the exact
coverage and rates of both direct and indirect taxes and it is not logical tocoverage and rates of both direct and indirect taxes and it is not logical to
compartmentalize the comparison between two specific varieties of directcompartmentalize the comparison between two specific varieties of direct
and indirect tax systems only.and indirect tax systems only.
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Milton Friedman challenged this Joseph Hicks approach by pointing outMilton Friedman challenged this Joseph Hicks approach by pointing out
that this treatment related to a single tax payer. It did not apply to thethat this treatment related to a single tax payer. It did not apply to the
whole community of taxpayers because this approach was ignoring thewhole community of taxpayers because this approach was ignoring the
expenditure side of  the  budget  and the production possibilities  in theexpenditure side of  the  budget  and the production possibilities  in the
economy.economy.

One particular argument in favor of direct taxes however would be that inOne particular argument in favor of direct taxes however would be that in
order  to  make  sure  that  each  tax-payer  was  paying  according  to  hisorder  to  make  sure  that  each  tax-payer  was  paying  according  to  his
ability to-pay (in whatever way it is defined), it will be administrativelyability to-pay (in whatever way it is defined), it will be administratively
and otherwise easier to collect the taxes directly, imposing indirect taxesand otherwise easier to collect the taxes directly, imposing indirect taxes
cannot ensure the desired relative distribution of tax burden as betweencannot ensure the desired relative distribution of tax burden as between
different tax- payers.different tax- payers.

1.7 TAXATION OF CAPITAL GAINS1.7 TAXATION OF CAPITAL GAINS

Capital gains are just one among several different forms of income fromCapital gains are just one among several different forms of income from
capital. Therefore, the issue of taxing capital gains must be reviewed withcapital. Therefore, the issue of taxing capital gains must be reviewed with
in a broader context of taxing the other sources of income from capital,in a broader context of taxing the other sources of income from capital,
such  as  interest  and  dividends,  and  this  chapter  should  be  read  insuch  as  interest  and  dividends,  and  this  chapter  should  be  read  in
conjunction with succeeding sections that deal with the taxation of otherconjunction with succeeding sections that deal with the taxation of other
financial  instruments.  While  exempting  capital  income  in  its  differentfinancial  instruments.  While  exempting  capital  income  in  its  different
forms  from  taxation  will  help  promote  the  development  of  capitalforms  from  taxation  will  help  promote  the  development  of  capital
markets, there is a danger that large-scale, open-ended, tax exemptionmarkets, there is a danger that large-scale, open-ended, tax exemption
for incomes from capital can seriously undermine the income tax base,for incomes from capital can seriously undermine the income tax base,
particularly in the business sector.particularly in the business sector.

Why tax capital gains?Why tax capital gains?
Several plausible arguments can be made against the taxation of capitalSeveral plausible arguments can be made against the taxation of capital
gains. First, it could be argued that subjecting capital gains to taxationgains. First, it could be argued that subjecting capital gains to taxation
would amount to a double taxation of income from capital. After all, thewould amount to a double taxation of income from capital. After all, the
present value of a present asset is nothing else but the (discount) value ofpresent value of a present asset is nothing else but the (discount) value of
the  stream  of  the  stream  of  taxabletaxable incomes  that  the  asset  generates.  An  asset incomes  that  the  asset  generates.  An  asset
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appreciates in value when these incomes rise. However, these incomesappreciates in value when these incomes rise. However, these incomes
are  are  after-taxafter-tax incomes and there is no rationale for taxing them again, incomes and there is no rationale for taxing them again,
and only when they raise the value of  the asset.  Second, it  is usuallyand only when they raise the value of  the asset.  Second, it  is usually
impossible  to  tax  accrued  but  unrealized  capital  gains,  with  theimpossible  to  tax  accrued  but  unrealized  capital  gains,  with  the
consequence that the capital gains tax is payable only upon the sale ofconsequence that the capital gains tax is payable only upon the sale of
the  asset.  This  may  cause  taxpayers  to  the  asset.  This  may  cause  taxpayers  to  artificiallyartificially lock-in  to  their lock-in  to  their
appreciated assets. Third, in practice it is difficult to confine the capitalappreciated assets. Third, in practice it is difficult to confine the capital
gains tax to only gains tax to only realreal rather than  rather than inflationaryinflationary gains, and it is inefficient gains, and it is inefficient
as  well  as  horizontally  inequitable  to  tax  inflationary  gains.  Fourth,as  well  as  horizontally  inequitable  to  tax  inflationary  gains.  Fourth,
capital gains do not generally yield much revenue.capital gains do not generally yield much revenue.

As  against  the  preceding  reasons,  the  principal  overriding  reason  forAs  against  the  preceding  reasons,  the  principal  overriding  reason  for
their taxation and the justification for the recommendation made below istheir taxation and the justification for the recommendation made below is
that  if  capital  gains are not  taxed,  they could constitute a convenientthat  if  capital  gains are not  taxed,  they could constitute a convenient
shelter for other forms of taxation. It is interesting to note the response inshelter for other forms of taxation. It is interesting to note the response in
OECD countries, where “there has undoubtedly been in recent years aOECD countries, where “there has undoubtedly been in recent years a
one-way move in OECD countries to both adapting capital gains taxes ifone-way move in OECD countries to both adapting capital gains taxes if
they  previously  did  not  exist  or  extending their  scope if  they did.”  they  previously  did  not  exist  or  extending their  scope if  they did.”  11//
Some countries levy a separate tax on capital gains (e.g. Italy, the U.K),Some countries levy a separate tax on capital gains (e.g. Italy, the U.K),
while some others tax them within the income tax (e.g. France, Japan, thewhile some others tax them within the income tax (e.g. France, Japan, the
U.S.). Another reason for taxing capital gains is that they increase one’sU.S.). Another reason for taxing capital gains is that they increase one’s
ability to pay. It is, therefore, argued that they should be taxed on bothability to pay. It is, therefore, argued that they should be taxed on both
vertical  and horizontal  equity  grounds.  Some have argued in  favor  ofvertical  and horizontal  equity  grounds.  Some have argued in  favor  of
capital gains taxation on the grounds that these gains are often windfall,capital gains taxation on the grounds that these gains are often windfall,
unearned manna. In certain countries (e.g. Canada, Spain), capital gainsunearned manna. In certain countries (e.g. Canada, Spain), capital gains
are deemed realized at  death and taxed accordingly  in an attempt toare deemed realized at  death and taxed accordingly  in an attempt to
impede the intergenerational transmission of income inequalities. impede the intergenerational transmission of income inequalities. 

But these appear to be relatively weak arguments. In the mission’s view,But these appear to be relatively weak arguments. In the mission’s view,
the  most  compelling  argument  for  taxing  capital  gains  is  that  “itthe  most  compelling  argument  for  taxing  capital  gains  is  that  “it
reinforces and protects income tax yields. While it is probable that capitalreinforces and protects income tax yields. While it is probable that capital
gains taxes raise very little revenue (and most countries are unable togains taxes raise very little revenue (and most countries are unable to
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estimate how much revenue they do raise because they generally formestimate how much revenue they do raise because they generally form
part of the personal income tax), it is probable that taxing them helps topart of the personal income tax), it is probable that taxing them helps to
protect the yield of the much more important income tax, since there areprotect the yield of the much more important income tax, since there are
many tax avoidance devices for transforming taxable income in to lessmany tax avoidance devices for transforming taxable income in to less
highly taxed to untaxed capital gains.”highly taxed to untaxed capital gains.”11/  /  

Although  the  arguments  reviewed  above  have  been  generated  in  theAlthough  the  arguments  reviewed  above  have  been  generated  in  the
context of the OECD countries,  they are quite general and apply withcontext of the OECD countries,  they are quite general and apply with
perhaps even greater force to developing countries to the extent they relyperhaps even greater force to developing countries to the extent they rely
relatively more on the business profits tax.relatively more on the business profits tax.

Present Ethiopian Practice and its Reform      Present Ethiopian Practice and its Reform      
Current law in Ethiopia does not explicitly refer to capital gains, but byCurrent law in Ethiopia does not explicitly refer to capital gains, but by
interpretation of the business profit (income) tax law, capital gains areinterpretation of the business profit (income) tax law, capital gains are
viewed  as  ordinary  profits  and  taxed  accordingly.  The  mission  wasviewed  as  ordinary  profits  and  taxed  accordingly.  The  mission  was
informed  that  in  practice,  this  interpretation  is  applied  only  toinformed  that  in  practice,  this  interpretation  is  applied  only  to
corporations,  who  are  required  to  submit  detailed  audited  books  ofcorporations,  who  are  required  to  submit  detailed  audited  books  of
account  as  a  consequence  of  which  capital  assets  would  be  listed.account  as  a  consequence  of  which  capital  assets  would  be  listed.
However, other businesses are not required to maintain detailed books ofHowever, other businesses are not required to maintain detailed books of
account and are thereby effectively exempted from the capital gains tax,account and are thereby effectively exempted from the capital gains tax,
even though there is absolutely no legal distinction in the definition ofeven though there is absolutely no legal distinction in the definition of
taxable  income between the  incorporated  and  unincorporated  sectors.taxable  income between the  incorporated  and  unincorporated  sectors.
The mission also found that in practice, the capital gains tax levied onlyThe mission also found that in practice, the capital gains tax levied only
on physical assets, mostly because there were practically no other assetson physical assets, mostly because there were practically no other assets
(for instance, corporations do not hold shares in subsidiaries).(for instance, corporations do not hold shares in subsidiaries).

How  should  capital  gains  realized  by  businesses  be  treated?  As  wasHow  should  capital  gains  realized  by  businesses  be  treated?  As  was
already  mentioned,  the  mission  does  not  believe  that  exempting  suchalready  mentioned,  the  mission  does  not  believe  that  exempting  such
gains would be advisable. Such an exemption carries the danger that agains would be advisable. Such an exemption carries the danger that a
firm could shelter any profits obtained from its ordinary operations by,firm could shelter any profits obtained from its ordinary operations by,
say, borrowing funds up to the point where the deductible interest costssay, borrowing funds up to the point where the deductible interest costs
equal its profits so that the profits are removed from taxable income, andequal its profits so that the profits are removed from taxable income, and
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investing the proceeds of the borrowing in assets that appreciate. Such ainvesting the proceeds of the borrowing in assets that appreciate. Such a
transaction would convert taxable profits in to nontaxable gains and istransaction would convert taxable profits in to nontaxable gains and is
likely to be widely utilized.likely to be widely utilized.

Capital  gains  enjoyed  by  businesses  should,  therefore,  be  taxed  as  isCapital  gains  enjoyed  by  businesses  should,  therefore,  be  taxed  as  is
implicitly  done at  present,  but  should it  only be restricted to physicalimplicitly  done at  present,  but  should it  only be restricted to physical
assets?  The  danger  here  is  that  in  the  future,  with  better  developedassets?  The  danger  here  is  that  in  the  future,  with  better  developed
company structures and financial instruments, it would become possiblecompany structures and financial instruments, it would become possible
for  firms to  avoid  the  capital  gains  tax  on  physical  assets  by  holdingfor  firms to  avoid  the  capital  gains  tax  on  physical  assets  by  holding
financial claims on such assets, rather that the financial claims on such assets, rather that the 

Steps  should  be  taken  to  reduce  the  present  discrimination  againstSteps  should  be  taken  to  reduce  the  present  discrimination  against
incorporated  businesses,  by  requiring  that  unincorporated  firms  alsoincorporated  businesses,  by  requiring  that  unincorporated  firms  also
submit proper books of account. With capital gains of businesses taxable,submit proper books of account. With capital gains of businesses taxable,
realizedrealized capital losses should, in principle, be deductible from taxable capital losses should, in principle, be deductible from taxable
income, which they are not at present. However, this raises a practicalincome, which they are not at present. However, this raises a practical
issue of whether to allow deduction of capital losses against any kind ofissue of whether to allow deduction of capital losses against any kind of
income or only against capital gains and other forms of capital income. Inincome or only against capital gains and other forms of capital income. In
the mission’s  view,  the  authorities  would  be  well  advised to  limit  thethe mission’s  view,  the  authorities  would  be  well  advised to  limit  the
capital losses offset to capital gains and other capital income so as tocapital losses offset to capital gains and other capital income so as to
contain  recourse  to  various  tax-avoidance  schemes.  Businesses  shouldcontain  recourse  to  various  tax-avoidance  schemes.  Businesses  should
also, in principle, be allowed to carry forward losses (current or capital),also, in principle, be allowed to carry forward losses (current or capital),
but, again for practical revenue considerations, the carry-forward shouldbut, again for practical revenue considerations, the carry-forward should
be limited to a certain number of years, say, five.be limited to a certain number of years, say, five.

As regards individuals, the mission believes that under current conditionsAs regards individuals, the mission believes that under current conditions
in Ethiopia, requiring individuals to file detailed tax returns listing theirin Ethiopia, requiring individuals to file detailed tax returns listing their
assets is administratively impossible. Further more, taxing capital gainsassets is administratively impossible. Further more, taxing capital gains
for individuals would undoubtedly require allowing interest deductibilityfor individuals would undoubtedly require allowing interest deductibility
when  the  loan  proceeds  are  used  for  investment—another  hurdle  towhen  the  loan  proceeds  are  used  for  investment—another  hurdle  to
burden tax administration. It would, thus, seem inevitable that individualsburden tax administration. It would, thus, seem inevitable that individuals
should  in  general,  and up  to  a  high  threshold  of,  say,  Br  10,000 pershould  in  general,  and up  to  a  high  threshold  of,  say,  Br  10,000 per
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transaction, be exempted from the payment of capital gains taxes excepttransaction, be exempted from the payment of capital gains taxes except
in selective cases. One such case would be where the individual owns ain selective cases. One such case would be where the individual owns a
major  share  hold  in  exceeding  a  predetermined  threshold  level,  in  amajor  share  hold  in  exceeding  a  predetermined  threshold  level,  in  a
corporation. (Whenever dividends are paid on the shares, they would becorporation. (Whenever dividends are paid on the shares, they would be
subject to the present final 10 percent withholding tax). Should such ansubject to the present final 10 percent withholding tax). Should such an
individual  choose  to  sell  his  holdings,  a  capital  gains  tax  would  beindividual  choose  to  sell  his  holdings,  a  capital  gains  tax  would  be
administratively easy to impose.  Another prominent case concerns theadministratively easy to impose.  Another prominent case concerns the
gains  from  the  disposal  of  properties  such  as  dwelling  and  officegains  from  the  disposal  of  properties  such  as  dwelling  and  office
buildings. Given that mortgage interest expenses are not deductible, abuildings. Given that mortgage interest expenses are not deductible, a
condition that should be retained so as not to unduly divert scarce capitalcondition that should be retained so as not to unduly divert scarce capital
from productive uses, it would not be appropriate to tax capital gains onfrom productive uses, it would not be appropriate to tax capital gains on
owner-occupied houses. This practice of exempting capital gain on owner-owner-occupied houses. This practice of exempting capital gain on owner-
occupied  dwellings  is  followed  in  many  countries.  (Rather  than  anoccupied  dwellings  is  followed  in  many  countries.  (Rather  than  an
outright exemption, some countries, the gains are exempted up to someoutright exemption, some countries, the gains are exempted up to some
limit, while in others, the exemption is conditional to using the proceedslimit, while in others, the exemption is conditional to using the proceeds
of the sale to purchase another house). However, gains realized on theof the sale to purchase another house). However, gains realized on the
sale of second or more buildings held should be subject to the capitalsale of second or more buildings held should be subject to the capital
gains  tax.  The  practice  of  confining  the  capital  gains  tax  only  togains  tax.  The  practice  of  confining  the  capital  gains  tax  only  to
businesses (whether or not incorporated),  but exempting individuals isbusinesses (whether or not incorporated),  but exempting individuals is
shared by many other countries.shared by many other countries.

An  important  issue,  with  substantial  implications  for  the  taxation  ofAn  important  issue,  with  substantial  implications  for  the  taxation  of
income from capital and business profits, in general, and capital gains, inincome from capital and business profits, in general, and capital gains, in
particular, concerns inflation. The latter distorts the true, real income ofparticular, concerns inflation. The latter distorts the true, real income of
businesses in many ways. Interest earned, which in nominal terms willbusinesses in many ways. Interest earned, which in nominal terms will
usually be higher by the extent of inflation, overstates the real income ofusually be higher by the extent of inflation, overstates the real income of
a business; interest paid understates it; capital gain overstates it; creditsa business; interest paid understates it; capital gain overstates it; credits
by suppliers understates it; credits to customers overstates it; and so on.by suppliers understates it; credits to customers overstates it; and so on.
Partial adjustments to taxable incomes (for instance, excluding inflationPartial adjustments to taxable incomes (for instance, excluding inflation
at  capital  gains  or  inflationary  interest  received from taxable  income)at  capital  gains  or  inflationary  interest  received from taxable  income)
have  proved  in  other  countries  be  largely  a  failure,  both  from  anhave  proved  in  other  countries  be  largely  a  failure,  both  from  an
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economic efficiency and administrative points of  view.  Full  indexation,economic efficiency and administrative points of  view.  Full  indexation,
item by item, of the financial statements is inappropriate and generallyitem by item, of the financial statements is inappropriate and generally
infeasible,  even  for  corporations,  let  alone  unincorporated  businesses.infeasible,  even  for  corporations,  let  alone  unincorporated  businesses.
Besides,  given the current rate of inflation in Ethiopia, there does notBesides,  given the current rate of inflation in Ethiopia, there does not
seem a compelling need for drastic measures.seem a compelling need for drastic measures.

The mission, therefore, recommends as the first-best relief for businessThe mission, therefore, recommends as the first-best relief for business
from inflation in Ethiopia  is  for  tax  rates  on profits  to lower for bothfrom inflation in Ethiopia  is  for  tax  rates  on profits  to lower for both
incorporated and unincorporated business.  Another,  but  less preferredincorporated and unincorporated business.  Another,  but  less preferred
solution, is to accelerate depreciation, so as to mitigate the historic costsolution, is to accelerate depreciation, so as to mitigate the historic cost
effect on depreciation allowances of inflation lowering them in real terms.effect on depreciation allowances of inflation lowering them in real terms.
Given the  relatively  low recent  rate  of  inflation  in  Ethiopia  (about  10Given the  relatively  low recent  rate  of  inflation  in  Ethiopia  (about  10
percent per year), the acceleration needed is not drastic. For instance,percent per year), the acceleration needed is not drastic. For instance,
shortening the life of an asset for depreciation purposes by an average ofshortening the life of an asset for depreciation purposes by an average of
25 percent to 50 percent may suffice. The acceleration of depreciation25 percent to 50 percent may suffice. The acceleration of depreciation
could be either stated in the law on a permanent basis or provided on ancould be either stated in the law on a permanent basis or provided on an
ad hoc basis when inflation is higher than usual. In the latter case, thead hoc basis when inflation is higher than usual. In the latter case, the
acceleration should apply to the remaining life (for depreciation) of allacceleration should apply to the remaining life (for depreciation) of all
assets purchased before the acceleration was announced. This solution ofassets purchased before the acceleration was announced. This solution of
accelerated depreciation is second best in the mission’s view, because itaccelerated depreciation is second best in the mission’s view, because it
has  the  possible  disadvantage  of  artificially  promoting  investments.has  the  possible  disadvantage  of  artificially  promoting  investments.
Another, not mutually exclusive, solution is to readjust on a one-shot basisAnother, not mutually exclusive, solution is to readjust on a one-shot basis
the historical cost of depreciable assets in the event of a substantial pricethe historical cost of depreciable assets in the event of a substantial price
shock (e.g., devaluation of the birr), so that the depreciation allowancesshock (e.g., devaluation of the birr), so that the depreciation allowances
would be automatically increased in nominal terms.would be automatically increased in nominal terms.

A method that is employed in some countries to lessen the scope of taxingA method that is employed in some countries to lessen the scope of taxing
inflationary capital gains is to distinguish between long-term capital gainsinflationary capital gains is to distinguish between long-term capital gains
and short-term capital gains. The rationale is that a greater portion of theand short-term capital gains. The rationale is that a greater portion of the
long-term gains is likely to be of an inflationary nature. Hence, a lowerlong-term gains is likely to be of an inflationary nature. Hence, a lower
tax rate or exemption should apply to long-term gains. Even though ittax rate or exemption should apply to long-term gains. Even though it
may be argued real capital gains should not be taxed, but only nominalmay be argued real capital gains should not be taxed, but only nominal
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gains  because interest  earned is  taxed (or,  more importantly,  interestgains  because interest  earned is  taxed (or,  more importantly,  interest
paid  is  deductible)  on  a  nominal  basis,  the  authorities  would  still  bepaid  is  deductible)  on  a  nominal  basis,  the  authorities  would  still  be
advised  to  draw  some  distinction  between  long-term  and  short-termadvised  to  draw  some  distinction  between  long-term  and  short-term
capital gains. However, the spread between the two applicable tax ratescapital gains. However, the spread between the two applicable tax rates
should  not  be  excessive,  otherwise  the  scope  and  incentive  for  tax-should  not  be  excessive,  otherwise  the  scope  and  incentive  for  tax-
avoidance increases.avoidance increases.

Another aspect of inflation is its effect on tax brackets, exemption levels,Another aspect of inflation is its effect on tax brackets, exemption levels,
etc. it is recommended that the authorities examine periodically all theetc. it is recommended that the authorities examine periodically all the
income  and  profit  tax  brackets,  exemption  levels,  the  newlyincome  and  profit  tax  brackets,  exemption  levels,  the  newly
recommended agricultural tax levels, and the recommended agricultural tax levels, and the specificspecific (as opposed to ad (as opposed to ad
valorem) taxes and excises, adjusting them in accordance to the changevalorem) taxes and excises, adjusting them in accordance to the change
in the purchasing power of the birr.in the purchasing power of the birr.

Urban Land LeasesUrban Land Leases
At present, urban land is owned by the government, which assesses andAt present, urban land is owned by the government, which assesses and
collects annual land use fees (essentially equivalent to property taxes). collects annual land use fees (essentially equivalent to property taxes). 11//
The  authorities  believe  that  the  revenues  so  collected  seriously  lagThe  authorities  believe  that  the  revenues  so  collected  seriously  lag
behind the increased needs for (a) building infrastructure; (b) providingbehind the increased needs for (a) building infrastructure; (b) providing
social services to urban dwellers; and (c) building dwelling houses for lowsocial services to urban dwellers; and (c) building dwelling houses for low
income groups. Maintaining that “the present system of landholding andincome groups. Maintaining that “the present system of landholding and
utilization”  makes  it  “difficult  to  control  discriminatory  treatment  ofutilization”  makes  it  “difficult  to  control  discriminatory  treatment  of
applicants  and  corruption,”  a  new  Urban  Lands  Lease  Holdingapplicants  and  corruption,”  a  new  Urban  Lands  Lease  Holding
Proclamation  (No.  80.1993)  was  enacted  on  December  23,1993.  TheProclamation  (No.  80.1993)  was  enacted  on  December  23,1993.  The
Proclamation recognizes that “for the economy of urban centers to grow,”Proclamation recognizes that “for the economy of urban centers to grow,”
it is essential that real estate developers “have land tenure terms longit is essential that real estate developers “have land tenure terms long
enough to enable them to plan their activities in advance, to recover theirenough to enable them to plan their activities in advance, to recover their
capital expenditure, and to enjoy secure land holdings.” But at the samecapital expenditure, and to enjoy secure land holdings.” But at the same
time, the Proclamation asserts that “the need to promote the economictime, the Proclamation asserts that “the need to promote the economic
development of urban centers necessitates the control of appropriation ofdevelopment of urban centers necessitates the control of appropriation of
unjustified gains realized during the transfer of the right to use urbanunjustified gains realized during the transfer of the right to use urban
land whose value has appreciated.”land whose value has appreciated.”
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The Proclamation provides that leases will be granted for a period of upThe Proclamation provides that leases will be granted for a period of up
to: 99 years for urban land allotted for dwelling houses for private use;to: 99 years for urban land allotted for dwelling houses for private use;
from 60 to 99 years (depending on certain characteristics of the urbanfrom 60 to 99 years (depending on certain characteristics of the urban
center) for rental dwellings; from 60 to 95 years for industrial use; fromcenter) for rental dwellings; from 60 to 95 years for industrial use; from
90 to  99 years  for  education,  science,  technology,  culture,  health and90 to  99 years  for  education,  science,  technology,  culture,  health and
sports uses; and from 50 to 90 years for other use. To avoid speculativesports uses; and from 50 to 90 years for other use. To avoid speculative
leasing, the Proclamation requires anyone who has been granted a landleasing, the Proclamation requires anyone who has been granted a land
lease to start utilizing the land within a fixed time limit. lease to start utilizing the land within a fixed time limit. 

Rents are to be determined by public tendering but not below minimumRents are to be determined by public tendering but not below minimum
levels  determined  by  town  officials.  These  minima  should  take  in  tolevels  determined  by  town  officials.  These  minima  should  take  in  to
accounts certain characteristics of the urban center (e.g. zoning), and theaccounts certain characteristics of the urban center (e.g. zoning), and the
purpose  for  which  the  particular  piece  of  land  is  to  be  used.  Somepurpose  for  which  the  particular  piece  of  land  is  to  be  used.  Some
percentage, yet to be decided, of the rents for the whole duration of thepercentage, yet to be decided, of the rents for the whole duration of the
lease are payable up front. The Proclamation specifies that “each townlease are payable up front. The Proclamation specifies that “each town
administration shall use at least 90 percent of the revenue collected fromadministration shall use at least 90 percent of the revenue collected from
land lease… for building urban infrastructure and for the constructionland lease… for building urban infrastructure and for the construction
and expansion of low cost houses”. The Proclamation also specifies thatand expansion of low cost houses”. The Proclamation also specifies that
when the lease expires, the lessee has the right to renew the lease at awhen the lease expires, the lessee has the right to renew the lease at a
rent which will be determined by the town administration in accordancerent which will be determined by the town administration in accordance
with the then going rates. If he does agree to pay this rent and renew thewith the then going rates. If he does agree to pay this rent and renew the
lease,  the  land  goes  back  to  the  Government  and  he  is  entitled  tolease,  the  land  goes  back  to  the  Government  and  he  is  entitled  to
appropriate compensation for the property on the land.appropriate compensation for the property on the land.

Another  provision  of  the  Proclamation  regulates  the  conditions  underAnother  provision  of  the  Proclamation  regulates  the  conditions  under
which a holder of a land lease can transfer his rights to another person.which a holder of a land lease can transfer his rights to another person.
The  Proclamation  forbids  the  holder  from  collecting  for  the  transferThe  Proclamation  forbids  the  holder  from  collecting  for  the  transfer
“income which is higher than the rent of land he paid”; and, if he does he“income which is higher than the rent of land he paid”; and, if he does he
is obliged to pay the difference to the town administration. In effect, thisis obliged to pay the difference to the town administration. In effect, this
amounts to a 100 percent capital gains tax.amounts to a 100 percent capital gains tax.
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In the mission’s view, this Proclamation is an important step towards aIn the mission’s view, this Proclamation is an important step towards a
market-oriented urban development. Nevertheless, in its present version,market-oriented urban development. Nevertheless, in its present version,
the new land lease system suffers from some serious flaws that need to bethe new land lease system suffers from some serious flaws that need to be
corrected for the following reasons: (a) some difficulty arises with respectcorrected for the following reasons: (a) some difficulty arises with respect
to  the  duration  of  the  land  lease,  which  even  though  quite  long  isto  the  duration  of  the  land  lease,  which  even  though  quite  long  is
nonetheless still limited. A dollar to be received one hundred years fromnonetheless still limited. A dollar to be received one hundred years from
now is worth less today than six cents at an annual real rate of interest ofnow is worth less today than six cents at an annual real rate of interest of
3 percent and less than one-tenth of one cent at a 5 percent real interest3 percent and less than one-tenth of one cent at a 5 percent real interest
rate. Therefore, for a person contemplating leasing a piece of land forrate. Therefore, for a person contemplating leasing a piece of land for
urban development, the 99-year lease duration does not really constituteurban development, the 99-year lease duration does not really constitute
a meaningful obstacle. However, future improvements of the land and thea meaningful obstacle. However, future improvements of the land and the
property on it will be seriously hampered; (b) the determination of theproperty on it will be seriously hampered; (b) the determination of the
new  rent  at  the  time  of  expiration  of  the  existing  lease  and  thenew  rent  at  the  time  of  expiration  of  the  existing  lease  and  the
appropriate compensation for any existing property on the land in caseappropriate compensation for any existing property on the land in case
the  lease  is  not  renewed are  both  extremely  unpleasant  bureaucraticthe  lease  is  not  renewed are  both  extremely  unpleasant  bureaucratic
hurdles that should be avoided; and (c) in the mission’s view, a systemhurdles that should be avoided; and (c) in the mission’s view, a system
that taxes capital gains up on the transfer of land at a rate of 100 percentthat taxes capital gains up on the transfer of land at a rate of 100 percent
is  economically  unsound  and  administratively  unenforceable.  Furtheris  economically  unsound  and  administratively  unenforceable.  Further
more,  in  the  most  likely  event  of  a  transfer  of  a  plot  of  land  with  amore,  in  the  most  likely  event  of  a  transfer  of  a  plot  of  land  with  a
structure built on it, a meaningful distinction between the price paid forstructure built on it, a meaningful distinction between the price paid for
the land and the price paid for the property would not be possible.the land and the price paid for the property would not be possible.

The mission, therefore, recommends that leases be granted in perpetuityThe mission, therefore, recommends that leases be granted in perpetuity
to not erode incentives for land development and improvement, and toto not erode incentives for land development and improvement, and to
avoid the unnecessary process of administering renewal rental rates, oravoid the unnecessary process of administering renewal rental rates, or
assessing appropriate compensation for property if the land lease is notassessing appropriate compensation for property if the land lease is not
renewed.  The mission also  recommends  renewed.  The mission also  recommends  freefree transfers  of  land leases, transfers  of  land leases,
together  with  any  property  established  on  the  land,  with  the  laws  oftogether  with  any  property  established  on  the  land,  with  the  laws  of
supply and demand determining the prices (either for the land or for thesupply and demand determining the prices (either for the land or for the
land together with the property on it, as the case may be). The majorland together with the property on it, as the case may be). The major
objectives of the Proclamation regarding revenue can be achieved in anobjectives of the Proclamation regarding revenue can be achieved in an
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economically and administratively superior way by (a) taxing capital gainseconomically and administratively superior way by (a) taxing capital gains
from  such  lease  transfers  with  the  revenue  accruing  to  the  townfrom  such  lease  transfers  with  the  revenue  accruing  to  the  town
administration (however, capital gains on owner-occupied houses shouldadministration (however, capital gains on owner-occupied houses should
be exempted from tax as noted earlier); and (b) encouraging the townbe exempted from tax as noted earlier); and (b) encouraging the town
administration to revise the present property taxes so that increases inadministration to revise the present property taxes so that increases in
property values are reflected in property tax assessments on an annualproperty values are reflected in property tax assessments on an annual
basis,  which is  the  proper  vehicle  for  capturing on a  recurrent  basis,basis,  which is  the  proper  vehicle  for  capturing on a  recurrent  basis,
accrued increase in property values.accrued increase in property values.

Rental Income                     Rental Income                     
Proclamation No. 62/1993, dated July 30,1993, calls for a preferential taxProclamation No. 62/1993, dated July 30,1993, calls for a preferential tax
treatment  of  rental  income.  It  allows  for  rental  income  to  be  taxedtreatment  of  rental  income.  It  allows  for  rental  income  to  be  taxed
separately  from other  incomes,  and at  generally  lower rates,  both forseparately  from other  incomes,  and at  generally  lower rates,  both for
incorporated  and  unincorporated  businesses.  Rental  incomes  ofincorporated  and  unincorporated  businesses.  Rental  incomes  of
corporations are taxed at a reduced rate of 35 percent, compared to ancorporations are taxed at a reduced rate of 35 percent, compared to an
ordinary rate of 50 percent. Unincorporated businesses and individualsordinary rate of 50 percent. Unincorporated businesses and individuals
can earn up to Br 1,200 a year in rental income tax-free and then pay at acan earn up to Br 1,200 a year in rental income tax-free and then pay at a
graduated rate, starting at 10 percent and reaching 45 percent for rentalgraduated rate, starting at 10 percent and reaching 45 percent for rental
income in excess of Br 50,000 per annum, irrespective of how much otherincome in excess of Br 50,000 per annum, irrespective of how much other
incomes  they  earn.  In  addition,  individuals  and  unincorporatedincomes  they  earn.  In  addition,  individuals  and  unincorporated
businesses who do not maintain books of account may claim generous,businesses who do not maintain books of account may claim generous,
non itemized allowances (20 percent of gross income) for depreciation,non itemized allowances (20 percent of gross income) for depreciation,
repairs, and maintenance.repairs, and maintenance.

The  need  to  promote  a  rental  market  for  residential,  commercial,The  need  to  promote  a  rental  market  for  residential,  commercial,
industrial  or  other  structures,  not  withstanding,  the  mission  cannotindustrial  or  other  structures,  not  withstanding,  the  mission  cannot
endorse  such  a  preferential  tax  treatment  of  rental  incomes.  This  isendorse  such  a  preferential  tax  treatment  of  rental  incomes.  This  is
because  it  distorts  the  allocation  of  new  investments.  Capital  is  notbecause  it  distorts  the  allocation  of  new  investments.  Capital  is  not
directed to its most efficient uses, but would be attracted to buildingsdirected to its most efficient uses, but would be attracted to buildings
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from other,  presumably,  more  efficient  channels.  Such differential  taxfrom other,  presumably,  more  efficient  channels.  Such differential  tax
treatment of rental income also opens a wide door for tax avoidance bytreatment of rental income also opens a wide door for tax avoidance by
rearranging  incomes  and  expenses.  For  instance,  it  will  always  payrearranging  incomes  and  expenses.  For  instance,  it  will  always  pay
corporations to shift their debt from rental activity to other activities incorporations to shift their debt from rental activity to other activities in
order to benefit from a higher tax rate (50 percent instead of 35 percent)order to benefit from a higher tax rate (50 percent instead of 35 percent)
on the deductibility of the interest on debt.on the deductibility of the interest on debt.

The principal recommendation of the mission is to combine rental incomeThe principal recommendation of the mission is to combine rental income
with ordinary income and subject the combined taxable income to eitherwith ordinary income and subject the combined taxable income to either
the corporate tax rate or the unincorporated business profit tax schedule,the corporate tax rate or the unincorporated business profit tax schedule,
as the case may be.as the case may be.

1.9 1.9 EXPENDITURE TAXEXPENDITURE TAX

FormsForms

Conceptually,  expenditure  tax  may  be  formulated  in  three  alternativeConceptually,  expenditure  tax  may  be  formulated  in  three  alternative
forms, namely, those of (I) commodity taxation (ii) personal consumptionforms, namely, those of (I) commodity taxation (ii) personal consumption
expenditure taxation, and (iii) as a base for corporate taxation.expenditure taxation, and (iii) as a base for corporate taxation.

Of  these  three  forms,  the  most  widely  used  forms  is  the  commodityOf  these  three  forms,  the  most  widely  used  forms  is  the  commodity
taxation and covers excise duties, sales tax, turnover tax, value add tax,taxation and covers excise duties, sales tax, turnover tax, value add tax,
etc. These taxes are expected to be finally paid by the consumers. But thisetc. These taxes are expected to be finally paid by the consumers. But this
conventional form of commodity taxation is not likely to become a full-conventional form of commodity taxation is not likely to become a full-
fledged expenditure tax because of two reasons. Firstly, in this case allfledged expenditure tax because of two reasons. Firstly, in this case all
expenditure is not taxed and the tax liability is not linked to the amount ofexpenditure is not taxed and the tax liability is not linked to the amount of
expenditure  but  to  the  types  of  expenditure.  Moreover,  the  rates  ofexpenditure  but  to  the  types  of  expenditure.  Moreover,  the  rates  of
taxation for different types expenditure here can differ from each other,taxation for different types expenditure here can differ from each other,
such as there being different rates of excise duty or sales tax on differentsuch as there being different rates of excise duty or sales tax on different
items.  It  may  be  additionally  recalled  that  commodity  taxes  may  beitems.  It  may  be  additionally  recalled  that  commodity  taxes  may  be
specific for some items but ad valorem in the case of others which furtherspecific for some items but ad valorem in the case of others which further
curtails  their  collective  quality  of  being  an  expenditure  taxes  wouldcurtails  their  collective  quality  of  being  an  expenditure  taxes  would
always be fully on the consumers. It may not be so.always be fully on the consumers. It may not be so.
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In any case, commodity taxation has the demerit of feeding inequalities.In any case, commodity taxation has the demerit of feeding inequalities.
Though it is not an inherent feature of commodity taxes to be regressive,Though it is not an inherent feature of commodity taxes to be regressive,
they  tend  to  be  so  all  the  time.  The  authorities  often  choose  to  taxthey  tend  to  be  so  all  the  time.  The  authorities  often  choose  to  tax
necessities because, being highly inelastic in demand, they are likely tonecessities because, being highly inelastic in demand, they are likely to
yield more revenue.yield more revenue.

Taxing companies on the basis of their expenditure whether total or onlyTaxing companies on the basis of their expenditure whether total or only
selected component is like taxing their output. Therefore like commodityselected component is like taxing their output. Therefore like commodity
taxation. It also is an incomplete and indirect substitute of taxation oftaxation. It also is an incomplete and indirect substitute of taxation of
personal  consumption  expenditure.  Apart  from  its  other  merits  andpersonal  consumption  expenditure.  Apart  from  its  other  merits  and
demerits, this tax is inflationary in its impact. And for that reason it isdemerits, this tax is inflationary in its impact. And for that reason it is
regressive and inequitable.regressive and inequitable.

Personal expenditure tax however, has been a more favorite subject forPersonal expenditure tax however, has been a more favorite subject for
discussion with the theoreticians and other thinkers. It has often beendiscussion with the theoreticians and other thinkers. It has often been
viewed as an alternative to taxation of income .It was considered superiorviewed as an alternative to taxation of income .It was considered superior
to income tax in a number of ways. J.S Mill considered it a perfect andto income tax in a number of ways. J.S Mill considered it a perfect and
equitable tax, especially because savings are exempted under it. It wasequitable tax, especially because savings are exempted under it. It was
out  forth  as  an  ideal  tax  by  Alfred  Marshall.  Personal  expenditure  isout  forth  as  an  ideal  tax  by  Alfred  Marshall.  Personal  expenditure  is
considered as on of the indices of ability to pay and therefore a suitableconsidered as on of the indices of ability to pay and therefore a suitable
base  for  determining the  tax  liability.  In  underdeveloped  countries,  itbase  for  determining the  tax  liability.  In  underdeveloped  countries,  it
claims its worthwhile ness by providing an encouragement to savings andclaims its worthwhile ness by providing an encouragement to savings and
investments Meade report  maintains that  income tax adversely  affectsinvestments Meade report  maintains that  income tax adversely  affects
incentives to work earn and save. It works against growth and spells aincentives to work earn and save. It works against growth and spells a
poverty trap. Other advocates of expenditure taxation include N.kaldor,poverty trap. Other advocates of expenditure taxation include N.kaldor,
Richard Goode, and Raja J.Chelliah, etcRichard Goode, and Raja J.Chelliah, etc

Case for personal Consumption Expenditure TaxCase for personal Consumption Expenditure Tax
The case for personal consumption expenditure tax rests primarily on itsThe case for personal consumption expenditure tax rests primarily on its
superiority  over  income  tax.  Accordingly  arguments  in  its  favor  aresuperiority  over  income  tax.  Accordingly  arguments  in  its  favor  are
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derived from the drawbacks of income tax, the false arguments in favor ofderived from the drawbacks of income tax, the false arguments in favor of
income tax and merits of consumption expenditure tax itself.income tax and merits of consumption expenditure tax itself.

The first set of arguments in favor of expenditure tax is derived from theThe first set of arguments in favor of expenditure tax is derived from the
deficiencies  of  income  tax  itself.  Essentially,  income  tax  penalizes  andeficiencies  of  income  tax  itself.  Essentially,  income  tax  penalizes  an
earning  effort.  It  is  a  kind  of  double  taxation.  It  first  taxes  the  totalearning  effort.  It  is  a  kind  of  double  taxation.  It  first  taxes  the  total
income including the saved portion and then reduces the compensationincome including the saved portion and then reduces the compensation
for postponing current consumption by taxing the earnings on savings.for postponing current consumption by taxing the earnings on savings.
Additionally,  income tax  extends  to  capital  gains  and  wealth,  therebyAdditionally,  income tax  extends  to  capital  gains  and  wealth,  thereby
further penalizing those who save and invest. In other words, income taxfurther penalizing those who save and invest. In other words, income tax
works against thrift and capital accumulation. Over time, those peopleworks against thrift and capital accumulation. Over time, those people
who have a higher propensity to save are able to add to their income (aswho have a higher propensity to save are able to add to their income (as
compared with those who spend) get taxed for that. It, therefore, spells acompared with those who spend) get taxed for that. It, therefore, spells a
'poverty trap' for an underdeveloped country like Ethiopia Kaldor argued'poverty trap' for an underdeveloped country like Ethiopia Kaldor argued
that a progressive income tax is a greater disincentive to work than athat a progressive income tax is a greater disincentive to work than a
proportional  one,  because  the  tax  liability  increase  more  thanproportional  one,  because  the  tax  liability  increase  more  than
proportionately with an increase in income.proportionately with an increase in income.

Expenditure  tax,  on  the  other  hand,  is  growth  oriented.  It  taxes  anExpenditure  tax,  on  the  other  hand,  is  growth  oriented.  It  taxes  an
activity which drains resources from the common national pool (by way ofactivity which drains resources from the common national pool (by way of
consumption expenditure) moreover instead it relies upon an individual'sconsumption expenditure) moreover instead it relies upon an individual's
decision to spend as an indicator of his capacity to spend .It  helps indecision to spend as an indicator of his capacity to spend .It  helps in
controlling  inflation  without  curbing  growth,  because  it  works  oncontrolling  inflation  without  curbing  growth,  because  it  works  on
consumption  demand  and  dampens  prices.  Saving  and  investmentconsumption  demand  and  dampens  prices.  Saving  and  investment
activities  however,  are  not  discouraged  by  this  tax.  Rather,  they  areactivities  however,  are  not  discouraged  by  this  tax.  Rather,  they  are
stimulated on account of a reduction in tax liability in the event of savingstimulated on account of a reduction in tax liability in the event of saving
and non-taxation of profitand non-taxation of profit

A case for expenditure tax can also be argued by refuting some of theA case for expenditure tax can also be argued by refuting some of the
advantages attributed to income tax. Thus it is claimed that income tax isadvantages attributed to income tax. Thus it is claimed that income tax is
usually progressive and based upon ability to pay. We can add that abilityusually progressive and based upon ability to pay. We can add that ability
to pay is not always equal to the amount of income of the taxpayer.  Theto pay is not always equal to the amount of income of the taxpayer.  The
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needs of  different individuals and families very.  Their spending powerneeds of  different individuals and families very.  Their spending power
also varies with the source of income and its regularity, the chances ofalso varies with the source of income and its regularity, the chances of
earning a similar income in future and so on.earning a similar income in future and so on.
Another argument in favor of income tax is that it cannot be shifted. TthisAnother argument in favor of income tax is that it cannot be shifted. Tthis
is not necessarily so. In the case of very incomes, a tax is likely to curtailis not necessarily so. In the case of very incomes, a tax is likely to curtail
the relevant supply of labor and cause an upward revision in the wagethe relevant supply of labor and cause an upward revision in the wage
rates. Similarly, in case of higher incomes, work effort may be substitutedrates. Similarly, in case of higher incomes, work effort may be substituted
by leisure.by leisure.

Expenditure tax can also be argued for on the basis of its own merits,Expenditure tax can also be argued for on the basis of its own merits,
independent  of  the  drawbacks  of  income  tax.  It  avoids  the  difficultindependent  of  the  drawbacks  of  income  tax.  It  avoids  the  difficult
problems a bunching of capital gains and double taxation of savings. It isproblems a bunching of capital gains and double taxation of savings. It is
considered a superior index of ability to pay than income. Its rates can beconsidered a superior index of ability to pay than income. Its rates can be
made sufficiently progressive to meet the criterion of equity While incomemade sufficiently progressive to meet the criterion of equity While income
tax falls more heavily on those with irregular incomes (on account of slabtax falls more heavily on those with irregular incomes (on account of slab
rate system) expenditure tax can avoid problem.rate system) expenditure tax can avoid problem.

 Hurdles Hurdles
However, the case for taxation of personal consumption expenditure getsHowever, the case for taxation of personal consumption expenditure gets
weakened on account of several conceptual and administrative problems.weakened on account of several conceptual and administrative problems.

The foremost conceptual problem is the concept of taxable expenditureThe foremost conceptual problem is the concept of taxable expenditure
itself. Irving Fisher suggested a simple method of estimating it, namely,itself. Irving Fisher suggested a simple method of estimating it, namely,
income earned during the year adjusted for net variation in the wealth ofincome earned during the year adjusted for net variation in the wealth of
the taxpayer. In other words, it is equal to income minus net savings. Thethe taxpayer. In other words, it is equal to income minus net savings. The
net savings are equivalent to the addition to net worth so that borrowingsnet savings are equivalent to the addition to net worth so that borrowings
(which reduce the net worth) reflect on addition to personal consumption(which reduce the net worth) reflect on addition to personal consumption
expenditure while lending means a corresponding reduction in itexpenditure while lending means a corresponding reduction in it

Equally troublesome is the bunching of expenditure on some social andEqually troublesome is the bunching of expenditure on some social and
religious occasions and ceremonies. Should such expenditure be allocatedreligious occasions and ceremonies. Should such expenditure be allocated
to the year in which it is incurred or distributed over some longer period?to the year in which it is incurred or distributed over some longer period?
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Still  another  conceptual  problem relates  to  increasing  prices.  Just  asStill  another  conceptual  problem relates  to  increasing  prices.  Just  as
income tax liability goes up with our increase in only nominal incomes, soincome tax liability goes up with our increase in only nominal incomes, so
in  the  case  with  taxation  of  expenditure  while  the  taxpayer  loses  onin  the  case  with  taxation  of  expenditure  while  the  taxpayer  loses  on
account of reduced value of money, he is subjected to a higher tax, moreaccount of reduced value of money, he is subjected to a higher tax, more
so if it is progressive.so if it is progressive.

Expenditure tax also generates some difficult  administrative problems.Expenditure tax also generates some difficult  administrative problems.
The  tax  authorities  have  to  collect  and  collate  information  on  bothThe  tax  authorities  have  to  collect  and  collate  information  on  both
earnings and savings.earnings and savings.
Business community fears that expenditure taxation causes a recessionBusiness community fears that expenditure taxation causes a recession
by  discouraging  consumption  and  encouraging  savings.  In  specificby  discouraging  consumption  and  encouraging  savings.  In  specific
circumstances this argument can be quite valid.circumstances this argument can be quite valid.

In a country like ours,  we can mention the paucity and inaccuracy ofIn a country like ours,  we can mention the paucity and inaccuracy of
accounts.  We  have  a  very  large  number  of  people  who  are  pettyaccounts.  We  have  a  very  large  number  of  people  who  are  petty
shopkeepers, hawkers, farmers etc. These people either do not maintainshopkeepers, hawkers, farmers etc. These people either do not maintain
any  accounts,  or  would  combine  accounts  of  their  business  andany  accounts,  or  would  combine  accounts  of  their  business  and
households. If we leave out this vast majority, the tax revenue collectionhouseholds. If we leave out this vast majority, the tax revenue collection
would  be  quite  inadequate.  An  effort  to  cover  everybody  would  bewould  be  quite  inadequate.  An  effort  to  cover  everybody  would  be
administratively non-feasible.administratively non-feasible.

A definition of expenditure has to be provided enabling us to distinguishA definition of expenditure has to be provided enabling us to distinguish
consumption expenditure from gifts, charities, donations, transfer etc. Aconsumption expenditure from gifts, charities, donations, transfer etc. A
number  of  personal  consumption  expenditures  may  be  recorded  asnumber  of  personal  consumption  expenditures  may  be  recorded  as
business expenses in order to avoid the tax liabilitybusiness expenses in order to avoid the tax liability

Similarly, there is the intricate problem of durable consumer goods. SuchSimilarly, there is the intricate problem of durable consumer goods. Such
goods are purchased in lumpy units (value wise) but may be consumedgoods are purchased in lumpy units (value wise) but may be consumed
over a number of tax periods. The complication increases when we thinkover a number of tax periods. The complication increases when we think
of the possibilities of capital gains, destruction of some durable goods, orof the possibilities of capital gains, destruction of some durable goods, or
their final junk value.their final junk value.
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An  important  conceptual  problem  can  arise  in  demarcating  betweenAn  important  conceptual  problem  can  arise  in  demarcating  between
consumption  and  investment  expenditure.  Apart  from  investment  inconsumption  and  investment  expenditure.  Apart  from  investment  in
physical and financial assets, it may be for augmenting 'human capital'physical and financial assets, it may be for augmenting 'human capital'
(that  is,  for  enhancing  the  productivity  of  the  persons  involved)  For(that  is,  for  enhancing  the  productivity  of  the  persons  involved)  For
example, individuals do spend on their own education and training as alsoexample, individuals do spend on their own education and training as also
on the education and training of their children. Is this expenditure to beon the education and training of their children. Is this expenditure to be
counted  in  consumption  or  investment?  AS  noted  above,  a  similarcounted  in  consumption  or  investment?  AS  noted  above,  a  similar
situation  arises  in  classifying  many  expenses  between  business  andsituation  arises  in  classifying  many  expenses  between  business  and
personal consumption expenses. If the expenditure tax were progressive,personal consumption expenses. If the expenditure tax were progressive,
there would be an inherent tendency on he part of taxpayers to divide thethere would be an inherent tendency on he part of taxpayers to divide the
family into smaller units to escape its incidence. Further, unless the taxfamily into smaller units to escape its incidence. Further, unless the tax
machinery  of  the  government  is  efficient  enough  to  trace  out  all  themachinery  of  the  government  is  efficient  enough  to  trace  out  all  the
incomes receipts  the  taxpayers  may  be  able  to  spend  a  part  of  theirincomes receipts  the  taxpayers  may  be  able  to  spend  a  part  of  their
incomes without attracting tax liability.incomes without attracting tax liability.
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1.9 GOVERNMENT REVENUE 1.9 GOVERNMENT REVENUE 

Public  expenditure  arises  out  of  the  functions  of  the  state  that  havePublic  expenditure  arises  out  of  the  functions  of  the  state  that  have
evolved to reflect the prevailing political, economic and social views of aevolved to reflect the prevailing political, economic and social views of a
society.  However, simple or complex the form of government, there aresociety.  However, simple or complex the form of government, there are
some basic functions that are common to all.   What has changed oversome basic functions that are common to all.   What has changed over
time is the range of the functions and the scale of operations by the state.time is the range of the functions and the scale of operations by the state.

The basic needs of any society have been:The basic needs of any society have been:
 defense from external aggression; defense from external aggression; 
 internal administration of law  & order; andinternal administration of law  & order; and
 Improving the welfare of the society.Improving the welfare of the society.

All entailed expenditure that had to be financed by all which led to theAll entailed expenditure that had to be financed by all which led to the
emergence  of  public  finance.  According  to  Adam  Smith  governmentemergence  of  public  finance.  According  to  Adam  Smith  government
should not provide for the people what they can obtain for themselves.should not provide for the people what they can obtain for themselves.
However, some of the needs could not be met by an individual that isHowever, some of the needs could not be met by an individual that is
which justified public expenditure.  Why to focus on public expenditure atwhich justified public expenditure.  Why to focus on public expenditure at
this  point  is  because the  fulfillment  of  state  functions  requires  publicthis  point  is  because the  fulfillment  of  state  functions  requires  public
expenditure.  Public expenditure intern justifies the importance of publicexpenditure.  Public expenditure intern justifies the importance of public
(government) revenue.(government) revenue.

Characteristics of functions: Characteristics of functions: 
Compatible functions:Compatible functions:  the performance of one function leads to the  the performance of one function leads to the
automatic performance of another function.automatic performance of another function.
Conflicting functions:Conflicting functions: the fulfillment of one function operates against the fulfillment of one function operates against
the fulfillment of another function.the fulfillment of another function.

Identification of such functions is important to avoid duplication of workIdentification of such functions is important to avoid duplication of work
in the case of compatible functions and to bring optimization in the casein the case of compatible functions and to bring optimization in the case
of conflicting functions.of conflicting functions.

Learners Activities:Learners Activities:
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                  - Explain the link between society's needs,                  - Explain the link between society's needs,
public finance and  public finance and  

                    government revenue.                     government revenue. 
                 -  Discuss compatible and conflicting                 -  Discuss compatible and conflicting

functions.functions.

Government receipts are divided between two main categories – revenueGovernment receipts are divided between two main categories – revenue
receipts and capital receipts receipts and capital receipts 

Revenue ReceiptsRevenue Receipts::
Revenue receipts are divided into tax-revenue and non-tax revenue. TaxRevenue receipts are divided into tax-revenue and non-tax revenue. Tax
revenue itself is divided into threerevenue itself is divided into three

a)a) Taxes on income and expenditure: This section covers corporationTaxes on income and expenditure: This section covers corporation
tax, income tax, expenditure tax etc.tax, income tax, expenditure tax etc.

Taxes on property and capital transactions: This section includes estateTaxes on property and capital transactions: This section includes estate
duty, wealth tax, gift tax, land revenue etc.duty, wealth tax, gift tax, land revenue etc.

Taxes  on  commodities  and  services:  this  section  includes  customsTaxes  on  commodities  and  services:  this  section  includes  customs
(namely import duties, export duties, cusses on export and other receipts.(namely import duties, export duties, cusses on export and other receipts.
The non-tax revenue is similarly divided into three sections:The non-tax revenue is similarly divided into three sections:

a)a) Currency, coinage and mintCurrency, coinage and mint
b)b) Interest receipts, dividends, and profits:Interest receipts, dividends, and profits:

 Interest receipts on loans by the central governmentsInterest receipts on loans by the central governments
 Dividends and profits from public sector undertakingsDividends and profits from public sector undertakings
 Surplus profits of the Reserve Bank.Surplus profits of the Reserve Bank.

c)c) Other  non-  tax  revenue:  This  section  covers  revenue  fromOther  non-  tax  revenue:  This  section  covers  revenue  from
administrative  services, public service commission, water andadministrative  services, public service commission, water and
power  development  services,  transport  and  communications,power  development  services,  transport  and  communications,
supplies  and  disposal,  public  works,  education,  housing,supplies  and  disposal,  public  works,  education,  housing,
information  and  publicity,  broadcasting,  grant-in-aid  andinformation  and  publicity,  broadcasting,  grant-in-aid  and
contributions, etc.contributions, etc.
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Capital Receipts:Capital Receipts:
Capital Receipts category includes,Capital Receipts category includes,

a)a) Domestic market borrowingsDomestic market borrowings
 Long term loansLong term loans
 Treasury bills which have a maturity of 91 days, 182 daysTreasury bills which have a maturity of 91 days, 182 days

or 364 days at the time of issue or 364 days at the time of issue 
 Special bonds if anySpecial bonds if any

b)b) External  loans:  central  Government  may  only  be  authorized  toExternal  loans:  central  Government  may  only  be  authorized  to
raise loans   from abroad. raise loans   from abroad. 

c)c) Recoveries  of  loans  and  advances  made  by  the  centralRecoveries  of  loans  and  advances  made  by  the  central
Government  to  state  Governments,  Union  Territories  and  non-Government  to  state  Governments,  Union  Territories  and  non-
Government parties and foreign governments.Government parties and foreign governments.

d)d) Provident  funds:  represent  collections  under  various  schemesProvident  funds:  represent  collections  under  various  schemes
introduced by the government.introduced by the government.

e)e) The net effect of transactions occurring under a variety of funds,The net effect of transactions occurring under a variety of funds,
reserves, accounts and deposits.reserves, accounts and deposits.

1.10 THEORIES OF TAXATION1.10 THEORIES OF TAXATION

1)1) The Economic Surplus Theory of Taxation The Economic Surplus Theory of Taxation 
This Theory suggested to tax the excess over what was “physically andThis Theory suggested to tax the excess over what was “physically and
morally  necessary”  to  secure  continued  use  of  the  factors  ofmorally  necessary”  to  secure  continued  use  of  the  factors  of
production. Ex, suppose an owner of land is prepared to lease it for $production. Ex, suppose an owner of land is prepared to lease it for $
500 per year. If he is offered $600 then he receives $100 surplus that500 per year. If he is offered $600 then he receives $100 surplus that
can be taxed away.  But the problem with this theory is to establish thecan be taxed away.  But the problem with this theory is to establish the
minimum amount that is morally and physically acceptable by differentminimum amount that is morally and physically acceptable by different
individuals or businesses.individuals or businesses.

2)2) The Benefit Theory of TaxationThe Benefit Theory of Taxation
This Theory is based on the assumption that all should contribute toThis Theory is based on the assumption that all should contribute to
the cost of the state in relation to the benefits they derive from thethe cost of the state in relation to the benefits they derive from the
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state.  Ex.  If  one  person  owns  property  worth  twice  as  much  asstate.  Ex.  If  one  person  owns  property  worth  twice  as  much  as
somebody else, then his contribution to the state for protection shouldsomebody else, then his contribution to the state for protection should
be twice as big.  Taxes are therefore, regarded on the basis of thisbe twice as big.  Taxes are therefore, regarded on the basis of this
theory,  as  payment  for  value  received  and  as  a  reflection  of  thetheory,  as  payment  for  value  received  and  as  a  reflection  of  the
demand for public services.  But critic of this theory have argued that,demand for public services.  But critic of this theory have argued that,
firstly, it requires measurement of what is immeasurable the value, forfirstly, it requires measurement of what is immeasurable the value, for
example,  to  an  individual  of  defense  of  the  country  from  foreignexample,  to  an  individual  of  defense  of  the  country  from  foreign
aggression  in  and  secondly,  it  is  incompatible  with  social  justicesaggression  in  and  secondly,  it  is  incompatible  with  social  justices
(fairness) since those most in need of state benefits, such as the aged,(fairness) since those most in need of state benefits, such as the aged,
the sick or unemployed would be required to pay more taxes.the sick or unemployed would be required to pay more taxes.

3)3) Ability to pay Theory of TaxationAbility to pay Theory of Taxation
This theory is based on equity reasons. People should contribute to theThis theory is based on equity reasons. People should contribute to the
finance  of  the  state  according  to  their  means  Whereas  income  isfinance  of  the  state  according  to  their  means  Whereas  income  is
indicative of a person’s ability to pay taxes, ownership of property mayindicative of a person’s ability to pay taxes, ownership of property may
not be, unless the asset yields a return or can be realized. not be, unless the asset yields a return or can be realized. 

EX.A house that is let produces rent, which can be taxed, but an owner-EX.A house that is let produces rent, which can be taxed, but an owner-
occupied house yields no income on which income tax can be assessedoccupied house yields no income on which income tax can be assessed
and there is no ability to pay a capital tax on it until the property can beand there is no ability to pay a capital tax on it until the property can be
sold. sold. 

Tax threshold,Tax threshold,
A person is deemed to have no ability to pay tax unless his income isA person is deemed to have no ability to pay tax unless his income is
above the subsistence level.  Thus there must be a certain minimum ofabove the subsistence level.  Thus there must be a certain minimum of
income that is not taxed that served as tax threshold i.e.,  from whichincome that is not taxed that served as tax threshold i.e.,  from which
income level that taxation should start. income level that taxation should start. 

Differentiated Rates of TaxDifferentiated Rates of Tax
Rates of tax may vary not only according to the level of income, size of aRates of tax may vary not only according to the level of income, size of a
wealth holding, or the price of an article purchased, but they may also bewealth holding, or the price of an article purchased, but they may also be
differentiated according to the nature or origin of what is taxed.  differentiated according to the nature or origin of what is taxed.  
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The following are examples of differentiated rates!The following are examples of differentiated rates!

a) Tax on consumptiona) Tax on consumption
-- On luxuries higher rate of purchase taxOn luxuries higher rate of purchase tax
-- On necessities lower rate of purchase tax On necessities lower rate of purchase tax 

b) Tax on incomeb) Tax on income
-- Lower rate on earned incomeLower rate on earned income
-- Higher rate on unearned income Higher rate on unearned income 

c) Tax on profitsc) Tax on profits
-- A lower rate of tax was imposed on profits that were to go backA lower rate of tax was imposed on profits that were to go back

into the businessinto the business
-- A higher rate on profit that were distributed to shareholders.A higher rate on profit that were distributed to shareholders.

d) Tax on capitald) Tax on capital
-- A lower rate on transfer of capital in life timeA lower rate on transfer of capital in life time
-- A higher rate on transfer of capital on death.A higher rate on transfer of capital on death.

e) Taxes on inheritancee) Taxes on inheritance..
The  bequest  of  capital  to  a  spouse  is  not  taxed,  but  all  otherThe  bequest  of  capital  to  a  spouse  is  not  taxed,  but  all  other
transfers are taxed.  According to the relationship of the beneficiarytransfers are taxed.  According to the relationship of the beneficiary
to the donor the tax is differentiated i.e., direct descendants pay ato the donor the tax is differentiated i.e., direct descendants pay a
lower rate than distant relatives.lower rate than distant relatives.

A  differentiation  is  usually  introduced  to  achieve  a  specific  policyA  differentiation  is  usually  introduced  to  achieve  a  specific  policy
objective such as:   objective such as:   

 To make taxes or consumption less regressive; To make taxes or consumption less regressive; 
 To achieve more equal distribution of income or wealth; To achieve more equal distribution of income or wealth; 
 To encourage business savings and investments; orTo encourage business savings and investments; or
 To preserve family business.To preserve family business.

Approach to Tax EquityApproach to Tax Equity
There are two distinct concepts of fairness: horizontal equity and verticalThere are two distinct concepts of fairness: horizontal equity and vertical
equity.equity.

Horizontal EquityHorizontal Equity
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A tax system is said to be horizontally equitable if individuals who are theA tax system is said to be horizontally equitable if individuals who are the
same in all relevant respects are treated equally.  Thus a tax system thatsame in all relevant respects are treated equally.  Thus a tax system that
discriminates on the basis of  race,  color,  or creed would generally bediscriminates on the basis of  race,  color,  or creed would generally be
viewed to be horizontally inequitable.viewed to be horizontally inequitable.

What does it  mean for these individuals to be identical  in all  relevantWhat does it  mean for these individuals to be identical  in all  relevant
respects? And what does it mean for two individuals to be treated therespects? And what does it mean for two individuals to be treated the
same? Consider twins- who are identical in every respect except that onesame? Consider twins- who are identical in every respect except that one
likes chocolate ice cream and only Chocolate ice cream, while the otherlikes chocolate ice cream and only Chocolate ice cream, while the other
likes vanilla ice cream, and only vanilla.  For simplicity, we assume thatlikes vanilla ice cream, and only vanilla.  For simplicity, we assume that
chocolate and vanilla ice cream cost exactly the same amount.  Is the taxchocolate and vanilla ice cream cost exactly the same amount.  Is the tax
system treating the two individuals in a horizontally equitable manner if itsystem treating the two individuals in a horizontally equitable manner if it
taxes vanilla and chocolate ice cream at different rates?  One ends uptaxes vanilla and chocolate ice cream at different rates?  One ends up
paying more in taxes than the other and in this  sense the tax systempaying more in taxes than the other and in this  sense the tax system
appears to be unfair.appears to be unfair.

Vertical EquityVertical Equity
The  principle  of  vertical  equity  says  that  some  individuals  are  in  aThe  principle  of  vertical  equity  says  that  some  individuals  are  in  a
position to pay higher taxes than others and that these individuals shouldposition to pay higher taxes than others and that these individuals should
do  so.   There  are  three  problems:  (1)  determining  who,  in  principle,do  so.   There  are  three  problems:  (1)  determining  who,  in  principle,
should pay at the higher rate; (2) implementing this principle – that is,should pay at the higher rate; (2) implementing this principle – that is,
writing  tax  rules  corresponding  to  this  principle;  and  (3)  deciding,  ifwriting  tax  rules  corresponding  to  this  principle;  and  (3)  deciding,  if
someone is in a position to pay the higher rate, how much more he shouldsomeone is in a position to pay the higher rate, how much more he should
pay than others.pay than others.
Moreover, implementation requires a quantitative measure of ability toMoreover, implementation requires a quantitative measure of ability to
pay.  Individuals of same ability to pay should be taxed at the same rate,pay.  Individuals of same ability to pay should be taxed at the same rate,
and individuals of different abilities to pay should be taxed at differentand individuals of different abilities to pay should be taxed at different
rates.  The indicator of ability to pay (which is measured by the entirerates.  The indicator of ability to pay (which is measured by the entire
welfare)   is income, consumption or wealth.   But if an individual haswelfare)   is income, consumption or wealth.   But if an individual has
more income or wealth, does this mean he has more welfare?  He couldmore income or wealth, does this mean he has more welfare?  He could
be sick or un happy. be sick or un happy. 
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Check Your Progress Exercise  Check Your Progress Exercise  
1)1)  What is taxation?  What is taxation? 
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
2)2) What  are  the  historical  accounts  on  the  development  ofWhat  are  the  historical  accounts  on  the  development  of

taxation?taxation?
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
3)3) What makes a tax system good? Explain?What makes a tax system good? Explain?
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
4)4) What is the difference between single and multiple tax system? What is the difference between single and multiple tax system? 
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
5)5) List the Limitations of single tax on economic rent of land. List the Limitations of single tax on economic rent of land. 
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
6)6) Explain  the  advantages  and  disadvantages  of  proportionalExplain  the  advantages  and  disadvantages  of  proportional

taxation. taxation. 
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
7)7) Distinguish direct and indirect taxes. Distinguish direct and indirect taxes. 
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……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
8)8) What are the pros and cons of direct and indirect taxes? What are the pros and cons of direct and indirect taxes? 
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
9)9) Describe the three alternative forms of expenditure tax. Describe the three alternative forms of expenditure tax. 
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
10)10) Explain the two types of government revenue. Explain the two types of government revenue. 
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
11)11) What are the major theories of taxation? Describe. What are the major theories of taxation? Describe. 
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………

1.11 SUMMARY 1.11 SUMMARY 

■■ A tax is a compulsory levy and those who are taxed have to pay theA tax is a compulsory levy and those who are taxed have to pay the
sums irrespective of any corresponding return of services or goods bysums irrespective of any corresponding return of services or goods by
the government. the government. 

■■ The base of a tax is the legal description of the object with referenceThe base of a tax is the legal description of the object with reference
to which the tax applies. to which the tax applies. 

■■ A tax is buoyant if a tax revenue increases with the growth of its base,A tax is buoyant if a tax revenue increases with the growth of its base,
but,  but  without  an  extension  of  the  tax  coverage  or  an  upwardbut,  but  without  an  extension  of  the  tax  coverage  or  an  upward
revision of the tax rates. revision of the tax rates. 
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■■ The yield of a tax may go up on account of extension of its courage, orThe yield of a tax may go up on account of extension of its courage, or
a revisions or its rates. Such a characteristics of a tax is referred to asa revisions or its rates. Such a characteristics of a tax is referred to as
its elasticity. its elasticity. 

■■ A  good  tax  system  is  one  which  is  designed  on  the  bases  of  anA  good  tax  system  is  one  which  is  designed  on  the  bases  of  an
appropriate set of principles, such as equality and certainty. appropriate set of principles, such as equality and certainty. 

■■ There  are  four  major  principles  of  taxation  equality,  certainty,There  are  four  major  principles  of  taxation  equality,  certainty,
convenience,  and  economy;  others  include  productivity,  buoyancy,convenience,  and  economy;  others  include  productivity,  buoyancy,
flexibility, simplicity and diversity. flexibility, simplicity and diversity. 

■■ A tax system is good when the following points are kept A tax system is good when the following points are kept 
 Taxation is an important part of the total budget of theTaxation is an important part of the total budget of the

governmentgovernment
 A tax system has many dimensions A tax system has many dimensions 
 A tax system which is theoretically the best need notA tax system which is theoretically the best need not

be the one which can be put into practice also. be the one which can be put into practice also. 
 The attitude of a tax payer is an important variableThe attitude of a tax payer is an important variable

determining the variables of good tax systemdetermining the variables of good tax system
 Changes in a  tax-system can be brought about  onlyChanges in a  tax-system can be brought about  only

slowly and in changes. slowly and in changes. 
■■ One Simple form of a single tax is the pull tax which is imposed on aOne Simple form of a single tax is the pull tax which is imposed on a

person simply because he is there in the society and not because heperson simply because he is there in the society and not because he
has  an  income,  or  wealth,  or  following  any  particular  trade  orhas  an  income,  or  wealth,  or  following  any  particular  trade  or
profession, etc. profession, etc. 

■■ A tax on not only economic rent of land but on all kinds of unearnedA tax on not only economic rent of land but on all kinds of unearned
increments stands justified.  However, to use a single tax in the placeincrements stands justified.  However, to use a single tax in the place
of a large number of indicously chose taxes is not desirable.of a large number of indicously chose taxes is not desirable.

■■ A tax is progressive when, with increasing income, the tax liability notA tax is progressive when, with increasing income, the tax liability not
only  increases  in  absolute  terms,  but  also  as  a  proportion  ofonly  increases  in  absolute  terms,  but  also  as  a  proportion  of
the/income.  If,  on the other  hand,  the  tax  liability  increases in  thethe/income.  If,  on the other  hand,  the  tax  liability  increases in  the
same proportion as the increase in income, then it is a proportionalsame proportion as the increase in income, then it is a proportional
taxation. taxation. 
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■■ A tax is direct if the incidence of a tax rests upon a person who bearsA tax is direct if the incidence of a tax rests upon a person who bears
its  impact.  If  on  the  other  hand the  incidence is  passed on to  theits  impact.  If  on  the  other  hand the  incidence is  passed on to  the
others, then it is an indirect tax. others, then it is an indirect tax. 

■■ Sales tax is a tax on sales transactions but it is applied at only oneSales tax is a tax on sales transactions but it is applied at only one
stage of a business activity right from the manufacture to the retailer.stage of a business activity right from the manufacture to the retailer.

■■ Expenditure tax may be formulated in three alternative forms, namelyExpenditure tax may be formulated in three alternative forms, namely
those of those of 

i)  commodity taxation i)  commodity taxation 
ii) personal consumption expenditure taxation, andii) personal consumption expenditure taxation, and
iii) as a base for corporate taxation iii) as a base for corporate taxation 

1.12 ANSWER TO CHECK YOUR PROGRESS EXERCISE1.12 ANSWER TO CHECK YOUR PROGRESS EXERCISE

1.1. Refer Section 1.2Refer Section 1.2
2.2. Refer Section 1.3Refer Section 1.3
3.3. Refer Section 1.5Refer Section 1.5
4.4. Refer Section 1.6.1Refer Section 1.6.1
5.5. Refer Section 1.6.1Refer Section 1.6.1
6.6. Refer Section 1.6.2Refer Section 1.6.2
7.7. Refer Section 1.6.3Refer Section 1.6.3
8.8. Refer Section 1.6.3Refer Section 1.6.3
9.9. Refer Section 1.8Refer Section 1.8
10.10. Refer Section 1.9Refer Section 1.9
11.11. Refer Section 1.10Refer Section 1.10
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Unit 2: Taxation in Ethiopia 

ContentsContents
2.0 Aims and Objectives2.0 Aims and Objectives
2.12.1 IntroductionIntroduction
2.22.2 Historical Background of Taxation in Ethiopia Historical Background of Taxation in Ethiopia 
2.32.3 Tax Organization System Tax Organization System 
2.42.4 The Need for Tax Reform in Ethiopia The Need for Tax Reform in Ethiopia 
2.52.5 Tax Reform in Ethiopia Tax Reform in Ethiopia 
2.62.6 Classification of Taxes Classification of Taxes 

2.6.12.6.1 Income and Property Based Taxes Income and Property Based Taxes 
2.6.22.6.2 Taxes on Consumption/ Expenditure  Taxes on Consumption/ Expenditure  

2.72.7 Summary Summary 
2.82.8 Answer to Check Your Progress ExerciseAnswer to Check Your Progress Exercise

2.02.0 AIMS AND OBJECTIVES AIMS AND OBJECTIVES 

When  you  have  studied  this  chapter  you  should  be  able  to  do  theWhen  you  have  studied  this  chapter  you  should  be  able  to  do  the
following:following:

■■ Explain the tax organization system in Ethiopia Explain the tax organization system in Ethiopia 
■■ Discuss the need for tax reform in Ethiopia Discuss the need for tax reform in Ethiopia 
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■■ Discuss the Historical Development of Taxation In Ethiopia Discuss the Historical Development of Taxation In Ethiopia 
■■ Identify the different classes of taxation in Ethiopia Identify the different classes of taxation in Ethiopia 

2.1 INTRODUCTION 2.1 INTRODUCTION 

Income  tax  of  Ethiopia  is  based  on  the  new  Income  Income  tax  of  Ethiopia  is  based  on  the  new  Income  TaxTax
Proclamation  No.  286/2002Proclamation  No.  286/2002 and   and  Income  Tax  RegulationIncome  Tax  Regulation
No.78/2002No.78/2002..  
Income  is  defined  as  every  sort  of  economic  benefit  including  nonIncome  is  defined  as  every  sort  of  economic  benefit  including  non
recurring gains in cash or in kind, from whatever source directed and inrecurring gains in cash or in kind, from whatever source directed and in
whatever form paid credited or received.  The proclamation governingwhatever form paid credited or received.  The proclamation governing
income uses  scheduler  system of  taxation.   As  per  this  proclamation,income uses  scheduler  system of  taxation.   As  per  this  proclamation,
income is classified for income tax purposes according to its nature andincome is classified for income tax purposes according to its nature and
source.  The  classifications  into  which  the  income  falls  are  known  assource.  The  classifications  into  which  the  income  falls  are  known  as
SchedulesSchedules..

The income tax  proclamation classified income in  accordance with  itsThe income tax  proclamation classified income in  accordance with  its
nature in to four schedules as follows:nature in to four schedules as follows:

ScheduleSchedule Nature of incomeNature of income
AA Income from employmentIncome from employment

BB Income from rental of buildingsIncome from rental of buildings

CC Income from businessIncome from business

DD Income from royalties; income from rendering ofIncome from royalties; income from rendering of
technical service, income from game of chance;technical service, income from game of chance;
dividend income, from casual rental of property;dividend income, from casual rental of property;
interest income on deposit and gain on transferinterest income on deposit and gain on transfer
of certain investment property of certain investment property 

The legal provisions for each of these schedules are applicable on bothThe legal provisions for each of these schedules are applicable on both
residents of Ethiopia with respects to their world wide income and non-residents of Ethiopia with respects to their world wide income and non-
residents  with  respect  to  the Ethiopian source  of  income.  Any personresidents  with  respect  to  the Ethiopian source  of  income.  Any person
having income of  any of the above nature is  legally bound to pay taxhaving income of  any of the above nature is  legally bound to pay tax
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accordingly. The law, besides making any resident obtaining income ofaccordingly. The law, besides making any resident obtaining income of
any form bound to pay tax, it allows tax credits for those residents whoany form bound to pay tax, it allows tax credits for those residents who
generates income from foreign sources. generates income from foreign sources. 

 However, the tax credit is available so long as the tax payableHowever, the tax credit is available so long as the tax payable
in  Ethiopia  would  not  exceed  the  amount  of  foreign  taxin  Ethiopia  would  not  exceed  the  amount  of  foreign  tax
payable. payable. 

Hence, the income tax payable by the resident with respect to incomeHence, the income tax payable by the resident with respect to income
generated from foreign source will reduce by the amount of foreign taxgenerated from foreign source will reduce by the amount of foreign tax
paid  on  the  income.  To  this  effect,  the  resident  must  present  anpaid  on  the  income.  To  this  effect,  the  resident  must  present  an
appropriate evidence (documents) that substantiate the amount of foreignappropriate evidence (documents) that substantiate the amount of foreign
tax  paid.  In  addition,  any  gains  and  losses  arising  from  any  foreigntax  paid.  In  addition,  any  gains  and  losses  arising  from  any  foreign
transactions need to be reported for tax purposes. Such gains and lossestransactions need to be reported for tax purposes. Such gains and losses
should be indicated as taxable income (if gain) or deductible losses (ifshould be indicated as taxable income (if gain) or deductible losses (if
loss) in the year in which they are realized.loss) in the year in which they are realized.

2.2 HISTORICAL BACKGROUND OF TAXATION IN ETHIOPIA2.2 HISTORICAL BACKGROUND OF TAXATION IN ETHIOPIA

Emperor  Tewodros  (reigned  1855-1868),  a  leading  protagonist  ofEmperor  Tewodros  (reigned  1855-1868),  a  leading  protagonist  of
modernization in Ethiopia, found it difficult to acquire even a fraction ofmodernization in Ethiopia, found it difficult to acquire even a fraction of
the Maria Theresa thalers, or dollars, then entering the country. He wasthe Maria Theresa thalers, or dollars, then entering the country. He was
therefore almost always chronically short of cash.therefore almost always chronically short of cash.
Explaining his difficulties to Queen Victoria’s envoy Hormuzd Rassam, inExplaining his difficulties to Queen Victoria’s envoy Hormuzd Rassam, in
June 1866, he remarked:June 1866, he remarked:

“The people of my country… would sooner bury their money in the “The people of my country… would sooner bury their money in the 
found than trade with it or pay me a percentage out of it.”found than trade with it or pay me a percentage out of it.”

When the envoy told him about the existence in Britain of taxes on horsesWhen the envoy told him about the existence in Britain of taxes on horses
and male servants, Tewodros commented,and male servants, Tewodros commented,

“Mr. Rassam, you don no9t know the Abyssinians. Were I  to tax their“Mr. Rassam, you don no9t know the Abyssinians. Were I  to tax their
mules, horses and domestic (servant), not one of them would ride, everymules, horses and domestic (servant), not one of them would ride, every
man would become his own servant.”man would become his own servant.”
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The above exchange of words illustrates the difficulty which TewodrosThe above exchange of words illustrates the difficulty which Tewodros
and  indeed  most  if  not  all  Ethiopian  rulers  of  the  past-faced  in  taxand  indeed  most  if  not  all  Ethiopian  rulers  of  the  past-faced  in  tax
collection.collection.

Despite such difficulties Tewodros was able to levy taxes in the parts ofDespite such difficulties Tewodros was able to levy taxes in the parts of
the  country  he  controlled,  and his  officials,  not  less  remarkably,  keptthe  country  he  controlled,  and his  officials,  not  less  remarkably,  kept
detailed tax records. These seem to have been housed at his capital, anddetailed tax records. These seem to have been housed at his capital, and
were  at  Maqdala,  when  the  British  Expedition  if  1867-8  looted  thatwere  at  Maqdala,  when  the  British  Expedition  if  1867-8  looted  that
fortress.  They  were  subsequently  taken  to  the  British  Museum  (laterfortress.  They  were  subsequently  taken  to  the  British  Museum  (later
British Library) with may other manuscripts, and were published by theBritish Library) with may other manuscripts, and were published by the
present writer and Germa-Selassie Asfaw, in a monograph entitled thepresent writer and Germa-Selassie Asfaw, in a monograph entitled the
Tax Records and Inventories of Emperor Tewodros of Ethiopia (1978).Tax Records and Inventories of Emperor Tewodros of Ethiopia (1978).
They reveal that the Emperor received around 190,000 Maria TheresaThey reveal that the Emperor received around 190,000 Maria Theresa
thalers, or a little more, from Tegray, then the country’s commerciallythalers, or a little more, from Tegray, then the country’s commercially
most advanced region, as well as 47,000 thalers from Bagemder, whichmost advanced region, as well as 47,000 thalers from Bagemder, which
constituted his “home province”.constituted his “home province”.

Taxes in Ethiopia until the early twentieth century, were, however mainlyTaxes in Ethiopia until the early twentieth century, were, however mainly
paid in kind-or labor service, rather than in cash. Some idea of the oldpaid in kind-or labor service, rather than in cash. Some idea of the old
system may be gleaned from the glimpses of taxation, which follow.system may be gleaned from the glimpses of taxation, which follow.

Taxation in the past varied greatly moreover from region to region, andTaxation in the past varied greatly moreover from region to region, and
was often arbitrary, in tat tended to depend on the whim of the chief orwas often arbitrary, in tat tended to depend on the whim of the chief or
tax collector. At the middle of the nineteenth century Tewodros’s friend,tax collector. At the middle of the nineteenth century Tewodros’s friend,
the British consul Walter Plowden, wrote:the British consul Walter Plowden, wrote:

“The  imposts  (i.e.  taxes)  are  numberous  but  vary  according  to  the“The  imposts  (i.e.  taxes)  are  numberous  but  vary  according  to  the
traditional customs of each village. They pay a certain portion in kind totraditional customs of each village. They pay a certain portion in kind to
the Ras,  or other great  chief;  and sometimes a regular tax  in money;the Ras,  or other great  chief;  and sometimes a regular tax  in money;
besides  this  they  must  furnish oxen to  plough the  king’s  lands.  Theirbesides  this  they  must  furnish oxen to  plough the  king’s  lands.  Their
immediate governor then takes his share of every kind of grain (say aimmediate governor then takes his share of every kind of grain (say a
fifth),  and  feeds  besides  a  certain  number  of  soldiers  on  eachfifth),  and  feeds  besides  a  certain  number  of  soldiers  on  each
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householder: he has rights to oxen, sheep, goats, mules, butter honey andhouseholder: he has rights to oxen, sheep, goats, mules, butter honey and
every other requisite for subsistence; he must be received with joy andevery other requisite for subsistence; he must be received with joy and
fasting  by  his  subjects  whenever  he  visits  them,  and  can  demand  afasting  by  his  subjects  whenever  he  visits  them,  and  can  demand  a
contribution from them on fifty pretexts- he is going on campaign, or hascontribution from them on fifty pretexts- he is going on campaign, or has
just  returned  from  one;  he  has  lost  a  horse,  or  married  a  wife;  hisjust  returned  from  one;  he  has  lost  a  horse,  or  married  a  wife;  his
property has been consumed by fire, or he has lost his all in battle, or theproperty has been consumed by fire, or he has lost his all in battle, or the
sacred duty of a funeral banquet cannot be fulfilled without their aid”.sacred duty of a funeral banquet cannot be fulfilled without their aid”.

Another  foreign  visitor,  the  early  nineteenth  century  EnglishmanAnother  foreign  visitor,  the  early  nineteenth  century  Englishman
Nathaniel  Pearce,  also noted the arbitrary element in such taxes,  andNathaniel  Pearce,  also noted the arbitrary element in such taxes,  and
detrimental  burden  on  the  peasantry.  He  observed;  “the  peasants….detrimental  burden  on  the  peasantry.  He  observed;  “the  peasants….
Never know when their persons or property are safe, on which accountNever know when their persons or property are safe, on which account
they are obliged to repair the habitations of their chief on holydays, somethey are obliged to repair the habitations of their chief on holydays, some
presenting bread, butter, honey and corn, and others a goat, sheep, orpresenting bread, butter, honey and corn, and others a goat, sheep, or
fowls, to keep in favors, and to prevent him from sending his soldiers tofowls, to keep in favors, and to prevent him from sending his soldiers to
live upon their premises”.live upon their premises”.

Another  type  of  taxation  was  embodied  in  the  traditional  EthiopianAnother  type  of  taxation  was  embodied  in  the  traditional  Ethiopian
system  of  compulsory  hospitality,  in  which  the  peasantry  was  legallysystem  of  compulsory  hospitality,  in  which  the  peasantry  was  legally
obliged  to  feed  and  house  officials  and  other  traveling  through  theobliged  to  feed  and  house  officials  and  other  traveling  through  the
countryside.countryside.

Plwden  claims  to  have  seen  “many  a  ruined  hamlet”  deserted  by  itsPlwden  claims  to  have  seen  “many  a  ruined  hamlet”  deserted  by  its
inhabitants are result of this system, while a later foreign observer, theinhabitants are result of this system, while a later foreign observer, the
British traveler Augustus B.Wylde, declared that to live near the roadsideBritish traveler Augustus B.Wylde, declared that to live near the roadside
was “like keeping a public house… where the majority of the customerswas “like keeping a public house… where the majority of the customers
would be those who had free drinks and free food”.would be those who had free drinks and free food”.

Taxes on trade like wise varied considerably from place to place,  andTaxes on trade like wise varied considerably from place to place,  and
were far from standardized. They took the form of both market dues andwere far from standardized. They took the form of both market dues and
taxes in good passing through internal as well as external customs posts.taxes in good passing through internal as well as external customs posts.
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Market dues were traditionally paid on goods brought for sale, or actuallyMarket dues were traditionally paid on goods brought for sale, or actually
changing  hands,  at  the  principal  commercial  centers.  At  Gondar,  forchanging  hands,  at  the  principal  commercial  centers.  At  Gondar,  for
example, Pearce reported that the owner of every slave, horse or muleexample, Pearce reported that the owner of every slave, horse or mule
taken to market had to pay two drams of gold or the equivalent of twotaken to market had to pay two drams of gold or the equivalent of two
thalers;  every large elephant-tusk was changed one dram, while everythalers;  every large elephant-tusk was changed one dram, while every
mule-or donkey-load of imported good was liable to a tax of one waquet,mule-or donkey-load of imported good was liable to a tax of one waquet,
or ounce of gold, and every porter-load six drams. At Adwa on the otheror ounce of gold, and every porter-load six drams. At Adwa on the other
hand a mule-or donkey-load of  imports paid half  announce of  gold,  orhand a mule-or donkey-load of  imports paid half  announce of  gold,  or
goods to  that  value;  and a  porter-load two and a  half  drams;  a  largegoods to  that  value;  and a  porter-load two and a  half  drams;  a  large
elephant tusk paid two and a half drams, and a slave or matchlock rifleelephant tusk paid two and a half drams, and a slave or matchlock rifle
half  announce.  Each  porter-load  of  cotton  was  charged  tow pieces  ofhalf  announce.  Each  porter-load  of  cotton  was  charged  tow pieces  of
cotton cloth, equal to two dollars a piece, was as a pound of cloth.cotton cloth, equal to two dollars a piece, was as a pound of cloth.

Trade was also taxed at a series of internal customs posts, called kellas,Trade was also taxed at a series of internal customs posts, called kellas,
which  were  much  disliked  by  the  commercial  community.  “Customs-which  were  much  disliked  by  the  commercial  community.  “Customs-
houses, or rather passes, have been established”, Plowden reports,” onhouses, or rather passes, have been established”, Plowden reports,” on
every sport where Nature…has confined the road to some narrow defiled,every sport where Nature…has confined the road to some narrow defiled,
not to be avoided without an immense detour, if at all,  and near somenot to be avoided without an immense detour, if at all,  and near some
commanding elevation where a good look-out can be stationed or perhapscommanding elevation where a good look-out can be stationed or perhaps
at a brook fordable only at one stop”.at a brook fordable only at one stop”.

The existence of such customs posts led to much inconvenience and oftenThe existence of such customs posts led to much inconvenience and often
greatly  delayed  caravans.  The  French Scientific  Mission  of  the  1840sgreatly  delayed  caravans.  The  French Scientific  Mission  of  the  1840s
noted  for  example  that  there  were  numerous  quarrels  between  thenoted  for  example  that  there  were  numerous  quarrels  between  the
traders and the tax collectors, as a result of the real or alleged smugglingtraders and the tax collectors, as a result of the real or alleged smuggling
of  gold  and  civet  musk.  Disputes  some  times  lasted  several  months,of  gold  and  civet  musk.  Disputes  some  times  lasted  several  months,
particularly when the customs authorities were not short of money or theparticularly when the customs authorities were not short of money or the
merchants too reluctant to accept a protracted stay.merchants too reluctant to accept a protracted stay.

Ethiopia tax collection over the last century or so has been transformedEthiopia tax collection over the last century or so has been transformed
out of all recognition.out of all recognition.
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The first important reforms, carried out by Emperor Menilek toward theThe first important reforms, carried out by Emperor Menilek toward the
end of the nineteenth century, resulted in the establishment of a fixedend of the nineteenth century, resulted in the establishment of a fixed
tithe  rather  than  the  undefined,  and  essentially  arbitrary,  system  oftithe  rather  than  the  undefined,  and  essentially  arbitrary,  system  of
agricultural taxes described above.agricultural taxes described above.

The second major reform, which dates backs to the early twentieth The second major reform, which dates backs to the early twentieth 
century, and resulted largely form the increasing prevalence of century, and resulted largely form the increasing prevalence of 
money and the growth of trade, was the steady miniaturization of money and the growth of trade, was the steady miniaturization of 
agricultural and other taxation.agricultural and other taxation.

Later, more recent, reforms were the fruit of Ethiopia’s emergence Later, more recent, reforms were the fruit of Ethiopia’s emergence 
as a modern state. They involved all the mechanisms of modern tax as a modern state. They involved all the mechanisms of modern tax 
collection; tax schedules, paper work, and the development of trainedcollection; tax schedules, paper work, and the development of trained
and regularly paid civil service, as well as the abolition of the and regularly paid civil service, as well as the abolition of the 
vexatious system of internal customs posts.vexatious system of internal customs posts.

2.3 THE TAX ORGANIZATION SYSTEM 2.3 THE TAX ORGANIZATION SYSTEM 

Ethiopia has a federal system of government that is the federalEthiopia has a federal system of government that is the federal
government  and  the  constituent  regional  and  citygovernment  and  the  constituent  regional  and  city
administration  the  source  of  revenue  for  both  the  federal.administration  the  source  of  revenue  for  both  the  federal.
Region and city government is the source of revenue for bothRegion and city government is the source of revenue for both
the federal. The constitution and other relevant legal provisionsthe federal. The constitution and other relevant legal provisions
share  region  and  city  gov’t.  There  are  two-tax  officesshare  region  and  city  gov’t.  There  are  two-tax  offices
responsible for administering the internal tax revenues. Theseresponsible for administering the internal tax revenues. These
are federal tax office and regional city gov’t tax offices.are federal tax office and regional city gov’t tax offices.
The Federal Inland Revenue Authority /FIRA/The Federal Inland Revenue Authority /FIRA/
FIRA was established by proclamation no 367/2003. The authority is aFIRA was established by proclamation no 367/2003. The authority is a
semi-autonomous  agent  of  the  government  responsible  for  thesemi-autonomous  agent  of  the  government  responsible  for  the
administration of the federal as well as joint tax revenues (to be sharedadministration of the federal as well as joint tax revenues (to be shared
between federal and constituted below.between federal and constituted below.

The authority which administers a number of taxes is under the generalThe authority which administers a number of taxes is under the general
supervision  of  ministry  of  revenues  /MOR/.  The  list  of  tax  lawssupervision  of  ministry  of  revenues  /MOR/.  The  list  of  tax  laws
administered by FIRA is mentioned below.administered by FIRA is mentioned below.

 Income tax rrocl, no 286/1002Income tax rrocl, no 286/1002
 Mining income tax procl no 53/1993Mining income tax procl no 53/1993
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 Value Added tax /VAT/ procl no 285/2002Value Added tax /VAT/ procl no 285/2002
 Excise tax procl. No 307/2002Excise tax procl. No 307/2002
 Turnover tax /TOT/ procl. No 307/2002Turnover tax /TOT/ procl. No 307/2002
 Stamp duty procl. No 110/1998Stamp duty procl. No 110/1998

Functions of FIRAFunctions of FIRA
The major functions of the authority are to:The major functions of the authority are to:

 Assess, collect enforce and account for federal and joint revenueAssess, collect enforce and account for federal and joint revenue
lists.lists.

 Administer  efficiently  and  effectively  all  tax  laws  of  theAdminister  efficiently  and  effectively  all  tax  laws  of  the
government. government. 

 Promote voluntary compliance.Promote voluntary compliance.
 Advise the ministry on the tax issues.Advise the ministry on the tax issues.
 Safeguard taxes from strand and evasion.Safeguard taxes from strand and evasion.
 Improve quality of service to the taxpayers.Improve quality of service to the taxpayers.
 Undertake  studies  to  improve  the  implementation  of  tax  law’s.Undertake  studies  to  improve  the  implementation  of  tax  law’s.

regulations and directives.regulations and directives.
The organization structure The organization structure 

FIRA  is  accountable  to  the  MOR>  general  manager  and  one  deputyFIRA  is  accountable  to  the  MOR>  general  manager  and  one  deputy
general manager head it.general manager head it.

The  general  manager  is  the  chief  executive  of  the  authority.  He  isThe  general  manager  is  the  chief  executive  of  the  authority.  He  is
responsible  for  the  day  to  day-to-day  operations  subject  to  generalresponsible  for  the  day  to  day-to-day  operations  subject  to  general
supervision of the MOR. One DGM and several heads of departments,supervision of the MOR. One DGM and several heads of departments,
services and branches assist the GMservices and branches assist the GM

Tax operation departments /Branches /Tax operation departments /Branches /
(i)(i) There are three organs, which are involved directly in mobilizingThere are three organs, which are involved directly in mobilizing

tax  revenue  through  the  administration  of  various  tax  laws.tax  revenue  through  the  administration  of  various  tax  laws.
These are .These are .
 Large taxpayer office /LTO/Large taxpayer office /LTO/
 Value Added tax Dep’t Value Added tax Dep’t 
 Addis Ababa main BranchAddis Ababa main Branch
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 Six other outlying Branches. Six other outlying Branches. 
(ii)(ii) A department head manages the functions of the first three whileA department head manages the functions of the first three while

branch managers head that of the outlying branches.branch managers head that of the outlying branches.
(iii)(iii) The tax investigations and intelligence dep’t  supports  directlyThe tax investigations and intelligence dep’t  supports  directly

the tax operation depts. Enforcing the various tax laws throughthe tax operation depts. Enforcing the various tax laws through
regular investigations of tax cases with substantial amounts ofregular investigations of tax cases with substantial amounts of
revenue at risk.revenue at risk.

(iv)      The legal  services  dept  suppose mainly  the tax  operation(iv)      The legal  services  dept  suppose mainly  the tax  operation
depts.  In  execution  at  curl  of  law  and  by  seizure  of  tax  payees’depts.  In  execution  at  curl  of  law  and  by  seizure  of  tax  payees’
property for defaulted taxes. property for defaulted taxes. 

Support depts.Support depts.
At present FIRA has eight support depts.. and services. At present FIRA has eight support depts.. and services. 

 Investigation and intelligence dep’t/ legal services Investigation and intelligence dep’t/ legal services 
 Management information systemManagement information system
 Administration and financeAdministration and finance
 Civil service reform program officeCivil service reform program office
 Internal audit services Internal audit services 
 Planning and research Planning and research 
 Public relations Public relations 

The  aforementioned  are  all  located  in  head  quarters  of  theThe  aforementioned  are  all  located  in  head  quarters  of  the
authority except proposed legal services divisions (units) in outauthority except proposed legal services divisions (units) in out
lying branches. (The current setup of the authority is separatelylying branches. (The current setup of the authority is separately
shown) shown) 

Taxing jurisdiction and power Taxing jurisdiction and power 
Ethiopia  follows  residential  principle  of  taxing  jurisdiction.Ethiopia  follows  residential  principle  of  taxing  jurisdiction.
Individuals  and  corporate  taxpayers  are  taxed  on  all  theirIndividuals  and  corporate  taxpayers  are  taxed  on  all  their
annual  worldwide  income  while  a  non-resident  is  taxed  onannual  worldwide  income  while  a  non-resident  is  taxed  on
income, which accrued in or was derived from Ethiopia.income, which accrued in or was derived from Ethiopia.
As tax enforcement is concerned the authority is granted the power ofAs tax enforcement is concerned the authority is granted the power of
seizure of defaulted taxpayers properly without appeal to court of law.seizure of defaulted taxpayers properly without appeal to court of law.
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Internal tax structure Internal tax structure 
The internal  tax structure is  basically  made up of  direct  andThe internal  tax structure is  basically  made up of  direct  and
indirect  taxes.  The  direct  taxes  are  taxes  on  income,  andindirect  taxes.  The  direct  taxes  are  taxes  on  income,  and
property  while  the  indirect  taxes  are  on  consumptionproperty  while  the  indirect  taxes  are  on  consumption
/expenditure/.  Direct  taxes  and  indirect  taxes  except  Addis/expenditure/.  Direct  taxes  and  indirect  taxes  except  Addis
Ababa  VAT  registered,  are  all  administered  by  the  LTO andAbaba  VAT  registered,  are  all  administered  by  the  LTO and
branches while VAT is separately administered by the VAT dept.branches while VAT is separately administered by the VAT dept.

2.4 THE NEED FOR TAX REFORM IN ETHIOPIA 2.4 THE NEED FOR TAX REFORM IN ETHIOPIA 

Although  taxation  has  multiple  objectives  in  the  management  of  theAlthough  taxation  has  multiple  objectives  in  the  management  of  the
economy, its principal objective is mobilizing the necessary revenue toeconomy, its principal objective is mobilizing the necessary revenue to
finance  government  expenditure  obligations.  More  over  in  developingfinance  government  expenditure  obligations.  More  over  in  developing
countries  the  need  to  have  adequate  financial  resources  is  of  crucialcountries  the  need  to  have  adequate  financial  resources  is  of  crucial
important, as government intervention in promoting social services andimportant, as government intervention in promoting social services and
basic  infrastructure  is  immense.  The  effort  made  to  raise  sufficientbasic  infrastructure  is  immense.  The  effort  made  to  raise  sufficient
revenue  of  a  country  is  traditionally  measured  in  terms  of  its  Grossrevenue  of  a  country  is  traditionally  measured  in  terms  of  its  Gross
Domestic  Product  (GDO)  .  In  this  connection,  Ethiopia's  tax  revenueDomestic  Product  (GDO)  .  In  this  connection,  Ethiopia's  tax  revenue
against its GDP remained low as empirical evidences proved.against its GDP remained low as empirical evidences proved.

Such low level of tax revenue is certainly the outcome of the prevailingSuch low level of tax revenue is certainly the outcome of the prevailing
poor  tax  revenue  mobilization,  mechanism  be  it  in  policy  orpoor  tax  revenue  mobilization,  mechanism  be  it  in  policy  or
administration. The low tax-GDP ration, however, indicates the existenceadministration. The low tax-GDP ration, however, indicates the existence
of modest tax burden and the room to raise more revenue. There is anof modest tax burden and the room to raise more revenue. There is an
opportunity to increase revenue without affecting the saving investmentopportunity to increase revenue without affecting the saving investment
and production incentive of the private sector.and production incentive of the private sector.
It has to be noted that excessively high rates apart from encouraging taxIt has to be noted that excessively high rates apart from encouraging tax
evasion, it creates distortions and disincentive to work, and invest. In thisevasion, it creates distortions and disincentive to work, and invest. In this
regard  the  previous  government  tax  policy  was  designed  merely  toregard  the  previous  government  tax  policy  was  designed  merely  to
mobilize more revenue and to minimize income inequality. Thus incomemobilize more revenue and to minimize income inequality. Thus income
tax rate was as high as 89 percent. One can imagine easily that no body istax rate was as high as 89 percent. One can imagine easily that no body is
foolish to work to generate 11 cents out of a gross income of a Birr over afoolish to work to generate 11 cents out of a gross income of a Birr over a
certain level of income. Like wise the maximum import tariff rate used tocertain level of income. Like wise the maximum import tariff rate used to
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reach  to  230  percent,  creating  more  incentive  for  tax  avoidance  andreach  to  230  percent,  creating  more  incentive  for  tax  avoidance  and
evasion. evasion. 

Due  to  the  existence  of  difference  of  different  economic  structures,Due  to  the  existence  of  difference  of  different  economic  structures,
diverse  economic,  social  and  political  standards,  the  structure  of  taxdiverse  economic,  social  and  political  standards,  the  structure  of  tax
revenue differs from government to government. Certainly, in developingrevenue differs from government to government. Certainly, in developing
countries  tax  structure,  indirect  taxes  are  dominant,  as  theircountries  tax  structure,  indirect  taxes  are  dominant,  as  their
administration is less difficult than direct taxes . Among indirect taxes,administration is less difficult than direct taxes . Among indirect taxes,
trade taxes contribute significant share in these countries. Ethiopia is nottrade taxes contribute significant share in these countries. Ethiopia is not
an exception and on the average, more than 60 percent of the total taxan exception and on the average, more than 60 percent of the total tax
revenue,  has  been  mobilized  from  indirect  taxes  for  the  last  decade.revenue,  has  been  mobilized  from  indirect  taxes  for  the  last  decade.
Moreover, foreign trade taxes accounted 40 percent of the tax revenue inMoreover, foreign trade taxes accounted 40 percent of the tax revenue in
recent  years.  Its  importance  in  undertaken  in  the  revenue  basketrecent  years.  Its  importance  in  undertaken  in  the  revenue  basket
continued  to  move  up  though,  successive  tariff  reforms  has  beencontinued  to  move  up  though,  successive  tariff  reforms  has  been
undertaken. In this regard foreign trade taxes accounted for 41.5 percentundertaken. In this regard foreign trade taxes accounted for 41.5 percent
of  the  total  tax  revenue  in  fiscal  year  1999/00  compared  to  its  22.6of  the  total  tax  revenue  in  fiscal  year  1999/00  compared  to  its  22.6
percent of fiscal year 1990/91.percent of fiscal year 1990/91.

Table 1Table 1
Composition of Tax Revenue (Percentage Share)Composition of Tax Revenue (Percentage Share)

(1990/91 –1999/2000)(1990/91 –1999/2000)
                                                                  1990/91    1991/92   1992/93    1993/94   1994/95  1995/96   1996/971990/91    1991/92   1992/93    1993/94   1994/95  1995/96   1996/97
1997/98   1998/99   1999/001997/98   1998/99   1999/00

Direct Taxes Direct Taxes          40.5      41.0       33.4       30.7     33.8      37.1      35.6         40.5      41.0       33.4       30.7     33.8      37.1      35.6
35.5      35.9     36.135.5      35.9     36.1
Indirect Taxes            59.5       59.0      66.6       69.3      66.2     62.9       64.4Indirect Taxes            59.5       59.0      66.6       69.3      66.2     62.9       64.4
64.5     64.1      63.9 64.5     64.1      63.9 
Domestic Ind. Taxes 36.9       33.0      33.8       27.1      24.4     24.5        24.1Domestic Ind. Taxes 36.9       33.0      33.8       27.1      24.4     24.5        24.1
22.4      21.5     22.422.4      21.5     22.4
Foreign Trade Taxes 22.6       26.0      32.7       42.2       41.8     38.4       40.4Foreign Trade Taxes 22.6       26.0      32.7       42.2       41.8     38.4       40.4
42.1      42.5    41.542.1      42.5    41.5
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According to the above table, direct taxes contribution depicts decliningAccording to the above table, direct taxes contribution depicts declining
trends, while the role of indirect taxes continued to rise. Within indirecttrends, while the role of indirect taxes continued to rise. Within indirect
taxes  foreign  trade  taxes  performance  registered  substantialtaxes  foreign  trade  taxes  performance  registered  substantial
improvement and its share almost doubled from its level in the beginningimprovement and its share almost doubled from its level in the beginning
of  the  decade.  In  contrast,  domestic  indirect  taxes  steadily  declinedof  the  decade.  In  contrast,  domestic  indirect  taxes  steadily  declined
although  attempts  have  been  made  to  introduce  several  tax  policyalthough  attempts  have  been  made  to  introduce  several  tax  policy
measures  including  broadening  the  base.  in  the  current  tax  structuremeasures  including  broadening  the  base.  in  the  current  tax  structure
domestic indirect taxes consists of sales taxes on good and service, excisedomestic indirect taxes consists of sales taxes on good and service, excise
taxes and stump duties. Their performance mainly depends on the supplytaxes and stump duties. Their performance mainly depends on the supply
and demand of domestic goods and services. The poor performance ofand demand of domestic goods and services. The poor performance of
these taxes therefore is explained by slower production and consumptionthese taxes therefore is explained by slower production and consumption
and narrow base. More over its share from the total revenue remainedand narrow base. More over its share from the total revenue remained
low when compared to other countries as shown in the following table. low when compared to other countries as shown in the following table. 

Table 2Table 2
The Share of Domestic Indirect Taxes from Total RevenueThe Share of Domestic Indirect Taxes from Total Revenue

For selected CountriesFor selected Countries
(Percentage Share from Total Revenue)   

NoNo CountryCountry DirectDirect
taxtax

Indirect TaxesIndirect Taxes
Non-taxNon-tax
RevenueRevenue

TotalTotal
indirectindirect

TaxTax

DomestiDomesti
cc

Ind. 
Taxes

ForeignForeign
TradeTrade

taxtax

11 Greece Greece 37.8337.83 53.5153.51 53.4353.43 0808 8.668.66

22 Turkey Turkey 32.0932.09 45.6945.69 42.6942.69 3.013.01 19.4819.48

33 Colombia Colombia 37.2337.23 50.0050.00 41.1641.16 8.418.41 12.4312.43

44 Kenya  Kenya  30.5930.59 56.7356.73 41.5341.53 15.215.2 11.8011.80

55 Morocco Morocco 28.8528.85 55.3255.32 39.3139.31 16.0116.01 13.4613.46

66 South Africa South Africa 55.2055.20 37.1837.18 35.9235.92 1.271.27 5.955.95

77 Ghana Ghana 16.7716.77 30.6530.65 33.8933.89 26.7626.76 22.5722.57

88 Chad Chad 26.6926.69 49.0249.02 33.7333.73 15.2915.29 21.8121.81
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99 Israel Israel 52.7052.70 33.6433.64 33.2033.20 0.440.44 13.4913.49

1010 Korea Korea 44.6244.62 38.7938.79 32.5732.57 6.226.22 12.1112.11

1111 Gambia Gambia 14.7414.74 74.4574.45 32.4132.41 42.0442.04 5.935.93

1212 Uruguay Uruguay 44.9444.94 35.6735.67 31.8931.89 3.783.78 7.027.02

1313 Pakistan Pakistan 16.1416.14 55.1455.14 31.8631.86 23.2823.28 28.7328.73

1414 Sweden Sweden 56.5856.58 29.8829.88 29.2929.29 0.590.59 12.0312.03

1515 India India 21.4721.47 51.6051.60 28.0928.09 23.5123.51 23.0123.01

1616 Mauritius Mauritius 25.0225.02 60.4060.40 26.9826.98 33.4233.42 14.4914.49

1717 ZimbabweZimbabwe 46.9146.91 41.7341.73 22.9122.91 18.8218.82 10.3410.34

1818 Cameron Cameron 19.6519.65 46.0746.07 22.5122.51 23.5623.56 28.7828.78

1919 Spain Spain 69.5169.51 22.4622.46 22.4322.43 0.030.03 8.348.34

2020 Tunisia Tunisia 31.7431.74 48.5748.57 21.6621.66 26.9226.92 16.6516.65

2121 Ethiopia Ethiopia 25.2725.27 44.2844.28 20.2220.22 24.0724.07 27.7227.72

2222 Zaire Zaire 34.2934.29 51.3251.32 18.6818.68 32.6432.64 7.787.78

2323 Egypt Egypt 27.5427.54 22.1122.11 12.5012.50 9.619.61 35.8535.85

Source:-Source:- International  Financial  Statistics  year  Book  (1996-98) International  Financial  Statistics  year  Book  (1996-98)
InternatInternational Monetary Fundional Monetary Fund

From  the  above  table  one  can  conclude  that  developedFrom  the  above  table  one  can  conclude  that  developed
countries  indirect  taxes  holds  significant  place.  Within  thecountries  indirect  taxes  holds  significant  place.  Within  the
indirect  taxes  the  share  of  foreign  trade  tax  remained  veryindirect  taxes  the  share  of  foreign  trade  tax  remained  very
minimal.  On  the  contrary,  for  several  developing  countriesminimal.  On  the  contrary,  for  several  developing  countries
foreign  trade  taxes  played  significant  role  in  their  revenueforeign  trade  taxes  played  significant  role  in  their  revenue
basket. basket. 
As part of the developing countries, Ethiopia's tax revenue is dominatedAs part of the developing countries, Ethiopia's tax revenue is dominated
by indirect taxes. More over, with in this category foreign trade taxes,by indirect taxes. More over, with in this category foreign trade taxes,
derived from import duties and taxes contribution is significantly high. Inderived from import duties and taxes contribution is significantly high. In
contrast domestic indirect taxes perform is inferior. Again if we comparecontrast domestic indirect taxes perform is inferior. Again if we compare
to  developing  countries  represented  in  the  table,  the  revenue  fromto  developing  countries  represented  in  the  table,  the  revenue  from
domestic  indirect  taxes  merely  holds  20  parent  of  the  total  revenuedomestic  indirect  taxes  merely  holds  20  parent  of  the  total  revenue
against to 41, 5, 33, and 7,33,9,22,9 percent of Kenya, Chad, Ghana andagainst to 41, 5, 33, and 7,33,9,22,9 percent of Kenya, Chad, Ghana and
Zimbabwe  respectively.  In  the  case  of  foreign  trade  taxes.  Ethiopia'sZimbabwe  respectively.  In  the  case  of  foreign  trade  taxes.  Ethiopia's
share stood 24 percent of the total revenue compared to Kenya's 15, 2share stood 24 percent of the total revenue compared to Kenya's 15, 2
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Chad's  15,  3 Ghana's  26,  8 and Zimbabwe's 18.8  percent.  It  is  worthChad's  15,  3 Ghana's  26,  8 and Zimbabwe's 18.8  percent.  It  is  worth
mentioning  that  being  the  member  of  CMESA  (Common  Market  formentioning  that  being  the  member  of  CMESA  (Common  Market  for
Eastern and Southern Africa) Ethiopia is prepared for to implement zeroEastern and Southern Africa) Ethiopia is prepared for to implement zero
tariffs to the imports of member countries. Further more in view of thetariffs to the imports of member countries. Further more in view of the
current globalization treat it is not plausible to depend on this source ofcurrent globalization treat it is not plausible to depend on this source of
revenue.  The  tax  system  is  there  fore  assumed  to  depend  on  stablerevenue.  The  tax  system  is  there  fore  assumed  to  depend  on  stable
sources. It is advised that stability to be ensure by avoiding reliance onsources. It is advised that stability to be ensure by avoiding reliance on
such  vulnerable  tax  bases  and,  exploit  domestic  taxes  includingsuch  vulnerable  tax  bases  and,  exploit  domestic  taxes  including
broadening  bases  on  income  and  Consumption  taxes,  and  exploitbroadening  bases  on  income  and  Consumption  taxes,  and  exploit
domestic taxes including broadening bases on income and Consumptiondomestic taxes including broadening bases on income and Consumption
taxes,  and  ensuring  compatibility  with  tax  administration  capabilities.taxes,  and  ensuring  compatibility  with  tax  administration  capabilities.
Thus  revising  domestic  indirect  tax  policy  aspects  and  improving  itsThus  revising  domestic  indirect  tax  policy  aspects  and  improving  its
administrations imperative.                    administrations imperative.                    

To  achieve  the  aforementioned  objectives,  the  need  to  design  anTo  achieve  the  aforementioned  objectives,  the  need  to  design  an
appropriate  tax  policy  is  imperative.  Any  tax  system  is  expected  toappropriate  tax  policy  is  imperative.  Any  tax  system  is  expected  to
consider  critically  its  economic  efficiency,  administration  simplicity,consider  critically  its  economic  efficiency,  administration  simplicity,
flexibility  and fairness.  To mobilize sufficient revenue it  is essential  toflexibility  and fairness.  To mobilize sufficient revenue it  is essential  to
design a tax system, which enables the government to raise more revenuedesign a tax system, which enables the government to raise more revenue
as  the  economy grows.  This  could  be  made possible  if  the  tax  policyas  the  economy grows.  This  could  be  made possible  if  the  tax  policy
focused on the taxation of growing economic sector, taxation of incomefocused on the taxation of growing economic sector, taxation of income
and profit applies progressive tax rates, taxation of consumption goodsand profit applies progressive tax rates, taxation of consumption goods
with high-income elasticity of demand. with high-income elasticity of demand. 

To ward these end global studies recommended to direct the over all taxTo ward these end global studies recommended to direct the over all tax
policy  reform to  consider  the following:-  (Tax policy  in  Sub -  Saharanpolicy  reform to  consider  the following:-  (Tax policy  in  Sub -  Saharan
Africa, Zamora Shalizi and Lyn Squire) Africa, Zamora Shalizi and Lyn Squire) 

A)A) A  shift  from  the  taxation  of  international  trade  to  theA  shift  from  the  taxation  of  international  trade  to  the
taxation of domestic transaction taxation of domestic transaction 

B)B) A Shift from the taxation of production to the taxation ofA Shift from the taxation of production to the taxation of
consumption,consumption,
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C)C) A restructuring of investment incentives, and in the longA restructuring of investment incentives, and in the long
run, run, 

D)D) A shift in the burden of taxation from the poor to the rich, A shift in the burden of taxation from the poor to the rich, 
E)E) A  shift  from  reliance  on  high  tax  rates  to  reliance  onA  shift  from  reliance  on  high  tax  rates  to  reliance  on

broader tax bass.broader tax bass.

On the hand, the attention improve given to improve tax administration isOn the hand, the attention improve given to improve tax administration is
minimal as compared to tax policy measures. First have all the governingminimal as compared to tax policy measures. First have all the governing
income tax law and regulation lasts for half a century with out substantialincome tax law and regulation lasts for half a century with out substantial
changes. Hence it fails to accommodate current business and technologychanges. Hence it fails to accommodate current business and technology
developments. Tax offices at federal and regional level are not properlydevelopments. Tax offices at federal and regional level are not properly
organized to identify and register potential taxpayers, which is preludeorganized to identify and register potential taxpayers, which is prelude
for tax collection.for tax collection.

On  top  of  identifying  taxpayers,  tax  assessment,  which  requires  theOn  top  of  identifying  taxpayers,  tax  assessment,  which  requires  the
recognition of taxable income, is the other difficult are of tax admonition.recognition of taxable income, is the other difficult are of tax admonition.
In Ethiopia the practice to determine taxable income is a mixture of self -In Ethiopia the practice to determine taxable income is a mixture of self -
declaration  and  tax  office  investigation.  According  to  the  income  taxdeclaration  and  tax  office  investigation.  According  to  the  income  tax
proclamation No173/61 (as amended) and the regulation (legal Notice Noproclamation No173/61 (as amended) and the regulation (legal Notice No
258of162) category "A" taxpayers whose annual turnover of Birr 250,000258of162) category "A" taxpayers whose annual turnover of Birr 250,000
or  above  is  obliged  to  keep  books  of  account.  These  taxpayers  areor  above  is  obliged  to  keep  books  of  account.  These  taxpayers  are
required  to  maintain  records  and  accounts  and  accounts  and  presentrequired  to  maintain  records  and  accounts  and  accounts  and  present
balance sheet and profit and loss statement to the tax office. The recordbalance sheet and profit and loss statement to the tax office. The record
is expected to follow the generally accepted accounting principles andis expected to follow the generally accepted accounting principles and
those indicated in the tax law and regulations. The financial statement isthose indicated in the tax law and regulations. The financial statement is
expected to certify by external auditors.expected to certify by external auditors.

The tax law also stipulated that category "B" Taxpayers whose annualThe tax law also stipulated that category "B" Taxpayers whose annual
turnover is Birr 48,000 and or more and professional or vocational personturnover is Birr 48,000 and or more and professional or vocational person
with  gross  income  Birr  12,000  and  any  body  whose  annual  taxablewith  gross  income  Birr  12,000  and  any  body  whose  annual  taxable
income is more than Birr 6000 are required to maintain record or book ofincome is more than Birr 6000 are required to maintain record or book of
daily revenue and expenditure. daily revenue and expenditure. 
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More over the tax law requires the tax administration to assess on basisMore over the tax law requires the tax administration to assess on basis
of taxpayers real income. It is hard, however, to implement the law in theof taxpayers real income. It is hard, however, to implement the law in the
case of taxpayers who are not obliged to maintain records and those withcase of taxpayers who are not obliged to maintain records and those with
low  volume  of  business  including  self-employed  and  informal  sectorlow  volume  of  business  including  self-employed  and  informal  sector
activities.activities.

To assess the income of such taxpayers tax office levies the tax usingTo assess the income of such taxpayers tax office levies the tax using
estimated assessment method. To that end, tax assessors visit taxpayersestimated assessment method. To that end, tax assessors visit taxpayers
business regular and the income tax is determined on the basis of theirbusiness regular and the income tax is determined on the basis of their
observation. Such practices indeed open to corruption and costly.observation. Such practices indeed open to corruption and costly.

Tax collection is the ultimate goal of tax administration. To attain efficientTax collection is the ultimate goal of tax administration. To attain efficient
and effective tax collection various options are available. Among theseand effective tax collection various options are available. Among these
options withholding systems are popular. In our tax system withholdingoptions withholding systems are popular. In our tax system withholding
system is applied only few sources. Expanding such important means ofsystem is applied only few sources. Expanding such important means of
mobilizing income taxes should be included.mobilizing income taxes should be included.

More  over  the  prevailing  tax  accounting,  auditing  and  receivableMore  over  the  prevailing  tax  accounting,  auditing  and  receivable
management of  the system both at Federal and Regional level is verymanagement of  the system both at Federal and Regional level is very
weak  and  inadequate  to  perform  the  required  performance.  The  taxweak  and  inadequate  to  perform  the  required  performance.  The  tax
administrations are unable to develop the operational manuals necessaryadministrations are unable to develop the operational manuals necessary
to  support  the  implementation  of  the  intended  reforms.  It  is  alsoto  support  the  implementation  of  the  intended  reforms.  It  is  also
recognized that a well-designed computer system is an important toll ofrecognized that a well-designed computer system is an important toll of
tax administration.  However,  the tax administration locks such crucialtax administration.  However,  the tax administration locks such crucial
aspects of technology. aspects of technology. 

A common element of the various tax administration operations is theA common element of the various tax administration operations is the
need for taxpayer's education, information and assistance programs thatneed for taxpayer's education, information and assistance programs that
are necessary to promote and foster voluntary compliance by taxpayers.are necessary to promote and foster voluntary compliance by taxpayers.
Nevertheless its importance has never appreciated in the tax offices. Nevertheless its importance has never appreciated in the tax offices. 
By and large, tax is an exclusive power of government, which enables itBy and large, tax is an exclusive power of government, which enables it
draw money from an individual or organization without compensating indraw money from an individual or organization without compensating in
return.  Thus,  it  is  not  surprising if  taxpayers  attempt  to avoid payingreturn.  Thus,  it  is  not  surprising if  taxpayers  attempt  to avoid paying
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taxes or changed their behavior to reduce tax liabilities. Thus to have antaxes or changed their behavior to reduce tax liabilities. Thus to have an
effective  and  efficient  tax  administration  frequent  revision  of  existingeffective  and  efficient  tax  administration  frequent  revision  of  existing
systems and introducing modern and simple systems is mandatory. systems and introducing modern and simple systems is mandatory. 

2.5 TAX REFORM IN ETHIOPIA 2.5 TAX REFORM IN ETHIOPIA 

Tax reform must involve the balancing of multiple objectives principles ofTax reform must involve the balancing of multiple objectives principles of
raising revenue, ensuring economic fervency, equity and administrativeraising revenue, ensuring economic fervency, equity and administrative
efficiency. Thus the tax reform of the country has two major parts, namelyefficiency. Thus the tax reform of the country has two major parts, namely
policy and administrative reforms. policy and administrative reforms. 

Tax policy Reform Tax policy Reform 
As it has been mentioned earlier the principal objective of taxation is toAs it has been mentioned earlier the principal objective of taxation is to
raise necessary revenue to finance government expenditure. On top ofraise necessary revenue to finance government expenditure. On top of
mobilizing the necessary revenue any tax system plays important role tomobilizing the necessary revenue any tax system plays important role to
implement government fiscal policy. In this regard tax policy has multipleimplement government fiscal policy. In this regard tax policy has multiple
objectives  of  managing  the  economy.  The  tax  policy  of  the  previousobjectives  of  managing  the  economy.  The  tax  policy  of  the  previous
regime  aimed  at  mobilizing  more  revenue  to  meet  the  ever  growingregime  aimed  at  mobilizing  more  revenue  to  meet  the  ever  growing
demand to finance the over blown pubic sector.      demand to finance the over blown pubic sector.      

Furthermore, in agreement with its socialist oriented economic policy theFurthermore, in agreement with its socialist oriented economic policy the
tax policy was designed merely to reduce income inequality. To that endtax policy was designed merely to reduce income inequality. To that end
the income tax rates on narrow bases, such high level of task tats coupledthe income tax rates on narrow bases, such high level of task tats coupled
with relatively small tax base and a heavy reliance on few tax instrumentswith relatively small tax base and a heavy reliance on few tax instruments
resulted  in  sever  distortions  in  the  economy  and  failed  to  mobilizeresulted  in  sever  distortions  in  the  economy  and  failed  to  mobilize
sufficient revenue ultimately.sufficient revenue ultimately.

To correct such crucial policy failures, the government adopted a seriousTo correct such crucial policy failures, the government adopted a serious
of  tax  reform measures focusing on reducing the  extreme high rates,of  tax  reform measures focusing on reducing the  extreme high rates,
removing undesired taxes, broadening the tax base and improving andremoving undesired taxes, broadening the tax base and improving and
modernizing the revenue collecting institutions.modernizing the revenue collecting institutions.
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In this  context  among the tax reform measures,  priority  was given toIn this  context  among the tax reform measures,  priority  was given to
reduce  the  very  high  tradesmen  played  in  payroll,  business  andreduce  the  very  high  tradesmen  played  in  payroll,  business  and
agricultural income taxes, In the case of payroll taxes; the highest rateagricultural income taxes, In the case of payroll taxes; the highest rate
was reduced from 85% to 40%. In addition the minimum tax-free monthlywas reduced from 85% to 40%. In addition the minimum tax-free monthly
salary rose to Birr 120 from Birr 50.  Like wise the maximum rate forsalary rose to Birr 120 from Birr 50.  Like wise the maximum rate for
business profit tax rate on individuals reduce d from 59 percent to 40business profit tax rate on individuals reduce d from 59 percent to 40
percent  and  minimum  excepted  income  raised  to  Birr  1200  annualpercent  and  minimum  excepted  income  raised  to  Birr  1200  annual
taxable income. Favoring corporate bodies, tax rates on this sector are ataxable income. Favoring corporate bodies, tax rates on this sector are a
flat rate of 35 percent, the deforms also trimmed down income bracketsflat rate of 35 percent, the deforms also trimmed down income brackets
to simplify its administration.to simplify its administration.

Tariff reduction was the other important trade and tax reform area thatTariff reduction was the other important trade and tax reform area that
materialized in the last decade, it is known that import taxes are levied tomaterialized in the last decade, it is known that import taxes are levied to
raise revenue and protect domestic producers, according; any tax policyraise revenue and protect domestic producers, according; any tax policy
with  regard  to  import  tariff  is  expected  to  expect  to  balance  suchwith  regard  to  import  tariff  is  expected  to  expect  to  balance  such
important objective. The pre-reform tariff consisted of twenty important objective. The pre-reform tariff consisted of twenty advalorumadvalorum
rates ranging from zero to 230 percent. But due to the existence of widerates ranging from zero to 230 percent. But due to the existence of wide
exemptions on imported items the effective rate was very low.exemptions on imported items the effective rate was very low.

To avert such distortions, through successive tariff revision since 1994,To avert such distortions, through successive tariff revision since 1994,
the maximum rates have reduced to 40 percent.  Exemption categoriesthe maximum rates have reduced to 40 percent.  Exemption categories
were  reduced  from 327  pre-reform periods  to  167,  weighted  averagewere  reduced  from 327  pre-reform periods  to  167,  weighted  average
tariff  rate  war  reduced  form  41`.6  percent  to  19.5  percent  and  thetariff  rate  war  reduced  form  41`.6  percent  to  19.5  percent  and  the
number of tariff bands were reduced from 23 to 6.number of tariff bands were reduced from 23 to 6.

Table 3Table 3
Customs Tariff Reform

NoNo DescriptionDescription PrePre
reformreform
PeriodPeriod

11stst

amendmamendm
entent

(August(August
1993)1993)

22ndnd

amendmamendm
entent

(January(January
1996)1996)

33rdrd

amendmamendm
entent

(Dec(Dec
1996)1996)

4tamend4tamend
mentment

(January(January
1998)1998)

ExistingExisting
RateRate

(Dec.19(Dec.19
98)98)

1 1 Maximum rateMaximum rate 230230 8080 6060 5050 5050 4040

88



22 Num.  of  taxNum.  of  tax
exemption exemption 

327327 138138 169169 170170 168168 185185

33 SimpleSimple
average  tariffaverage  tariff
rate rate 

79.179.1 3535 28.828.8 24.324.3 24.324.3 2020

44 WeightedWeighted
tariff rate tariff rate 

41.641.6 29.629.6 24.624.6 23.623.6 21.521.5 19.519.5

55 Number  ofNumber  of
tariff bands tariff bands 

2322523225 99 88 77 77 66

66 TariffTariff
dispersion dispersion 

7575 5555 4545 4545 3535

SourceSource: Ministry of Finance : Ministry of Finance 
In  odder to  liberalize  the  economy and open the economy for  foreignIn odder to  liberalize  the  economy and open the economy for  foreign
competitiveness the above successive tariff revisions aimed at reducingcompetitiveness the above successive tariff revisions aimed at reducing
the weighted average tariff rate, lowering the maximum tariff rate andthe weighted average tariff rate, lowering the maximum tariff rate and
narrowing the number of tariff bands. These measures also arrowed tariffnarrowing the number of tariff bands. These measures also arrowed tariff
dispersion existed between the maximum and minimum tariff rates. Thedispersion existed between the maximum and minimum tariff rates. The
reform reduced member of  tax  exemptions by way of  levying minimalreform reduced member of  tax  exemptions by way of  levying minimal
tariff rates on a number of exempted items. tariff rates on a number of exempted items. 

With  regard  to  broadening  the  tax  base,  new  income,  wealth  andWith  regard  to  broadening  the  tax  base,  new  income,  wealth  and
consumption taxes were introduced. The rental, capital gain and interestconsumption taxes were introduced. The rental, capital gain and interest
income tax,  as  well  as  services sales taxes can be cited as additionalincome tax,  as  well  as  services sales taxes can be cited as additional
levies  embarked  on  the  tax  policy  reform.  In  order  to  promotelevies  embarked  on  the  tax  policy  reform.  In  order  to  promote
nontraditional exports, export taxes were removed from exports acceptsnontraditional exports, export taxes were removed from exports accepts
on coffee. Further more, to mitigate the recent coffee price fall  at theon coffee. Further more, to mitigate the recent coffee price fall  at the
international  market  minimum price  threshold  has been introduced tointernational  market  minimum price  threshold  has been introduced to
relief low proceeds from tax In this regard unwashed coffee export with arelief low proceeds from tax In this regard unwashed coffee export with a
price  of  less  than  50US  cents  per  pound  while  washed  coffee  priceprice  of  less  than  50US  cents  per  pound  while  washed  coffee  price
fetched below 70 US cents per pound is exempted.fetched below 70 US cents per pound is exempted.
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To promote domestic and foreign investment, the government providedTo promote domestic and foreign investment, the government provided
wide range of tax incentives. The tax incentive scheme granted three-yearwide range of tax incentives. The tax incentive scheme granted three-year
income tax holiday, allows certified investors to benefit from importationincome tax holiday, allows certified investors to benefit from importation
of goods duty free and also exempts goods from sales and excise tax.of goods duty free and also exempts goods from sales and excise tax.

2.6 CLASSIFICATION OF TAXES 2.6 CLASSIFICATION OF TAXES 

2.6.1 Income and Property Based Taxes 2.6.1 Income and Property Based Taxes 
Corporate taxesCorporate taxes

The  current  corporate  tax  rate  of  30%  is  applicable  to  allThe  current  corporate  tax  rate  of  30%  is  applicable  to  all
companies carrying on business in Ethiopia. The taxable incomecompanies carrying on business in Ethiopia. The taxable income
is  calculated  in  a  manner  closely  related  to  the  commercialis  calculated  in  a  manner  closely  related  to  the  commercial
accounting  practice but  excludes expenditure  specifically  notaccounting  practice but  excludes expenditure  specifically  not
allowed  under  the  income  tax  law,  corporate  bodies  are  allallowed  under  the  income  tax  law,  corporate  bodies  are  all
required by law to maintain books of accounts written up on therequired by law to maintain books of accounts written up on the
bases of generally accepted accounting principles.bases of generally accepted accounting principles.

A  corporate  body  is  required  to  file  its  self-assessed  income  returnsA  corporate  body  is  required  to  file  its  self-assessed  income  returns
simultaneously with the payment of tax due within four months from thesimultaneously with the payment of tax due within four months from the
closure of the accounts.closure of the accounts.

Individual income tax Individual income tax 
Non-  corporate  taxpayers  who  include  sole  traders  (  proprietors)  andNon-  corporate  taxpayers  who  include  sole  traders  (  proprietors)  and
salaried employees are taxed at a progressive individual income tax ratessalaried employees are taxed at a progressive individual income tax rates
which vary from minimum of 10% to the highest marginal tax rate of 35%which vary from minimum of 10% to the highest marginal tax rate of 35%

Withholding taxes Withholding taxes 

Withholding tax scheme is operated on a number of paymentsWithholding tax scheme is operated on a number of payments
made  by  a  person  in  the  course  of  business.  In  somemade  by  a  person  in  the  course  of  business.  In  some
transactions the amount of tax withheld is treated as a final taxtransactions the amount of tax withheld is treated as a final tax
liability. For certain payments that attract a withholding tax theliability. For certain payments that attract a withholding tax the
amount of tax withheld is treated as a tax prepayment of theamount of tax withheld is treated as a tax prepayment of the
payee to be offset later against his final tax liability. The mainpayee to be offset later against his final tax liability. The main
withholding tax, bases the prevailing rates and payment statuswithholding tax, bases the prevailing rates and payment status
are shown below:are shown below:
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 Royalties                                                          5% Final Royalties                                                          5% Final 
 Income from rendering of Income from rendering of 
 Income from games of chance                        15% Final Income from games of chance                        15% Final 
 Dividends                                                         10% Final Dividends                                                         10% Final 
 Income from rental of property                        15% FinalIncome from rental of property                        15% Final
 Interest income on deposits                                5% Final Interest income on deposits                                5% Final 
 Salary                                                       10%-35% Final Salary                                                       10%-35% Final 
 Collection of tax on imports                     3% Final/ on accountCollection of tax on imports                     3% Final/ on account
 Withholding of income on payments        2% Final /on accountWithholding of income on payments        2% Final /on account

Capital gains tax Capital gains tax 
Capital gains tax is charged on income accrued form sell or transfer ofCapital gains tax is charged on income accrued form sell or transfer of
building held for business, factory, office at 15% and charged at 30% onbuilding held for business, factory, office at 15% and charged at 30% on
transfer of company shares.transfer of company shares.

Gains obtained from the transfer of building held for residenceGains obtained from the transfer of building held for residence
is exempted from the tax. The basis for residence is exemptedis exempted from the tax. The basis for residence is exempted
from  the  tax.  The  basis  for  computation  is  separatelyfrom  the  tax.  The  basis  for  computation  is  separately
determined  by  regulation  (the  basis  is  the  value  ofdetermined  by  regulation  (the  basis  is  the  value  of
consideration for the asset sold and the adjusted cost of theconsideration for the asset sold and the adjusted cost of the
asset.)asset.)
Business lossesBusiness losses

When computing the profits of a business during any year ofWhen computing the profits of a business during any year of
income and a loss is incurred for income tax purposes such aincome and a loss is incurred for income tax purposes such a
loss is allowed to be carried forward and be offset against futureloss is allowed to be carried forward and be offset against future
income in the subsequent years for period not exceeding sisincome in the subsequent years for period not exceeding sis
consecutive years. consecutive years. 

2.6.2.  Taxes on Consumption /Expenditure 2.6.2.  Taxes on Consumption /Expenditure 
FIRA administers taxes on consumption, which are FIRA administers taxes on consumption, which are 

■■ Value Added Tax /VAT    Value Added Tax /VAT    
■■ Excise Tax Excise Tax 
■■ Turnover Tax /TOT/ Turnover Tax /TOT/ 
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Value Added Tax Value Added Tax 

VAT is a consumption of tax charged by VAT registered tradersVAT is a consumption of tax charged by VAT registered traders
on all  taxable goods and services at a standard rate of 15%.on all  taxable goods and services at a standard rate of 15%.
The VAT is a multistage tax levied at each stage of productionThe VAT is a multistage tax levied at each stage of production
and distribution up to the retail stage. The tax is also levied onand distribution up to the retail stage. The tax is also levied on
taxable imports made by persons whether or not registered fortaxable imports made by persons whether or not registered for
VAT.  Some goods  and  services  are  taxed  at  Zero-rate  whileVAT.  Some goods  and  services  are  taxed  at  Zero-rate  while
some are exempted from the tax. some are exempted from the tax. 
          
All  traders or businesses whose taxable turnover exceed BirrAll  traders or businesses whose taxable turnover exceed Birr
500,000  per  year  are  obliged  to  make  an  application  for500,000  per  year  are  obliged  to  make  an  application  for
registration.  However  person  may  voluntarily  apply  forregistration.  However  person  may  voluntarily  apply  for
registration. If  he regularly is  supplying or rendering at leastregistration. If  he regularly is  supplying or rendering at least
75% of his goods and services to registered persons.75% of his goods and services to registered persons.
Excise taxExcise tax
The excise tax is charged on The excise tax is charged on advaloremadvalorem rate on certain consumer goods rate on certain consumer goods
on importation and on similar products locally produced. The rate is fromon importation and on similar products locally produced. The rate is from
minimum of 10% to higher margin of 100% / the list of goods subject tominimum of 10% to higher margin of 100% / the list of goods subject to
excise tax is separately annexed to the proclamation/.excise tax is separately annexed to the proclamation/.

Turnover tax /TOT/Turnover tax /TOT/

Turnover  tax  is  payable  on  goods  supplied  and  servicesTurnover  tax  is  payable  on  goods  supplied  and  services
rendered by persons not registered for VAT. It’s an equalizationrendered by persons not registered for VAT. It’s an equalization
tax  that  came  into  force  to  tax  persons  below  the  VATtax  that  came  into  force  to  tax  persons  below  the  VAT
registration threshold of Birr 500,000 TOT is charged at 2% onregistration threshold of Birr 500,000 TOT is charged at 2% on
goods  locally  sold  and  10% on  services,  except  contractors,goods  locally  sold  and  10% on  services,  except  contractors,
grinding mills, tractors and combine harvesters which are taxedgrinding mills, tractors and combine harvesters which are taxed
at 2% the basis of the tax is the gross receipts of goods andat 2% the basis of the tax is the gross receipts of goods and
services sold.services sold.
Stamp duty Stamp duty 
Stamp  duty  is  payable  on  certain  (  13  items)  legal  and  financialStamp  duty  is  payable  on  certain  (  13  items)  legal  and  financial
instruments. The charge is made at specific or instruments. The charge is made at specific or advaloremadvalorem rate. The basis rate. The basis
of the duty is the cost, which the instrument contains (bears)of the duty is the cost, which the instrument contains (bears)

Check Your Progress ExerciseCheck Your Progress Exercise
1.1. What are the major functions of FIRA? What are the major functions of FIRA? 
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……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
2.2. Discuss briefly the historical development of taxation in Ethiopia. Discuss briefly the historical development of taxation in Ethiopia. 
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
3.3. What the objective of the tax reform in Ethiopia? What the objective of the tax reform in Ethiopia? 
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
4.4. What are the items that should be considered in tax policy reformWhat are the items that should be considered in tax policy reform

as per the recommendations of global studies? as per the recommendations of global studies? 
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
5.5. Taxes  in  Ethiopia  are  classified  into  two.  List  the  componentsTaxes  in  Ethiopia  are  classified  into  two.  List  the  components

categorized in the two groups. categorized in the two groups. 
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………

2.72.7 SUMMARY SUMMARY 

Ethiopia  has  a  federal  system  of  government,  which  are  the  FederalEthiopia  has  a  federal  system  of  government,  which  are  the  Federal
Government and the constituent Regional and City Administrations.Government and the constituent Regional and City Administrations.

Ethiopia  follows  residential  principle  of  taxing  jurisdiction.  IndividualsEthiopia  follows  residential  principle  of  taxing  jurisdiction.  Individuals
and corporate taxpayers are taxed on all their annual world wide incomeand corporate taxpayers are taxed on all their annual world wide income
while a non-resident is tax on income, which accrued in or was derivedwhile a non-resident is tax on income, which accrued in or was derived
from Ethiopia. from Ethiopia. 

There are three organs, which are   involved directly in mobilizing taxThere are three organs, which are   involved directly in mobilizing tax
revenue through the administration of various tax laws. These are: revenue through the administration of various tax laws. These are: 

■■ Large tax payers office Large tax payers office 
■■ Value Added Tax department Value Added Tax department 
■■ Addis Ababa Main Branch Addis Ababa Main Branch 
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Taxes are generally classified into two: Taxes are generally classified into two: 
1.1. Income and Property based Taxes Income and Property based Taxes 
2.2. Taxes on consumption/ Expenditure Taxes on consumption/ Expenditure 

Income and property based taxes Income and property based taxes 
■■ Corporate taxes Corporate taxes 
■■ Individual income tax Individual income tax 
■■ Withholding taxes Withholding taxes 
■■ Capital Gains TaxCapital Gains Tax
■■ Business losses Business losses 

Taxes on consumption/ Expenditure Taxes on consumption/ Expenditure 
■■ Value Added Tax Value Added Tax 
■■ Excise TaxExcise Tax
■■ Turnover TaxTurnover Tax
■■ Stamp Duty Stamp Duty 

2.82.8 ANSWER TO CHECK YOUR PROGRESS EXERCISE ANSWER TO CHECK YOUR PROGRESS EXERCISE 

1.1. Refer Sections 2.3Refer Sections 2.3
2.2. Refer Sections 2.2Refer Sections 2.2
3.3. Refer Sections 2.4 & 2.5Refer Sections 2.4 & 2.5
4.4. Refer Sections 2.4Refer Sections 2.4
5.5. Refer Sections 2.6Refer Sections 2.6

UNIT 3: EMPLOYMENT INCOME TAX UNIT 3: EMPLOYMENT INCOME TAX 

ContentsContents
3.0 3.0 Aims and ObjectivesAims and Objectives
3.1.3.1. Introduction Introduction 
3.2.3.2. Determination of Employment Income Determination of Employment Income 

3.2.1.3.2.1. ExemptionsExemptions
3.2.2.3.2.2. Compensation Payments Compensation Payments 
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3.2.3.3.2.3. Tax Rate  Tax Rate  
3.3.3.3. SummarySummary
3.4.3.4. Answer to Check Your Progress ExerciseAnswer to Check Your Progress Exercise

3.0 AIMS AND OBJECTIVES3.0 AIMS AND OBJECTIVES

After the completion of this section you should be able to understand theAfter the completion of this section you should be able to understand the
following:following:

-- Determination of employment taxable income-benefit in cash andDetermination of employment taxable income-benefit in cash and
in kindin kind

-- Compensation paymentCompensation payment
-- Employment tax rateEmployment tax rate
-- Allowable  deductions  and  Non-allowable  deduction  forAllowable  deductions  and  Non-allowable  deduction  for

employment employment 
-- Exempted incomeExempted income
-- Withholding and payment of employment taxWithholding and payment of employment tax

3.1 INTRODUCTION3.1 INTRODUCTION

This  section  covers  Income  earned  by  employees  as  a  result  of  theirThis  section  covers  Income  earned  by  employees  as  a  result  of  their
employment  position.  Relevant  Labor  law  proclamations  are  used  toemployment  position.  Relevant  Labor  law  proclamations  are  used  to
properly  account  for  tax  liabilities  arising  from  employment  earningsproperly  account  for  tax  liabilities  arising  from  employment  earnings
including compensation and severance pay. Except those exempted, anyincluding compensation and severance pay. Except those exempted, any
income arising from employment is taxable under this schedule.  Whileincome arising from employment is taxable under this schedule.  While
every one generating income of such kind is obligated to pay income taxevery one generating income of such kind is obligated to pay income tax
accordingly, employers, on the other hand, are obligated to withhold taxaccordingly, employers, on the other hand, are obligated to withhold tax
from each payment made to the employee and pay to the tax authority.from each payment made to the employee and pay to the tax authority.
Hence, employers act as withholding agents; i.e. a party who collects taxHence, employers act as withholding agents; i.e. a party who collects tax
on behalf of the government.   on behalf of the government.   

3.2 DETERMINATION OF EMPLOYMENT INCOME3.2 DETERMINATION OF EMPLOYMENT INCOME

3.2.1. Exemptions3.2.1. Exemptions
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Employment income shall include any form of payment or gain, either inEmployment income shall include any form of payment or gain, either in
the form of cash or in kind, received from current, former or prospectingthe form of cash or in kind, received from current, former or prospecting
employment by an individual. -    If the tax on employment is paid by theemployment by an individual. -    If the tax on employment is paid by the
employer in whole or in part, the amount so paid shall be added to theemployer in whole or in part, the amount so paid shall be added to the
taxable income and considered as part thereof too. Nonetheless, incometaxable income and considered as part thereof too. Nonetheless, income
received in the form of wages does not include representation and otherreceived in the form of wages does not include representation and other
similar expenditures (social functions, guest accommodation etc).similar expenditures (social functions, guest accommodation etc).

The determination of employment income involves a series of steps andThe determination of employment income involves a series of steps and
requires  such  inputs  as  taxable  income  and  the  use  of  relevant  andrequires  such  inputs  as  taxable  income  and  the  use  of  relevant  and
appropriate tax rates. The determination of taxable income, on the otherappropriate tax rates. The determination of taxable income, on the other
hand, requires identifying categories of income that are exempted fromhand, requires identifying categories of income that are exempted from
the payment of tax from those taxable under the law. The following arethe payment of tax from those taxable under the law. The following are
categories of income that are exempted from the payment of tax. categories of income that are exempted from the payment of tax. 

 Income from employment by casual employees who do not workIncome from employment by casual employees who do not work

for more than one month for the same employee in any twelvefor more than one month for the same employee in any twelve
months period.months period.

 Pension contribution, provident fund and all forms of retirementPension contribution, provident fund and all forms of retirement

benefit  contributed  by  employers  in  an  amount  that  does  notbenefit  contributed  by  employers  in  an  amount  that  does  not
exceed 15% of the monthly salary of the employee. exceed 15% of the monthly salary of the employee. 

 Subject  to  reciprocity,  income  from  employment,  received  forSubject  to  reciprocity,  income  from  employment,  received  for

services rendered in the exercise of their duties by:services rendered in the exercise of their duties by:
-- Diplomatic and consular representatives, andDiplomatic and consular representatives, and
-- Other persons employed in any Embassy, Legation, consulateOther persons employed in any Embassy, Legation, consulate

or  mission  of  a  foreign  state  performing  state  of  affairs,or  mission  of  a  foreign  state  performing  state  of  affairs,
national of the state and bearers of diplomatic passports.national of the state and bearers of diplomatic passports.

 Income  specifically  exempted  from  income  tax  by  any  law  inIncome  specifically  exempted  from  income  tax  by  any  law  in

Ethiopia,  unless  specifically  amended  or  deleted  by  theEthiopia,  unless  specifically  amended  or  deleted  by  the
Proclamation;  International  treaty;  or  an  agreement  made  orProclamation;  International  treaty;  or  an  agreement  made  or
approved by the Ministerapproved by the Minister
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 Payments  made  to  a  person  as  compensation  or  gratitude  inPayments  made  to  a  person  as  compensation  or  gratitude  in

relation to personal injuries suffered by that person or the death ofrelation to personal injuries suffered by that person or the death of
another person.another person.

  Amounts paid by employers to cover the actual cost of medical Amounts paid by employers to cover the actual cost of medical

treatment of employees;treatment of employees;

 Allowance in lieu of means of transportation granted to employeesAllowance in lieu of means of transportation granted to employees

under contract of employment to the extent of the amount to beunder contract of employment to the extent of the amount to be
determined by the Tax Authority.determined by the Tax Authority.

  Hardship allowance Hardship allowance

  Reimbursement  of  traveling  expenses  incurred  on  duty  to  the Reimbursement  of  traveling  expenses  incurred  on  duty  to  the

extent of the amount to be determined by the Tax Authority.extent of the amount to be determined by the Tax Authority.

  Traveling expenses paid to employees recruited from elsewhere Traveling expenses paid to employees recruited from elsewhere

than the place of employment orthan the place of employment or

 In case of foreigners traveling expenses from or to their countryIn case of foreigners traveling expenses from or to their country

provided that such payments are specifically provided for in theprovided that such payments are specifically provided for in the
contract. The amount of such payment shall be determined by thecontract. The amount of such payment shall be determined by the
Tax Authority.Tax Authority.

 Allowances paid to members and secretaries of boards of publicAllowances paid to members and secretaries of boards of public

enterprises  and  public  bodies  as  well  as  to  members  andenterprises  and  public  bodies  as  well  as  to  members  and
secretaries  of  study  groups  set  up  by  the  Federal  or  Regionalsecretaries  of  study  groups  set  up  by  the  Federal  or  Regional
Government.Government.

   Income of persons employed for domestic duties;  Income of persons employed for domestic duties;

3.2.2.  Compensation Payments3.2.2.  Compensation Payments
An employee who has completed his probation period but whose contractAn employee who has completed his probation period but whose contract
is  terminated  is  entitled  to  receive  compensations  payments  from theis  terminated  is  entitled  to  receive  compensations  payments  from the
employer.  This  form  of  income  falls  under  employer.  This  form  of  income  falls  under  schedule  Aschedule  A income  which income  which
represents  income  from  employment.  For  such  an  employee  whoserepresents  income  from  employment.  For  such  an  employee  whose
contract is terminated, the employer is bound to pay compensation, ancontract is terminated, the employer is bound to pay compensation, an

97



amount equal to the employee’s one month salary for one year of serviceamount equal to the employee’s one month salary for one year of service
plus 1/3plus 1/3rdrd of his monthly salary for every additional year of service over of his monthly salary for every additional year of service over
one  year.one  year. Income  tax  is,  therefore,  payable  on  the  earnings  from Income  tax  is,  therefore,  payable  on  the  earnings  from
compensation payments. compensation payments. 

Note the following;Note the following;
 One month’s salary is computed by the average daily wages/salaryOne month’s salary is computed by the average daily wages/salary

paid on the last week services multiplied by thirty (30).paid on the last week services multiplied by thirty (30).
 The maximum amount payable in compensation shall  not  exceedThe maximum amount payable in compensation shall  not  exceed

twelve month’s wage/salary.twelve month’s wage/salary.

3.2.3.  Tax Rate3.2.3.  Tax Rate
The following tax rates are applied for determination of tax payable onThe following tax rates are applied for determination of tax payable on
income from employment. The rates range from 10% to 35% and makingincome from employment. The rates range from 10% to 35% and making
the first Birr 150 exempted from tax payments. the first Birr 150 exempted from tax payments. 

Persons working in different organizations should aggregate and declarePersons working in different organizations should aggregate and declare
their employment income (any tax paid by the withholding agent shouldtheir employment income (any tax paid by the withholding agent should
be considered deducted). be considered deducted). 

Employment Income Employment Income 
 per month per month

Income TaxIncome Tax
payablepayable

Over BirrOver Birr To Birr

0.000.00 150.00150.00

ExemptExempt
thresholdthreshold

151.00151.00 650.00650.00 1010
651.00651.00 1,400.001,400.00 1515
1,401.001,401.00 2,350.002,350.00 2020
2,351.002,351.00 3,550.003,550.00 2525
3,551.003,551.00 5,000.005,000.00 3030
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Over 5000Over 5000 3535

The following table provides a short cut method of calculating tax payableThe following table provides a short cut method of calculating tax payable
for income from employment.for income from employment.

ActivityActivity
Mr. x is an international staff for PQR s.c.Is he taxable under theMr. x is an international staff for PQR s.c.Is he taxable under the
following situations?following situations?

a.a. He  stayed  in  Ethiopia  for  about  a  year  and  earn  aHe  stayed  in  Ethiopia  for  about  a  year  and  earn  a
salary of Ethiopian Birr 15,000./monthsalary of Ethiopian Birr 15,000./month

b.b. He stayed in Ethiopia for about 179 days at differentHe stayed in Ethiopia for about 179 days at different
time and earn a salary of Ethiopian Birr 6,000.00time and earn a salary of Ethiopian Birr 6,000.00

Example Example 

Mr.  Albert  gross  taxable  income  from  his  employers  inMr.  Albert  gross  taxable  income  from  his  employers  in
December 20X3 was Br. 3800.December 20X3 was Br. 3800.
Calculate  the  income tax  deductible  from the  salary  of  Mr.Calculate  the  income tax  deductible  from the  salary  of  Mr.
Albert. Albert. 

Solution Solution 

Income
RateRate DeductionDeductionFromFrom ToTo

0.000.00 150.00150.00 00   

151.00151.00 650.00650.00 10%10% 15.0015.00

651.00651.00 1,400.001,400.00 15%15% 47.5047.50

1,401.001,401.00 2,350.002,350.00 20%20% 117.50117.50

2,351.002,351.00 3,550.003,550.00 25%25% 235.00235.00

3,551.003,551.00 5,000.005,000.00 30%30% 412.50412.50

5000 & above5000 & above 35%35% 662.50662.50
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From From ToTo Total Total Income Tax rateIncome Tax rate
Amount Amount 

00 150150 150150 Exempted Exempted 00
151151 650650 500500 10%10% 5050
651651 14001400 750750 15%15% 112.50112.50
14011401 23502350 950950 20%20% 190190
23512351 35503550 12001200 25%25% 300300
35513551 38003800 250250 30%30% 7575
TotalTotal        38003800          727.50727.50

Shortcut Shortcut 
(3800 X 30%) – 412.50 = (3800 X 30%) – 412.50 = 727.50727.50

Check Your Progress Exercise 
1. What type of income is included in Schedule “A”?1. What type of income is included in Schedule “A”?
…………………………………………………………………………………………………………………………………………………………………………………………
…………………………………………………………………………………………………………………………………………………………………………………………
2.2. What income is exempted from employment income tax?What income is exempted from employment income tax?
…………………………………………………………………………………………………………………………………………………………………………………………
…………………………………………………………………………………………………………………………………………………………………………………………

3.3 SUMMARY 3.3 SUMMARY 

Employment  income  includes  any  form of  payment  or  gain,Employment  income  includes  any  form of  payment  or  gain,
either in the form of cash or in kind, received from currenteither in the form of cash or in kind, received from current
former or prospecting employment by an individual.  The taxformer or prospecting employment by an individual.  The tax
rates of income from employment are progressive that rangesrates of income from employment are progressive that ranges
from 10% to 35% and making the first Br. 150 exempted fromfrom 10% to 35% and making the first Br. 150 exempted from
tax payments. tax payments. 

3.4 ANSWER TO CHECK YOUR PROGRESS EXERCISE3.4 ANSWER TO CHECK YOUR PROGRESS EXERCISE

100



1.1. Refer Section 3.2Refer Section 3.2
2.2. Refer Section 3.2.1Refer Section 3.2.1

UNIT 4: BUSINESS INCOME TAX UNIT 4: BUSINESS INCOME TAX 

ContentsContents
4.04.0 Aims and ObjectivesAims and Objectives
4.1.4.1. Introduction Introduction 
4.2.4.2. General General 
4.3.4.3. Determination of Taxable Business Income Determination of Taxable Business Income 

4.3.1.4.3.1. Allowable Deductions Allowable Deductions 
4.3.2.4.3.2. Non-Allowable Expenses Non-Allowable Expenses 
4.3.3.4.3.3. Computing Taxable Income Computing Taxable Income 
4.3.4.4.3.4. Tax Rate Tax Rate 
4.3.5.4.3.5. Less Carry Forward Less Carry Forward 
4.3.6.4.3.6. Transfer of Business Assets Introduction Transfer of Business Assets Introduction 

4.4.4.4. Summary Summary 
4.5 4.5 Answer to Check Your Progress ExerciseAnswer to Check Your Progress Exercise

4.0 AIMS AND OBJECTIVES4.0 AIMS AND OBJECTIVES

When you have studied this section you should be able to:When you have studied this section you should be able to:
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-- Determine taxable business incomeDetermine taxable business income
-- Identify allowable deductions and non-allowable expendituresIdentify allowable deductions and non-allowable expenditures
-- Apply  the  Generally  Accepted  Accounting  PrinciplesApply  the  Generally  Accepted  Accounting  Principles

applicable  for  the  purpose  of  tax  accounting  with  regard  toapplicable  for  the  purpose  of  tax  accounting  with  regard  to
depreciation, stock, receivables and others.depreciation, stock, receivables and others.

-- Assess business income taxAssess business income tax
-- Recognize treatment of loss carry forwardRecognize treatment of loss carry forward

4.1 INTRODUCTION 4.1 INTRODUCTION 

This section covers tax payables on business undertakings. Business is anThis section covers tax payables on business undertakings. Business is an
industrial or commercial undertaking made by a person or a body in theindustrial or commercial undertaking made by a person or a body in the
pursuit  of  profit.  Income arising from such undertakings will  be taxedpursuit  of  profit.  Income arising from such undertakings will  be taxed
under  under  Schedule  CSchedule  C.  The  section,  therefore,  covers  such  issues  as  the.  The  section,  therefore,  covers  such  issues  as  the
determination of taxable business income, tax allowable expenses and thedetermination of taxable business income, tax allowable expenses and the
obligations of the taxpayer with respect to maintaining proper accounts.  obligations of the taxpayer with respect to maintaining proper accounts.  

4.2 GENERAL4.2 GENERAL

The  current  income  tax  proclamation  and  related  regulations  definedThe  current  income  tax  proclamation  and  related  regulations  defined
businessbusiness as any  as any industrial, commercial, professional or vocational activityindustrial, commercial, professional or vocational activity
or  any  other  activity  recognized  as  trade  by  the  or  any  other  activity  recognized  as  trade  by  the  commercial  code  ofcommercial  code  of
EthiopiaEthiopia and carried on by any person for profit.  As compared to the and carried on by any person for profit.  As compared to the
previous income tax rate, the current proclamation provides a reducedprevious income tax rate, the current proclamation provides a reduced
tax rate on business income as a measure of the tax reform program intax rate on business income as a measure of the tax reform program in
progress.  The  reduced tax  rate  is  believed to  serve  as  an  investmentprogress.  The  reduced tax  rate  is  believed to  serve  as  an  investment
incentive.incentive.

For  the  purpose  of  payments  of  business  income  tax,  tax  payers  areFor  the  purpose  of  payments  of  business  income  tax,  tax  payers  are
categorized into three, namely category A, Category B, Category C. basedcategorized into three, namely category A, Category B, Category C. based
on  the  volume  of  their  sales  for  a  tax  year  and  form  of  business.on  the  volume  of  their  sales  for  a  tax  year  and  form  of  business.
Subsequently,  the Tax Authority will  determine whether the tax payerSubsequently,  the Tax Authority will  determine whether the tax payer
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shall continue in the same category or his/her category be changed forshall continue in the same category or his/her category be changed for
the following tax year.the following tax year.

Category  A  includes  any  company  incorporated  under  the  laws  ofCategory  A  includes  any  company  incorporated  under  the  laws  of
Ethiopia or in a foreign country and other entities having annual turnoverEthiopia or in a foreign country and other entities having annual turnover
of Birr 500,000 and more. This group of tax payers have to maintain allof Birr 500,000 and more. This group of tax payers have to maintain all
records and accounts which will enable them to submit a balance sheetrecords and accounts which will enable them to submit a balance sheet
and  profit  and  loss  account  disclosing  the  gross  profit,  general  andand  profit  and  loss  account  disclosing  the  gross  profit,  general  and
administrative  expenses,  depreciation,  and  provisions  and  reservesadministrative  expenses,  depreciation,  and  provisions  and  reserves
(together, with the supporting vouchers). (together, with the supporting vouchers). 

Category  “B”  unless  already  classified  in  category  “A”,  includesCategory  “B”  unless  already  classified  in  category  “A”,  includes
businesses having an annual turnover of over Br 100,000. This categorybusinesses having an annual turnover of over Br 100,000. This category
of taxpayers must submit profit and loss statement at the end of the year.of taxpayers must submit profit and loss statement at the end of the year.
The law requires all entries in the records and accounts to be supportedThe law requires all entries in the records and accounts to be supported
by appropriate vouchers.by appropriate vouchers.

Category “C” unless already classified in categories “A” and “B” includeCategory “C” unless already classified in categories “A” and “B” include
those tax payers whose annual turnover is estimated by the Tax Authoritythose tax payers whose annual turnover is estimated by the Tax Authority
at Birr 100,000 or less. at Birr 100,000 or less. 

Every businessman or body, with the exception of category C, is requiredEvery businessman or body, with the exception of category C, is required
to keep proper books of accounts and other records and documents. to keep proper books of accounts and other records and documents. 

The books of accounts must contain;The books of accounts must contain;
-- a record of business assets and liabilities including a detaileda record of business assets and liabilities including a detailed

register of fixed assets;register of fixed assets;
-- a record of all daily income  and expenses, a record of all daily income  and expenses, 
-- a record of  all  purchases and sales  of  goods and servicesa record of  all  purchases and sales  of  goods and services

showing the following:-showing the following:-
 the particular goods and services soldthe particular goods and services sold
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 the  name  of  the  buyers  and  sellers/providers  inthe  name  of  the  buyers  and  sellers/providers  in
such a manner that they can be identified by thesuch a manner that they can be identified by the
Tax authoritiesTax authorities

 Using  pre-numbered  invoices  containing  vendor’sUsing  pre-numbered  invoices  containing  vendor’s
tax identification number.tax identification number.

 a record of trading stock on hand at the end of the accountinga record of trading stock on hand at the end of the accounting
period with the method of valuationperiod with the method of valuation

 any other document relevant for the determination of the taxany other document relevant for the determination of the tax
liabilityliability

If  books  and  records  are  prepared  in  a  foreign  language,  the  TaxIf  books  and  records  are  prepared  in  a  foreign  language,  the  Tax
Authority may require translation to the official languages of Ethiopia atAuthority may require translation to the official languages of Ethiopia at
the taxpayer’s expense. Moreover, the books and records must be kept bythe taxpayer’s expense. Moreover, the books and records must be kept by
the taxpayer for ten years after the end of the tax period to which theythe taxpayer for ten years after the end of the tax period to which they
relate.relate.

4.3   DETERMINATION OF TAXABLE BUSINESS INCOME4.3   DETERMINATION OF TAXABLE BUSINESS INCOME

Taxable business income is determined for each tax period on the basis ofTaxable business income is determined for each tax period on the basis of
profit  and  loss  account  otherwise  known  as  income  statement  whichprofit  and  loss  account  otherwise  known  as  income  statement  which
should be prepared in accordance with  should be prepared in accordance with  Generally Accepted AccountingGenerally Accepted Accounting
PrinciplesPrinciples,  and  subject  to  provisions  of  ,  and  subject  to  provisions  of  Income  Tax  ProclamationIncome  Tax  Proclamation
No.286/2002No.286/2002 and related  and related directivesdirectives issued by the Tax Authority. issued by the Tax Authority.

At the end of each fiscal year, each taxpayer submits a tax return to theAt the end of each fiscal year, each taxpayer submits a tax return to the
Income Tax Authority. The tax return is a statement containing statisticalIncome Tax Authority. The tax return is a statement containing statistical
information filled in a pre-printed form (provided by the Tax Authority),information filled in a pre-printed form (provided by the Tax Authority),
given to the Income tax Office. The return should contain full and truegiven to the Income tax Office. The return should contain full and true
information about the income earned by the tax payer. The law requiresinformation about the income earned by the tax payer. The law requires
the tax payer to furnish such information within a stipulated period.the tax payer to furnish such information within a stipulated period.

Many businesses use the service of qualified professional accountants toMany businesses use the service of qualified professional accountants to
prepare tax returns and determine taxable income. Profits as shown byprepare tax returns and determine taxable income. Profits as shown by
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the accountants may not be the same as admissible for tax assessment.the accountants may not be the same as admissible for tax assessment.
There may be certain items of expenditure reasonably chargeable to theThere may be certain items of expenditure reasonably chargeable to the
income statement but not allowable for tax purposes. Likewise, certainincome statement but not allowable for tax purposes. Likewise, certain
revenue items permissible to be included in the income statement mayrevenue items permissible to be included in the income statement may
not be permissible to include in the tax return. It becomes thus necessarynot be permissible to include in the tax return. It becomes thus necessary
to adjust those items to determine taxable income.to adjust those items to determine taxable income.

4.3.1   Allowable Deductions (Deductible Expenses)4.3.1   Allowable Deductions (Deductible Expenses)
The general principle regarding deductibility is that deductions will beThe general principle regarding deductibility is that deductions will be
allowed for expenses incurred for the purpose of  allowed for expenses incurred for the purpose of  earning, securing andearning, securing and
maintainingmaintaining the business income to the extent that the expenses can be the business income to the extent that the expenses can be
proven by the tax payer and subject to the  proven by the tax payer and subject to the  limitationslimitations specified by the specified by the
proclamation. On the basis of this, the law permits the following lists ofproclamation. On the basis of this, the law permits the following lists of
expenses as deductible from business income.expenses as deductible from business income.

1.1. The direct costs of producing the income, such as the direct costThe direct costs of producing the income, such as the direct cost
of  manufacturing,  purchasing,  importations,  selling  and  suchof  manufacturing,  purchasing,  importations,  selling  and  such
other similar costs;other similar costs;

2.2. General  administrative  expenses  connected  with  the  businessGeneral  administrative  expenses  connected  with  the  business
activity;activity;

3.3. Premiums  payable  on  insurance  directly  connected  with  thePremiums  payable  on  insurance  directly  connected  with  the
business activity;business activity;

4.4. Expenses  incurred  in  connection  with  the  promotion  of  theExpenses  incurred  in  connection  with  the  promotion  of  the
business inside and outside the country, subject to the limits setbusiness inside and outside the country, subject to the limits set
by the directive issued by the Minister of Revenue.by the directive issued by the Minister of Revenue.

5.5. Commissions  paid  for  services  rendered  to  the  business,Commissions  paid  for  services  rendered  to  the  business,
provided that:provided that:
(a). said services were in fact rendered.(a). said services were in fact rendered.
(b). the amount paid corresponds to normal rates paid for similar(b). the amount paid corresponds to normal rates paid for similar
services. By other persons or bodies similarly situated. services. By other persons or bodies similarly situated. 
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6.6. In the case of a business located and operating in Ethiopia as theIn the case of a business located and operating in Ethiopia as the
branch, subsidiary or associated company of a business locatedbranch, subsidiary or associated company of a business located
and  operating  abroad,  no  payment  of  any  kind  made  to  theand  operating  abroad,  no  payment  of  any  kind  made  to  the
holding or associated company of the business in Ethiopia shallholding or associated company of the business in Ethiopia shall
be accepted as deduction unless: be accepted as deduction unless: 

a.a. The  payment  in  question  was  made  for  serviceThe  payment  in  question  was  made  for  service
actually rendered: andactually rendered: and

b.b. said service was necessary for the business andsaid service was necessary for the business and
could not be  could not be  
performed by the   persons or bodies or by the businessperformed by the   persons or bodies or by the business
itself at a lower cost.itself at a lower cost.

7.7. If the income tax authority has reason to consider that the totalIf the income tax authority has reason to consider that the total
amount of salaries and other personal emoluments payable toamount of salaries and other personal emoluments payable to
the manager of a private limited company is exaggerated it maythe manager of a private limited company is exaggerated it may
reduce paid amount for taxation purpose to the limit which, inreduce paid amount for taxation purpose to the limit which, in
view of operation of the company, appears justifiable, either byview of operation of the company, appears justifiable, either by
disallowing the payments made to more than one manager or indisallowing the payments made to more than one manager or in
any other way which may be just and appropriate.any other way which may be just and appropriate.

8.8. Sums paid as salary, wages or other emoluments to the childrenSums paid as salary, wages or other emoluments to the children
of  the  proprietor  or  member  of  the  partnership  shall  only  beof  the  proprietor  or  member  of  the  partnership  shall  only  be
allowed as deduction if such employees have the qualificationsallowed as deduction if such employees have the qualifications
required by the post.required by the post.

In  computing  taxable  income,  the  above  listed  expenses  could  beIn  computing  taxable  income,  the  above  listed  expenses  could  be
deducted  from  gross  income.  If  some  conditions  are  met,  thededucted  from  gross  income.  If  some  conditions  are  met,  the
proclamation  also  allows  such  expenses  as  depreciation,  bad  debts,proclamation  also  allows  such  expenses  as  depreciation,  bad  debts,
interest expense and donation and gifts, which is covered separately ininterest expense and donation and gifts, which is covered separately in
this section as deductible expenses. (Refer the proclamations articles 23this section as deductible expenses. (Refer the proclamations articles 23
to 27 and the regulation 78/2002 articles 10 to 14.) Some of them areto 27 and the regulation 78/2002 articles 10 to 14.) Some of them are
discussed in 2.3 belowdiscussed in 2.3 below

4.3.2   Non-allowable Expenses4.3.2   Non-allowable Expenses
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All those expenses, which are not wholly or exclusively incurred for theAll those expenses, which are not wholly or exclusively incurred for the
business  activity,  are  not  allowable  deductions  from  gross  income.business  activity,  are  not  allowable  deductions  from  gross  income.
Therefore, in computing taxable income the following expenses should beTherefore, in computing taxable income the following expenses should be
added back.added back.

a.a. Capital  Expenditure-  the  cost  of  acquisition,  improvement,Capital  Expenditure-  the  cost  of  acquisition,  improvement,
renewal and reconstruction of depreciable assetsrenewal and reconstruction of depreciable assets

b.b. Additional Investment- an increase of the share capital of aAdditional Investment- an increase of the share capital of a
company or the basic capital of a registered partnershipcompany or the basic capital of a registered partnership

c.c. Declared dividends and paid out project shares.Declared dividends and paid out project shares.
d.d. Voluntary pension or provident fund contributions over andVoluntary pension or provident fund contributions over and

above 15% of the monthly salary of the employee.above 15% of the monthly salary of the employee.
e.e. Damages covered by insurance policy Damages covered by insurance policy 
f.f. Interest in excess of the rate used between the National BankInterest in excess of the rate used between the National Bank

of  Ethiopia  and  the  commercial  Banks  increased  by  twoof  Ethiopia  and  the  commercial  Banks  increased  by  two
percentage points. percentage points. 

g.g. Punitive damages and penaltiesPunitive damages and penalties
h.h. The  creation  or  increase  of  reserves,  provisions  and  otherThe  creation  or  increase  of  reserves,  provisions  and  other

special  purpose  funds  unless  otherwise  allowed  by  thespecial  purpose  funds  unless  otherwise  allowed  by  the
proclamation. proclamation. 

i.i. Income  tax  paid  on  schedule  “C”  income  and  recoverableIncome  tax  paid  on  schedule  “C”  income  and  recoverable
Value Added Tax (VAT) Value Added Tax (VAT) 

j.j. Representation expenses over and above 10% of the salary ofRepresentation expenses over and above 10% of the salary of
the employee.the employee.

k.k. Personal consumption expensesPersonal consumption expenses
l.l. Expenditures  exceeding  the  limits  set  forth  by  theExpenditures  exceeding  the  limits  set  forth  by  the

proclamation or regulationsproclamation or regulations
m.m. Entertainment expenses “Entertainment” means the provisionEntertainment expenses “Entertainment” means the provision

of  food,  beverages,  tobacco,  accommodation,  amusement,of  food,  beverages,  tobacco,  accommodation,  amusement,
recreation or hospitality of any kind to any person whetherrecreation or hospitality of any kind to any person whether
directly or indirectly.directly or indirectly.

n.n. Donation and gift other than those permitted by regulation.Donation and gift other than those permitted by regulation.
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o.o. Sum paid as salary, wages or other personal emoluments toSum paid as salary, wages or other personal emoluments to
the proprietor or partner of the enterprises. Expenditure forthe proprietor or partner of the enterprises. Expenditure for
maintenance  or  other  private  purpose  of  the  proprietor  ormaintenance  or  other  private  purpose  of  the  proprietor  or
partner of the enterprise.partner of the enterprise.

p.p. Losses that are not connected with or not arising out of theLosses that are not connected with or not arising out of the
activity of enterprise. activity of enterprise. 

q.q. Grants and donations that exceed 10% of the taxable incomeGrants and donations that exceed 10% of the taxable income
of the tax payer. of the tax payer. 

Allowable deductions that need certain conditions to be metAllowable deductions that need certain conditions to be met
The following expenses need certain conditions to be met before all areThe following expenses need certain conditions to be met before all are
allowed to be deducted from gross income:-allowed to be deducted from gross income:-

-- Interest expenseInterest expense
A)A) Interest  which  is  not  in  excess  of  the  rate  used between Interest  which  is  not  in  excess  of  the  rate  used between
National Bank of Ethiopia and Commercial banks increased by 2National Bank of Ethiopia and Commercial banks increased by 2
%) is allowable deduction if the lending institution is recognized%) is allowable deduction if the lending institution is recognized
by NBE or a foreign institution permitted to lend to enterprisesby NBE or a foreign institution permitted to lend to enterprises
in the country. Moreover, for the interest paid to foreign banksin the country. Moreover, for the interest paid to foreign banks
to be deductible, the lending bank shall, prior to the granting ofto be deductible, the lending bank shall, prior to the granting of
any loan to any such person, file a declaration in writing withany loan to any such person, file a declaration in writing with
the Tax Authority wherein it informs said authority concerningthe Tax Authority wherein it informs said authority concerning
all  loans  granted  to  any  person  liable  to  pay  income  tax  inall  loans  granted  to  any  person  liable  to  pay  income  tax  in
Ethiopia. In addition, the borrower shall withhold 10% from theEthiopia. In addition, the borrower shall withhold 10% from the
gross interest payable and transfer same to the Tax authoritygross interest payable and transfer same to the Tax authority
within two months of the end of the fiscal year. within two months of the end of the fiscal year. 

B)B) Interest paid to share holders on loans and advance can be Interest paid to share holders on loans and advance can be
deducted to the extent that the interest paid is less than thededucted to the extent that the interest paid is less than the
average  of  four  times  the  amount  of  share  capital  in  a  taxaverage  of  four  times  the  amount  of  share  capital  in  a  tax
period.  This  provision  doesn’t  apply  to  banks  and  insuranceperiod.  This  provision  doesn’t  apply  to  banks  and  insurance
companies.companies.
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-- Representation allowancesRepresentation allowances
Representation  allowance  is  hospitality  expense  incurred  inRepresentation  allowance  is  hospitality  expense  incurred  in
receiving  guests  coming  from  outside  the  enterprise  inreceiving  guests  coming  from  outside  the  enterprise  in
connection  with  the  promotion  and  enhancement  of  theconnection  with  the  promotion  and  enhancement  of  the
business.business.  Such expenses are deductible to the extent of 10% ofSuch expenses are deductible to the extent of 10% of
the salary of the employee. the salary of the employee. 

-- Gifts and donations Gifts and donations 
Gifts  and  donations  are  allowable  deductions  under  theGifts  and  donations  are  allowable  deductions  under  the
following conditionsfollowing conditions

a. If they are given to a registered welfare organizationIf they are given to a registered welfare organization
and where it is certified by the registering authorityand where it is certified by the registering authority
that  the  organization  has  a  record  of  outstandingthat  the  organization  has  a  record  of  outstanding
achievement  and  its  utilization  of  resources  andachievement  and  its  utilization  of  resources  and
accounting  system  operates  transparency,accounting  system  operates  transparency,
accountability. accountability. 

b.b. If the payment is made in response to emergency call issuedIf the payment is made in response to emergency call issued
by the government to defend the sovereignty and integrity ofby the government to defend the sovereignty and integrity of
the  country,  to  prevent  man  made  or  natural  catastrophe,the  country,  to  prevent  man  made  or  natural  catastrophe,
epidemic or for any other similar cause. epidemic or for any other similar cause. 

c.c. Donation  made  to  non  commercial  education  or  healthDonation  made  to  non  commercial  education  or  health
facilities.facilities.

Nonetheless,  grants and donations made for purpose listed above mayNonetheless,  grants and donations made for purpose listed above may
only be allowed as deduction where the amount of the donation or grantonly be allowed as deduction where the amount of the donation or grant
does not exceed 10% of the taxable income of the taxpayer.does not exceed 10% of the taxable income of the taxpayer.

-- Trading stockTrading stock

 Trading stock Trading stock is a business asset that is either usedis a business asset that is either used

in the  production process  or  become part  of  thein  the  production process  or  become part  of  the
product, or that is held for resale purpose. product, or that is held for resale purpose. 
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The  cost  of  The  cost  of  trading  stocktrading  stock disposed  of  during  a  tax disposed  of  during  a  tax
period  is  allowable  deduction  for  the  purposes  ofperiod  is  allowable  deduction  for  the  purposes  of
ascertaining income.         ascertaining income.         

 The  The  cost of trading stockcost of trading stock disposed of during a tax disposed of during a tax

period is determined on the basis of the averageperiod is determined on the basis of the average
cost method, i.e. the generally accepted accountingcost method, i.e. the generally accepted accounting
principle  under  which  trading  stock  valuation  isprinciple  under  which  trading  stock  valuation  is
based on an based on an average cost of unitsaverage cost of units on hand. on hand.

-- DepreciationDepreciation
Any business may acquire assets that have non-current natureAny business may acquire assets that have non-current nature
to generate profit. In determining periodic income, the cost ofto generate profit. In determining periodic income, the cost of
these fixed assets should be transferred to expense account in athese fixed assets should be transferred to expense account in a
systematic and rational approach called Depreciation. Generallysystematic and rational approach called Depreciation. Generally
Accepted Accounting Principles (GAAP) allows different methodsAccepted Accounting Principles (GAAP) allows different methods
of computing annual deprecation charges for preparing generalof computing annual deprecation charges for preparing general
purpose financial statements.purpose financial statements.

Among  these  methods,  the  Ethiopian  government  adopts  theAmong  these  methods,  the  Ethiopian  government  adopts  the
straight line – pooling system method. Generally, except the coststraight line – pooling system method. Generally, except the cost
of  building,  intangible  assets  and  Information  Technologyof  building,  intangible  assets  and  Information  Technology
Equipments purchased by a business, all  other assets becomeEquipments purchased by a business, all  other assets become
part of a pool of expenditures on which capital allowances maypart of a pool of expenditures on which capital allowances may
be claimed. Under the pooling system, when addition is made,be claimed. Under the pooling system, when addition is made,
the pool increases; on disposal the pool is reduced by the salethe pool increases; on disposal the pool is reduced by the sale
proceeds.proceeds.

In accordance with the newly enacted income tax proclamation andIn accordance with the newly enacted income tax proclamation and
regulation,  depreciation  may  be  deducted  in  the  determination  ofregulation,  depreciation  may  be  deducted  in  the  determination  of
taxable  business  income.  Nonetheless,  fine  arts,  antiques,  jewelry,taxable  business  income.  Nonetheless,  fine  arts,  antiques,  jewelry,
trading stock and other similar business assets not subject to wear andtrading stock and other similar business assets not subject to wear and
tear and obsolescence shall not be depreciated. tear and obsolescence shall not be depreciated. 
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Depreciation rateDepreciation rate
a.a. In determining the amount of depreciation the acquisition orIn determining the amount of depreciation the acquisition or

construction cost, and the cost of improvement, renewal andconstruction cost, and the cost of improvement, renewal and
reconstruction  of  buildings  and  constructions  shall  bereconstruction  of  buildings  and  constructions  shall  be
depreciated  individually  on  a  straight-line  basis  at  fivedepreciated  individually  on  a  straight-line  basis  at  five
percent (5%). percent (5%). 

b.b.  The  acquisition  or  construction  cost,  and  the  cost  of The  acquisition  or  construction  cost,  and  the  cost  of
improvement,  renewal  and  reconstruction,  of  intangibleimprovement,  renewal  and  reconstruction,  of  intangible
assets  shall  be  depreciated  individually  on  a  straight  lineassets  shall  be  depreciated  individually  on  a  straight  line
basis at ten percent (10%).basis at ten percent (10%).

The above two categories of business assets are depreciated at the givenThe above two categories of business assets are depreciated at the given
rates based on their cost (gross value). rates based on their cost (gross value). 

The  following  two  categories  of  business  assets  shall  beThe  following  two  categories  of  business  assets  shall  be
depreciated according to a poling system at the following rates;depreciated according to a poling system at the following rates;

a. Computers, Information systems, software products and dataa. Computers, Information systems, software products and data
storage  equipment as a rate of 25% storage  equipment as a rate of 25% 

d.d. All other business assets at the rate of 20%. This categoryAll other business assets at the rate of 20%. This category
includes motor vehicles, plant and machinery, furniture andincludes motor vehicles, plant and machinery, furniture and
equipment, etc. equipment, etc. 

For assets for which the pooling methods are used, the rate is applied toFor assets for which the pooling methods are used, the rate is applied to
the  depreciation  base  for  the  determination  of  depreciation.  Thethe  depreciation  base  for  the  determination  of  depreciation.  The
depreciation  base  is  the  book  value  of  the  asset  as  recorded  on  thedepreciation  base  is  the  book  value  of  the  asset  as  recorded  on  the
opening day of the balance sheet of the tax period increased by the costopening day of the balance sheet of the tax period increased by the cost
of asset acquired or created and the cost of improvement, renewal andof asset acquired or created and the cost of improvement, renewal and
reconstruction of the asset during the tax period. The amount can also bereconstruction of the asset during the tax period. The amount can also be
decreased by the  sales  price  of  assets  disposed of  during the  period.decreased by the  sales  price  of  assets  disposed of  during the  period.
Losses  incurred  during  the  period  due  to  natural  calamity  and  otherLosses  incurred  during  the  period  due  to  natural  calamity  and  other
involuntary  conversion  will  also  be  considered  in  the  computation  ofinvoluntary  conversion  will  also  be  considered  in  the  computation  of
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depreciation base. Any compensation received for these purposes will bedepreciation base. Any compensation received for these purposes will be
deducted from the book value. deducted from the book value. 

While  determining  the  depreciation  base,  if  the  depreciation  baseWhile  determining  the  depreciation  base,  if  the  depreciation  base
becomes negative amount, that amount will be added to taxable incomebecomes negative amount, that amount will be added to taxable income
and  the  depreciation  shall  become  zero.  On  the  other  hand,  if  theand  the  depreciation  shall  become  zero.  On  the  other  hand,  if  the
depreciation base does not exceed Birr 1,000 the entire depreciation basedepreciation base does not exceed Birr 1,000 the entire depreciation base
will be a deductible business expense. will be a deductible business expense. 

If a revaluation of business assets takes place, no depreciation will beIf a revaluation of business assets takes place, no depreciation will be
allowed for the amount of the revaluation. In determination of taxableallowed for the amount of the revaluation. In determination of taxable
business income a deduction is permitted in respect of each category ofbusiness income a deduction is permitted in respect of each category of
business assets for the maintenance and improvement expenses up to abusiness assets for the maintenance and improvement expenses up to a
maximum of 20% of the depreciation base of the end of the year. Anymaximum of 20% of the depreciation base of the end of the year. Any
actual expense exceeding this 20% will increase the depreciation base ofactual expense exceeding this 20% will increase the depreciation base of
that  category  (or  it  is  capitalized).  Nonetheless,  depreciation  is  notthat  category  (or  it  is  capitalized).  Nonetheless,  depreciation  is  not
allowed for assets in respect of which all allowed for assets in respect of which all capitalized costscapitalized costs have been fully have been fully
recovered if the transfer of such assets is made between related persons.recovered if the transfer of such assets is made between related persons.

 The regulation issued by the Council Of MinistersThe regulation issued by the Council Of Ministers

indicates that depreciation will be allowed as deduction onlyindicates that depreciation will be allowed as deduction only
if  the  taxpayer  claiming  deductions  for  depreciation  keepsif  the  taxpayer  claiming  deductions  for  depreciation  keeps
proper records showing the cost of acquisition of the assetproper records showing the cost of acquisition of the asset
and the total amount deducted since the date of acquisition.and the total amount deducted since the date of acquisition.
Moreover, the tax payer must furnish the Tax Authority withMoreover, the tax payer must furnish the Tax Authority with
satisfactory evidence that the data mentioned in the recordssatisfactory evidence that the data mentioned in the records
are true and correct.are true and correct.

-- Bad debtsBad debts
In the determination of taxable income, a deduction for a badIn the determination of taxable income, a deduction for a bad
debt is allowed if the following conditions are met:debt is allowed if the following conditions are met:

 An amount corresponding to this  debt was previouslyAn amount corresponding to this  debt was previously
included in the income;included in the income;
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 The debt is written off in the books of tax payer; andThe debt is written off in the books of tax payer; and
 Any legal action to collect the debt has been taken butAny legal action to collect the debt has been taken but

the debt is not recoverable.the debt is not recoverable.

Activity 1
Identify  the  following  in  to  “Allowed”,  “Disallowed”  orIdentify  the  following  in  to  “Allowed”,  “Disallowed”  or
“Partially Allowed” business expenses.“Partially Allowed” business expenses.

a)a) 20%  provident  fund  contribution  by  the  company20%  provident  fund  contribution  by  the  company
namename

b)b) 10% provident fund contribution by the employee10% provident fund contribution by the employee
c)c) 15%  provident  fund  contribution  by  the  company15%  provident  fund  contribution  by  the  company

namename
d)d) Basic salary of the General Manager of NMS p.l.c isBasic salary of the General Manager of NMS p.l.c is

br4,500 and his representation allowance is birr 900.br4,500 and his representation allowance is birr 900.
e)e) General provision on doubtful debtorsGeneral provision on doubtful debtors
f)f) Company motor  vehicle  with  net  book value  of  BirrCompany motor  vehicle  with  net  book value  of  Birr

250,000.00  was  completely  destroyed  with  car250,000.00  was  completely  destroyed  with  car
accident.  The  motor  vehicle  was  insured  and  Birraccident.  The  motor  vehicle  was  insured  and  Birr
200,000.00  was  recovered  from  the  insurance200,000.00  was  recovered  from  the  insurance
company company 

g)g) Br 100,000 donation to indigenous NGO to be utilizedBr 100,000 donation to indigenous NGO to be utilized
for anti-HIV campaign.for anti-HIV campaign.

h)h) Br 25,000. spending on public relations relating to theBr 25,000. spending on public relations relating to the
promotion of company’s business activitypromotion of company’s business activity

i)i) Br 25,000 spending as entertainment  Br 25,000 spending as entertainment  

4.3.34.3.3 Computing Taxable IncomeComputing Taxable Income
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Using  the  income  statement,  taxable  income  may  be  determined  asUsing  the  income  statement,  taxable  income  may  be  determined  as
follows;follows;

1.1. Take the net profit as shown in the income statementTake the net profit as shown in the income statement
which  is  prepared  in  accordance  with  Generally  Acceptedwhich  is  prepared  in  accordance  with  Generally  Accepted
Accounting  Principles  (GAAP)  or  International  AccountingAccounting  Principles  (GAAP)  or  International  Accounting
Standards (IAS).Standards (IAS).

2.2. Add back any item deducted as expense, which is notAdd back any item deducted as expense, which is not
allowed for tax purposes. allowed for tax purposes. 

3.3. Deduct  any  item  included  in  the  income  on  whichDeduct  any  item  included  in  the  income  on  which
income tax has already been withheld by the payer. Examplesincome tax has already been withheld by the payer. Examples
of such items are income received from royalties, income fromof such items are income received from royalties, income from
games of  chance,  dividends and interest  received,  etc.  refergames of  chance,  dividends and interest  received,  etc.  refer
schedule ‘D” other income in the proclamation. schedule ‘D” other income in the proclamation. 

4.4. Multiply the figure so arrived (from step 1through stepMultiply the figure so arrived (from step 1through step
III) by the income tax rate. For bodies use the progressive taxIII) by the income tax rate. For bodies use the progressive tax
table for persons (other tax payers) to get the tax payable fortable for persons (other tax payers) to get the tax payable for
the fiscal year. the fiscal year. 

4.3.4 Tax Rate4.3.4 Tax Rate
 Taxable business income of bodies is taxable at the rate ofTaxable business income of bodies is taxable at the rate of

30%30%
 Taxable business income of other taxpayers shall be taxedTaxable business income of other taxpayers shall be taxed

in accordance with the following schedule C.in accordance with the following schedule C.

Taxable Business Income (Per Year)Taxable Business Income (Per Year)
Income Tax PayableOver BirrOver Birr To BirrTo Birr

00 1,8001,800 Exempt ThresholdExempt Threshold

 1,801 1,801           7,800          7,800 1010
 7,801 7,801 16,80016,800 1515

     16,801     16,801 28,20028,200 2020
     28,201     28,201 42,60042,600 2525
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     42,601     42,601 60,00060,000 3030
Over 60,000Over 60,000 3535
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The short cut method of computing business income tax is provided
below. 

Taxable IncomeTaxable Income       Deduction      Deduction
FromFrom ToTo RateRate
00 1,8001,800 oo NilNil
1,8011,801 7,8007,800 10%10% 180180

7,8017,801 16,80016,800 15%15% 570570
16,80116,801 28,20028,200 20%20% 1,4101,410

28,20128,201 42,60042,600 25%25% 4,9504,950
42,60142,601 60,00060,000 30%30% 7,9507,950

60,001  and60,001  and
aboveabove

35%35%

    Activity 2Activity 2
1.1. Compute income tax  for A p. l. c assuming that its taxableCompute income tax  for A p. l. c assuming that its taxable
       income is Birr 135,000.00 for the current year       income is Birr 135,000.00 for the current year
2.2. Compute income tax for Ato Thomas who is engaged inCompute income tax for Ato Thomas who is engaged in

private clinic   business and whose annual taxable incomeprivate clinic   business and whose annual taxable income
is Birr 54,600 based on the books of account maintainedis Birr 54,600 based on the books of account maintained
by him.by him.

4.3.5   Loss Carry Forward4.3.5   Loss Carry Forward
A business is said to have made loss when the total expenses incurred byA business is said to have made loss when the total expenses incurred by
the  business  during  a  fiscal  year  are  greater  than  the  total  incomethe  business  during  a  fiscal  year  are  greater  than  the  total  income
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generated by  the  business  in  the  same yeargenerated by  the  business  in  the  same year.  .  Loss  carry  forward is  aLoss  carry  forward is  a
procedure whereby a loss incurred in one tax period is carried forward toprocedure whereby a loss incurred in one tax period is carried forward to
the next tax period to be deducted from the available profit, if any. Lossthe next tax period to be deducted from the available profit, if any. Loss
carry forward is one of the several changes introduced by new tax law.carry forward is one of the several changes introduced by new tax law.
The importance of the loss carry forward provision to a company is that itThe importance of the loss carry forward provision to a company is that it
preserves valuable cash which otherwise would have to be paid out inpreserves valuable cash which otherwise would have to be paid out in
taxes.  Such  funds  are  retained  in  the  business  and  can  be  used  fortaxes.  Such  funds  are  retained  in  the  business  and  can  be  used  for
working capital and/or expansion of the business. A business, which hasworking capital and/or expansion of the business. A business, which has
alternate profit and loss years of about the same dimension, would pay noalternate profit and loss years of about the same dimension, would pay no
tax at all.tax at all.

The subsequent paragraphs explain loss relieves available for companiesThe subsequent paragraphs explain loss relieves available for companies
and related eligibility conditions. If the determination of taxable businessand related eligibility conditions. If the determination of taxable business
income results in a loss in a tax period, that loss may be set off againstincome results in a loss in a tax period, that loss may be set off against
taxable income in 3 years tax  periods;  earlier  losses set being set  offtaxable income in 3 years tax  periods;  earlier  losses set being set  off
before  later  losses.  A  continuous  set  off  will  be  permitted  only  for  abefore  later  losses.  A  continuous  set  off  will  be  permitted  only  for  a
maximum  period  of  6  years  (two  periods  of  three  years).However,  ifmaximum  period  of  6  years  (two  periods  of  three  years).However,  if
during a tax period the direct or indirect ownership of the share capitalduring a tax period the direct or indirect ownership of the share capital
or the voting rights of a body changes more than 25% by value or byor the voting rights of a body changes more than 25% by value or by
number the provision for set off will not apply to losses by that body innumber the provision for set off will not apply to losses by that body in
that tax period.   that tax period.   

 Loss carry forward will only be permitted where the books ofLoss carry forward will only be permitted where the books of

accounts showing the loss are acceptable to the tax authority.accounts showing the loss are acceptable to the tax authority.
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Activity 3Activity 3

Bezawit p. l. c started trading on April 2000 and results for the first 
three years are as follows

                                                   31-03-00     31-03-01        31-03-02
      Trading Profit (Loss)            ( 20,000)     30,000            21,000

Required: compute Income Tax Payable or Repaid to the 
Unbelievable p.l.c



4.3.6   Transfer of Business Assets4.3.6   Transfer of Business Assets
When  assets  used  in  a  business  are  sold,  exchanged  or  otherwise
transferred,  gain  or  loss  is  recognized  on  the  transfer.  Nonetheless,
transfer  of  business  assets  among  companies  which  are  parties  to  a
reorganization is not treated as disposal of the property. On the other
hand, the value of  assets held by a company or companies which are
parties  to  a  reorganization  is  the  same  as  the  value  of  such  assets
immediately  before  the  organization.  Similarly,  the  balance  of  any
depreciation categories shall be carried over.

Activity 4Activity 4
 Is  there  any  relief  available  for  the  loss  recognized on  theIs  there  any  relief  available  for  the  loss  recognized on  the

transfer of Business Assets?transfer of Business Assets?
 How  gain/loss  does  from  transfer  of  business  assets  isHow  gain/loss  does  from  transfer  of  business  assets  is

determined?determined?

Check Your Progress Exercise 
1.1. What  interest  rate  is  applicable  forWhat  interest  rate  is  applicable  for

loan and advance given by the shareholders to the company?loan and advance given by the shareholders to the company?
Is rate above commercial banks lending rate acceptable?Is rate above commercial banks lending rate acceptable?

…………………………………………………………………………………………………………………………………………………………………………
…………………………………………………………………………………………………………………………………………………………………………
………………………………………………………………
2.2. Explain  how  annual  depreciation  isExplain  how  annual  depreciation  is

computed under the pooling system method.computed under the pooling system method.
…………………………………………………………………………………………………………………………………………………………………………
…………………………………………………………………………………………………………………………………………………………………………
………………………………………………………………
3.3. Explain the following terms as defined by the Income Tax lawExplain the following terms as defined by the Income Tax law
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-- Business  Business  
-- IncomeIncome
-- BodyBody

…………………………………………………………………………………………………………………………………………………………………………………………
…………………………………………………………………………………………………………………………………………………………………………………………
…………………………………………………………………………………………………………………………………………………………………………………………
…………………………………………………………………………………………………………………………………………………………………………………………
4.4. Explain factors that should be considered in planning relief forExplain factors that should be considered in planning relief for

trading loss?trading loss?
…………………………………………………………………………………………………………………………………………………………………………………………
…………………………………………………………………………………………………………………………………………………………………………………………
5.5. If a taxpayer has claimed loss relief against total income of theIf a taxpayer has claimed loss relief against total income of the

same year, is there any restriction on his claiming relief againstsame year, is there any restriction on his claiming relief against
total income of the pervious year?total income of the pervious year?

……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
…………

4.4 SUMMARY 4.4 SUMMARY 

Income tax proclamation defined business as any industrial, Income tax proclamation defined business as any industrial, 
commercial, professional or vocational activity or any other activity commercial, professional or vocational activity or any other activity 
recognized as trade by the commercial code of Ethiopia and carried recognized as trade by the commercial code of Ethiopia and carried 
on by any person for profit.on by any person for profit.

Tax payers are categorized into three for payments of business incomeTax payers are categorized into three for payments of business income
tax based on the volume of their sales for a tax year and form of business:tax based on the volume of their sales for a tax year and form of business:
Category A, Category B and Category C.Category A, Category B and Category C.

Taxable business income is determined for each tax period on the basis ofTaxable business income is determined for each tax period on the basis of
profit and loss statement, which should be prepared in accordance withprofit and loss statement, which should be prepared in accordance with
GAAP  and  relevant  proclamations  and  directions  issued  by  the  TaxGAAP  and  relevant  proclamations  and  directions  issued  by  the  Tax
Authority. Authority. 
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Taxable business income of bodies (organizations) is taxable at the rate ofTaxable business income of bodies (organizations) is taxable at the rate of
30%.30%.

4.5 ANSWER TO CHECK YOUR PROGRESS EXERCISE4.5 ANSWER TO CHECK YOUR PROGRESS EXERCISE

1. Refer Section 4.3.41. Refer Section 4.3.4
2. Refer Section 4.3.12. Refer Section 4.3.1
3. Refer Section 4.23. Refer Section 4.2
4. Refer Section 4.3.54. Refer Section 4.3.5
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UNIT 5:RENTAL INCOME TAX UNIT 5:RENTAL INCOME TAX 

ContentsContents
5.0 5.0 Aims and ObjectivesAims and Objectives
5.1.5.1. Introduction Introduction 
5.2.5.2. Determination of Rental Income Determination of Rental Income 

5.2.1.5.2.1. GeneralGeneral
5.2.2.5.2.2. Taxable IncomeTaxable Income
5.2.3.5.2.3. Tax RateTax Rate

5.3.5.3. Summary Summary 
5.4.5.4. Answer to Check Your Progress ExerciseAnswer to Check Your Progress Exercise

5.0 AIMS AND OBJECTIVES5.0 AIMS AND OBJECTIVES

After the completion of this section you will be able to:After the completion of this section you will be able to:
-- assess tax on schedule B incomeassess tax on schedule B income
-- describe the declaration of rental incomedescribe the declaration of rental income
-- identify tax allowable and non-allowable deductionsidentify tax allowable and non-allowable deductions
-- recognize the obligation of the tax payer to maintain properrecognize the obligation of the tax payer to maintain proper

accountsaccounts

5.1.  INTRODUCTION5.1.  INTRODUCTION

This section covers tax payables on income from rental of buildings. AnyThis section covers tax payables on income from rental of buildings. Any
income arising from rental of buildings is taxable under income arising from rental of buildings is taxable under scheduleschedule  BB. The. The
section  covers  such  issues  as  the  determination of  rental  income,  taxsection  covers  such  issues  as  the  determination of  rental  income,  tax
allowable expenses and the obligations of the tax payer with respect toallowable expenses and the obligations of the tax payer with respect to
maintaining proper accounts.  The tax is collected on an annual basis andmaintaining proper accounts.  The tax is collected on an annual basis and
the tax year is the Ethiopian fiscal year. the tax year is the Ethiopian fiscal year. 

5.2 DETERMINATION OF RENTAL INCOME5.2 DETERMINATION OF RENTAL INCOME

121



5.2.1 General 5.2.1 General 
Rental income includes all form of income from rent of a  Rental income includes all form of income from rent of a  buildingbuilding and and
rent  of  rent  of  furniture  and  equipmentfurniture  and  equipment if  the  building  is  fully  furnished. if  the  building  is  fully  furnished.
Carefully note that income from the lease of business, including goods,Carefully note that income from the lease of business, including goods,
equipments  and building which are  part  of  the normal  operation of  aequipments  and building which are  part  of  the normal  operation of  a
business,  business,  (called business lease)(called business lease) are taxable under another schedule – are taxable under another schedule –
schedule Cschedule C..
  
Gross rental  income also includes any cost  incurred by the lessee forGross rental  income also includes any cost  incurred by the lessee for
improvement to the land or building and all payments made by the lesseeimprovement to the land or building and all payments made by the lessee
on behalf of the lessor in accordance with the contract of lease. There areon behalf of the lessor in accordance with the contract of lease. There are
two parties involved in renting a building – the two parties involved in renting a building – the lessee lessee and the and the lessorlessor. The. The
party who grants rent of the building is the lessor while the one whoparty who grants rent of the building is the lessor while the one who
leases the property for use is the lessee. In some occasions the lessor mayleases the property for use is the lessee. In some occasions the lessor may
allow  the  lessee  to  sub  lease  the  building  to  another  party  in  suchallow  the  lessee  to  sub  lease  the  building  to  another  party  in  such
circumstances the first lessee will be called circumstances the first lessee will be called sub - lessorsub - lessor. The sub - lessor. The sub - lessor
must pay tax on the difference between income from the sub leasing andmust pay tax on the difference between income from the sub leasing and
the rent paid to the lessor, provided that the amount received by the subthe rent paid to the lessor, provided that the amount received by the sub
lessor is greater than the amount payable to the lessor. The owner of thelessor is greater than the amount payable to the lessor. The owner of the
building who allows a lessee to sub-lease is liable for payment of the taxbuilding who allows a lessee to sub-lease is liable for payment of the tax
for which the sub-lessor is liable, in the event the sub-lesser fails to pay.for which the sub-lessor is liable, in the event the sub-lesser fails to pay.

When a  building is  constructed for  the  purpose of  giving  onWhen a  building is  constructed for  the  purpose of  giving  on
lease,  the  owner  and  contractor  should  inform  the  Kebelelease,  the  owner  and  contractor  should  inform  the  Kebele
Administration about its completion and the intention of givingAdministration about its completion and the intention of giving
it on lease. This is also applicable when the building is rentedit on lease. This is also applicable when the building is rented
before its completion. The Kebele Administration will pass thebefore its completion. The Kebele Administration will pass the
information to the tax office for the determination of tax. It isinformation to the tax office for the determination of tax. It is
also the responsibility of Kebele Administration to gather anyalso the responsibility of Kebele Administration to gather any
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such information and communicate to tax office in case wheresuch information and communicate to tax office in case where
the parties fail to do so.the parties fail to do so.

5.2.2 Taxable Income5.2.2 Taxable Income

Gross income includes all payments, either in cash or benefitsGross income includes all payments, either in cash or benefits
in kind, received by the lessor and all payments made by thein kind, received by the lessor and all payments made by the
lessee on the behalf of the lessor. The value of any renovationlessee on the behalf of the lessor. The value of any renovation
or  improvement  to  the  land  or  the  building  is  also  part  ofor  improvement  to  the  land  or  the  building  is  also  part  of
taxable income under this schedule if such cost is borne by thetaxable income under this schedule if such cost is borne by the
lessee in addition to rent payable. lessee in addition to rent payable. 

Taxable  income  from  schedule  B  income  is  determined  byTaxable  income  from  schedule  B  income  is  determined  by
subtracting  the  allowable  deductions  from the gross  income.subtracting  the  allowable  deductions  from the gross  income.
Allowable deductions include the following;Allowable deductions include the following;

-- If  the  lessor  does  not  maintain  books  of  accounts  hisIf  the  lessor  does  not  maintain  books  of  accounts  his
allowable  deductions  include  taxes  paid  on  land  and  buildingsallowable  deductions  include  taxes  paid  on  land  and  buildings
being leased and 20% of the gross income received as an allowancebeing leased and 20% of the gross income received as an allowance
for  repairs,  maintenance  and  depreciation  of  such  buildings,for  repairs,  maintenance  and  depreciation  of  such  buildings,
furniture equipment.furniture equipment.

-- If  the  lessor  maintains  books  of  accounts  the  allowableIf  the  lessor  maintains  books  of  accounts  the  allowable
deductions (deductible expenses) include (but not limited to):-deductions (deductible expenses) include (but not limited to):-

a.a. Tax on land and buildings being leased Tax on land and buildings being leased 
b.b. Cost of lease (rent) of landCost of lease (rent) of land
c.c. Repairs,  maintenance  and  depreciation  ofRepairs,  maintenance  and  depreciation  of

building (and furniture and equipment if furnished) perbuilding (and furniture and equipment if furnished) per
income tax proclamations article 23.income tax proclamations article 23.

d.d. Interest on bank loan if any Interest on bank loan if any 
e.e.  Premium paid on insurance of building. Premium paid on insurance of building.
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It  is  important  to keep proper accounts  for  period of  times when theIt  is  important  to keep proper accounts  for  period of  times when the
building was not leased (kept idle).building was not leased (kept idle).

5.2.3 Tax Rate5.2.3 Tax Rate
The income tax payable on rented houses shall be charged, levied The income tax payable on rented houses shall be charged, levied 
and collected at the following rates:and collected at the following rates:

- On income of bodies 30% of taxable income- On income of bodies 30% of taxable income
- On income of persons according to - On income of persons according to schedule B schedule B below.below.

Schedule ‘B’ Tax RateSchedule ‘B’ Tax Rate

                

The short cut method of computing the income tax is:The short cut method of computing the income tax is:

Taxable Income fromTaxable Income from
RentalRental

 (per year) (per year)

Income Tax 
Payable

Over BirrOver Birr To BirrTo Birr
0.000.00 1,800. 001,800. 00 Exempt thresholdExempt threshold
1,8011,801 7,801. 007,801. 00 1010

7,8017,801
16,800. 16,800. 
0000 1515

16,80116,801
28,200. 28,200. 
0000 2020

28,20128,201
42,600. 42,600. 
0000 2525

42,60142,601
60,000. 60,000. 
0000 3030

Over 60,000Over 60,000 3535
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AnnualAnnual
TaxableTaxable
IncomeIncome    Rate Deduction

0.000.00 1,8001,800 00 Nil

1,8011,801 7,8007,800 10%10% 180180
7,8017,801 16,80016,800 15%15% 570570
16,80116,801 28,20028,200 20%20% 1,4101,410
28,20128,201 42,60042,600 25%25% 2,8202,820
42,60142,601 60,00060,000 30%30% 4,9504,950
60,00160,001 & above& above 35%35% 7,9507,950

Example 1
Total Rental Income of MTZ is Br. 40000 for year 1 costs and expense Total Rental Income of MTZ is Br. 40000 for year 1 costs and expense 
related to the rental include. related to the rental include. 

Repair and Maintenance Repair and Maintenance Br. 2000Br. 2000
Premium paid on insurance Premium paid on insurance Br. 1000 Br. 1000 

Calculate the income tax payable by Mr. XCalculate the income tax payable by Mr. X
Solution Solution 

Total Taxable rental income is Br. 37, 000 i.e. 40000 minus Allowable Total Taxable rental income is Br. 37, 000 i.e. 40000 minus Allowable 
deductions Br. 3000.deductions Br. 3000.

From From 
PayablePayable

ToTo TotalTotal RateRate Income TaxIncome Tax

00 18001800 18001800 ExemptExempt 00
18011801 78007800 60006000 10%10% 600600

78017801 1680016800 90009000 15%15% 13501350
1680116801 2820028200 1140011400 20%20% 22802280

2820128201 3700037000 88008800 25%25% 22002200

TotalTotal 3700037000 64306430

Short Cut
(Total taxable rental Income x Rate) – Deduction (Total taxable rental Income x Rate) – Deduction 
(Br. 37000 x25%) – Br. 2820 (Br. 37000 x25%) – Br. 2820 
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 = Br. 9250 – 2820  = Br. 9250 – 2820 
= Br= Br. 6430. 6430  

Example 2
XYZ Co’s total rental income from building for the year ending 20x2 is Br.XYZ Co’s total rental income from building for the year ending 20x2 is Br.
250000 and expenses incurred that are related to the rental of building 250000 and expenses incurred that are related to the rental of building 
include: include: 

Tax on building Tax on building Br. 3000Br. 3000
Repair and Maintenance Repair and Maintenance       4000      4000
Depreciation Depreciation        6000       6000
Premium paid on Insurance Premium paid on Insurance        2500       2500

Calculate the rental income tax payable by XYZ Co for the year 20x2 Calculate the rental income tax payable by XYZ Co for the year 20x2 

Solution
Allowable Deductions: Allowable Deductions: 
Tax on building Tax on building Br. 3000Br. 3000
Repair and Maintenance Repair and Maintenance       4000      4000
Depreciation Depreciation        6000       6000
Premium paid on Insurance Premium paid on Insurance        2500       2500
Total Total  Br.15500 Br.15500

Taxable Rental IncomeTaxable Rental Income  =   = Total Rental Income – Allowable Deductions Total Rental Income – Allowable Deductions 
                                        =  Br. 250000 – 15500                                        =  Br. 250000 – 15500
                                                                                = Br. 234500= Br. 234500

Rental Income Tax  = Taxable Rental IncomeRental Income Tax  = Taxable Rental Income x  x Rate Rate 
                                = Br. 234500 x 30%                                = Br. 234500 x 30%
                               =                                = Br. 70350Br. 70350

Check Your Progress ExerciseCheck Your Progress Exercise

1.  What  is  the  basis  of  assessment  for  income  assessed  under1.  What  is  the  basis  of  assessment  for  income  assessed  under
Schedule B?Schedule B?
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…………………………………………………………………………………………………
…………………………………………………………………………………………………
……
2.  What  deductions  are  allowable  from  income  assessed  under2.  What  deductions  are  allowable  from  income  assessed  under
Schedule B?Schedule B?
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
…………

5.3 SUMMARY 5.3 SUMMARY 

Income from rental of building is taxable under schedule B, which coversIncome from rental of building is taxable under schedule B, which covers
such issues as determination of  rental  income, tax allowable expensessuch issues as determination of  rental  income, tax allowable expenses
and obligations of the taxpayer. and obligations of the taxpayer. 

The tax is collected on an annual basis and the tax year is theThe tax is collected on an annual basis and the tax year is the
Ethiopian fiscal year, i.e. Hamle 1 to Sene 30. Ethiopian fiscal year, i.e. Hamle 1 to Sene 30. 

Taxable  income  from  schedule  B  income  is  determined  byTaxable  income  from  schedule  B  income  is  determined  by
subtracting allowable deduction from gross income.    subtracting allowable deduction from gross income.    

The  income  tax  rate  render  schedule  B  is  progressive  thatThe  income  tax  rate  render  schedule  B  is  progressive  that
ranges  from  10%  to  35%  and  making  the  first  Birr  1,800ranges  from  10%  to  35%  and  making  the  first  Birr  1,800
exempted from tax payments on income of persons. Where asexempted from tax payments on income of persons. Where as
the rate is 30% person on income of bodies. the rate is 30% person on income of bodies. 

5.4 ANSWER TO CHECK YOUR PROGRESS EXERCISE5.4 ANSWER TO CHECK YOUR PROGRESS EXERCISE

1. Refer Section 5.21. Refer Section 5.2
2. Refer Section 5.22. Refer Section 5.2
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UNIT 6: SCHEDULE D INCOME TAX UNIT 6: SCHEDULE D INCOME TAX 

ContentsContents
6.06.0 Aims and ObjectivesAims and Objectives
6.1.6.1. Introduction Introduction 
6.2.6.2. Royalties Royalties 
6.3.6.3. Income From Rendering of Technical Services Income From Rendering of Technical Services 
6.4.6.4. Income Form Games of Chance Income Form Games of Chance 
6.5.6.5. Dividends Dividends 
6.6.6.6. Income From Rental of Property Income From Rental of Property 
6.7.6.7. Interest Income on Deposits Interest Income on Deposits 
6.8.6.8. Gains on Transfer of Certain Investment PropertyGains on Transfer of Certain Investment Property
6.9.6.9. Declaration and Assessment  Declaration and Assessment  
6.10.6.10. Summary Summary 
6.11.6.11. Answer to Check Your Progress Exercise Answer to Check Your Progress Exercise 

6.0 AIMS AND OBJECTIVES6.0 AIMS AND OBJECTIVES

After completion of this chapter you should be able to After completion of this chapter you should be able to 
 Identify schedule D Income Taxes Identify schedule D Income Taxes 
 Determine the different other income taxes Determine the different other income taxes 
 Describe the steps of computing capital gain tax Describe the steps of computing capital gain tax 
 Know the rates applicable to each type of schedule D income taxes Know the rates applicable to each type of schedule D income taxes 

6.1 INTRODUCTION6.1 INTRODUCTION

Incomes which are not specifically included under Schedule A, ScheduleIncomes which are not specifically included under Schedule A, Schedule
B and Schedule C is categorized under this schedule. Schedule D incomeB and Schedule C is categorized under this schedule. Schedule D income
includes;includes;

-- RoyaltiesRoyalties
-- Income from rendering of technical servicesIncome from rendering of technical services
-- Income from games of chanceIncome from games of chance
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-- DividendsDividends
-- Income from rental of propertyIncome from rental of property
-- Interest IncomeInterest Income
-- Gain on transfer of certain investment property.Gain on transfer of certain investment property.

This section covers the determination of  taxable income, taxThis section covers the determination of  taxable income, tax
rate and payment of tax with respect to the above listed typesrate and payment of tax with respect to the above listed types
of incomes.of incomes.

6.2 ROYALTIES 6.2 ROYALTIES 

Royalty refers to a payment of any kind received as a consideration forRoyalty refers to a payment of any kind received as a consideration for
the use of or the right to use any copyright of literary, artistic or scientificthe use of or the right to use any copyright of literary, artistic or scientific
work,  including  cinematography  film,  and  films  or  tapes  for  radio  orwork,  including  cinematography  film,  and  films  or  tapes  for  radio  or
television broadcasting,  any patent,  trademark,  design or model,  plan,television broadcasting,  any patent,  trademark,  design or model,  plan,
secret formula, or process, or for the use or for the right to use of anysecret formula, or process, or for the use or for the right to use of any
industrial,  commercial  or  scientific  equipment,  or  for  informationindustrial,  commercial  or  scientific  equipment,  or  for  information
concerning industrial, commercial or scientific experience.concerning industrial, commercial or scientific experience.                          

Royalties is subject to a tax at a flat rate of 5%. The withholdingRoyalties is subject to a tax at a flat rate of 5%. The withholding
agent who effects royalties payments, withholds the foregoingagent who effects royalties payments, withholds the foregoing
tax and accounts to the Tax Authority. However, if the payertax and accounts to the Tax Authority. However, if the payer
resides  abroad  and  the  recipient  is  a  resident,  the  recipientresides  abroad  and  the  recipient  is  a  resident,  the  recipient
must pay the tax on royalty income. must pay the tax on royalty income. 

 This tax is final in lieu of income taxThis tax is final in lieu of income tax

6.3 INCOME FROM RENDERING OF TECHNICAL SERVICES6.3 INCOME FROM RENDERING OF TECHNICAL SERVICES

Income from technical service refers to income from any kind of expertIncome from technical service refers to income from any kind of expert
adviceadvice or   or  technologicaltechnological service  rendered.  All  payments  made  in service  rendered.  All  payments  made  in
consideration of any kind of technical services rendered outside Ethiopiaconsideration of any kind of technical services rendered outside Ethiopia
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to resident persons in this form are subject to a tax rate of 10% which willto resident persons in this form are subject to a tax rate of 10% which will
be withheld and paid to the tax authority by the payer.be withheld and paid to the tax authority by the payer.

6.5. INCOME FROM GAMES OF CHANCE6.5. INCOME FROM GAMES OF CHANCE

This form of income is derived from winning at games of chanceThis form of income is derived from winning at games of chance
(lotteries, Tom bolas, and other similar activities). This income(lotteries, Tom bolas, and other similar activities). This income
is subject to tax at the rate of 15%, except for winnings of lessis subject to tax at the rate of 15%, except for winnings of less
than  Br.  100  similar  to  income  from  rendering  technicalthan  Br.  100  similar  to  income  from  rendering  technical
activities the payer must withhold or collect the tax and accountactivities the payer must withhold or collect the tax and account
to the Tax Authority.to the Tax Authority.

 This tax is final in lieu of income tax.This tax is final in lieu of income tax.

6.5 DIVIDENDS 6.5 DIVIDENDS 

The taxable Income is income received in the form of dividendThe taxable Income is income received in the form of dividend
from a share company or withdrawals of profits from a privatefrom a share company or withdrawals of profits from a private
limited company. Dividend Income is subject to tax at the ratelimited company. Dividend Income is subject to tax at the rate
of 10%. The withholding agent (payer) shall withhold or collectof 10%. The withholding agent (payer) shall withhold or collect
the tax and account to the tax Authority.the tax and account to the tax Authority.

This tax is final in lieu of income tax.This tax is final in lieu of income tax.

6.6 INCOME FROM RENTAL OF PROPERTY6.6 INCOME FROM RENTAL OF PROPERTY

The taxable income under this category is income derived from casualThe taxable income under this category is income derived from casual
rental  of  property  (land,  building,  or moveable asset)  not  related to arental  of  property  (land,  building,  or moveable asset)  not  related to a
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business activity. This type of income is subject to tax at a flat rate 15% ofbusiness activity. This type of income is subject to tax at a flat rate 15% of
the annual gross income. the annual gross income. 

 This tax is a final tax in lieu   of a net income taxThis tax is a final tax in lieu   of a net income tax..

6.7 INTEREST INCOME ON DEPOSITS6.7 INTEREST INCOME ON DEPOSITS

This includes income derived from interest on deposits. Interest IncomeThis includes income derived from interest on deposits. Interest Income
will be taxed at the rate of 5% and the payer must withhold the tax andwill be taxed at the rate of 5% and the payer must withhold the tax and
account to the Tax Authority.account to the Tax Authority.

This tax is a final tax in lieu of income tax.This tax is a final tax in lieu of income tax.
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6.8 GAINS ON TRANSFER OF CERTAIN INVESTMENT PROPERTY6.8 GAINS ON TRANSFER OF CERTAIN INVESTMENT PROPERTY

Gains  obtained  from  the  transfer  (sale  or  gift)  of  building  held  forGains  obtained  from  the  transfer  (sale  or  gift)  of  building  held  for
business, factory, and office and a share of companies is taxable underbusiness, factory, and office and a share of companies is taxable under
this category. Such income is taxable at the following rates:-this category. Such income is taxable at the following rates:-

-- Building held for business, factory, and office at the rateBuilding held for business, factory, and office at the rate
of 15%, andof 15%, and

--  Shares of companies at the rate of 30% Shares of companies at the rate of 30%

Nonetheless,  Gains  obtained  from  the  transfer  of  building  held  forNonetheless,  Gains  obtained  from  the  transfer  of  building  held  for
residence is exempted from tax provided that such building is fully usedresidence is exempted from tax provided that such building is fully used
for dwelling for two years prior to the date of transfer.for dwelling for two years prior to the date of transfer.

Computation of Capital Gain TaxComputation of Capital Gain Tax
In computing capital gain tax, you should follow the following procedures;In computing capital gain tax, you should follow the following procedures;

STEP 1STEP 1.Determine the historical cost of the building or the par-value of.Determine the historical cost of the building or the par-value of
the Share, as appropriate.the Share, as appropriate.

-- When  calculating  the  capital  gain  realized  from  theWhen  calculating  the  capital  gain  realized  from  the
alienation  of  building,  the  cost  registered  with  thealienation  of  building,  the  cost  registered  with  the
appropriate government body at the time of issuance ofappropriate government body at the time of issuance of
construction  permit  shall  be  taken  to  be  the  cost  ofconstruction  permit  shall  be  taken  to  be  the  cost  of
constructing the building. Tax payable on gain realizedconstructing the building. Tax payable on gain realized
from alienation of buildings shall  be applicable only tofrom alienation of buildings shall  be applicable only to
buildings in municipal areas.buildings in municipal areas.

STEP 2STEP 2 Determine allowable deductions which includes Determine allowable deductions which includes
-- inflation adjustment at  a rate to be determined by theinflation adjustment at  a rate to be determined by the

appropriate authorityappropriate authority
-- taxes paid for   the land and the buildingstaxes paid for   the land and the buildings

STEP 3STEP 3 Determine proceeds from the transfer of capital assets Determine proceeds from the transfer of capital assets
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STEP 4STEP 4 Capital  gain  tax  equals  tax  rate  mentioned  above  times  the Capital  gain  tax  equals  tax  rate  mentioned  above  times  the
amount obtained after deducting the sum of step1 and step 2   fromamount obtained after deducting the sum of step1 and step 2   from
step 3.  step 3.  

Example Example 
ABC Co. sold a building, which is held for business for Br.  1,000,000,ABC Co. sold a building, which is held for business for Br.  1,000,000,
which is acquired at a cost of Br. 1, 200,000. Depreciation until time ofwhich is acquired at a cost of Br. 1, 200,000. Depreciation until time of
sale amounts Br. 500,000 and property tax paid for the building Birr 50,sale amounts Br. 500,000 and property tax paid for the building Birr 50,
000. 000. 

Calculate the capital gain tax payable by ABC Co. Calculate the capital gain tax payable by ABC Co. 

Solution 
■■ Book value of the Building = Cost – Accumulated DepreciationBook value of the Building = Cost – Accumulated Depreciation

        = 1,200,000 – 500, 000        = 1,200,000 – 500, 000
                = 700, 000= 700, 000

■■ Property tax on the building is allowable deduction. Br. 50,Property tax on the building is allowable deduction. Br. 50,
000 000 
Capital  gain  tax  =(  Br.  1000,  000  –  (Br.  700,000  +  Br.
50,000)) 15%
                          = Br. 250,000 X 15%

              =  Br. 37500

6.9 DECLARATION AND ASSESSMENT 6.9 DECLARATION AND ASSESSMENT 

As already indicated in earlier discussions each tax payer submits a taxAs already indicated in earlier discussions each tax payer submits a tax
return (financial statements) to the income tax authority at the end ofreturn (financial statements) to the income tax authority at the end of
each fiscal year. The tax return will, then, be subject to a review by a taxeach fiscal year. The tax return will, then, be subject to a review by a tax
officials.  This  review  by  a  tax  official  of  the  tax  declaration  andofficials.  This  review  by  a  tax  official  of  the  tax  declaration  and
information  provided  by  the  tax  payer  and  a  verification  of  theinformation  provided  by  the  tax  payer  and  a  verification  of  the
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arithmetical and technical accuracy of the declaration tax liability shortlyarithmetical and technical accuracy of the declaration tax liability shortly
after the after the submissionsubmission of the declaration is called Tax Assessment.  of the declaration is called Tax Assessment. 

The tax year of a person is the fiscal year for an individual orThe tax year of a person is the fiscal year for an individual or
association whereas it is the accounting year of the body in theassociation whereas it is the accounting year of the body in the
case of a body. The Procedures for the assessment of businesscase of a body. The Procedures for the assessment of business
income tax takes two forms, assessment by books of accountincome tax takes two forms, assessment by books of account
and assessment by estimation.and assessment by estimation.

A)A) Assessment by books of account.Assessment by books of account.
Assessment  by  books  will  be  done  for  those  who  maintain  books  ofAssessment  by  books  will  be  done  for  those  who  maintain  books  of
accounts (Category A&B). The revenue authority makes assessment byaccounts (Category A&B). The revenue authority makes assessment by
estimation when the taxpayers do not maintain the books or when theestimation when the taxpayers do not maintain the books or when the
submitted books are not acceptable. This is also done if the taxpayer failssubmitted books are not acceptable. This is also done if the taxpayer fails
to declare his/her table within the time required.to declare his/her table within the time required.

B) Assessment by estimationB) Assessment by estimation
If the taxpayers keep no records, or if the income tax authority does notIf the taxpayers keep no records, or if the income tax authority does not
accept the submitted books, or if the taxpayer fails to declare tax withinaccept the submitted books, or if the taxpayer fails to declare tax within
the time specified, the income tax authority estimates tax by the use ofthe time specified, the income tax authority estimates tax by the use of
certain indicators. Category ‘C’ should pay tax at fixed rate on the incomecertain indicators. Category ‘C’ should pay tax at fixed rate on the income
estimated by the income tax authority.estimated by the income tax authority.

Tax assessors will be assigned by the tax office to estimate theTax assessors will be assigned by the tax office to estimate the
daily sales of the taxpayers. The estimates will be done usingdaily sales of the taxpayers. The estimates will be done using
the best of their judgment and objectivity. The estimated dailythe best of their judgment and objectivity. The estimated daily
sales will be converted to annual income using the number ofsales will be converted to annual income using the number of
working days. Tax on annual sales is determined on the basisworking days. Tax on annual sales is determined on the basis
of presumptive value assigned to each activity.of presumptive value assigned to each activity.
Assessment NotificationAssessment Notification
Notification  regarding  the  assessment  of  tax,  in  writing,  is  served  toNotification  regarding  the  assessment  of  tax,  in  writing,  is  served  to
taxpayers in the following ways.taxpayers in the following ways.
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1.1. To non-residents:To non-residents: By  a  registered letter  to  the  agent  or  by By  a  registered letter  to  the  agent  or  by
affixing the notice on the residence or place of business.affixing the notice on the residence or place of business.

2.2. To  Resident  individuals:To  Resident  individuals: By  registered  post  or  in  person. By  registered  post  or  in  person.
(Incase if  the taxpayer is  absent,  to any adult  member of the(Incase if  the taxpayer is  absent,  to any adult  member of the
family). In the absence of any person to receive the notice, it willfamily). In the absence of any person to receive the notice, it will
be affixed to the door of residence or place of business.be affixed to the door of residence or place of business.

3.3. To bodies:To bodies: By a registered letter to the body or to any director By a registered letter to the body or to any director
or employee.or employee.

Change of accounting yearChange of accounting year
A  body  can  not  change  its  accounting  year  unless  it  obtains  priorA  body  can  not  change  its  accounting  year  unless  it  obtains  prior
approval  in  writing  from  the  Tax  Authority  and  complies  with  anyapproval  in  writing  from  the  Tax  Authority  and  complies  with  any
condition  that  may  be  attached  to  the  approval.  However,  the  Taxcondition  that  may  be  attached  to  the  approval.  However,  the  Tax
Authority may remove the approval granted by notice in writing if  theAuthority may remove the approval granted by notice in writing if  the
body fails to comply with any conditions set by the tax authority. Whenbody fails to comply with any conditions set by the tax authority. When
the tax year of a person changes, as a result of failure to comply with thethe tax year of a person changes, as a result of failure to comply with the
tax authority’s conditions, the period between the last full year and thetax authority’s conditions, the period between the last full year and the
date on which the new tax year commences will be treated as a separatedate on which the new tax year commences will be treated as a separate
tax year to be known as the tax year to be known as the “transitional year”. “transitional year”. 

Declaration and assessment of Schedule B and C income Declaration and assessment of Schedule B and C income 
For the purpose of declaration and payment of income tax, schedule “B”For the purpose of declaration and payment of income tax, schedule “B”
and schedule “C” income tax payers are classified into three categories,and schedule “C” income tax payers are classified into three categories,
known as category “A” category “B” and category “C” known as category “A” category “B” and category “C” 

The  difference  of  and  the  requirements  from  each  category  areThe  difference  of  and  the  requirements  from  each  category  are
summarized in the table below:-summarized in the table below:-

CategoCatego
ryry

Basis of classificationBasis of classification Requirements  basisRequirements  basis
for assessmentfor assessment

Period  of  payment/Period  of  payment/
declarationdeclaration

AA  Any  companyAny  company
incorporated  under  theincorporated  under  the
law of  Ethiopia or in alaw of  Ethiopia or in a

 Balance sheetBalance sheet
 Profits  and  lossProfits  and  loss

Within  four  monthsWithin  four  months
from the end of the taxfrom the end of the tax
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foreign countryforeign country
 Any  other  businessAny  other  business

having  an  annualhaving  an  annual
turnover  of  Birrturnover  of  Birr
500,000 or more500,000 or more

statement statement 
 Details of gross profitDetails of gross profit

and  the  manner  inand  the  manner  in
which it is computed,which it is computed,
general  andgeneral  and
administrativeadministrative
expense,expense,
depreciation,depreciation,
provisions  andprovisions  and
reserves reserves 

payers tax yearpayers tax year

B B  Unless already classifiedUnless already classified
in  category  “A’,  anyin  category  “A’,  any
business  having  anbusiness  having  an
annual turnover of overannual turnover of over
Birr 100,000.Birr 100,000.

 Profit  and  lossProfit  and  loss
statementstatement

 Vouchers  supportingVouchers  supporting
the above the above 

Within  two  monthsWithin  two  months
from the tax payers taxfrom the tax payers tax
yearyear

CC  Unless already classifiedUnless already classified
in  categories  “A”  andin  categories  “A”  and
“B”  whose  annual“B”  whose  annual
turnover is estimated byturnover is estimated by
the  tax  authority  asthe  tax  authority  as
being up to Birr 100,000being up to Birr 100,000

 A  standardA  standard
assessment  methodassessment  method
shall  be  used  toshall  be  used  to
determine  thedetermine  the
income  tax  liability.income  tax  liability.
( fixed amount) and ( fixed amount) and 

 The tax will  be paidThe tax will  be paid
in  accordance  within  accordance  with
schedule  1  and  2schedule  1  and  2
attached  with  theattached  with  the
regulation or regulation or 

 If  the  tax  payerIf  the  tax  payer
maintainsmaintains
accountable books ofaccountable books of
accounts, the tax willaccounts, the tax will
be  paid  based  onbe  paid  based  on
such books such books 

Hamele 1 to Hamele 30Hamele 1 to Hamele 30
of each yearof each year
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The  tax  calculated  in  accordance  with  the  tax  declaration  less  taxThe  tax  calculated  in  accordance  with  the  tax  declaration  less  tax
withheld and foreign tax credit must be transferred to the Tax Authority.withheld and foreign tax credit must be transferred to the Tax Authority.
The tax  authority  will  refund any  excess  payments  resulting from theThe tax  authority  will  refund any  excess  payments  resulting from the
aboveabove within 90 days of becoming satisfied on the tax declaration. within 90 days of becoming satisfied on the tax declaration.  TheThe
amount of tax due for the year stated in the declaration is the amountamount of tax due for the year stated in the declaration is the amount
assessed  by  the  tax  authority  although  the  authority  may  issue  anassessed  by  the  tax  authority  although  the  authority  may  issue  an
amended assessment if it discovers an error or omission.amended assessment if it discovers an error or omission.

Declaration and assessmentDeclaration and assessment  of schedule “D” income of schedule “D” income 
Income tax withheld  by a  payer  from Schedule  “D” income at  sourceIncome tax withheld  by a  payer  from Schedule  “D” income at  source
constituting a final tax payable to the tax Authority within 15 days of theconstituting a final tax payable to the tax Authority within 15 days of the
end of each calendar month. If, however, a taxpayer who has schedule ‘D”end of each calendar month. If, however, a taxpayer who has schedule ‘D”
income,  not  subjected to  withholding at  source  consulting  a  final  tax,income,  not  subjected to  withholding at  source  consulting  a  final  tax,
shall prepare a declaration of that income in a form prescribed by taxshall prepare a declaration of that income in a form prescribed by tax
authority.  Taxpayers  shall  submit  this  declaration  to  the  tax  authorityauthority.  Taxpayers  shall  submit  this  declaration  to  the  tax  authority
within two months from the end of the Ethiopian fiscal year. within two months from the end of the Ethiopian fiscal year. 

Check Your Progress ExercisesCheck Your Progress Exercises
3.3. What are the main examples of Schedule DWhat are the main examples of Schedule D

Income? Income? 
……………………………………………………………………………………………
……………………………………………………………………………………………
……………………………………………………………………………………………
………………………

4.4. Who is the tax agent for any tax collectedWho is the tax agent for any tax collected
from royalty income? from royalty income? 

……………………………………………………………………………………………
……………………………………………………………………………………………
……………………………………………………………………………………………
………………………

5.5. What  is  the  maximum  tax  payment  aWhat  is  the  maximum  tax  payment  a
person or a body makes from dividend income? person or a body makes from dividend income? 

……………………………………………………………………………………………
……………………………………………………………………………………………
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……………………………………………………………………………………………
………………………

6.6. On  what  date  does  a  disposal  occur  forOn  what  date  does  a  disposal  occur  for
capital gain tax? capital gain tax? 

……………………………………………………………………………………………
……………………………………………………………………………………………
……………………………………………………………………………………………
………………………

7.7. What  formula  is  used  to  calculate  theWhat  formula  is  used  to  calculate  the
indexation factor (Inflation Adjustment)? indexation factor (Inflation Adjustment)? 

……………………………………………………………………………………………
……………………………………………………………………………………………
……………………………………………………………………………………………
………………………

8.8. Explain  the  two  forms  of  procedures  forExplain  the  two  forms  of  procedures  for
the assessment of business income tax. the assessment of business income tax. 

……………………………………………………………………………………………
……………………………………………………………………………………………
……………………………………………………………………………………………
………………………

6.10 SUMMARY6.10 SUMMARY

All incomes which are not categorized under schedule A, schedule B andAll incomes which are not categorized under schedule A, schedule B and
schedule C, are grouped under schedule D, other income. This scheduleschedule C, are grouped under schedule D, other income. This schedule
includes includes 

■■ Royalties Royalties 
■■ Income from rendering of technical services Income from rendering of technical services 
■■ Income from games of chance Income from games of chance 
■■ DividendsDividends
■■ Income from rental of buildings Income from rental of buildings 
■■ Interest income Interest income 
■■ Gain from transfer of certain investment property Gain from transfer of certain investment property 

The  procedures  for  the  assessment  of  business  income  tax  takes  twoThe  procedures  for  the  assessment  of  business  income  tax  takes  two
forms: forms: 

■■ Assessment by book of account Assessment by book of account 
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■■ Assessment by estimation Assessment by estimation 

6.11 ANSWER TO CHECK YOUR PROGRESS EXERCISE6.11 ANSWER TO CHECK YOUR PROGRESS EXERCISE

1.1. Refer Section 6.1Refer Section 6.1
2.2. Refer Section 6.2Refer Section 6.2
3.3. Refer Section 6.5Refer Section 6.5
4.4. Refer Section 6.8Refer Section 6.8
5.5. Refer Section 6.8Refer Section 6.8
6.6. Refer Section 6.9Refer Section 6.9
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UNIT 7:  VALUE ADDED TAX (VAT)UNIT 7:  VALUE ADDED TAX (VAT)

ContentsContents
           7.0 Aims and Objectives           7.0 Aims and Objectives

7.17.1 IntroductionIntroduction
7.27.2 Registration Registration 

7.2.17.2.1 Forms of RegistrationForms of Registration
7.2.27.2.2 Registration Formalities Registration Formalities 
7.2.37.2.3 Cancellation of Registration Cancellation of Registration 

7.37.3 Scope and Application of VATScope and Application of VAT
7.47.4 Calculation of Tax Payable Calculation of Tax Payable 
7.57.5 Preparing Tax Returns and Payment Preparing Tax Returns and Payment 
7.67.6 Assessment of Tax and Administration Assessment of Tax and Administration 
7.77.7 Transitional Rules Transitional Rules 
7.87.8 Exemptions and Zero Rated Tax Exemptions and Zero Rated Tax 

7.8.17.8.1 Exemptions Exemptions 
7.8.27.8.2 Zero rate tax Zero rate tax 

7.9   Summary 7.9   Summary 
7.10 Answer to Check Your Progress Exercise7.10 Answer to Check Your Progress Exercise

7.0 AIMS AND OBJECTIVES7.0 AIMS AND OBJECTIVES

  
After  the  completion  of  this  section  you  should  have  learned  theAfter  the  completion  of  this  section  you  should  have  learned  the
following:following:

-- Forms of registration and their particularsForms of registration and their particulars
-- Registration formalitiesRegistration formalities
-- Grounds for cancellation of registrationGrounds for cancellation of registration
-- Taxable and non-taxable transactionsTaxable and non-taxable transactions
-- Place and timing of taxable transactionsPlace and timing of taxable transactions
-- Determination  of  the  values  of  taxable  transactionsDetermination  of  the  values  of  taxable  transactions

and necessary adjustmentsand necessary adjustments
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-- Determination  of  tax  payable  for  different  taxableDetermination  of  tax  payable  for  different  taxable
activitiesactivities

-- Tax credits rulesTax credits rules
-- Issuance of VAT invoices and requirementsIssuance of VAT invoices and requirements
-- Transactions by agentsTransactions by agents

7.1 INTRODUCTION7.1 INTRODUCTION

The introduction of value Added Tax (VAT) is probably the mostThe introduction of value Added Tax (VAT) is probably the most
important  tax  development  in  the  world.  VAT  has  beenimportant  tax  development  in  the  world.  VAT  has  been
introduced  for  the  first  time  almost  50  years  ago,  and  itsintroduced  for  the  first  time  almost  50  years  ago,  and  its
applications remained confined to a handful of countries untilapplications remained confined to a handful of countries until
the late 1960’s. Today, VAT is applied in over 120 countries.the late 1960’s. Today, VAT is applied in over 120 countries.
This  makes  about  4  billion  people  or  70%  of  the  world’sThis  makes  about  4  billion  people  or  70%  of  the  world’s
populations  live  in  countries  with a  VAT.  In  these countriespopulations  live  in  countries  with a  VAT.  In  these countries
VAT raises about $18 trillion in tax revenue, roughly a quarterVAT raises about $18 trillion in tax revenue, roughly a quarter
of all governments revenue. The Federal Democratic Republicof all governments revenue. The Federal Democratic Republic
of Ethiopia recently has joined the over 120 countries of theof Ethiopia recently has joined the over 120 countries of the
world  that  have already  adopted VAT into  their  tax  system.world  that  have already  adopted VAT into  their  tax  system.
VAT  is  introduced  in  Ethiopia  with  the  following  mainVAT  is  introduced  in  Ethiopia  with  the  following  main
objectives.objectives.

-- to minimize the damage caused by attempts to avoid andto minimize the damage caused by attempts to avoid and
trade  the  tax  and  ascertain  the  profit  obtained  by  taxtrade  the  tax  and  ascertain  the  profit  obtained  by  tax
payables.payables.

-- to  enhance  economic  growth  and  import  the  ratioto  enhance  economic  growth  and  import  the  ratio
relationship  between  from  Domestic  Production  andrelationship  between  from  Domestic  Production  and
Government Revenue.Government Revenue.
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-- to  enhance saving and investment  as it  is  essentially  ato enhance saving and investment  as it  is  essentially  a
consumption tax and does not tax  capital.consumption tax and does not tax  capital.

The key feature of this form of tax is that it  is charged andThe key feature of this form of tax is that it  is charged and
collected  through  out  the  production  and  value  addingcollected  through  out  the  production  and  value  adding
processes with provisions for tax payable to be reduced by theprocesses with provisions for tax payable to be reduced by the
tax point in respect of purchases. It tax point in respect of purchases. It allows collection of tax onallows collection of tax on
the the added valueadded value wherever a sales transaction is conducted. The wherever a sales transaction is conducted. The
law governing VAT requires the following persons to pay valuelaw governing VAT requires the following persons to pay value
added tax. added tax. 

-- A  registered  person  –  a  person  who  is  registered  orA  registered  person  –  a  person  who  is  registered  or
required to be registeredrequired to be registered

-- a  a  person  carrying  out  taxable  import  of  goods,  withperson  carrying  out  taxable  import  of  goods,  with
respect to such import.respect to such import.

-- A  non-resident  person  who  performs  services  withoutA  non-resident  person  who  performs  services  without
registration, with respect to such services.registration, with respect to such services.

A person who is registered is taxable as soon as registrationA person who is registered is taxable as soon as registration
for VAT takes place. But a person who fails to adhere to thefor VAT takes place. But a person who fails to adhere to the
registration requirement is considered to be taxable beginningregistration requirement is considered to be taxable beginning
from the start of the accounting period following the period thefrom the start of the accounting period following the period the
obligation for registration arose.obligation for registration arose.
Taxable  persons  pay  VAT  on  any  activity  carried  onTaxable  persons  pay  VAT  on  any  activity  carried  on
continuously or regularly in Ethiopia, wholly or partly, whethercontinuously or regularly in Ethiopia, wholly or partly, whether
or not for a profit, that involves or intends to involve in wholeor not for a profit, that involves or intends to involve in whole
or in part the supply of goods and services to  or in part the supply of goods and services to  another personanother person
for consideration.for consideration.
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Anything  done  in  connection  with  the  commencement  orAnything  done  in  connection  with  the  commencement  or
termination of a taxable activity is treated as carried out in thetermination of a taxable activity is treated as carried out in the
course  or  furtherance  of  that  taxable  activity.  Nonetheless,course  or  furtherance  of  that  taxable  activity.  Nonetheless,
taxable activity does not include any activity carried on by ataxable activity does not include any activity carried on by a
natural  person  essentially  as  a  private  recreational  pursuit,natural  person  essentially  as  a  private  recreational  pursuit,
hobby or an activity by a legal person having the same essence.hobby or an activity by a legal person having the same essence.
Moreover, an activity is not a taxable activity if it involves theMoreover, an activity is not a taxable activity if it involves the
making of exempt supplies.making of exempt supplies.
Check Your Progress Exercise 1Check Your Progress Exercise 1
1.1. What is VAT?What is VAT?
…………………………………………………………………………………………………………………………………………………………………………
…………………………………………………………………………………………………………………………………………………………………………
………………………….………………………….
2.2. What is taxable activity?What is taxable activity?
…………………………………………………………………………………………………………………………………………………………………………
…………………………………………………………………………………………………………………………………………………………………………
………………………….………………………….
3.3. Who pays Value Added Tax?Who pays Value Added Tax?
…………………………………………………………………………………………………………………………………………………………………………
…………………………………………………………………………………………………………………………………………………………………………
………………………….………………………….
4.4. What are the main differences between VAT and SalesWhat are the main differences between VAT and Sales

Tax?Tax?
…………………………………………………………………………………………………………………………………………………………………………
…………………………………………………………………………………………………………………………………………………………………………
………………………….………………………….
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7.2 REGISTRATION7.2 REGISTRATION

This section covers some essential points related to getting registered forThis section covers some essential points related to getting registered for
VAT.  Registration  may  take  different  forms  –  VAT.  Registration  may  take  different  forms  –  voluntary  or  obligatoryvoluntary  or  obligatory..
Hence,  each  form  of  registration  shall  be  discussed.  Moreover,Hence,  each  form  of  registration  shall  be  discussed.  Moreover,
registration  procedures  and  matters  related  to  cancellation  ofregistration  procedures  and  matters  related  to  cancellation  of
registration are also addressed in this section. registration are also addressed in this section. 

Registration  takes  two  forms.  In  compulsory  (obligatory)Registration  takes  two  forms.  In  compulsory  (obligatory)
registration  taxable  persons  are  required  to  get  registeredregistration  taxable  persons  are  required  to  get  registered
when  they  meet  some  criteria.  Others  can  still  register  onwhen  they  meet  some  criteria.  Others  can  still  register  on
voluntary basis depending on the nature of their activities. voluntary basis depending on the nature of their activities. 
7.2.1 Forms of Registration7.2.1 Forms of Registration
a. Obligatory Registration a. Obligatory Registration 
A person who carries on a taxable activity is required to getA person who carries on a taxable activity is required to get
registered if at the end of any period of the 12 calendar monthsregistered if at the end of any period of the 12 calendar months
the person made taxable transactions whose value exceeds Br.the person made taxable transactions whose value exceeds Br.
500,000. In addition to this, a person must get registered for500,000. In addition to this, a person must get registered for
VAT if there is a reasonable ground to expect that the personsVAT if there is a reasonable ground to expect that the persons
taxable activity shall exceed Br. 500,000 at the beginning oftaxable activity shall exceed Br. 500,000 at the beginning of
any period of 12 calendar months. However, carefully note thatany period of 12 calendar months. However, carefully note that
the Birr 500,000 threshold may be increased or decreased by athe Birr 500,000 threshold may be increased or decreased by a
directive  issued  by  the  minister  of  Finance  and  Economicdirective  issued  by  the  minister  of  Finance  and  Economic
Development.Development.
A  person  required  to  register  has  to  file  an  application  forA  person  required  to  register  has  to  file  an  application  for
registration no later than the last day of the month after theregistration no later than the last day of the month after the
end of the period in which its activities exceed the thresh outend of the period in which its activities exceed the thresh out
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or the last day of the month of the period the expectation toor the last day of the month of the period the expectation to
exceed the threshold is made.exceed the threshold is made.
b. Voluntary Registrationb. Voluntary Registration
A person not required to be registered for VAT may voluntarilyA person not required to be registered for VAT may voluntarily
apply to the authority for such registration, if he is regularlyapply to the authority for such registration, if he is regularly
supplying or rendering at least 75% of his goods and servicessupplying or rendering at least 75% of his goods and services
to registered persons.to registered persons.
c. Divisional Registrationc. Divisional Registration
A registered person may conduct taxable activities in differentA registered person may conduct taxable activities in different
branches  or  divisions.  In  such  cases,  the  registered  personbranches  or  divisions.  In  such  cases,  the  registered  person
must be registered only in the name of the registered person atmust be registered only in the name of the registered person at
its main address.its main address.
Notwithstanding  the  above,  the  authority  may,  uponNotwithstanding  the  above,  the  authority  may,  upon
application  in  writing  by  a  registered  person  operating  application  in  writing  by  a  registered  person  operating  inin
corporate form, allows the registeredcorporate form, allows the registered person to register one or person to register one or
more  of  its  branches  or  divisions  as  separate  registeredmore  of  its  branches  or  divisions  as  separate  registered
persons if it is satisfied that the branch or division maintainspersons if it is satisfied that the branch or division maintains
an  independent  accounting  system  and  can  be  separatelyan  independent  accounting  system  and  can  be  separately
identified  by  the  nature  of  its  activities  or  location  subjectidentified  by  the  nature  of  its  activities  or  location  subject
conditions and restriction the minister of revenue may seem fit.conditions and restriction the minister of revenue may seem fit.
A registered person and its separately registered division andA registered person and its separately registered division and
separately  registered  divisions  of  a  head  office  registeredseparately  registered  divisions  of  a  head  office  registered
person,  are  “related  persons”.  In  determining  whether  aperson,  are  “related  persons”.  In  determining  whether  a
person  has  an  obligation  to  register,  the  authority  mayperson  has  an  obligation  to  register,  the  authority  may
aggregate the value of taxable transaction made by one personaggregate the value of taxable transaction made by one person
with that of other person where both are related persons.with that of other person where both are related persons.
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If a division is registered separately it must file a VAT returnIf a division is registered separately it must file a VAT return
for  each  accounting  period.  Besides,  each  separatelyfor  each  accounting  period.  Besides,  each  separately
registered part of the entity is subject to all of the obligationsregistered part of the entity is subject to all of the obligations
imposed on a registered person, but it remains a part of theimposed on a registered person, but it remains a part of the
entity.entity.
It is also possible for a registered person to apply for divisionalIt is also possible for a registered person to apply for divisional
registration  if  a  single  registration  requiring  a  single  VATregistration  if  a  single  registration  requiring  a  single  VAT
return imposes an onerous compliance burden on it.  In thisreturn imposes an onerous compliance burden on it.  In this
case,  the  authority,  in  its  sole  discretion,  decides  if  thecase,  the  authority,  in  its  sole  discretion,  decides  if  the
applicant will experience real difficulties in submitting a singleapplicant will experience real difficulties in submitting a single
VAT return. Moreover, a registered person may request thatVAT return. Moreover, a registered person may request that
some, but not all divisions be registered separately and thosesome, but not all divisions be registered separately and those
not registered separately continues to be treated as part of thenot registered separately continues to be treated as part of the
entity’s registration.entity’s registration.
The authority may withhold a refund to a separately registeredThe authority may withhold a refund to a separately registered
division in  order  to  satisfy  the tax  levy,  interest,  or  penaltydivision in  order  to  satisfy  the tax  levy,  interest,  or  penalty
payable  by  the  entity  or  another  division.  Moreover,payable  by  the  entity  or  another  division.  Moreover,
transactions between the head office and separately registeredtransactions between the head office and separately registered
division or between separately registered divisions are closelydivision or between separately registered divisions are closely
scrutinized by the authority  to prevent  the use of  divisionalscrutinized by the authority  to prevent  the use of  divisional
registration to obtain unintended tax benefits. registration to obtain unintended tax benefits. 
In  line  with  the  above,  supplies  made  by  a  separatelyIn  line  with  the  above,  supplies  made  by  a  separately
registered division to  the head office or  between separatelyregistered division to  the head office or  between separately
registered divisions  are treated as supplied between relatedregistered divisions  are treated as supplied between related
persons  for  tax  purposes,  but  the  supplier  must  issue  taxpersons  for  tax  purposes,  but  the  supplier  must  issue  tax
invoices for those transactions and the recipient can claim taxinvoices for those transactions and the recipient can claim tax
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credits on the purchases. Expenses allocated by the head officecredits on the purchases. Expenses allocated by the head office
to  a  separately  registered  division  may  also  be  treated  asto  a  separately  registered  division  may  also  be  treated  as
taxable  supplies  by  the  head  office.  For  purposes  of  thetaxable  supplies  by  the  head  office.  For  purposes  of  the
registration  threshold,  the  supplies  of  each  separatelyregistration  threshold,  the  supplies  of  each  separately
registered division are included as supplies of the entity.registered division are included as supplies of the entity.

 Is divisional registration compulsory?Is divisional registration compulsory?

Separate  divisional  registration  is  discretionary  with  theSeparate  divisional  registration  is  discretionary  with  the
authority  and  to  be  eligible  the  head  office  applicant  mustauthority  and  to  be  eligible  the  head  office  applicant  must
satisfy all of the following conditions:satisfy all of the following conditions:

a.a. The applicant  must  be an incorporated company and aThe applicant  must  be an incorporated company and a
registered  person,  but  not  a  person  who  voluntarilyregistered  person,  but  not  a  person  who  voluntarily
registered;registered;

b.b. The application must be made in writing and include theThe application must be made in writing and include the
applicant’s  taxpayer  identification  number  and  VATapplicant’s  taxpayer  identification  number  and  VAT
certificate  number;  and  the  likely  problems  to  becertificate  number;  and  the  likely  problems  to  be
encountered to file a single return, the persons for thisencountered to file a single return, the persons for this
difficult of meeting due dates.difficult of meeting due dates.  

c.c. The  applicant  must  have  proper  records  of  its  receiptsThe applicant  must  have  proper  records  of  its  receipts
and payments and produce financial statements using theand payments and produce financial statements using the
same accounting period and bear end date.same accounting period and bear end date.

d.d. The division for which separate registration is requestedThe division for which separate registration is requested
must be separately identified by reference to the nature ofmust be separately identified by reference to the nature of
its  activities  or  its  location,  and  must  maintain  soundits  activities  or  its  location,  and  must  maintain  sound
accounting system.accounting system.
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In addition to these conditions for separate registration,  theIn addition to these conditions for separate registration,  the
authority may impose additional  conditions before approvingauthority may impose additional  conditions before approving
an  application  for  divisional  registration,  or  may  imposean  application  for  divisional  registration,  or  may  impose
different conditions on a newly registering entity.different conditions on a newly registering entity.
The registered person must file a separate application for eachThe registered person must file a separate application for each
division  seeking  separate  registration  on  the  form  anddivision  seeking  separate  registration  on  the  form  and
containing  the  information  required  by  the  authority,  or  acontaining  the  information  required  by  the  authority,  or  a
newly  registering  person  must  submit  an  application  fornewly  registering  person  must  submit  an  application  for
registration and an application for divisional registration at theregistration and an application for divisional registration at the
same time.same time.
Each separately registered division will be issued a taxpayerEach separately registered division will be issued a taxpayer
identification number and VAT certificate number that identifyidentification number and VAT certificate number that identify
it as a division of the entity. The registered division, followingit as a division of the entity. The registered division, following
separate registration, must issue tax invoices listing its uniqueseparate registration, must issue tax invoices listing its unique
taxpayer identification number and VAT certificate number.taxpayer identification number and VAT certificate number.
During allocations of tax credits, the authority may require theDuring allocations of tax credits, the authority may require the
allocations  to  be made on an entity  basis,  rather than on aallocations  to  be made on an entity  basis,  rather than on a
division-by-division basis.division-by-division basis.
Cancellation of separate registrationCancellation of separate registration
It  is  the  sole  discretion  of  the  authority  to  determine  ifIt  is  the  sole  discretion  of  the  authority  to  determine  if
divisional  registration  shall  be  allowed  to  continue.divisional  registration  shall  be  allowed  to  continue.
Nonetheless, the home office registered person may apply inNonetheless, the home office registered person may apply in
writing for the cancellation of  the separate registration of  awriting for the cancellation of  the separate registration of  a
division.  This  is  particularly  necessary  when  an  entity  or  adivision.  This  is  particularly  necessary  when  an  entity  or  a
division  ceases  to  satisfy  any  of  the  conditions  imposed  ondivision  ceases  to  satisfy  any  of  the  conditions  imposed  on
divisional registration. In such circumstances, the entity mustdivisional registration. In such circumstances, the entity must
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notify the authority in writing of the change within 30 days ofnotify the authority in writing of the change within 30 days of
the  date  any  condition  to  be  met.  Moreover,  unless  thethe  date  any  condition  to  be  met.  Moreover,  unless  the
authority  approves  a  rather  shorter  period,  the  separateauthority  approves  a  rather  shorter  period,  the  separate
registration of a division will remain in effect for not less thanregistration of a division will remain in effect for not less than
two years. two years. 

The  authority  may  also  initiate  a  cancellation  of  divisionalThe  authority  may  also  initiate  a  cancellation  of  divisional
registration  on  certain  grounds.  The  authority  may  cancelregistration  on  certain  grounds.  The  authority  may  cancel
divisional  registration  if  the  conditions  are  no  longer  indivisional  registration  if  the  conditions  are  no  longer  in
existence.  Such  cancellation  would  be  necessary  for  theexistence.  Such  cancellation  would  be  necessary  for  the
protection of the revenue;protection of the revenue;
The cancellation of divisional registration will be effective fromThe cancellation of divisional registration will be effective from
the date specified by the authority.the date specified by the authority.
7.2.2 Registration Formalities7.2.2 Registration Formalities
A person applying to register for VAT is required to do so in aA person applying to register for VAT is required to do so in a
form  established  by  the  authority.  When  a  registrationform  established  by  the  authority.  When  a  registration
application  is  filed  by  a  person  carrying  out  taxableapplication  is  filed  by  a  person  carrying  out  taxable
transaction, the authority will include the person in the VATtransaction, the authority will include the person in the VAT
register, containing details of all persons registered, and issueregister, containing details of all persons registered, and issue
out a out a certificate of registrationcertificate of registration within 30 days of registration.. within 30 days of registration..
The  VAT  registration  certificate  issued  by  the  authorityThe  VAT  registration  certificate  issued  by  the  authority
contains such details as:contains such details as:

a.a. the  full  name  and  other  relevant  details  of  thethe  full  name  and  other  relevant  details  of  the
registered person;registered person;

b.b. the date of issuance of the certificate;the date of issuance of the certificate;
c.c. the date from which the registration takes effect;the date from which the registration takes effect;
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d.d. the  registered  person’s  taxpayer  identificationthe  registered  person’s  taxpayer  identification
number.number.

Registration  takes  place  on  one  of  the  following  dates,Registration  takes  place  on  one  of  the  following  dates,
whichever comes first:whichever comes first:

a.a. in case of obligatory registration, on the first day ofin case of obligatory registration, on the first day of
the accounting period following the month in whichthe accounting period following the month in which
the obligation to apply for registration arose;the obligation to apply for registration arose;

b.b. in the case of voluntary registration, on the first dayin the case of voluntary registration, on the first day
of  the  accounting  period  following  the  month  inof  the  accounting  period  following  the  month  in
which the person applied for registrationwhich the person applied for registration

c.c. on the date selected by the registered person on hison the date selected by the registered person on his
application  subject  to  acceptance  of  this  by  theapplication  subject  to  acceptance  of  this  by  the
Authority who may at its sole discretion change theAuthority who may at its sole discretion change the
accounting period. accounting period. 

If a person required to register for VAT has not applied to beIf a person required to register for VAT has not applied to be
registered, the authority may register the person on its ownregistered, the authority may register the person on its own
initiative  and  send  the  certificate  of  registration  to  theinitiative  and  send  the  certificate  of  registration  to  the
registered person. On the other hand, when a person appliesregistered person. On the other hand, when a person applies
for  a  voluntary  registration,  the  authority  may  deny  thefor  a  voluntary  registration,  the  authority  may  deny  the
application  the  person  has  no  fixed  place  of  business.application  the  person  has  no  fixed  place  of  business.
Application  for  registration  may  also  be  denied  if  there  isApplication  for  registration  may  also  be  denied  if  there  is
adequate ground for the authority to believe that the personadequate ground for the authority to believe that the person
will  not  keep proper records or will  not  submit  regular andwill  not  keep proper records or will  not  submit  regular and
reliable tax returns.reliable tax returns.
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In  addition,  the  authority  may  waive  the  requirement  forIn  addition,  the  authority  may  waive  the  requirement  for
registration where it is satisfied that the value of a person’sregistration where it is satisfied that the value of a person’s
taxable transaction exceeds or will  exceed Br. 500,000. Thistaxable transaction exceeds or will  exceed Br. 500,000. This
may  be  due  to  a  cessation,  or  substantial  and  permanentmay  be  due  to  a  cessation,  or  substantial  and  permanent
reduction in the size or scale of a taxable activity carried on byreduction in the size or scale of a taxable activity carried on by
the person. The supply of capital goods that are being replacedthe person. The supply of capital goods that are being replaced
with  other  capital  goods  to  be  used  in  the  taxable  activitywith  other  capital  goods  to  be  used  in  the  taxable  activity
carried by that person may be another reason for the waiver. carried by that person may be another reason for the waiver. 
7.2.3 Cancellation of Registration7.2.3 Cancellation of Registration
A  registered  person  can  apply  to  have  his  registrationA  registered  person  can  apply  to  have  his  registration
cancelled he ceases to make taxable transactions.  The personcancelled he ceases to make taxable transactions.  The person
must apply in writing for cancellation of registration within 30must apply in writing for cancellation of registration within 30
days of the date he ceases to make taxable transactions . hedays of the date he ceases to make taxable transactions . he
must also indicate if he intends to make taxable transactionsmust also indicate if he intends to make taxable transactions
within twelve months from the date of application.within twelve months from the date of application.
Cancellation  of  registration  can  also  be  initiated  by  aCancellation  of  registration  can  also  be  initiated  by  a
registered person if at any time after a period of three years ofregistered person if at any time after a period of three years of
his most recent registration, his total transaction for the periodhis most recent registration, his total transaction for the period
of 12 months then beginning are expected to be not more thanof 12 months then beginning are expected to be not more than
Br. 500,000. Br. 500,000.     
The  authority  is  expected to  approve  an application  for  theThe authority  is  expected to  approve  an application  for  the
cancellation unless it has reasonable grounds to believe thatcancellation unless it has reasonable grounds to believe that
the person will make taxable transactions at any time within 12the person will make taxable transactions at any time within 12
months from the date of cessation.months from the date of cessation.
The cancellation of VAT registration takes effect at the timeThe cancellation of VAT registration takes effect at the time
the registered person ceased to make taxable transactions or ifthe registered person ceased to make taxable transactions or if
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the registered person has not ceased to do so, at the end of thethe registered person has not ceased to do so, at the end of the
accounting  period  during  which  the  person  applies  to  theaccounting  period  during  which  the  person  applies  to  the
authority  for  cancellation.  While  the  cancellation  ofauthority  for  cancellation.  While  the  cancellation  of
registration generally takes effect on the date of cessation, theregistration generally takes effect on the date of cessation, the
authority  can  cancel  the  registration  retroactively  if  it’sauthority  can  cancel  the  registration  retroactively  if  it’s
satisfied  that  the  person  did  not  make  taxable  transactionssatisfied  that  the  person  did  not  make  taxable  transactions
since the registration took effect.since the registration took effect.
When  registration  is  cancelled  the  registered  person  beWhen  registration  is  cancelled  the  registered  person  be
deemed  to  have  sold  the  goods  on  hand  in  a  taxabledeemed  to  have  sold  the  goods  on  hand  in  a  taxable
transaction.transaction.
Any obligation or liability including the furnishing of returns, inAny obligation or liability including the furnishing of returns, in
respect of anything done by that person while the person was arespect of anything done by that person while the person was a
registered  person,  is  not  affected  by  cancellation  ofregistered  person,  is  not  affected  by  cancellation  of
registration.  registration.  
Following cancellation, the authority will remove the person’sFollowing cancellation, the authority will remove the person’s
name  and  all  other  details  from  the  VAT  register  and  thename  and  all  other  details  from  the  VAT  register  and  the
person  is  required  to  return  the  issued  certificate  ofperson  is  required  to  return  the  issued  certificate  of
registration back to the authority. registration back to the authority. 
Check Your Progress Exercise 2Check Your Progress Exercise 2
1.1. What are the consequences of Deregistration?What are the consequences of Deregistration?
…………………………………………………………………………………………………………………………………………………………………………
…………………………………………………………………………………………………………………………………………………………………………
………………………….………………………….
2.2. Explain the condition that makes registration for VATExplain the condition that makes registration for VAT

Voluntary?Voluntary?
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…………………………………………………………………………………………………………………………………………………………………………
…………………………………………………………………………………………………………………………………………………………………………
………………………….………………………….
3.3. Who is legally obliged to register for VAT?Who is legally obliged to register for VAT?
…………………………………………………………………………………………………………………………………………………………………………
…………………………………………………………………………………………………………………………………………………………………………
………………………….………………………….

7.3 SCOPE AND APPLICATION OF VAT7.3 SCOPE AND APPLICATION OF VAT

This  section  covers  the  scope  of  application  for  VAT.  The  sectionThis  section  covers  the  scope  of  application  for  VAT.  The  section
primarily discusses the nature of taxable transactions, the determinationprimarily discusses the nature of taxable transactions, the determination
of values for taxable supplies and services, and the place and timing ofof values for taxable supplies and services, and the place and timing of
taxable transactions. It also covers other related issues.  taxable transactions. It also covers other related issues.  

1.  Introduction1.  Introduction
VAT is imposed on taxable transactions. A transaction will beVAT is imposed on taxable transactions. A transaction will be
taxable  under  VAT  if  it  involves  taxable  under  VAT  if  it  involves  supplying  of  goodssupplying  of  goods or or
rendering  of  servicesrendering  of  services in  Ethiopia  with  the  exception  of in  Ethiopia  with  the  exception  of
exempted supplies. VAT is payable on taxable transactions andexempted supplies. VAT is payable on taxable transactions and
accounted  for  and  paid  by  a  registered  person  making  theaccounted  for  and  paid  by  a  registered  person  making  the
supply, or by the importer in the case of an import of goods,supply, or by the importer in the case of an import of goods,
and by the recipient of the services in the case of an import ofand by the recipient of the services in the case of an import of
services.services.
2. Imposition of 2. Imposition of Tax on Imports of GoodsTax on Imports of Goods
In  case  of  imports  of  goods  the  importer  must  furnish  theIn  case  of  imports  of  goods  the  importer  must  furnish  the
customs authority an import declaration in the form prescribedcustoms authority an import declaration in the form prescribed
and  furnished  in  the  manner  specified  by  the  Customsand  furnished  in  the  manner  specified  by  the  Customs
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Authority and pay the tax due.  The import declaration mustAuthority and pay the tax due.  The import declaration must
include the information necessary to calculate the tax payableinclude the information necessary to calculate the tax payable
in respect of the import. in respect of the import. 
The Customs Authority  will  collect  any tax due on importedThe Customs Authority  will  collect  any tax due on imported
goods on the behalf of the Authority. To this end the customsgoods on the behalf of the Authority. To this end the customs
Authority  need  to  obtain  the  name,  the  tax  identificationAuthority  need  to  obtain  the  name,  the  tax  identification
number  of  the  importer  and the  invoice  value  of  the  goodsnumber  of  the  importer  and the  invoice  value  of  the  goods
imported.  in  addition,  the  customs  authority  will  makeimported.  in  addition,  the  customs  authority  will  make
necessary arrangements with the Ethiopian Postal Services tonecessary arrangements with the Ethiopian Postal Services to
perform functions on its behalf  in respect of  tax on importsperform functions on its behalf  in respect of  tax on imports
that arrive through the Postal Services.that arrive through the Postal Services.
3. Imposition of tax on supply of Goods and Rendition of3. Imposition of tax on supply of Goods and Rendition of
ServicesServices
3.1. Meaning3.1. Meaning
Supply of goods refers to any of the following. Supply of goods refers to any of the following. 

-- A sale of goodsA sale of goods
-- A grant of the use or right to use goods with or without aA grant of the use or right to use goods with or without a

driver,  pilot,  agreement,  credit  agreement,  freightdriver,  pilot,  agreement,  credit  agreement,  freight
contract, agreement for charter, or any other agreementcontract, agreement for charter, or any other agreement
under which such use or right to use is granted; or under which such use or right to use is granted; or 

-- A transfer  or  provision  of  thermal  or  electrical  energy,A transfer  or  provision  of  thermal  or  electrical  energy,
gas, or water.gas, or water.

on the other hand, a rendition of services means anything doneon the other hand, a rendition of services means anything done
which is not a supply of goods or money, including:which is not a supply of goods or money, including:

-- The granting, assignment, cessation, or surrender of anyThe granting, assignment, cessation, or surrender of any
right; or right; or 
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-- Making available a facility or advantage.Making available a facility or advantage.

Purchase of goods by a registered person with payment of VATPurchase of goods by a registered person with payment of VAT
for which appropriate credit  is  received or can rightfully befor which appropriate credit  is  received or can rightfully be
received is considered to be used in the taxable business.received is considered to be used in the taxable business.
a. Supply by employersa. Supply by employers
The  supplies  of  goods  or  services  by  an  employer  to  hisThe  supplies  of  goods  or  services  by  an  employer  to  his
employees, including those made gratuitously represent supplyemployees, including those made gratuitously represent supply
of  goods  or  services  and  therefore  are  taxable  even  if  theof  goods  or  services  and  therefore  are  taxable  even  if  the
employee doesn’t pay or pays less than market value, unlessemployee doesn’t pay or pays less than market value, unless
the transaction is specifically exempted. On the other hand, ifthe transaction is specifically exempted. On the other hand, if
an  employer  provides  an  employee  a  cash  advance,  pays  aan  employer  provides  an  employee  a  cash  advance,  pays  a
supplier on his behalf or the employee reimburses an employersupplier on his behalf or the employee reimburses an employer
for the cost of goods or services provided as a fringe benefit,for the cost of goods or services provided as a fringe benefit,
the employee is not entitled to claim any portion of the cost asthe employee is not entitled to claim any portion of the cost as
a tax credit  because the goods or services provided are nota tax credit  because the goods or services provided are not
used in connection with the employers taxable activity. used in connection with the employers taxable activity. 
Similarly,  if  an  employer  was  denied  a  tax  credit  on  theSimilarly,  if  an  employer  was  denied  a  tax  credit  on  the
purchase of goods or services (such as a passenger vehicles),purchase of goods or services (such as a passenger vehicles),
the supply of  those items to an employee is not a supply inthe supply of  those items to an employee is not a supply in
connection with a taxable activity and, therefore, not subject toconnection with a taxable activity and, therefore, not subject to
tax. tax. 
A  supply  of  goods  with  VAT  for  which  the  acquirer  is  notA  supply  of  goods  with  VAT  for  which  the  acquirer  is  not
entitled to VAT credit is not considered a taxable transaction orentitled to VAT credit is not considered a taxable transaction or
the  amount  is  proportionality  reduced  if  credit  is  partiallythe  amount  is  proportionality  reduced  if  credit  is  partially
allows.allows.
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The  value  of  returnable  packaging  is  not  included  in  theThe  value  of  returnable  packaging  is  not  included  in  the
taxable  amount  but  retailers  may  reduce  their  taxabletaxable  amount  but  retailers  may  reduce  their  taxable
transaction by refundable amounts paid for containers.transaction by refundable amounts paid for containers.

Provisions of proclamation apply to the supply of  goods andProvisions of proclamation apply to the supply of  goods and
rendering of services carried out by a non-resident in Ethiopiarendering of services carried out by a non-resident in Ethiopia
through a permanent establishment in Ethiopia or through thethrough a permanent establishment in Ethiopia or through the
Internet.Internet.

b. Supply upon cancellation of registrationb. Supply upon cancellation of registration
When a VAT registration is cancelled, goods (including capitalWhen a VAT registration is cancelled, goods (including capital
goods)  on  hand  are  considered  to  be  supplied  at  cost  in  agoods)  on  hand  are  considered  to  be  supplied  at  cost  in  a
taxable  transaction  taking  place  at  the  time  the  registeredtaxable  transaction  taking  place  at  the  time  the  registered
person claimed or had a right to claim a tax credit on to theperson claimed or had a right to claim a tax credit on to the
acquisition of the goods.acquisition of the goods.
Upon  cancellation  of  registration  the  cost  of  capital  goodsUpon  cancellation  of  registration  the  cost  of  capital  goods
(determined asset by asset) treated as supplied at the time is(determined asset by asset) treated as supplied at the time is
equal  to  the  cost  of  such  goods  multiplied  by  the  fraction,equal  to  the  cost  of  such  goods  multiplied  by  the  fraction,
number of years of actual use of the asset over the total usefulnumber of years of actual use of the asset over the total useful
life.  For  this  purpose,  the  useful  lives  of  assets  shall  belife.  For  this  purpose,  the  useful  lives  of  assets  shall  be
determined under the directives to be issued by MOR.  determined under the directives to be issued by MOR.  
c. Disposal of taxable activitiesc. Disposal of taxable activities
The disposal of a taxable activity as a going concern, or a partThe disposal of a taxable activity as a going concern, or a part
of  taxable  activity  that  is  capable  of  separate  operation,of  taxable  activity  that  is  capable  of  separate  operation,
represents a supply of goods made in the course or furtherancerepresents a supply of goods made in the course or furtherance
of  such  taxable  activity  and  the  transferee  succeed  to  theof  such  taxable  activity  and  the  transferee  succeed  to  the
rights and obligation of the supplier with respect to the assetrights and obligation of the supplier with respect to the asset
transferred.transferred.
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A taxable activity or a part of it capable of separate operationA taxable activity or a part of it capable of separate operation
is said to disposed of as a going concern and considered as ais said to disposed of as a going concern and considered as a
supply of goods where all the goods and services necessary forsupply of goods where all the goods and services necessary for
the continued operation of that activity or its part are suppliedthe continued operation of that activity or its part are supplied
to  the transferee and the transferor  carries  on that  taxableto  the transferee and the transferor  carries  on that  taxable
activity or its part up to the time of transfer.activity or its part up to the time of transfer.
The supply is charged with tax at the rate of zero percent if theThe supply is charged with tax at the rate of zero percent if the
recipient acquires the goods and services wholly or partly for arecipient acquires the goods and services wholly or partly for a
purpose other than consumption use or revalue.purpose other than consumption use or revalue.
Acquisition  of  less  than  10%  of  a  taxable  activity  is  notAcquisition  of  less  than  10%  of  a  taxable  activity  is  not
considered a supply of  goods.  The council  of ministers may,considered a supply of  goods.  The council  of ministers may,
however,  provide  in  regulation  for  the  treatment  of  otherhowever,  provide  in  regulation  for  the  treatment  of  other
transaction as supplies of goods or rendition of services. transaction as supplies of goods or rendition of services. 
d. Repossession of a supplyd. Repossession of a supply
Where  goods  supplied  under  an  installment  sale  or  financeWhere  goods  supplied  under  an  installment  sale  or  finance
lease  (collectively  referred  to  as  a  credit  agreement)  arelease  (collectively  referred  to  as  a  credit  agreement)  are
repossessed, the repossession is a supply of the goods by therepossessed, the repossession is a supply of the goods by the
debtor,  and  where  such  debtor  is  a  registered  person,  thedebtor,  and  where  such  debtor  is  a  registered  person,  the
supply is  made in the course or furtherance of  the debtor’ssupply is  made in the course or furtherance of  the debtor’s
taxable activity unless the goods did not form part of the assetstaxable activity unless the goods did not form part of the assets
herd or  used by  the debtor  in  connection with that  taxableherd or  used by  the debtor  in  connection with that  taxable
activity.activity.
e. Otherse. Others

 The  sale  of  a  lottery  ticket  by  the  National  LotteryThe  sale  of  a  lottery  ticket  by  the  National  Lottery
Administration is a supply of services.Administration is a supply of services.
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 The rendition of services by an employee to an employerThe rendition of services by an employee to an employer
by reason of employment is not a supply.by reason of employment is not a supply.

 The provision of goods on consignment and the transfer ofThe provision of goods on consignment and the transfer of
goods to a person in a representative’s capacity is not agoods to a person in a representative’s capacity is not a
supply.supply.

 The  removal  of  goods  from  a  bonded  manufacturingThe  removal  of  goods  from  a  bonded  manufacturing
warehouse or any supply of goods subject to export dutywarehouse or any supply of goods subject to export duty
incentive scheme is treated as a supply of goods and;incentive scheme is treated as a supply of goods and;

-- If the goods are sold in the domestic market, theIf the goods are sold in the domestic market, the
supply is taxable at the standard rate.supply is taxable at the standard rate.

-- If the goods are exported, the supply is taxable atIf the goods are exported, the supply is taxable at
the zero rate.the zero rate.

 A supply of goods or rendition of services to an agent isA supply of goods or rendition of services to an agent is
treated as a supply to the principal.treated as a supply to the principal.

f. Mixed Suppliesf. Mixed Supplies
A supply of goods or rendering of services, which is incidentalA supply of goods or rendering of services, which is incidental
to a main supply of goods or rendering of services is treated asto a main supply of goods or rendering of services is treated as
part  of  the  latter.  Accordingly,  the  rendering  of  servicespart  of  the  latter.  Accordingly,  the  rendering  of  services
incidental to import of goods is part of the import of goods.incidental to import of goods is part of the import of goods.
A  taxable  transition  involving  independent  elements  ofA  taxable  transition  involving  independent  elements  of
separate supply of goods or rendering of services exempt fromseparate supply of goods or rendering of services exempt from
tax, is treated as separate transactions.tax, is treated as separate transactions.
Similarly,  if  an  exempt  transaction  involves  independentSimilarly,  if  an  exempt  transaction  involves  independent
elements with separate supply of taxable goods or services, iselements with separate supply of taxable goods or services, is
treated  as  separate  transactions.  Moreover,  where  a  supplytreated  as  separate  transactions.  Moreover,  where  a  supply
consists of supplies chargeable at zero rate and at a positiveconsists of supplies chargeable at zero rate and at a positive
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rate,  each  part  of  the  supply  is  treated  a  separate  supply,rate,  each  part  of  the  supply  is  treated  a  separate  supply,
unless one part is incidental to a main supply as in above.unless one part is incidental to a main supply as in above.
Check Your Progress Exercise 3Check Your Progress Exercise 3
2.2. What are taxable supplies?What are taxable supplies?
…………………………………………………………………………………………………………………………………………………………………………
…………………………………………………………………………………………………………………………………………………………………………
………………………….………………………….
3.2. Exempt Transactions3.2. Exempt Transactions
The following types of supplies of goods (other than by way ofThe following types of supplies of goods (other than by way of
export) and rendering of services, as well as imports of goods,export) and rendering of services, as well as imports of goods,
are exempt from payment of  VAT to the extent provided byare exempt from payment of  VAT to the extent provided by
regulation:regulation:

a.a. The sale  or  transfer  of  a  used dueling,  or  the lease ofThe sale  or  transfer  of  a  used dueling,  or  the lease of
dwelling;dwelling;

b.b. The rendering of financial services;The rendering of financial services;
c.c. The  supply  or  import  of  national  or  foreign  currencyThe  supply  or  import  of  national  or  foreign  currency

(except  for  that  used for  numismatic  purposes),  and of(except  for  that  used for  numismatic  purposes),  and of
securities;securities;

d.d. The import of good to be transferred to the National BankThe import of good to be transferred to the National Bank
of Ethiopia.of Ethiopia.

e.e. The rendering by religions organizations of  religious orThe rendering by religions organizations of  religious or
church related services;church related services;

f.f. The import  or  supply of  prescription drugs specified inThe import  or  supply of  prescription drugs specified in
directive  issues  by  the  Minister  of  Health,  and  thedirective  issues  by  the  Minister  of  Health,  and  the
rendering of medical services.rendering of medical services.
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g.g. The  rendering  of  educational  services  provided  byThe  rendering  of  educational  services  provided  by
educational institutions, as well as child car services foreducational institutions, as well as child car services for
children at per-school institutions;children at per-school institutions;

h.h. The supply of goods and rendering of service in the formThe supply of goods and rendering of service in the form
of humanitarian aid, as well a import of goods transferredof humanitarian aid, as well a import of goods transferred
to state agencies of Ethiopia and public organizations forto state agencies of Ethiopia and public organizations for
the  purpose  of  rehabilitation  after  natural  disasters,the  purpose  of  rehabilitation  after  natural  disasters,
industrial accidents, and catastrophes;industrial accidents, and catastrophes;

i.i. The supply, kerosene, and water;The supply, kerosene, and water;
j.j. Goods  imported  by  the  government,  organizations,Goods  imported  by  the  government,  organizations,

institutions or projects exempted from duties and otherinstitutions or projects exempted from duties and other
import taxes to the extent provided by law or agreement.import taxes to the extent provided by law or agreement.

k.k. Supplies by the post office authorized under the EthiopianSupplies by the post office authorized under the Ethiopian
Postal  Services  Proclamation,  other  than  servicesPostal  Services  Proclamation,  other  than  services
rendered for a fee or commission.rendered for a fee or commission.

l.l. The provision of transport;The provision of transport;
m.m.Permits and license fees;Permits and license fees;
n.n. The  import  of  goods  to  the  extent  provided  lenderThe  import  of  goods  to  the  extent  provided  lender

schedule 2 of the customs Tariffs Regulations;schedule 2 of the customs Tariffs Regulations;
o.o. The supply of goods or services by a workshop employingThe supply of goods or services by a workshop employing

disabled individuals if  more than 60% of the employeesdisabled individuals if  more than 60% of the employees
are disabled;are disabled;

p.p. The import or supply of books and there printed materialsThe import or supply of books and there printed materials
to the extent provided in regulations. to the extent provided in regulations. 

Moreover, the ministry of finance and economic developmentMoreover, the ministry of finance and economic development
may exempt goods and services other than these by directive.may exempt goods and services other than these by directive.
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Carefully  note  that  a  supply  of  goods  or  services  is  not  anCarefully  note  that  a  supply  of  goods  or  services  is  not  an
exempt supply if it is charged at the rate of exempt supply if it is charged at the rate of zero percentzero percent. . 
Check Your Progress Exercise 4Check Your Progress Exercise 4
1.1. Identify the main categories of exempt supplies?Identify the main categories of exempt supplies?
…………………………………………………………………………………………………………………………………………………………………………
…………………………………………………………………………………………………………………………………………………………………………
……………………………………………………
2.2. Is there any consequence of making exempt supplies?Is there any consequence of making exempt supplies?
…………………………………………………………………………………………………………………………………………………………………………
…………………………………………………………………………………………………………………………………………………………………………
……………………………………………………

3.2. Place, Time and Value of Supplies3.2. Place, Time and Value of Supplies
3.2.1 Place of Supply3.2.1 Place of Supply
a. Place of supply of goodsa. Place of supply of goods
If a supply involves goods being transported, the supply takesIf a supply involves goods being transported, the supply takes
place at the source. In other cases, the supply of goods shallplace at the source. In other cases, the supply of goods shall
deemed  to  take  place  at  the  location  where  the  goods  aredeemed  to  take  place  at  the  location  where  the  goods  are
transferred.  in  the  case  of  a  supply  of  electric  or  thermaltransferred.  in  the  case  of  a  supply  of  electric  or  thermal
energy, gas or water supply takes place where the goods areenergy, gas or water supply takes place where the goods are
received,  except  in  the  case  of  export  where  the  supply  isreceived,  except  in  the  case  of  export  where  the  supply  is
considered to take place in Ethiopia.considered to take place in Ethiopia.

b. Place of rendering of servicesb. Place of rendering of services
In most cases the place of rendering of services is the locationIn most cases the place of rendering of services is the location
of  the  taxable  activity  of  the  person  who  renders  services.of  the  taxable  activity  of  the  person  who  renders  services.
Accordingly, the place of rendering of services is:Accordingly, the place of rendering of services is:
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a.a. The  place  where  immovable  property  is  located,  if  theThe  place  where  immovable  property  is  located,  if  the
services are directly connected with the property and theservices are directly connected with the property and the
place  where  the  services  are  carried  out,  if  they  areplace  where  the  services  are  carried  out,  if  they  are
connected with movable property; connected with movable property; 

b.b. The place where services are actually carried out, if theyThe place where services are actually carried out, if they
are  rendered  in  the  field  of  culture,  art,  education,are  rendered  in  the  field  of  culture,  art,  education,
physical fitness, sports, or in another similar activity;physical fitness, sports, or in another similar activity;

c.c. The  place  where  transportation  actually  takes  place.The  place  where  transportation  actually  takes  place.
Transportation  service  rendered  by  a  person  outsideTransportation  service  rendered  by  a  person  outside
Ethiopia is considered as carried out in Ethiopia.Ethiopia is considered as carried out in Ethiopia.

d.d. The  location  of  the  permanent  establishment  of  theThe  location  of  the  permanent  establishment  of  the
purchaser  of  the  services  to  which  the  services  mostpurchaser  of  the  services  to  which  the  services  most
closely relate for;closely relate for;

-- The transfer of ownership or concession of patents,The transfer of ownership or concession of patents,
licenses,  trademarks,  copyrights,  or  other  similarlicenses,  trademarks,  copyrights,  or  other  similar
rights;rights;

-- Consulting,  legal,  accounting,  engineering,  andConsulting,  legal,  accounting,  engineering,  and
advertising  services,  as  well  as  data  processingadvertising  services,  as  well  as  data  processing
services, and other similar services.services, and other similar services.

-- The leasing of movable property (except for vehiclesThe leasing of movable property (except for vehicles
of transportation enterprises);of transportation enterprises);

-- Services  of  an  agent  that  engages  a  personServices  of  an  agent  that  engages  a  person
(enterprise or physical person) on behalf of the main(enterprise or physical person) on behalf of the main
participant  in  a  contract  to  perform  the  servicesparticipant  in  a  contract  to  perform  the  services
described above.described above.
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3.2.2. Time of Supply3.2.2. Time of Supply
A  supply  occurs  when  a  VAT  invoice  is  issued  for  thatA  supply  occurs  when  a  VAT  invoice  is  issued  for  that
transaction. Besides, invoices should be issued within 5 daystransaction. Besides, invoices should be issued within 5 days
after the time the goods are made available to the recipient,after the time the goods are made available to the recipient,
sold or transferred, or the services are rendered. In a similarsold or transferred, or the services are rendered. In a similar
manner,  invoices  should  be  issued  within  5  days  after  themanner,  invoices  should  be  issued  within  5  days  after  the
shipment  starts  in  case  of  delivery  of  goods  that  involvesshipment  starts  in  case  of  delivery  of  goods  that  involves
shipment of the goods. If a VAT invoice is not issued within 5shipment of the goods. If a VAT invoice is not issued within 5
days  after  the  moment  described  above,  the  supply  will  bedays  after  the  moment  described  above,  the  supply  will  be
considered as having taken place.considered as having taken place.

With all these provisions, if payment is made in advance of theWith all these provisions, if payment is made in advance of the
time described and VAT invoice of the time described but atime described and VAT invoice of the time described but a
VAT invoice  is  not  issued within  5  days,  the  supply  will  beVAT invoice  is  not  issued within  5  days,  the  supply  will  be
considered as having taken place at the time of payment.considered as having taken place at the time of payment.
Sometimes two or more payments may be made for a supply. inSometimes two or more payments may be made for a supply. in
such cases each payment is  treated as made for a  separatesuch cases each payment is  treated as made for a  separate
supply to the extent of the payment.supply to the extent of the payment.
If services are rendered on a regular or continuing basis, theIf services are rendered on a regular or continuing basis, the
supply is treated as taking place on each occasion when a VATsupply is treated as taking place on each occasion when a VAT
invoice is issued or, if payment is made earlier, at the time ofinvoice is issued or, if payment is made earlier, at the time of
payment for any part of such services.payment for any part of such services.
In case of an employee providing service to its employee, theIn case of an employee providing service to its employee, the
time of  supply  is  when the use or consumption of  goods ortime of  supply  is  when the use or consumption of  goods or
services begins.services begins.
If a registered person’s VAT registration is cancelled, the timeIf a registered person’s VAT registration is cancelled, the time
of supply is immediately before the cancellation takes effect.of supply is immediately before the cancellation takes effect.
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A supply for a consideration in money received by the supplierA supply for a consideration in money received by the supplier
by means of machine, meter or other device operated by coin,by means of machine, meter or other device operated by coin,
note,  or  coupon  occurs  when  the  money  is  taken  from  thenote,  or  coupon  occurs  when  the  money  is  taken  from  the
device by or on behalf of the supplier.device by or on behalf of the supplier.
As  it  has  already  been indicated above,  the repossession ofAs it  has  already  been indicated above,  the repossession of
goods under a credit agreement is treated as a supply of thegoods under a credit agreement is treated as a supply of the
goods.  The  supply  occurs  on  the  day  the  goods  aregoods.  The  supply  occurs  on  the  day  the  goods  are
repossessed.  However,  when the  debtor  is  reinstated  in  hisrepossessed.  However,  when the  debtor  is  reinstated  in  his
rights and obligations under the credit agreement, supply shallrights and obligations under the credit agreement, supply shall
deemed to  take  place  on  the  day  after  the  last  day  of  anydeemed to  take  place  on  the  day  after  the  last  day  of  any
period during which the debtor is instated so. period during which the debtor is instated so. 
In case of transfer of a taxable activity or its portion as a goingIn case of transfer of a taxable activity or its portion as a going
concern, the supply occurs when the transfer occurs.concern, the supply occurs when the transfer occurs.
In  case  of  removal  of  goods  subject  to  export  trade  dutyIn  case  of  removal  of  goods  subject  to  export  trade  duty
incentive scheme (including a sale in the domestic market), theincentive scheme (including a sale in the domestic market), the
supply  occurs  when the goods are supplied in  the domesticsupply  occurs  when the goods are supplied in  the domestic
market or exported.market or exported.
In addition to all  these, the time when other supplies occurIn addition to all  these, the time when other supplies occur
may  be  provided  by  directives  issued  by  the  minister  ofmay  be  provided  by  directives  issued  by  the  minister  of
revenue.revenue.

3.2.3. Value of a Supply3.2.3. Value of a Supply
The value of a supply is determined according to the amountThe value of a supply is determined according to the amount
the person receives or is entitled to receive in return for thethe person receives or is entitled to receive in return for the
supply excluding VAT. Hence, if a person receives or is entitledsupply excluding VAT. Hence, if a person receives or is entitled
to receive goods or services in exchange for a supply of goodsto receive goods or services in exchange for a supply of goods
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or services, the value of the supply includes the market price ofor services, the value of the supply includes the market price of
the goods or services excluding VAT.the goods or services excluding VAT.
In  case  where  a  person  receives  or  is  entitled  to  receiveIn  case  where  a  person  receives  or  is  entitled  to  receive
nothing  of  value  in  exchange  for  a  supply  of  goods  or  anothing  of  value  in  exchange  for  a  supply  of  goods  or  a
rendition  of  services  (including  that  of  goods  remaining  onrendition  of  services  (including  that  of  goods  remaining  on
hand  in  the  case  of  a  cancellation  of  registration,  but  nothand  in  the  case  of  a  cancellation  of  registration,  but  not
including a supply of business samples), the value of the supplyincluding a supply of business samples), the value of the supply
is market price of the goods or services excluding VAT. is market price of the goods or services excluding VAT. 
In the case of consumption or use of goods and services, otherIn the case of consumption or use of goods and services, other
than n connection with taxable activity as well as in the case ofthan n connection with taxable activity as well as in the case of
supply or rendering to an employee, the value of the supply issupply or rendering to an employee, the value of the supply is
the  cost  price  of  the  goods  or  services  supplied  withoutthe  cost  price  of  the  goods  or  services  supplied  without
including VAT.including VAT.
However, the value of a supply may be reduced by any priceHowever, the value of a supply may be reduced by any price
discounts or rebatesdiscounts or rebates  allowed and accounted for at the time ofallowed and accounted for at the time of
the supply. Post supply price adjustments must be accountedthe supply. Post supply price adjustments must be accounted
for as provided below.for as provided below.

 Where a portion of the price of a supply represents taxWhere a portion of the price of a supply represents tax

imposed not separately accounted for, the value of theimposed not separately accounted for, the value of the
supply is the price reduced by an amount equal to thesupply is the price reduced by an amount equal to the
product of the tax.product of the tax.

 A registered person may convert a portion of or an entireA registered person may convert a portion of or an entire

good or service for which a tax credit was allowed fromgood or service for which a tax credit was allowed from
use in a taxable activity to a different use. Such a changeuse in a taxable activity to a different use. Such a change
in use is treated as a supply of the goods or services inin use is treated as a supply of the goods or services in
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the course of a taxable activity. The Minister of the course of a taxable activity. The Minister of RevenueRevenue
may issue directives on the value of such supplies.may issue directives on the value of such supplies.

An import of goods takes place when the goods are enteredAn import of goods takes place when the goods are entered
into the customs declaration. The value of a taxable import isinto the customs declaration. The value of a taxable import is
the  customs value of  the  goods  plus  the sum of  duties  andthe  customs value of  the  goods  plus  the sum of  duties  and
taxes payable upon the import, excluding VAT and income taxtaxes payable upon the import, excluding VAT and income tax
withholding. In the case of services considered part of import,withholding. In the case of services considered part of import,
their value, without VAT, is added to the value defined above. their value, without VAT, is added to the value defined above. 
The  value  of  supply  of  goods  under  an  installment  sale  orThe  value  of  supply  of  goods  under  an  installment  sale  or
finance  lease  (a  credit  agreement)  is  the  finance  lease  (a  credit  agreement)  is  the  cashcash value  of  the value  of  the
supply. The “cash value” in relation to supply of goods under asupply. The “cash value” in relation to supply of goods under a
credit agreement is determined as follows.credit agreement is determined as follows.

a.a. where  the  seller  or  lessor  is  a  bank  or  other  financialwhere  the  seller  or  lessor  is  a  bank  or  other  financial
institution, the cash value is an amount equal to the suminstitution, the cash value is an amount equal to the sum
of;of;

i.i. The  consideration  paid  by  the  bank  or  otherThe  consideration  paid  by  the  bank  or  other
financial institution for the goods or the market valuefinancial institution for the goods or the market value
of the goods, which ever is the greater, and of the goods, which ever is the greater, and 

ii.ii. Any  consideration  for  erection,  construction,Any  consideration  for  erection,  construction,
assembly, or installation of the goods borne by theassembly, or installation of the goods borne by the
seller or lessor.seller or lessor.

b.b. Where the seller or lessor is a supplier, the cash value isWhere the seller or lessor is a supplier, the cash value is
an amount equal to the sum of:an amount equal to the sum of:
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i.i. The  consideration  for  which  the  goods  areThe  consideration  for  which  the  goods  are
normally sold by the supplier for cash.normally sold by the supplier for cash.

ii.ii. Any  consideration  for  erection,  construction,Any  consideration  for  erection,  construction,
assembly, or installation of the goods borne by theassembly, or installation of the goods borne by the
supplier.   supplier.   

Where the debtor is deemed to make a supply of goods as aWhere the debtor is deemed to make a supply of goods as a
result of repossession of goods under a credit agreement theresult of repossession of goods under a credit agreement the
value of the supply is an amount equal to the balance of thevalue of the supply is an amount equal to the balance of the
cash value of the supply that has not been recovered at thecash value of the supply that has not been recovered at the
time of the supply.time of the supply.
The  balance  of  the  cash  value  of  the  supply  is  the  amountThe  balance  of  the  cash  value  of  the  supply  is  the  amount
remaining after deducting the sum of the payments made byremaining after deducting the sum of the payments made by
the debtor under the agreement on the basis of an apportionthe debtor under the agreement on the basis of an apportion
regardedregarded  as having been made in respect of the cash value ofas having been made in respect of the cash value of
the supply.the supply.
The  values  of  the  goods  subject  to  an  export  trade  dutyThe  values  of  the  goods  subject  to  an  export  trade  duty
incentive  scheme  that  are  removed  for  export  or  that  areincentive  scheme  that  are  removed  for  export  or  that  are
supplied but not exported, is the market value of the goods.supplied but not exported, is the market value of the goods.
Where a recipient of a zero rated transfer of a going concernWhere a recipient of a zero rated transfer of a going concern
acquired some of the goods in the transfer for a purpose otheracquired some of the goods in the transfer for a purpose other
than  to  make  taxable  transactions,  the  acquisition  of  thosethan  to  make  taxable  transactions,  the  acquisition  of  those
goods is treated as a supply of good by the recipient in thegoods is treated as a supply of good by the recipient in the
course or furtherance of a taxable activity. In such cases, thecourse or furtherance of a taxable activity. In such cases, the
value of the supply will be the consideration for the acquisitionvalue of the supply will be the consideration for the acquisition
of the taxable activity, proportionately reduced to the amountof the taxable activity, proportionately reduced to the amount
of the intended use or application of the taxable activity.of the intended use or application of the taxable activity.
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The Minister of Revenue may issue a directive to provide forThe Minister of Revenue may issue a directive to provide for
the calculation of the value of a supply of goods or rendition ofthe calculation of the value of a supply of goods or rendition of
services for supplies not covered above.services for supplies not covered above.
Adjustment of the Value of a Taxable TransactionAdjustment of the Value of a Taxable Transaction
Adjustment of the value of a taxable transaction in relation to aAdjustment of the value of a taxable transaction in relation to a
taxable transaction made by a registered person is necessarytaxable transaction made by a registered person is necessary
whenwhen

a.a. the transaction is cancelled;the transaction is cancelled;
b.b. the nature of the transaction is changed;the nature of the transaction is changed;
c.c. the  previously  agreed  consideration  for  thethe  previously  agreed  consideration  for  the

transaction is altered, whether due to a reduction oftransaction is altered, whether due to a reduction of
prices or for any other reason; or prices or for any other reason; or 

d.d. the goods or services are returned in full or in part tothe goods or services are returned in full or in part to
the registered person.the registered person.

If a registered person has, as a result of occurrence of one orIf a registered person has, as a result of occurrence of one or
more  of  the  events  described  above  must  provide  a  VATmore  of  the  events  described  above  must  provide  a  VAT
invoice,  and  the  amount  of  VAT  shown  on  the  invoice  isinvoice,  and  the  amount  of  VAT  shown  on  the  invoice  is
incorrect,  or  shown  an  incorrect  amount  of  VAT  on  a  VATincorrect,  or  shown  an  incorrect  amount  of  VAT  on  a  VAT
return, then appropriate adjustment should be made.return, then appropriate adjustment should be made.
Where  a  tax  invoice  is  issued  as  indicated  above  and  theWhere  a  tax  invoice  is  issued  as  indicated  above  and  the
amount of tax charged exceeds the tax properly chargeable,amount of tax charged exceeds the tax properly chargeable,
the registered person making the supply should provide thethe registered person making the supply should provide the
recipient with a tax credit note. A person should not provide arecipient with a tax credit note. A person should not provide a
tax credit note in any circumstances other than those specifiedtax credit note in any circumstances other than those specified
above.above.
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Where a registered person claims to have lost the original taxWhere a registered person claims to have lost the original tax
credit note or the debit note, the registered person who madecredit note or the debit note, the registered person who made
the supply may provide a copy clearly marked “copy’. The taxthe supply may provide a copy clearly marked “copy’. The tax
credit note, except as the Authority may otherwise allow, mustcredit note, except as the Authority may otherwise allow, must
contain the following particulars.contain the following particulars.

a.a. The words “tax credit note” in a prominent place;The words “tax credit note” in a prominent place;
b.b. The name, address and taxable identification number ofThe name, address and taxable identification number of

the registered person making the supply; and that of thethe registered person making the supply; and that of the
recipient of the supply,recipient of the supply,

c.c. The date of issuance of the tax credit noteThe date of issuance of the tax credit note
d.d. The  value  of  the  supply  shown on  the  tax  invoice,  theThe  value  of  the  supply  shown on  the  tax  invoice,  the

correct amount of the value of the supply, the differencecorrect amount of the value of the supply, the difference
between  the  two  amounts,  and  the  tax  relating  to  thebetween  the  two  amounts,  and  the  tax  relating  to  the
difference.difference.

e.e. A brief explanation of the circumstances that gives rise toA brief explanation of the circumstances that gives rise to
issuance of the tax credit note; and issuance of the tax credit note; and 

f.f. Information  sufficient  to  identify  the  taxable  supply  toInformation  sufficient  to  identify  the  taxable  supply  to
which the tax credit note relates.which the tax credit note relates.

7.4  7.4  CALCULATION OF TAX PAYABLECALCULATION OF TAX PAYABLE

This  section  is  concerned  with  the  determination  of  taxThis  section  is  concerned  with  the  determination  of  tax
payables on taxable transactions. Hence, the major emphasispayables on taxable transactions. Hence, the major emphasis
will be illustrating the applications of different provisions withwill be illustrating the applications of different provisions with
regard to the calculation of tax payable, issues related to taxregard to the calculation of tax payable, issues related to tax
credits and related matters. credits and related matters. 
1. Tax rate1. Tax rate
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Value added tax shall be levied and paid at the rate of 15% ofValue added tax shall be levied and paid at the rate of 15% of
the value of every taxable transaction by a registered person,the value of every taxable transaction by a registered person,
on every import of goods other than an exempt import, and onon every import of goods other than an exempt import, and on
import of services. However, the following taxable transactionsimport of services. However, the following taxable transactions
will be charged with tax at a zero percent:will be charged with tax at a zero percent:

a.a. the export of goods to the extent provided in regulations; the export of goods to the extent provided in regulations; 
b.b. the rendering of transportation or other services directlythe rendering of transportation or other services directly

connected  with  international  transport  of  goods  orconnected  with  international  transport  of  goods  or
passengers, as well as the supply of lubricants and otherpassengers, as well as the supply of lubricants and other
consumable  technical  supplies  taken  on  board  forconsumable  technical  supplies  taken  on  board  for
consumption during international flights; consumption during international flights; 

c.c. the supply of gold to the National Bank of Ethiopia.the supply of gold to the National Bank of Ethiopia.
d.d. A  supply  by  a  registered  person  to  another  registeredA  supply  by  a  registered  person  to  another  registered

person  in  a  single  transaction  substantially  all  of  theperson  in  a  single  transaction  substantially  all  of  the
assets  of  a  taxable  activity  or  its  independentlyassets  of  a  taxable  activity  or  its  independently
functioning part as a going concern, provided a notice infunctioning part as a going concern, provided a notice in
writing,  including  details  of  the  supply,  signed  by  thewriting,  including  details  of  the  supply,  signed  by  the
transferor  and  transferee  is  furnished  to  the  Authoritytransferor  and  transferee  is  furnished  to  the  Authority
within 21 days after the supply takes place.within 21 days after the supply takes place.

2. Tax payable for tax period 2. Tax payable for tax period 
The  amount  of  tax  payable  for  any  accounting  period  by  aThe  amount  of  tax  payable  for  any  accounting  period  by  a
person  who  is  registered  or  is  required  to  register  is  theperson  who  is  registered  or  is  required  to  register  is  the
difference  between  the  amount  of  tax  charged  on  taxabledifference  between  the  amount  of  tax  charged  on  taxable
transactions and the amount of the tax creditable.transactions and the amount of the tax creditable.
3. Tax Credit3. Tax Credit
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The amount of  VAT that is  creditable is  the amount  of  VATThe amount of  VAT that is  creditable is  the amount  of  VAT
payable (paid) by a registered person in respect of tax invoicespayable (paid) by a registered person in respect of tax invoices
for  a  taxable  transaction  involving  the  supply  of  goods  orfor  a  taxable  transaction  involving  the  supply  of  goods  or
rendering of  services that takes place during the current orrendering of  services that takes place during the current or
preceding accounting period, where the goods or services arepreceding accounting period, where the goods or services are
used or to be used for the purpose of the registered person’sused or to be used for the purpose of the registered person’s
taxable  transactions.  For  import  of  goods  that  take  placetaxable  transactions.  For  import  of  goods  that  take  place
during the current accounting period the tax credited is theduring the current accounting period the tax credited is the
amount  with  respect  to  customs  declarations  issued  to  theamount  with  respect  to  customs  declarations  issued  to  the
person for:person for:
However, if  only parts of  the supplies made by a registeredHowever, if  only parts of  the supplies made by a registered
person  during  a  tax  period  are  taxable  transactions,  theperson  during  a  tax  period  are  taxable  transactions,  the
amount of tax creditable is determined as follows:amount of tax creditable is determined as follows:

a.a. in respect of a supply or import received which is directlyin respect of a supply or import received which is directly
allocable to the making of taxable transactions, the fullallocable to the making of taxable transactions, the full
amount  of  tax  payable/paid  in  respect  of  the supply  oramount  of  tax  payable/paid  in  respect  of  the supply  or
import is allowed as a credit;import is allowed as a credit;

b.b. in respect of a supply or import received which is directlyin respect of a supply or import received which is directly
allocable  to  the  making  of  exempt  transactions,  anyallocable  to  the  making  of  exempt  transactions,  any
amount of tax paid in respect of the supply or import isamount of tax paid in respect of the supply or import is
not allowed as a creditnot allowed as a credit

c.c. in respect of a supply or import received which is usedin respect of a supply or import received which is used
both for the making of taxable and exempt transactions,both for the making of taxable and exempt transactions,
the  rules  of  apportionment  of  the  credit  will  bethe  rules  of  apportionment  of  the  credit  will  be
determined by a directive to be issued by the Minister ofdetermined by a directive to be issued by the Minister of
Revenue.Revenue.
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Moreover, no credit is allowed for VAT on a taxable transactionMoreover, no credit is allowed for VAT on a taxable transaction
to  or  import  of  a  passenger  vehicle  by a  person unless  theto  or  import  of  a  passenger  vehicle  by a  person unless  the
person  is  in  the  business  of  dealing  in,  or  hiring  of,  suchperson  is  in  the  business  of  dealing  in,  or  hiring  of,  such
vehicles, and the vehicle was acquired for the purposes of suchvehicles, and the vehicle was acquired for the purposes of such
business.  Tax  credit  is  allowed,  however,  if  the  person  isbusiness.  Tax  credit  is  allowed,  however,  if  the  person  is
engaged in  the business of  transporting passengers  for  hireengaged in  the business of  transporting passengers  for  hire
and the vehicle was acquired and is licensed for that purpose. and the vehicle was acquired and is licensed for that purpose. 

 ““passenger vehicle” means a road vehicle designedpassenger vehicle” means a road vehicle designed

or adapted for the transport of eight or fewer seatedor adapted for the transport of eight or fewer seated
persons, including a double cab which, and persons, including a double cab which, and 

Credit is not allowed on a taxable transaction to, or import by,Credit is not allowed on a taxable transaction to, or import by,
a  person of  goods  or  services  acquired  for  the  purposes  ofa  person of  goods  or  services  acquired  for  the  purposes  of
entertainment or providing entertainment, unless the person isentertainment or providing entertainment, unless the person is
in the business of providing entertainment and the supply orin the business of providing entertainment and the supply or
import relates to the provision of taxable transactions involvingimport relates to the provision of taxable transactions involving
entertainment in the ordinary course of that business. For a taxentertainment in the ordinary course of that business. For a tax
credit  to  be  allowed  the  person  must  be  engaged  in  thecredit  to  be  allowed  the  person  must  be  engaged  in  the
business  of  providing  taxable  transactions  involvingbusiness  of  providing  taxable  transactions  involving
transportation services and the entertainment is  provided totransportation services and the entertainment is  provided to
passengers as part of the transportation services.passengers as part of the transportation services.

 “Entertainment”  means  the  provision  of  food,“Entertainment”  means  the  provision  of  food,

beverages,  tobacco,  accommodation,  amusement,beverages,  tobacco,  accommodation,  amusement,
recreation, or hospitality of any kind by a registeredrecreation, or hospitality of any kind by a registered
person whether directly or indirectly to any personperson whether directly or indirectly to any person
in connection with a taxable activity carried on byin connection with a taxable activity carried on by
the registered person.the registered person.
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Where  the  amount  of  VAT  indicated  in  the  VAT  invoice  orWhere  the  amount  of  VAT  indicated  in  the  VAT  invoice  or
customs declaration for a transaction exceeds the VAT payablecustoms declaration for a transaction exceeds the VAT payable
on this transaction, the registered person is allowed a crediton this transaction, the registered person is allowed a credit
for the amount of the excess in the accounting periods in whichfor the amount of the excess in the accounting periods in which
the event occurred, except that if the supply was made to athe event occurred, except that if the supply was made to a
person  who  is  not  a  registered  person.  No  credit  allowedperson  who  is  not  a  registered  person.  No  credit  allowed
unless the excess tax has been repaid to the recipient of theunless the excess tax has been repaid to the recipient of the
supply.supply.
A  person  who  registers  after  introduction  of  VAT  shall  beA  person  who  registers  after  introduction  of  VAT  shall  be
entitled for credit in the first accounting period in which theentitled for credit in the first accounting period in which the
person registered for VAT paid or payable on goods (includingperson registered for VAT paid or payable on goods (including
capital goods) that are on hand on the date of registration, butcapital goods) that are on hand on the date of registration, but
only for purchase or import of goods occurred not more thanonly for purchase or import of goods occurred not more than
six month prior to the date of registration.six month prior to the date of registration.
A beneficiary of the duty Dara-Back Scheme is into entitled to aA beneficiary of the duty Dara-Back Scheme is into entitled to a
refund  for  VAT  paid  on  imports  under  that  scheme  to  therefund  for  VAT  paid  on  imports  under  that  scheme  to  the
extent that the beneficiary claims a credit of VAT on imports.extent that the beneficiary claims a credit of VAT on imports.
4. Tax Credit Rules4. Tax Credit Rules
A tax credit is allowable only if a tax invoice, or debit or taxA tax credit is allowable only if a tax invoice, or debit or tax
credit note, in relation to the supply, has been provided andcredit note, in relation to the supply, has been provided and
the registered person claiming the tax credit is holding thatthe registered person claiming the tax credit is holding that
supporting document/unless an invoice is not required/ at thesupporting document/unless an invoice is not required/ at the
time any return in respect of the supply is furnished. Moreover,time any return in respect of the supply is furnished. Moreover,
for imported goods a customs declaration or a document issuedfor imported goods a customs declaration or a document issued
by  the  customs  authority  must  be  presented  evidencingby  the  customs  authority  must  be  presented  evidencing
payment of  tax in  relation to  the import and is  held by thepayment of  tax in  relation to  the import and is  held by the
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registered person claiming the credit at the time any return inregistered person claiming the credit at the time any return in
respect of the import is furnished.respect of the import is furnished.
The costs incurred to begin or terminate a taxable or exemptThe costs incurred to begin or terminate a taxable or exempt
activity are taken into account in calculating the allowable taxactivity are taken into account in calculating the allowable tax
credits.credits.
The provision concerning a tax credit on the acquisition of aThe provision concerning a tax credit on the acquisition of a
passenger  vehicle,  indicated  above  does  not  apply  to  apassenger  vehicle,  indicated  above  does  not  apply  to  a
commercial truck or other vehicle designed and used primarilycommercial truck or other vehicle designed and used primarily
for the carriage of goods.for the carriage of goods.
A  tax  credit  is  not  allowed  for  VAT  on  the  purchase  by  aA  tax  credit  is  not  allowed  for  VAT  on  the  purchase  by  a
registered  person  of  restaurant  meals  for  executives,registered  person  of  restaurant  meals  for  executives,
employees or customers or for VAT on the rental of a lodge andemployees or customers or for VAT on the rental of a lodge and
the  charge  for  food  at  a  rate  for  employees.  However,  thethe  charge  for  food  at  a  rate  for  employees.  However,  the
disallowance  rules  does  not  apply  to  purchases  ofdisallowance  rules  does  not  apply  to  purchases  of
“entertainment”  by  a  registered  person  engaged  in  the“entertainment”  by  a  registered  person  engaged  in  the
business of selling “entertainment” (such as a restaurant) if thebusiness of selling “entertainment” (such as a restaurant) if the
purchases  are  used  directly  in  the  provision  of  taxablepurchases  are  used  directly  in  the  provision  of  taxable
entertainment.entertainment.
A person who registers after VAT becomes effective can claimA person who registers after VAT becomes effective can claim
credit for tax on goods on hand when the registration takescredit  for tax on goods on hand when the registration takes
effect if the goods were acquired within the six months periodeffect if the goods were acquired within the six months period
before  the  effective  data  and  the  goods  are  to  be  used  inbefore  the  effective  data  and  the  goods  are  to  be  used  in
taxable activity after registration.taxable activity after registration.
5. Tax Invoices5. Tax Invoices
Any  person  registered  for  VAT  that  carries  out  a  taxableAny  person  registered  for  VAT  that  carries  out  a  taxable
transaction is required to issue a VAT invoice to a person whotransaction is required to issue a VAT invoice to a person who
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receives the goods or services. A person who is not registeredreceives the goods or services. A person who is not registered
for VAT does not have the right to issue a tax invoice. A VATfor VAT does not have the right to issue a tax invoice. A VAT
invoice is a document executed in the form stipulated by theinvoice is a document executed in the form stipulated by the
Minister of Revenue and containing the following information:Minister of Revenue and containing the following information:

a.a. full name of the registered person and the purchaser, andfull name of the registered person and the purchaser, and
the registered person’s trade name, if different from thethe registered person’s trade name, if different from the
legal name,legal name,

b.b. taxpayer  identification number of  the registered persontaxpayer  identification number of  the registered person
and the purchases,and the purchases,

c.c. member and date of the VAT registration certificate;member and date of the VAT registration certificate;
d.d. name of the goods shipped or services rendered, name of the goods shipped or services rendered, 
e.e. amount of the taxable transaction;amount of the taxable transaction;
f.f. amount of the excise on excisable goods;amount of the excise on excisable goods;
g.g. sum of the VAT due on the give taxable transaction;sum of the VAT due on the give taxable transaction;
h.h. the issue date of the VAT invoice, and the issue date of the VAT invoice, and 
i.i. Serial number of the VAT invoice. Serial number of the VAT invoice. 

The registered person is required to issue the VAT invoice toThe registered person is required to issue the VAT invoice to
the  purchases  of  goods  or  services  upon  the  supply  orthe  purchases  of  goods  or  services  upon  the  supply  or
rendering, but not later than 5 days after the transaction. Onrendering, but not later than 5 days after the transaction. On
the other hand, a registered recipient who has not received athe other hand, a registered recipient who has not received a
tax invoice may request in writing within 60 days after the datetax invoice may request in writing within 60 days after the date
of the supply, the registered supplier to provide a tax invoiceof the supply, the registered supplier to provide a tax invoice
and the supplier must comply within 14 days after receivingand the supplier must comply within 14 days after receiving
the  request.  This  does  not,  however,  apply  for  transactionsthe  request.  This  does  not,  however,  apply  for  transactions
where tax invoice is not required. where tax invoice is not required. 
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Where a registered recipient claims to have lost the originalWhere a registered recipient claims to have lost the original
tax invoice for a taxable transaction,  the registered suppliertax invoice for a taxable transaction,  the registered supplier
may provide a copy clearly marked “copy”.may provide a copy clearly marked “copy”.
In case a registered person supply goods or render services atIn case a registered person supply goods or render services at
retail to purchasers who are not VAT registered, the Ministerretail to purchasers who are not VAT registered, the Minister
of  Revenue  may  issue  a  directive  that  provide  the  use  ofof  Revenue  may  issue  a  directive  that  provide  the  use  of
receipt  or  simplified  form of  VAT  invoice  instead  of  a  VATreceipt  or  simplified  form of  VAT  invoice  instead  of  a  VAT
invoice.invoice.
The Minister of Revenue may also waive a registered person’sThe Minister of Revenue may also waive a registered person’s
obligation to issue a receipt or tax invoice for each sales if theobligation to issue a receipt or tax invoice for each sales if the
total  consideration for the entire supply does not exceed 10total  consideration for the entire supply does not exceed 10
Birr through a directive.Birr through a directive.
6. Reverse Taxation 6. Reverse Taxation 
If  a non resident person who has not registered for VAT inIf  a non resident person who has not registered for VAT in
Ethiopia renders service in Ethiopia to any person registeredEthiopia renders service in Ethiopia to any person registered
for VAT in Ethiopia or any resident legal person (customer),for VAT in Ethiopia or any resident legal person (customer),
the customer must withhold the tax from the amount payablethe customer must withhold the tax from the amount payable
to the non-resident.to the non-resident.
If  the  customer  is  registered  for  VAT,  the  withhold  tax  isIf  the  customer  is  registered  for  VAT,  the  withhold  tax  is
payable  at  the  time  for  filing  of  the  VAT  return  for  thepayable  at  the  time  for  filing  of  the  VAT  return  for  the
accounting  period  in  which  the  transaction  took  place.  Theaccounting  period  in  which  the  transaction  took  place.  The
payment  document  for  payment  of  the  withhold  tax  ispayment  document  for  payment  of  the  withhold  tax  is
considered to be a VAT invoice, and, hence, gives the customerconsidered to be a VAT invoice, and, hence, gives the customer
the  right  to  a  VAT  credit.  However,  if  the  customer  is  notthe  right  to  a  VAT  credit.  However,  if  the  customer  is  not
registered for VAT, he is required to pay the withheld tax inregistered for VAT, he is required to pay the withheld tax in
the manner prescribed by the implementation directives issuedthe manner prescribed by the implementation directives issued
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by  the  Minister  of  Revenue  within  30  days  of  the  date  ofby  the  Minister  of  Revenue  within  30  days  of  the  date  of
payment to the non-resident.payment to the non-resident.
In the case of import of property owned by a non resident forIn the case of import of property owned by a non resident for
lease, where the lease payments are subject to VAT, the lesseelease, where the lease payments are subject to VAT, the lessee
may claim a VAT credit for the tax paid on the import upon themay claim a VAT credit for the tax paid on the import upon the
agreement  of  the  non-resident  owner.  Here,  the  lesser  isagreement  of  the  non-resident  owner.  Here,  the  lesser  is
treated  as  the  taxpayer  and is  responsible  for  VAT  payabletreated  as  the  taxpayer  and is  responsible  for  VAT  payable
upon  the  subsequent  supply  of  the  property.  However,  thisupon  the  subsequent  supply  of  the  property.  However,  this
provision does not apply to an import of services to the extentprovision does not apply to an import of services to the extent
that  the  non-resident  supplier  of  the  services  pays  the  taxthat  the  non-resident  supplier  of  the  services  pays  the  tax
imposed on the import services under.imposed on the import services under.
The  value  of  an  import  of  services  taxable  generally  is  theThe  value  of  an  import  of  services  taxable  generally  is  the
amount of the consideration that the recipient is obliged to payamount of the consideration that the recipient is obliged to pay
for the services, except that if the supplier and the recipientfor the services, except that if the supplier and the recipient
are related persons, the value of the import is its market value.are related persons, the value of the import is its market value.
Where a portion of the consideration represents tax that is notWhere a portion of the consideration represents tax that is not
accounted  for  separately,  the  value  of  the  import  is  theaccounted  for  separately,  the  value  of  the  import  is  the
consideration, reduced by an amount equal to the tax fractionconsideration, reduced by an amount equal to the tax fraction
multiplied by that consideration. The tax fraction is (100+r),multiplied by that consideration. The tax fraction is (100+r),
where “r” is the rate of tax applicable.where “r” is the rate of tax applicable.
7. Transaction by Agent7. Transaction by Agent
A supply of goods or rendering of services by a person as agentA supply of goods or rendering of services by a person as agent
(“proxy”)(“proxy”) for  another  person   for  another  person  (”principal”)(”principal”) on  behalf  and on  behalf  and
instruction of the other person is considered as a transactioninstruction of the other person is considered as a transaction
made by the principal. In such cases both the agent and themade by the principal. In such cases both the agent and the
principal  will  be  held  liable  to  pay  the  tax.  This  provision,principal  will  be  held  liable  to  pay  the  tax.  This  provision,
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however,  does not apply to services rendered by an agent tohowever,  does not apply to services rendered by an agent to
the principal. the principal. 
The provision also does not apply to the supply of  goods inThe provision also does not apply to the supply of  goods in
Ethiopia by a resident agent of a non-resident person who isEthiopia by a resident agent of a non-resident person who is
not  registered  person  for  VAT  in  Ethiopia.  In  this  case  fornot  registered  person  for  VAT  in  Ethiopia.  In  this  case  for
purpose of VAT the supply is considered as carried out by thepurpose of VAT the supply is considered as carried out by the
agent.agent.
Where a taxable transaction has been made by an agent on theWhere a taxable transaction has been made by an agent on the
behalf  of  his  principal,  and  the  recipient  of  the  taxablebehalf  of  his  principal,  and  the  recipient  of  the  taxable
transaction is a registered person, the agent, not the principal,transaction is a registered person, the agent, not the principal,
may issue a tax invoice in relation to the transaction.may issue a tax invoice in relation to the transaction.
Where  a  taxable  transition  has  been  made  to  an  agent  onWhere  a  taxable  transition  has  been  made  to  an  agent  on
behalf of the agents principal and the principal is a registeredbehalf of the agents principal and the principal is a registered
person, at the request of the agent, a tax invoice in relation toperson, at the request of the agent, a tax invoice in relation to
the taxable transaction may be issued to the agent; and a taxthe taxable transaction may be issued to the agent; and a tax
invoice will  not  be issued to the principal  in relation to theinvoice will  not  be issued to the principal  in relation to the
same transaction.   same transaction.   
8. Special Rules8. Special Rules
When the rules in the proclamation are difficult to apply, suchWhen the rules in the proclamation are difficult to apply, such
as calculating the tax liability of suppliers of gambling, lottery,as calculating the tax liability of suppliers of gambling, lottery,
and  travel  agent  services,  sales  on  commission,  sales  ofand  travel  agent  services,  sales  on  commission,  sales  of
second-hands, and supplies of other industries, the Minister ofsecond-hands, and supplies of other industries, the Minister of
Revenue  may  issue  directives  governing  these  suppliers  orRevenue  may  issue  directives  governing  these  suppliers  or
supplies.supplies.
Check Your Progress Exercise 5Check Your Progress Exercise 5
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1.1. Identify  the  major  particulars  a  tax  invoice  mustIdentify  the  major  particulars  a  tax  invoice  must
contain?contain?

…………………………………………………………………………………………………………………………………………………………………………
…………………………………………………………………………………………………………………………………………………………………………
……………………………………………………
3.3. What are tax rates for VAT?What are tax rates for VAT?
…………………………………………………………………………………………………………………………………………………………………………
…………………………………………………………………………………………………………………………………………………………………………
……………………………………………………

7.5 PREPARING TAX RETURNS AND PAYMENT7.5 PREPARING TAX RETURNS AND PAYMENT

This section covers the filing of VAT returns by a registeredThis section covers the filing of VAT returns by a registered
person,  and  the  payment  of  tax  by  registered  persons  andperson,  and  the  payment  of  tax  by  registered  persons  and
importers.importers.
1. Filing tax return1. Filing tax return
Every registered person is required to file a VAT return withEvery registered person is required to file a VAT return with
the Authority for each accounting period, whether or not tax isthe Authority for each accounting period, whether or not tax is
payable in  respect  of  that  period and pay the tax for  everypayable in  respect  of  that  period and pay the tax for  every
accounting period by the deadline for filing the VAT return.accounting period by the deadline for filing the VAT return.
The VAT return for every accounting period must be filed withThe VAT return for every accounting period must be filed with
no later than the last day of the calendar month following theno later than the last day of the calendar month following the
accounting period. accounting period. 
In  cases  where  a  registration  takes  place  with  retroactiveIn  cases  where  a  registration  takes  place  with  retroactive
effect, the registered person is required to pay VAT for taxableeffect, the registered person is required to pay VAT for taxable
transactions taking place since the coming into effect of thetransactions taking place since the coming into effect of the
registration and is entitled to a VAT credit according to creditregistration and is entitled to a VAT credit according to credit
procedures  for  registered  persons.  In  addition,  theprocedures  for  registered  persons.  In  addition,  the
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corresponding  transactions  are  to  be  reflected  on  the  firstcorresponding  transactions  are  to  be  reflected  on  the  first
return filed by the registration person and are considered asreturn filed by the registration person and are considered as
taking place during the month to which the return relates. Intaking place during the month to which the return relates. In
this  event,  the  registered  person  is  entitled  to  issue  VATthis  event,  the  registered  person  is  entitled  to  issue  VAT
invoices for the transactions shown on the return.invoices for the transactions shown on the return.
2. Form and Manner of Filing Returns2. Form and Manner of Filing Returns
A return must be made in the form and furnished in mannerA return must be made in the form and furnished in manner
prescribed by the Authority, and must include the informationprescribed by the Authority, and must include the information
necessary  to  calculate  the  tax  payable  for  the  accountingnecessary  to  calculate  the  tax  payable  for  the  accounting
period  and  be  furnished  in  the  manner  prescribed  by  theperiod  and  be  furnished  in  the  manner  prescribed  by  the
Authority.Authority.
3. VAT Refund3. VAT Refund
If  at  least  25  percent  of  the  value  of  a  registered  person’sIf  at  least  25  percent  of  the  value  of  a  registered  person’s
taxable  transactions  for  the accounting period is  taxed at  ataxable  transactions  for  the accounting period is  taxed at  a
zero rate, the Authority will refund the amount of VAT appliedzero rate, the Authority will refund the amount of VAT applied
as a credit  in excess of  the amount of  VAT charged for theas a credit  in excess of  the amount of  VAT charged for the
accounting  period  within  a  period  of  two  months  after  theaccounting  period  within  a  period  of  two  months  after  the
registered person files an application for refund, accompaniedregistered person files an application for refund, accompanied
by documentary proof of payment of the excess amounts.by documentary proof of payment of the excess amounts.
In the case of  other registered persons,  the amount of  VATIn the case of  other registered persons,  the amount of  VAT
applied as a credit in excess of the amount of VAT charged forapplied as a credit in excess of the amount of VAT charged for
the accounting period is to be carried forward to the next fivethe accounting period is to be carried forward to the next five
accounting periods  and credited against  payments  for  theseaccounting periods  and credited against  payments  for  these
periods, and any unused excess remaining after the end of thisperiods, and any unused excess remaining after the end of this
five month period will be refunded by the authority within afive month period will be refunded by the authority within a
period  of  two  months  after  the  registered  person  files  anperiod  of  two  months  after  the  registered  person  files  an
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application for refund, accompanied by documentary proof ofapplication for refund, accompanied by documentary proof of
payment of the excess amounts.   payment of the excess amounts.   
However, in all cases where an amount refunded to a person isHowever, in all cases where an amount refunded to a person is
established by the Authority to have been made erroneously,established by the Authority to have been made erroneously,
the  Authority  may  demand  the  return  of  such  amount.the  Authority  may  demand  the  return  of  such  amount.
Moreover, the Minister of Finance and Economic DevelopmentMoreover, the Minister of Finance and Economic Development
determines the manner in  which and the amount of  the taxdetermines the manner in  which and the amount of  the tax
collections that will be retained for VAT refunds.collections that will be retained for VAT refunds.
Where the Authority is satisfied that a person who made anWhere the Authority is satisfied that a person who made an
application for refund has overpaid tax, the Authority will firstapplication for refund has overpaid tax, the Authority will first
apply the amount of the excess in reduction of any tax, levy,apply the amount of the excess in reduction of any tax, levy,
interest  or  penalty  payable  by  the  person  under  thisinterest  or  penalty  payable  by  the  person  under  this
proclamation,  the  customs  proclamation,  the  income  taxproclamation,  the  customs  proclamation,  the  income  tax
proclamation,  or  the  sales  and  excise  tax  proclamation.proclamation,  or  the  sales  and  excise  tax  proclamation.
Following  this  the  authority,  then,  repays  any  amountFollowing  this  the  authority,  then,  repays  any  amount
remaining to the person if the amount to be refunded is moreremaining to the person if the amount to be refunded is more
than 50 birr.than 50 birr.
If the Authority does not pay the refund by the date specified inIf the Authority does not pay the refund by the date specified in
the proclamation, for a registered person who has overpaid taxthe proclamation, for a registered person who has overpaid tax
and hence entitled to a refund, then, the Authority will pay theand hence entitled to a refund, then, the Authority will pay the
person entitled to the refund, interest set at 25% (twenty fiveperson entitled to the refund, interest set at 25% (twenty five
percent)  over  and  above  the  highest  commercial  lendingpercent)  over  and  above  the  highest  commercial  lending
interest rate that prevailed during the preceding quarter.  Ininterest rate that prevailed during the preceding quarter.  In
general, if the Authority does not pay the refund in a timelygeneral, if the Authority does not pay the refund in a timely
manner it must pay interest calculated from the date on whichmanner it must pay interest calculated from the date on which
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the refund was due until the date on which the payment of thethe refund was due until the date on which the payment of the
refund is made.refund is made.
The proclamation provides, however, that the Authority is notThe proclamation provides, however, that the Authority is not
obliged to refund excess credits if the amount to be refunded isobliged to refund excess credits if the amount to be refunded is
not more than 50 Birr. If the amount eligible for refund is 50not more than 50 Birr. If the amount eligible for refund is 50
Birr or less, this amount can be carried forward and creditedBirr or less, this amount can be carried forward and credited
against tax due in the subsequent accounting period.against tax due in the subsequent accounting period.
Where a registered person applying for a tax refund has failedWhere a registered person applying for a tax refund has failed
to  furnish  a  required  return,  the  Authority  may  withholdto  furnish  a  required  return,  the  Authority  may  withhold
payment of any amount refundable until the registered personpayment of any amount refundable until the registered person
furnishes such return.furnishes such return.
Check Your Progress Exercise 6Check Your Progress Exercise 6
1.1. Is  a  registered  person  obliged  to  file  aIs  a  registered  person  obliged  to  file  a

return for an accounting period, regardless of whether orreturn for an accounting period, regardless of whether or
not any tax is payable for that period? not any tax is payable for that period? 

…………………………………………………………………………………………………………………………………………………………………………
…………………………………………………………………………………………………………………………………………………………………………
……………………………………………………

2.2. When should a VAT return be filed?When should a VAT return be filed?
…………………………………………………………………………………………………………………………………………………………………………
…………………………………………………………………………………………………………………………………………………………………………
……………………………………………………
3.3. Identify  the  consequence  of  failure  toIdentify  the  consequence  of  failure  to

furnish tax return on a timely basis from legal point of view. furnish tax return on a timely basis from legal point of view. 
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…………………………………………………………………………………………………………………………………………………………………………
…………………………………………………………………………………………………………………………………………………………………………
……………………………………………………
4.4. Explain the two classes of cases where aExplain the two classes of cases where a

registered person can claim VAT refund.registered person can claim VAT refund.
…………………………………………………………………………………………………………………………………………………………………………
…………………………………………………………………………………………………………………………………………………………………………
……………………………………………………

7.6 ASSESSMENT OF TAX AND ADMINISTRATION7.6 ASSESSMENT OF TAX AND ADMINISTRATION
This  article  provides  that  for  the  responsibility  for  calculating  andThis  article  provides  that  for  the  responsibility  for  calculating  and
reporting  tax  liabilities  and  for  the  administration  of  the  VAT.  Thereporting  tax  liabilities  and  for  the  administration  of  the  VAT.  The
taxpayer or other person specified in the proclamation is responsible fortaxpayer or other person specified in the proclamation is responsible for
the calculation and timely filing of returns and payment of tax. Where thethe calculation and timely filing of returns and payment of tax. Where the
proclamation requires the tax to be collected by the Ethiopian Customproclamation requires the tax to be collected by the Ethiopian Custom
Authority, the Custom Authority is responsible for the tax collection inAuthority, the Custom Authority is responsible for the tax collection in
accordance  with  the  customs  legislation.  The  Tax  Authority  and  theaccordance  with  the  customs  legislation.  The  Tax  Authority  and  the
Customs Authority are responsible for carrying out the provisions of theCustoms Authority are responsible for carrying out the provisions of the
proclamation  within  their  respective  competences.  For  example,  theproclamation  within  their  respective  competences.  For  example,  the
Customs  Authority  is  responsible  the  issuance  of  documents  andCustoms  Authority  is  responsible  the  issuance  of  documents  and
collection of tax on imports of goods in accordance with the proclamation.collection of tax on imports of goods in accordance with the proclamation.

1. Assessment of Tax1. Assessment of Tax
Additional assessment is required by the Authority when, afterAdditional assessment is required by the Authority when, after
review  by  the  Authority,  it  appears  that  a  person  hasreview  by  the  Authority,  it  appears  that  a  person  has
understated  his  tax  obligation.  Assessment  is  carried  outunderstated  his  tax  obligation.  Assessment  is  carried  out
within  5  years  after  the  end  of  the  accounting  periodwithin  5  years  after  the  end  of  the  accounting  period
concerned or at any time in the case of fraud or gross or willfulconcerned or at any time in the case of fraud or gross or willful
negligence, notwithstanding any limitation in any other law.negligence, notwithstanding any limitation in any other law.
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If the Authority makes an additional assessment within 30 daysIf the Authority makes an additional assessment within 30 days
of the notice and demand, the person assessed does not pay forof the notice and demand, the person assessed does not pay for
the additional assessment or appeal the assessment the personthe additional assessment or appeal the assessment the person
is in default.is in default.
The Authority may issue an additional assessment in a varietyThe Authority may issue an additional assessment in a variety
of circumstances, including the case where:of circumstances, including the case where:

a.a. a person fails to furnish a return import declarationa person fails to furnish a return import declaration
b.b. the  Authority  is  not  satisfied  with  a  return  or  importthe  Authority  is  not  satisfied  with  a  return  or  import

declaration furnished by a person;declaration furnished by a person;
c.c. the  Authority  has  reason  to  believe  that  a  person  hasthe  Authority  has  reason  to  believe  that  a  person  has

become liable for the payment of an amount of tax but hasbecome liable for the payment of an amount of tax but has
not paid such amount;not paid such amount;

d.d. a person, other than a registered person, supplies goodsa person, other than a registered person, supplies goods
or  services  and  represents  that  tax  is  charged  on  theor  services  and  represents  that  tax  is  charged  on  the
supplysupply

e.e. a  registered  person  supplies  goods  or  service  and  thea  registered  person  supplies  goods  or  service  and  the
supply  is  not  a  taxable  transaction  or  is  a  taxablesupply  is  not  a  taxable  transaction  or  is  a  taxable
transaction charged with tax at the rate of zero per centtransaction charged with tax at the rate of zero per cent
and, in either case, the registered person represents thatand, in either case, the registered person represents that
a positive rate of tax is charge on the transaction; or a positive rate of tax is charge on the transaction; or 

The person to be assessed is the person making the supply, theThe person to be assessed is the person making the supply, the
person  whose  liability  has  been  determined  or  the  personperson  whose  liability  has  been  determined  or  the  person
required  to  account  for  the  tax.  In  making  an  additionalrequired  to  account  for  the  tax.  In  making  an  additional
assessment the Authority may estimate the tax payable by aassessment the Authority may estimate the tax payable by a
person.   Where  an  additional  assessment  has  been  theperson.   Where  an  additional  assessment  has  been  the
Authority may serve a notice of the assessment on the personAuthority may serve a notice of the assessment on the person

184



assessed, which includes the tax payable the date the tax isassessed, which includes the tax payable the date the tax is
due.  The  production  of  such  a  notice  of  assessment  or  adue.  The  production  of  such  a  notice  of  assessment  or  a
certified copy of  a notice of assessment is receivable in anycertified copy of  a notice of assessment is receivable in any
proceedings as conclusive evidence that  the assessment  hasproceedings as conclusive evidence that  the assessment  has
been duly made.been duly made.
No  assessment  or  other  document  purporting  to  be  made,No  assessment  or  other  document  purporting  to  be  made,
issued, or executed could be quashed or deemed to be void orissued, or executed could be quashed or deemed to be void or
voidable  for  want of  form or affected by reason of  mistake,voidable  for  want of  form or affected by reason of  mistake,
defect, or omission therein. If it is, in substance and effect, indefect, or omission therein. If it is, in substance and effect, in
conformity  with the proclamation or  this  regulation and theconformity  with the proclamation or  this  regulation and the
person assessed, or intended to be assessed or affected by theperson assessed, or intended to be assessed or affected by the
document  is  designed  in  it  according  to  commondocument  is  designed  in  it  according  to  common
understanding.understanding.
2. Responsibility for Administration and Reporting2. Responsibility for Administration and Reporting        
The  responsibility  for  the  correct  calculation  and  timelyThe  responsibility  for  the  correct  calculation  and  timely
payment of VAT and presentation of a return to the Authoritypayment of VAT and presentation of a return to the Authority
by  the  prescribed  deadline  rests  on  the  taxpayer  or  otherby  the  prescribed  deadline  rests  on  the  taxpayer  or  other
pertinent persons and in cases where the collection of VAT ispertinent persons and in cases where the collection of VAT is
in  the  competence  of  the  Ethiopian  Customs  Authority,  inin  the  competence  of  the  Ethiopian  Customs  Authority,  in
accordance with the customs legislation of Ethiopia.accordance with the customs legislation of Ethiopia.
The tax is administrated by the Authority and by the CustomsThe tax is administrated by the Authority and by the Customs
Authority within their respective competencies, in accordanceAuthority within their respective competencies, in accordance
with  this  proclamation  and  with  the  customs  legislation  ofwith  this  proclamation  and  with  the  customs  legislation  of
Ethiopia. Ethiopia. 

3. Collection Enforcement 3. Collection Enforcement 
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a. Powers and Duties of Tax Administration a. Powers and Duties of Tax Administration 
The implementation and enforcement of the proclamation onThe implementation and enforcement of the proclamation on
VAT and of  regulations  issued  is  the  duty  of  the  Authority.VAT and of  regulations  issued  is  the  duty  of  the  Authority.
moreover,  the  Authority  is  empowered  to  investigate  anymoreover,  the  Authority  is  empowered  to  investigate  any
statements,  records and books of  account  submitted by  anystatements,  records and books of  account  submitted by  any
person  at  any  time  by  sending  duly  accredited  inspectors,person  at  any  time  by  sending  duly  accredited  inspectors,
requiring the person or any employee who has access to orrequiring the person or any employee who has access to or
custody of ay information or requiring any person to disclosecustody of ay information or requiring any person to disclose
particulars of any information or transactions.particulars of any information or transactions.
b. Seizure of Property to Collect Taxb. Seizure of Property to Collect Tax
If a person liable to pay any tax imposed by this proclamationIf a person liable to pay any tax imposed by this proclamation
is in default the Authority has the power to collect such taxis in default the Authority has the power to collect such tax
(and such further amount that will be sufficient to cover the(and such further amount that will be sufficient to cover the
expenses of the seizure) by seizing any property belonging toexpenses of the seizure) by seizing any property belonging to
such person.such person.

 “Seizure” includes seizure by any means, as well as“Seizure” includes seizure by any means, as well as

collection  from  a  person  who  owes  money  orcollection  from  a  person  who  owes  money  or
property to the person liable for VAT.property to the person liable for VAT.

The seizure of property apply only to property possessed andThe seizure of property apply only to property possessed and
obligations  existing  at  the  time  the  seizure  is  made.  Theobligations  existing  at  the  time  the  seizure  is  made.  The
Authority may request a police officer to be present during theAuthority may request a police officer to be present during the
seizure. Where the Authority seizes any property it will haveseizure. Where the Authority seizes any property it will have
the right to sell the seized goods at public auction or in anythe right to sell the seized goods at public auction or in any
other manner approved by the Authority not less than 10 daysother manner approved by the Authority not less than 10 days
after the seizure or within a reasonable period of time whenafter the seizure or within a reasonable period of time when
goods seized are perishable. goods seized are perishable. 
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Whenever any property on which seizure had been made is notWhenever any property on which seizure had been made is not
sufficient to satisfy the claim for which seizure is made, thesufficient to satisfy the claim for which seizure is made, the
Authority may, thereafter and as may be necessary, proceed toAuthority may, thereafter and as may be necessary, proceed to
seize  other  property  liable  to  seizure  of  the  person  againstseize  other  property  liable  to  seizure  of  the  person  against
whom the claim exists until the amount due from such person,whom the claim exists until the amount due from such person,
together with all expenses, is fully paid.together with all expenses, is fully paid.
Seizure can be made on property of any person in default withSeizure can be made on property of any person in default with
respect to any unpaid tax only after the Authority has notifiedrespect to any unpaid tax only after the Authority has notified
such person in writing of the intention to make such seizure.such person in writing of the intention to make such seizure.
The  notice  must  be  delivered not  less  than thirty  (30)  daysThe notice  must  be  delivered not  less  than thirty  (30)  days
before the day of the seizure.before the day of the seizure.
If the Authority makes a finding that the collection of the tax isIf the Authority makes a finding that the collection of the tax is
in jeopardy, demand for immediate payment of such tax may bein jeopardy, demand for immediate payment of such tax may be
made by the Authority and on failure or refusal to pay the tax,made by the Authority and on failure or refusal to pay the tax,
collection thereof by seizure will be lawful without regard tocollection thereof by seizure will be lawful without regard to
the 30 day period provided.the 30 day period provided.
If  a  seizure has  been made or  is  about  to  be made on anyIf  a  seizure has  been made or  is  about  to  be made on any
property, any person having custody or control of any books orproperty, any person having custody or control of any books or
records  containing  evidence  or  statements  relating  to  therecords  containing  evidence  or  statements  relating  to  the
property subject to seizure can, on demand of the Authority,property subject to seizure can, on demand of the Authority,
exhibit such books or records to the Authority.exhibit such books or records to the Authority.
Any  person  in  possession  of  (or  obligated  with  respect  to)Any  person  in  possession  of  (or  obligated  with  respect  to)
property subject to seizure on which a seizure has been madeproperty subject to seizure on which a seizure has been made
must, on the demand of the Authority, surrender such propertymust, on the demand of the Authority, surrender such property
(or  discharge such obligation)  to  the Authority,  except  such(or  discharge such obligation)  to  the Authority,  except  such
part of the property as is, at the time of such demand, subjectpart of the property as is, at the time of such demand, subject
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to  a  prior  secured  claim  of  creditors  and  subject  to  anto  a  prior  secured  claim  of  creditors  and  subject  to  an
attachment or execution under any judicial process.attachment or execution under any judicial process.
Any person who fails or refuses to seizure, on demand of theAny person who fails or refuses to seizure, on demand of the
Authority, will be personally liable to the government in a sumAuthority, will be personally liable to the government in a sum
equal to the value of the property not so surrendered, but notequal to the value of the property not so surrendered, but not
exceeding the amount of tax for the collection of which seizureexceeding the amount of tax for the collection of which seizure
has been made (together with costs and interest on such sum).has been made (together with costs and interest on such sum).
In addition to the personal liability imposed, if the failure orIn addition to the personal liability imposed, if the failure or
refusal to surrender is without reasonable cause, such personrefusal to surrender is without reasonable cause, such person
will  be liable for an additional  charge equal to fifty percentwill  be liable for an additional  charge equal to fifty percent
(50%) of the amount recoverable.(50%) of the amount recoverable.
Any person in possession of property who surrenders or makesAny person in possession of property who surrenders or makes
payment  in  accordance  with  this  article  will  be  dischargedpayment  in  accordance  with  this  article  will  be  discharged
from any obligation or liability to the delinquent person or tofrom any obligation or liability to the delinquent person or to
any other person arising from such surrender or payment.any other person arising from such surrender or payment.
While the Authority must give 30 days notice before seizingWhile the Authority must give 30 days notice before seizing
property  of  a  person  in  default,  after  making  reasonableproperty  of  a  person  in  default,  after  making  reasonable
enquiries,  and  if  the  authority  does  not  have  sufficientenquiries,  and  if  the  authority  does  not  have  sufficient
information to identify the person on whom the notice shouldinformation to identify the person on whom the notice should
be served, the notice will be deemed to have been served andbe served, the notice will be deemed to have been served and
then it can proceed to seize the property.then it can proceed to seize the property.
The Authority may authorize the delivery of goods seized to theThe Authority may authorize the delivery of goods seized to the
owner of the goods or the person who had custody or control ofowner of the goods or the person who had custody or control of
the goods immediately before seizure, where that person paysthe goods immediately before seizure, where that person pays
the tax or other amount due that gave rise to the seizure. the tax or other amount due that gave rise to the seizure. 
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4. Record Keeping4. Record Keeping
DefinitionDefinition

a.a. Records  means  accounting  records,  accounts,Records  means  accounting  records,  accounts,
books,  computer  stored information or  any otherbooks,  computer  stored information or  any other
documents.documents.

      Documentation      Documentation
b.b. The law obliges a person liable for VAT to maintainThe law obliges a person liable for VAT to maintain

in Ethiopia for 10 years the following records-in Ethiopia for 10 years the following records-

i.i. Original  tax  invoices  received by the person.Original  tax  invoices  received by the person.
This  obligation  is  relevant  for  registeredThis  obligation  is  relevant  for  registered
persons  who  are  claiming  credit  for  tax  onpersons  who  are  claiming  credit  for  tax  on
purchases.purchases.

ii.ii. A copy of all tax invoices issued by the person.A copy of all tax invoices issued by the person.
This  obligation  is  relevant  for  registeredThis  obligation  is  relevant  for  registered
persons  as  these  documents  can  only  bepersons  as  these  documents  can  only  be
provided when a taxable transactions is madeprovided when a taxable transactions is made
by a registered person.by a registered person.

iii.iii. Customs  documentation  relating  to  importsCustoms  documentation  relating  to  imports
and  exports  by  the  person.  In  the  case  ofand  exports  by  the  person.  In  the  case  of
imports, this obligation relates to all persons,imports, this obligation relates to all persons,
not  just  registered  persons,  as  any  personnot  just  registered  persons,  as  any  person
who makes an import may be liable for thewho makes an import may be liable for the
VAT on the import.VAT on the import.
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iv.iv. Accounting records and any other records asAccounting records and any other records as
may  be  prescribed  by  the  authority.  It  ismay  be  prescribed  by  the  authority.  It  is
expected  that  the  Minister  of  Revenue  willexpected  that  the  Minister  of  Revenue  will
require  registered  persons  to  maintain  taxrequire  registered  persons  to  maintain  tax
credit notes and debit notes.credit notes and debit notes.

ExplanationExplanation
The records required to  be kept  include all  documents  thatThe records required to  be kept  include all  documents  that
affect  the  amount  of  VAT  paid  or  claimed,  and  recordsaffect  the  amount  of  VAT  paid  or  claimed,  and  records
necessary to verify VAT returns, including records relating tonecessary to verify VAT returns, including records relating to
exempt  supplies.  Records  must  be  kept  up  to  date  and  inexempt  supplies.  Records  must  be  kept  up  to  date  and  in
sufficient  details  to  enable  correct  calculation  of  VAT to  besufficient  details  to  enable  correct  calculation  of  VAT to  be
paid or claimed. Records should be kept in a way that enablespaid or claimed. Records should be kept in a way that enables
easy checking of the figures used to complete the VAT return.easy checking of the figures used to complete the VAT return.
The records specified above must be maintained in Ethiopia.The records specified above must be maintained in Ethiopia.
This means, for example, that a non- resident person who isThis means, for example, that a non- resident person who is
operating a taxable activity in Ethiopia is required to keep theoperating a taxable activity in Ethiopia is required to keep the
records specified in Ethiopia rather than, say, at its head officerecords specified in Ethiopia rather than, say, at its head office
outside  Ethiopia.  While  records  must  be  maintained  inoutside  Ethiopia.  While  records  must  be  maintained  in
Ethiopia, persons liable for VAT do not have to maintain themEthiopia, persons liable for VAT do not have to maintain them
at their business premises. They may keep them, for example,at their business premises. They may keep them, for example,
at the business premises of their accountant in Ethiopia. Theat the business premises of their accountant in Ethiopia. The
requirement that the accounts and records be maintained inrequirement that the accounts and records be maintained in
Ethiopia is intended to ensure that they are readily accessibleEthiopia is intended to ensure that they are readily accessible
to the Authority.to the Authority.
The records specified above must be retained for at least 10The records specified above must be retained for at least 10
years after the end of the tax period to which they relate. Theyears after the end of the tax period to which they relate. The
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proper  maintenance  of  records  is  vital  for  the  effectiveproper  maintenance  of  records  is  vital  for  the  effective
functioning  of  VAT.  Consequently,  substantial  penalties  arefunctioning  of  VAT.  Consequently,  substantial  penalties  are
imposed on a person who fails to comply with and a tax officerimposed on a person who fails to comply with and a tax officer
who permits unauthorized access to records. who permits unauthorized access to records. 

7.7 TRANSITIONAL7.7 TRANSITIONAL RULES RULES

This  article  provides  for  a  credit  under the VAT for  certainThis  article  provides  for  a  credit  under the VAT for  certain
sales  tax  paid  on  goods  on  hand  when  the  VAT  becomessales  tax  paid  on  goods  on  hand  when  the  VAT  becomes
effective. The credit is available only with respect to goods oneffective. The credit is available only with respect to goods on
hand that were acquired or imported not more than 6 monthshand that were acquired or imported not more than 6 months
before the tax becomes effective.before the tax becomes effective.
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Activity 1Activity 1
1.1. Identify  those  taxable  persons  subject  toIdentify  those  taxable  persons  subject  to

assessment? 7.6assessment? 7.6
2.2. Is there any time limit for additional assessment?Is there any time limit for additional assessment?
3.3. What  conditions  leads  Tax  Authority  to  conductWhat  conditions  leads  Tax  Authority  to  conduct

additional assessment?additional assessment?
4.4. Explain the powers and duties of the Tax Inspectors?Explain the powers and duties of the Tax Inspectors?
5.5. Identify the rights and obligation of the registeredIdentify the rights and obligation of the registered

person with respect to tax payments?person with respect to tax payments?
6.6. What  is  the  minimum  number  of  days  that  theWhat  is  the  minimum  number  of  days  that  the

Authority  should  provide  notice  to  taxpayer  beforeAuthority  should  provide  notice  to  taxpayer  before
seizures of property?seizures of property?

7.7. Is there any limit for the Authority’s power to seizeIs there any limit for the Authority’s power to seize
taxpayer property?taxpayer property?

8.8. What  is  amount  of  additional  liability  when  theWhat  is  amount  of  additional  liability  when  the
taxpayer fails or refuses to comply with a demand bytaxpayer fails or refuses to comply with a demand by
the Authority to surrender property subject to seizure?the Authority to surrender property subject to seizure?



Scope of ApplicationScope of Application

The  repealed  legislation,  including  the  rules  governing  theThe  repealed  legislation,  including  the  rules  governing  the
levy,  payment,  assessment,  reporting,  and recovery of  thoselevy,  payment,  assessment,  reporting,  and recovery of  those
taxes, continues to apply to a supply or import that takes placetaxes, continues to apply to a supply or import that takes place
prior to the date on which the proclamation comes into force.prior to the date on which the proclamation comes into force.
Every appointment  made under the repealed legislation andEvery appointment  made under the repealed legislation and
subsisting at the date of commencement of the proclamation issubsisting at the date of commencement of the proclamation is
also considered as has been made under the new proclamation.also considered as has been made under the new proclamation.
In calculating the amount of tax payable by a registered personIn calculating the amount of tax payable by a registered person
in respect of the first accounting period after the tax becomesin respect of the first accounting period after the tax becomes
effective, the registered person may claim to credit an amounteffective, the registered person may claim to credit an amount
equal to the sales tax.  equal to the sales tax.  
In cases where a registered person held, at the end of the lastIn cases where a registered person held, at the end of the last
business day prior to the date the value added tax comes intobusiness day prior to the date the value added tax comes into
force,  qualifying goods being goods acquired not  more thanforce,  qualifying goods being goods acquired not  more than
six(6)  months  before  the  tax  comes  into  force  and  if  thesix(6)  months  before  the  tax  comes  into  force  and  if  the
Authority is satisfied that sales tax has been charged to theAuthority is satisfied that sales tax has been charged to the
person on a sales invoice and paid on the acquisition or importperson on a sales invoice and paid on the acquisition or import
of  those goods,  and the sales tax  has not  been rebated theof  those goods,  and the sales tax  has not  been rebated the
amount of the creditable sales tax will be the amount of suchamount of the creditable sales tax will be the amount of such
taxes  paid  on  such  goods,  but  with  respect  to  each  itemtaxes  paid  on  such  goods,  but  with  respect  to  each  item
qualifying for the tax must not exceed the amount of tax whichqualifying for the tax must not exceed the amount of tax which
would have been payable had the goods been subject to taxwould have been payable had the goods been subject to tax
chargeable under the proclamation.chargeable under the proclamation.
However,  credit  is  not  allowed  sales  tax  paid  on  qualifyingHowever,  credit  is  not  allowed  sales  tax  paid  on  qualifying
goods on hand on the date on which the proclamation comesgoods on hand on the date on which the proclamation comes
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into force if the person gets registered as of such date. Anyinto force if the person gets registered as of such date. Any
person claiming a credit after the tax comes into force mustperson claiming a credit after the tax comes into force must
submit  an  inventory  of  all  qualifying  goods  on  hand  at  thesubmit  an  inventory  of  all  qualifying  goods  on  hand  at  the
beginning of  the first  day on which the proclamation comesbeginning of  the first  day on which the proclamation comes
into force with the first VAT return. These must be supportedinto force with the first VAT return. These must be supported
by documents evidencing the payment of sales tax.by documents evidencing the payment of sales tax.
A disallowance of a credit for sales tax imposed before the dateA disallowance of a credit for sales tax imposed before the date
on which the tax law comes into force will not be treated as aon which the tax law comes into force will not be treated as a
disallowance.disallowance.
If a contract is concluded between two or more parties beforeIf a contract is concluded between two or more parties before
the proclamation comes into force and no provision relating tothe proclamation comes into force and no provision relating to
tax is made in the contract, the supplier can recover from thetax is made in the contract, the supplier can recover from the
recipient, tax due on any taxable transaction made under therecipient, tax due on any taxable transaction made under the
contract and made after the date on which the proclamationcontract and made after the date on which the proclamation
comes into operation. On the other hand, if a contract that hascomes into operation. On the other hand, if a contract that has
been  concluded  after  the  date  on  which  the  proclamationbeen  concluded  after  the  date  on  which  the  proclamation
comes into effect does not include a provision relating to tax,comes into effect does not include a provision relating to tax,
the  contract  price  is  taken  to  include  tax  and  the  supplierthe  contract  price  is  taken  to  include  tax  and  the  supplier
under the contract must account for the tax due.under the contract must account for the tax due.
In  connection  with a  supply  of  goods  or  services,  if  title  toIn  connection  with a  supply  of  goods  or  services,  if  title  to
goods  passes,  delivery  of  goods  is  made  or  services  aregoods  passes,  delivery  of  goods  is  made  or  services  are
rendered after the date on which the proclamation comes intorendered after the date on which the proclamation comes into
force  the  payment  is  treated  as  having  been  made  or  theforce  the  payment  is  treated  as  having  been  made  or  the
invoice is treated as having been issued on the date on whichinvoice is treated as having been issued on the date on which
the proclamation came into force. This is also the case whenthe proclamation came into force. This is also the case when
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payment is received or an invoice is issued within nine monthspayment is received or an invoice is issued within nine months
before that date.before that date.
If services subject to sales tax were rendered before the dateIf services subject to sales tax were rendered before the date
on  which  the  proclamation came into  force  and payment  ison  which  the  proclamation came into  force  and payment  is
made  within  four  months  after  the  proclamation  came  intomade  within  four  months  after  the  proclamation  came  into
force, VAT is not imposed on the supply of the services.force, VAT is not imposed on the supply of the services.
If  goods  are  leased  under  an  agreement  that  provides  forIf  goods  are  leased  under  an  agreement  that  provides  for
periodic  payments  or  if  services  subject  to  sales  tax  wereperiodic  payments  or  if  services  subject  to  sales  tax  were
rendered during a period that began before and ended afterrendered during a period that began before and ended after
the  proclamation  came  into  force,  VAT  is  imposed  on  thethe  proclamation  came  into  force,  VAT  is  imposed  on  the
consideration for the services rendered after the proclamationconsideration for the services rendered after the proclamation
came into force. However, this does not apply if  payment iscame into force. However, this does not apply if  payment is
made more than four months after the proclamation came intomade more than four months after the proclamation came into
force. Hence, the consideration is treated as consideration forforce. Hence, the consideration is treated as consideration for
the rendition of services on the day after the end of that fourthe rendition of services on the day after the end of that four
months period.months period.
If construction, manufacture or extension of building or civilIf construction, manufacture or extension of building or civil
engineering  work  is  performed  under  a  written  agreementengineering  work  is  performed  under  a  written  agreement
executed  before  the  proclamation  came  into  force  and  theexecuted  before  the  proclamation  came  into  force  and  the
property is made available to the recipient after that date, VATproperty is made available to the recipient after that date, VAT
is imposed only on the value of work performed after that date.is imposed only on the value of work performed after that date.
This would be the case if  the value of  the work on the dayThis would be the case if  the value of  the work on the day
before the proclamation came in to force is determined in abefore the proclamation came in to force is determined in a
manner  approved  by  the  Authority  and  is  submitted  to  themanner  approved  by  the  Authority  and  is  submitted  to  the
Authority by the end of the supplier’s first VAT period afterAuthority by the end of the supplier’s first VAT period after
VAT comes into force.VAT comes into force.
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If immovable property is provided under a rental agreement,If immovable property is provided under a rental agreement,
for a period that commences before and ends after the date thefor a period that commences before and ends after the date the
proclamation comes into force, the consideration for the rentalproclamation comes into force, the consideration for the rental
will not include the amount attributable to the period that endswill not include the amount attributable to the period that ends
before the effective date of the proclamation.before the effective date of the proclamation.

7.8 EXEMPTIONS AND ZERO RATED TAX7.8 EXEMPTIONS AND ZERO RATED TAX

The  law,  in  addition  to  transactions  discussed  in  earlierThe  law,  in  addition  to  transactions  discussed  in  earlier
sections, exempts several supplies of goods and services. Thissections, exempts several supplies of goods and services. This
section provides a brief coverage on exemptions and zero ratedsection provides a brief coverage on exemptions and zero rated
tax.tax.
7.8.1 Exemption7.8.1 Exemption
OverviewOverview
An exempt supply is  not subject to VAT.A registered personAn exempt supply is  not subject to VAT.A registered person
making  exempt  supplies  is  not  entitled  to  deduct  input  taxmaking  exempt  supplies  is  not  entitled  to  deduct  input  tax
payable  on its  acquisitions  related to  the making of  exemptpayable  on its  acquisitions  related to  the making of  exempt
supplies  and  is  not  entitled  to  issue  tax  invoices  coveringsupplies  and  is  not  entitled  to  issue  tax  invoices  covering
exempt supplies. A registered person that purchases goods orexempt supplies. A registered person that purchases goods or
services exempt from tax is not entitled to claim an input taxservices exempt from tax is not entitled to claim an input tax
credit for any tax embedded in the prices of those purchases,credit for any tax embedded in the prices of those purchases,
even if acquired for use in a taxable activity, because the itemeven if acquired for use in a taxable activity, because the item
was not purchased in a taxable transaction. was not purchased in a taxable transaction. 
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Activity 2Activity 2
1.1. Explain  following  as  provided  in  theExplain  following  as  provided  in  the

Transitional rules.Transitional rules.
b.b. Qualifying Goods          Qualifying Goods          
c.c. Sales TaxSales Tax

2.2. Explain the conditions that should be fulfilled to beExplain the conditions that should be fulfilled to be
eligible for tax credit under the transitional rules.eligible for tax credit under the transitional rules.



In the following paragraph we will see in detail exempt supplyIn the following paragraph we will see in detail exempt supply
and scope of application as described in the proclamation.and scope of application as described in the proclamation.
Exempt SupplyExempt Supply
The following are exempted from VAT.The following are exempted from VAT.
a. Dwellingsa. Dwellings
A “dwelling” includes an area surrounding or appurtenant toA “dwelling” includes an area surrounding or appurtenant to
the dwelling necessary for its enjoyment. It does not, however,the dwelling necessary for its enjoyment. It does not, however,
include farm land adjacent to a dwelling. The land surroundinginclude farm land adjacent to a dwelling. The land surrounding
a  dwelling  complex,  including  the  driveway,  paths,  gardensa  dwelling  complex,  including  the  driveway,  paths,  gardens
and landscaped grounds for the use and enjoyment of residentsand landscaped grounds for the use and enjoyment of residents
are also taken as part of the dwelling. Dwellings of such natureare also taken as part of the dwelling. Dwellings of such nature
are, therefore, exempted from VAT.are, therefore, exempted from VAT.
However,  if  a  registered  person  purchases  a  new  or  usedHowever,  if  a  registered  person  purchases  a  new  or  used
property for lease as a dwelling, he will be denied tax creditsproperty for lease as a dwelling, he will be denied tax credits
for tax on any costs  attributable to the exempt lease of  thefor tax on any costs  attributable to the exempt lease of  the
dwelling.dwelling.
Moreover, if an employer provides a dwelling to an employeeMoreover, if an employer provides a dwelling to an employee
as  a  fringe  benefit,  the  benefits  will  not  be  considered  asas  a  fringe  benefit,  the  benefits  will  not  be  considered  as
provided  to  employees  by  the  employer  in  the  course  orprovided  to  employees  by  the  employer  in  the  course  or
furtherance  of  a  taxable  activity.  The  benefit  is,  therefore,furtherance  of  a  taxable  activity.  The  benefit  is,  therefore,
exempt from tax. However, the employer is denied tax creditsexempt from tax. However, the employer is denied tax credits
for any tax on costs attributable to the exempt fringe benefit.for any tax on costs attributable to the exempt fringe benefit.
The exemption also applies on a sale of a parking space that isThe exemption also applies on a sale of a parking space that is
part of the dwelling to the purchaser of a dwelling, or the leasepart of the dwelling to the purchaser of a dwelling, or the lease
of a parking space as part of a lease of a dwelling.of a parking space as part of a lease of a dwelling.

b. Financial Servicesb. Financial Services
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Financial  services,  whether  provided  for  explicit  or  implicitFinancial  services,  whether  provided  for  explicit  or  implicit
fees are exempt from tax. The financial services exempt fromfees are exempt from tax. The financial services exempt from
tax include the following:tax include the following:

a.a. granting, negotiating or dealing with loans, credit, creditgranting, negotiating or dealing with loans, credit, credit
guarantees,  or  any  security  for  money,  includingguarantees,  or  any  security  for  money,  including
management of loans credit, or credit guarantees by themanagement of loans credit, or credit guarantees by the
grantor or the arranging such services grantor or the arranging such services 

b.b. transactions concerning money (including the exchange oftransactions concerning money (including the exchange of
currency),  deposit,  savings,  and  current  accounts,currency),  deposit,  savings,  and  current  accounts,
payments,  transfers,  debts,  cheques,  or  negotiablepayments,  transfers,  debts,  cheques,  or  negotiable
instruments, other than debt collection and factoring orinstruments, other than debt collection and factoring or
arranging such services.arranging such services.

 “cheque” includes a postal order, a money order, a“cheque” includes a postal order, a money order, a

traveler’s  cheque,  or  any  order  or  authorizationtraveler’s  cheque,  or  any  order  or  authorization
(whether  in  writing,  by  electronic  means,  or(whether  in  writing,  by  electronic  means,  or
otherwise) to a financial institution to credit or debitotherwise) to a financial institution to credit or debit
any account;any account;

 “currency” means any bank note or other currency“currency” means any bank note or other currency

of  any  country,  other  than  when  used  as  aof  any  country,  other  than  when  used  as  a
collector’s  piece,  investment  article,  item  ofcollector’s  piece,  investment  article,  item  of
numismatic interest, or otherwise than as a mediumnumismatic interest, or otherwise than as a medium
of exchange;of exchange;

c.c. Provision of credit under a hire purchase agreement orProvision of credit under a hire purchase agreement or
sale  of  goods,  but  only  if  the  credit  is  provided  for  asale  of  goods,  but  only  if  the  credit  is  provided  for  a
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separate charge, and the separate charge is disclosed toseparate charge, and the separate charge is disclosed to
the recipient of the goods or arranging such servicesthe recipient of the goods or arranging such services

d.d. Provision or transfer of ownership, of an insurance policy,Provision or transfer of ownership, of an insurance policy,
or  the  provision  of  reinsurance  in  respect  of  any  suchor  the  provision  of  reinsurance  in  respect  of  any  such
policy or arranging such services.policy or arranging such services.

 “insurance  policy”  means  insurance  covered“insurance  policy”  means  insurance  covered

under  a  policy  treated  as  general  insuranceunder  a  policy  treated  as  general  insurance
business  or  as  long  term  insurance  businessbusiness  or  as  long  term  insurance  business
under proclamation No. 86/1994: Licensing andunder proclamation No. 86/1994: Licensing and
Supervision  of  Insurance  Business  )theSupervision  of  Insurance  Business  )the
“Insurance proclamation”);“Insurance proclamation”);

e.e. Provision, or transfer of ownership, of an interest, of anProvision, or transfer of ownership, of an interest, of an
interest in a scheme whereby provision is made for theinterest in a scheme whereby provision is made for the
payment or granting of by a benefit fund, provident fund,payment or granting of by a benefit fund, provident fund,
pension  fund,  retirement  annuity  fund,  or  preservationpension  fund,  retirement  annuity  fund,  or  preservation
fundfund

f.f. Provision of intermediation services by a buy-aid societyProvision of intermediation services by a buy-aid society
or medical aid fund. or medical aid fund. 

 “Merchant’s discount” means a charge made to“Merchant’s discount” means a charge made to

merchants for accepting a credit or debit card asmerchants for accepting a credit or debit card as
payment for the supply of goods or services, or apayment for the supply of goods or services, or a
similar charge made by a buying organization. similar charge made by a buying organization. 

These  financial  services  are  exempt  whether  rendered  by  aThese  financial  services  are  exempt  whether  rendered  by  a
registered bank or financial institution or by any other person.registered bank or financial institution or by any other person.
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In  addition  to  the  above  definition  of  financial  services  theIn  addition  to  the  above  definition  of  financial  services  the
Minister  may  issue  a  directive  listing  financial  services  andMinister  may  issue  a  directive  listing  financial  services  and
specifying  their  treatment  as  taxable,  exempt,  or  zero-ratedspecifying  their  treatment  as  taxable,  exempt,  or  zero-rated
supplies. The Minister may also modify any such list includingsupplies. The Minister may also modify any such list including
changes required by the introduction of new financial serviceschanges required by the introduction of new financial services
or modification of the nature of the services specified in theor modification of the nature of the services specified in the
list,  with  any  such  modification  or  cancellation  havinglist,  with  any  such  modification  or  cancellation  having
prospective effect only.prospective effect only.
Some financial services are not, however, exempt whether orSome financial services are not, however, exempt whether or
not they are rendered in connection with an exempt financialnot they are rendered in connection with an exempt financial
service. They include, but are not limited to the following:service. They include, but are not limited to the following:

a.a. Legal, accounting and record package services, actuarial,Legal, accounting and record package services, actuarial,
notary,  and  tax  agency  services  (including  advisorynotary,  and  tax  agency  services  (including  advisory
services) when rendered to a supplier of financial servicesservices) when rendered to a supplier of financial services
of to a customer of that supplier of financial services.of to a customer of that supplier of financial services.

b.b. Safe custody for cash, documents or other items;Safe custody for cash, documents or other items;
c.c. Date processing and payroll services;Date processing and payroll services;
d.d. Debt collection or factoring services;Debt collection or factoring services;
e.e. Management  services,  such  as  management  of  aManagement  services,  such  as  management  of  a

superannuating fund; superannuating fund; 
f.f. Trustee, financial advisory, and estate planning servicesTrustee, financial advisory, and estate planning services

and and 
g.g. Leases,  licenses,  and  similar  arrangements  relating  toLeases,  licenses,  and  similar  arrangements  relating  to

property other than a financial instrument.property other than a financial instrument.

It is also noted that accounting and record package servicesIt is also noted that accounting and record package services
include a  financial  clearing  system that  may be  part  of  theinclude a  financial  clearing  system that  may be  part  of  the
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settlement  process,  the  posting  of  financial  transactions  tosettlement  process,  the  posting  of  financial  transactions  to
customers’ accounts the maintenance of customers accounts,customers’ accounts the maintenance of customers accounts,
and  the  rendering  of  services  ancillary  to  the  services  justand  the  rendering  of  services  ancillary  to  the  services  just
described. described. 
The mere acquisition of  a  debt is  not  a  taxable transaction,The mere acquisition of  a  debt is  not  a  taxable transaction,
including debt  acquired by a factor.  The services related toincluding debt  acquired by a factor.  The services related to
debt recovery, litigation, and the management of the recoverydebt recovery, litigation, and the management of the recovery
of  the  amount  due  from  debtors  are,  nonetheless,  taxable,of  the  amount  due  from  debtors  are,  nonetheless,  taxable,
including  sales  accounting  services  under  a  factoringincluding  sales  accounting  services  under  a  factoring
arrangement and other services related to factoring.arrangement and other services related to factoring.
The following exports of financial services are taxed at Zero-The following exports of financial services are taxed at Zero-
rate.rate.

a.a. financial services rendered in connection with an exportfinancial services rendered in connection with an export
of goods;of goods;

b.b. financial intermediation services rendered in connectionfinancial intermediation services rendered in connection
with  a  loan  to  an  unregistered,  non-resident  person  towith  a  loan  to  an  unregistered,  non-resident  person  to
finance the export of goods; and finance the export of goods; and 

c.c. Fees imposed by an Ethiopian bank on banking servicesFees imposed by an Ethiopian bank on banking services
rendered to a non-resident who is outside Ethiopia whenrendered to a non-resident who is outside Ethiopia when
the banking services are rendered, if  they do not comethe banking services are rendered, if  they do not come
with in the exceptions in Article 35 of these regulation.with in the exceptions in Article 35 of these regulation.

If an exempt or zero-rated financial service is incidental to aIf an exempt or zero-rated financial service is incidental to a
main supply, or if such a financial service is the main service,main supply, or if such a financial service is the main service,
the rules on mixed supplies apply.the rules on mixed supplies apply.
Financial institutions and other providers of financial servicesFinancial institutions and other providers of financial services
that  make  both  taxable  (including  zero-rated  exports)  andthat  make  both  taxable  (including  zero-rated  exports)  and
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exempt  supplies  may  claim  tax  credits  only  on  purchasesexempt  supplies  may  claim  tax  credits  only  on  purchases
(including  rentals)  and  imports  used  in  making  taxable(including  rentals)  and  imports  used  in  making  taxable
transactions. Moreover, the provisions on the allocation of taxtransactions. Moreover, the provisions on the allocation of tax
credits between exempt and taxable transactions do not applycredits between exempt and taxable transactions do not apply
(and full tax credits are allowed) to a registered person who(and full tax credits are allowed) to a registered person who
derives more than 90 percent of the person’s total supplies inderives more than 90 percent of the person’s total supplies in
an  accounting  period  from  taxable  transactions.  For  thisan  accounting  period  from  taxable  transactions.  For  this
purpose, when calculating the value of the taxable and totalpurpose, when calculating the value of the taxable and total
supplies,  the  supplier  should  use  gross  figures  for  suppliessupplies,  the  supplier  should  use  gross  figures  for  supplies
other  than  intermediation  services  and  use  net  interestother  than  intermediation  services  and  use  net  interest
amounts (interest income less interest expense) for financialamounts (interest income less interest expense) for financial
intermediation services.   intermediation services.   
The value added tax directive to be issued by the minister ofThe value added tax directive to be issued by the minister of
revenue  may  give  the  authority  discretion  to  determine  therevenue  may  give  the  authority  discretion  to  determine  the
allocation of tax credits between taxable and exempt suppliesallocation of tax credits between taxable and exempt supplies
on a base that the authority considers reasonable.on a base that the authority considers reasonable.
Regardless  of  method  used  to  allocate  tax  credits,  theRegardless  of  method  used  to  allocate  tax  credits,  the
registered  person  must  retain  records  to  substantiate  theregistered  person  must  retain  records  to  substantiate  the
method  used.  The  Authority  may  require  financial  servicemethod  used.  The  Authority  may  require  financial  service
providers to submit statistical data on various product lines.providers to submit statistical data on various product lines.
The exemption for financial services extends to the premiumsThe exemption for financial services extends to the premiums
for insurance cover under an insurance policy.for insurance cover under an insurance policy.
Premiums attributable to riders attached to an insurance policyPremiums attributable to riders attached to an insurance policy
that  is  exempted from tax  constitute  exempt  services  if  thethat  is  exempted from tax  constitute  exempt  services  if  the
riders  are  only  incidental  to  the  provision  of  the  insuranceriders  are  only  incidental  to  the  provision  of  the  insurance
cover. Services covered in riders to exempt insurance policescover. Services covered in riders to exempt insurance polices
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that are not incidental to the insurance coverage are taxable tothat are not incidental to the insurance coverage are taxable to
the extent that the independent supply of those services wouldthe extent that the independent supply of those services would
be taxable. It is, however, the sole discretion of the Authoritybe taxable. It is, however, the sole discretion of the Authority
to determine whether a non-insurance rider is incidental to theto determine whether a non-insurance rider is incidental to the
main insurance policy.main insurance policy.
The premium on an insurance policy is exempted only if theThe premium on an insurance policy is exempted only if the
premium is  charged on  a  policy  issued by  a  person  who ispremium is  charged on  a  policy  issued by  a  person  who is
licensed  to  issue  such  policies  under  the  Insurancelicensed  to  issue  such  policies  under  the  Insurance
Proclamation.  Commissions  and  other  fees  earned  byProclamation.  Commissions  and  other  fees  earned  by
brokers/agents  who  provide  insurance  coverage  for  theirbrokers/agents  who  provide  insurance  coverage  for  their
customers do not come within the exemption for insurance as acustomers do not come within the exemption for insurance as a
financial service.financial service.
Nonetheless,  an insurance policy does not include insuranceNonetheless,  an insurance policy does not include insurance
cover on a warranty in respect of the quality, or performancecover on a warranty in respect of the quality, or performance
of tangible property.of tangible property.
c. Supply or import of securitiesc. Supply or import of securities
The following securities are exempted from tax:The following securities are exempted from tax:

a.a. transactions relating to the issuance, transfer, or receipttransactions relating to the issuance, transfer, or receipt
of,  or  any  dealing  with  shares,  stocks,  bonds,  treasuryof,  or  any  dealing  with  shares,  stocks,  bonds,  treasury
bills, or other debt or equity securities, other than custodybills, or other debt or equity securities, other than custody
services;services;

b.b. transactions  relating  to  financial  derivatives,  forwardtransactions  relating  to  financial  derivatives,  forward
contracts, options, or similar arrangements, andcontracts, options, or similar arrangements, and

c.c. transitions  relating  to  the  creation,  issue,  transfer,transitions  relating  to  the  creation,  issue,  transfer,
assignment or receipt  of,  or  dealing with,  an option orassignment or receipt  of,  or  dealing with,  an option or
warrant relating to securities included in (a)warrant relating to securities included in (a)
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The  underwriting  of  the  issuance  of  securities  generally  isThe  underwriting  of  the  issuance  of  securities  generally  is
exempt  from  tax.  However,  the  exemption  for  underwritingexempt  from  tax.  However,  the  exemption  for  underwriting
services  does  not  extend  to  other  services  obtained  inservices  does  not  extend  to  other  services  obtained  in
connection  with  an  underwriting,  such  as  advertising  andconnection  with  an  underwriting,  such  as  advertising  and
printing  costs,  accounting,  legal  and  advisers’  fees.  Theprinting  costs,  accounting,  legal  and  advisers’  fees.  The
exemption for securities or for financial services does not alsoexemption for securities or for financial services does not also
include management or administrative services provided to ainclude management or administrative services provided to a
business  whose  principal  activity  is  investing  funds  forbusiness  whose  principal  activity  is  investing  funds  for
shareholders, members, or other persons.shareholders, members, or other persons.
d.d.  Import of gold for National Bank of EthiopiaImport of gold for National Bank of Ethiopia
The exemption of the import of gold to be transferred to theThe exemption of the import of gold to be transferred to the
National  Bank  of  Ethiopia  applies  to  imports  by  or  for  theNational  Bank  of  Ethiopia  applies  to  imports  by  or  for  the
National Bank, regardless of the level of purity of the gold orNational Bank, regardless of the level of purity of the gold or
the form in which it is imported.the form in which it is imported.
e. Religious or Church-related Servicese. Religious or Church-related Services
The  supply  of  religious  or  church-related  services  by  aThe  supply  of  religious  or  church-related  services  by  a
religious  organization  is  exempted  from  tax.  Generally,religious  organization  is  exempted  from  tax.  Generally,
services rendered by a religious organization that are integralservices rendered by a religious organization that are integral
to  the  practice  of  that  religion  come within  the  exemption.to  the  practice  of  that  religion  come within  the  exemption.
However, the activities of a religious organization that competeHowever, the activities of a religious organization that compete
with the private sector or that are not integral to the practicewith the private sector or that are not integral to the practice
of  the  religion  do  not  come  within  the  exemption,  henceof  the  religion  do  not  come  within  the  exemption,  hence
taxable.  If  the  value  of  these  taxable  supplies  exceeds  thetaxable.  If  the  value  of  these  taxable  supplies  exceeds  the
threshold  specified  in  the  proclamation,  the  religiousthreshold  specified  in  the  proclamation,  the  religious
organization much registers.organization much registers.
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Books and other printed materials are also exempt if suppliesBooks and other printed materials are also exempt if supplies
of  books  or  other  printed  material  is  made  by  a  religiousof  books  or  other  printed  material  is  made  by  a  religious
organization.organization.
The  donation  in  kind  or  money  (such  as  church  plateThe  donation  in  kind  or  money  (such  as  church  plate
donations) or services are not subject to tax if there is no directdonations) or services are not subject to tax if there is no direct
link  between  the  payment  and  any  benefit  received  by  thelink  between  the  payment  and  any  benefit  received  by  the
donor.donor.
A receipt by a religious organization from a business is not aA receipt by a religious organization from a business is not a
supply  for  consideration  if  the  receipt  merely  entitles  thesupply  for  consideration  if  the  receipt  merely  entitles  the
transferor  to  be  mentioned  in  a  brochure  or  program,transferor  to  be  mentioned  in  a  brochure  or  program,
therefore,  exempt  from  tax.  However,  if  a  religioustherefore,  exempt  from  tax.  However,  if  a  religious
organization  receives  payment  when  it  sells  space  in  aorganization  receives  payment  when  it  sells  space  in  a
brochure or program, the receipt is a supply for considerationbrochure or program, the receipt is a supply for consideration
that  does  not  come  within  the  exemption  for  religious  orthat  does  not  come  within  the  exemption  for  religious  or
church-related services.church-related services.
A  religious  organization  that  operates  taxable  activitiesA  religious  organization  that  operates  taxable  activities
through a development commission or similar entity or throughthrough a development commission or similar entity or through
a division or branch may apply for or be required to separately-a division or branch may apply for or be required to separately-
register  one  or  more  of  the  commissions,  divisions,  orregister  one  or  more  of  the  commissions,  divisions,  or
branches.branches.
f. Medical Services and Prescription Drugsf. Medical Services and Prescription Drugs
Rendering of medical services, and the import and supply ofRendering of medical services, and the import and supply of
prescription  drugs  specified  in  the  directives  issued  by  theprescription  drugs  specified  in  the  directives  issued  by  the
Minister of Health are exempt from tax. Medical services areMinister of Health are exempt from tax. Medical services are
exempt, whether provided with or without charge and whetherexempt, whether provided with or without charge and whether
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paid by the patient or resident or any third party, if the medicalpaid by the patient or resident or any third party, if the medical
services meet two conditions:services meet two conditions:

a.a. they are rendered in a qualified medical facility or by athey are rendered in a qualified medical facility or by a
qualified medical practitioner, or both, and qualified medical practitioner, or both, and 

b.b. they qualify as exempt medical services in this article ofthey qualify as exempt medical services in this article of
the regulations.the regulations.

Nonetheless,  to  be  eligible  for  exemption,  medical  servicesNonetheless,  to  be  eligible  for  exemption,  medical  services
must be rendered at a qualified medical facility that includesmust be rendered at a qualified medical facility that includes
the  offices  of  a  qualified  medical  practitioner,  a  hospital,the  offices  of  a  qualified  medical  practitioner,  a  hospital,
maternity  home,  or  clinic.  In  addition  a  qualified  medicalmaternity  home,  or  clinic.  In  addition  a  qualified  medical
service  is  exempt  if  it  is  provided  by  a  qualified  medicalservice  is  exempt  if  it  is  provided  by  a  qualified  medical
practitioner  who  can  be  a  doctor,  healer,  dresser,  healthpractitioner  who  can  be  a  doctor,  healer,  dresser,  health
officer, physical therapist, and other health care provider whoofficer, physical therapist, and other health care provider who
is  required  to  register  and  registered  with  the  Ministry  ofis  required  to  register  and  registered  with  the  Ministry  of
Health. Health. 
To qualify for the exemption, medical services must consist ofTo qualify for the exemption, medical services must consist of
qualified services (including meals and accommodations) in aqualified services (including meals and accommodations) in a
qualified medical  facility,  and must  involve the rendering ofqualified medical  facility,  and must  involve the rendering of
medical  services  by  a  qualified  medical  practitioner.  Thesemedical  services  by  a  qualified  medical  practitioner.  These
medical services involve the diagnosis, treatment, prevention,medical services involve the diagnosis, treatment, prevention,
or amelioration of a disease, including the promotion of mentalor amelioration of a disease, including the promotion of mental
health.health.
Services that qualify as exempt medical services include theServices that qualify as exempt medical services include the
services  provided  to  a  resident  or  patient  by  a  qualifiedservices  provided  to  a  resident  or  patient  by  a  qualified
medical practitioner in a qualified facility, as well as meals andmedical practitioner in a qualified facility, as well as meals and

205



accommodations,  nursing  and  personal  car,  and  assistanceaccommodations,  nursing  and  personal  car,  and  assistance
with daily living activities to meet the needs of the resident orwith daily living activities to meet the needs of the resident or
patient.patient.
Exempt medical services also include the following:Exempt medical services also include the following:

a.a. medicines and drugs that are issued in a hospital or clinicmedicines and drugs that are issued in a hospital or clinic
for which there is no separate charge;for which there is no separate charge;

b.b. laboratory, X-ray, or other diagnostic service;laboratory, X-ray, or other diagnostic service;
c.c. medical devices as defined in sub-article(7) of this articlemedical devices as defined in sub-article(7) of this article

that  are  provided  as  part  of  the  supply  of  qualifiedthat  are  provided  as  part  of  the  supply  of  qualified
medical services;medical services;

d.d. the  use  of  operating  rooms,  case  rooms,  or  anestheticthe  use  of  operating  rooms,  case  rooms,  or  anesthetic
facilities, including necessary equipment or supplies;facilities, including necessary equipment or supplies;

e.e. the  use of  radiotherapy,  physiotherapy,  or  occupationalthe  use of  radiotherapy,  physiotherapy,  or  occupational
therapy facilities in rendering exempt medical service;therapy facilities in rendering exempt medical service;

f.f. accommodation  and  meals  (except  in  a  restaurant  oraccommodation  and  meals  (except  in  a  restaurant  or
cafeteria available to persons other than residents in thecafeteria available to persons other than residents in the
course of receiving exempt medical service;course of receiving exempt medical service;

g.g. services rendered by the medical facility staff (includingservices rendered by the medical facility staff (including
orderlies  or  technicians)  in  connection  with  exemptorderlies  or  technicians)  in  connection  with  exempt
medical services;medical services;

h.h. dental,  periodontal,  and endodontal  service rendered indental,  periodontal,  and endodontal  service rendered in
connection  with  a  disease,  trauma,  or  congenitalconnection  with  a  disease,  trauma,  or  congenital
deformity,  but not for general  dentistry or for cosmeticdeformity,  but not for general  dentistry or for cosmetic
reasons; and reasons; and 

i.i. Psychoanalytic services.Psychoanalytic services.

206



Medical  devices  refers  to  devices  that  are  supplied  to  aMedical  devices  refers  to  devices  that  are  supplied  to  a
resident or patient in a qualified medical facility, supplied to aresident or patient in a qualified medical facility, supplied to a
qualified  medical  facility,  or  supplied  on  prescription  inqualified  medical  facility,  or  supplied  on  prescription  in
connection  with  the  rendition  of  qualified  medical  services,connection  with  the  rendition  of  qualified  medical  services,
including: -including: -

a.a. a  respiratory  or  heart  monitor,  dialysis  machine  ora  respiratory  or  heart  monitor,  dialysis  machine  or
feeding utensil for use by an individual with a disability;feeding utensil for use by an individual with a disability;

b.b. a  medical  or  surgical  prosthesis  or  orthopedic  aida  medical  or  surgical  prosthesis  or  orthopedic  aid
provided  as  part  of  the  rendition  of  qualified  medicalprovided  as  part  of  the  rendition  of  qualified  medical
services; and services; and 

c.c. Medical  or  surgical  equipment  supplied  to  a  qualifiedMedical  or  surgical  equipment  supplied  to  a  qualified
medical facility, or the sale or rental of such equipment ofmedical facility, or the sale or rental of such equipment of
a patient or resident.a patient or resident.

g. Education Servicesg. Education Services
The law exempts education services rendered by educationalThe law exempts education services rendered by educational
institutions, and child care services at pre-school institutions.institutions, and child care services at pre-school institutions.
Qualified  charges  for  education  services  are  exempt  if  theQualified  charges  for  education  services  are  exempt  if  the
services meet two conditions provided that they are specifiedservices meet two conditions provided that they are specified
in  the  regulation  governing  VAT  and  they  are  provided  toin  the  regulation  governing  VAT  and  they  are  provided  to
students by a qualified educational institution.students by a qualified educational institution.
Moreover, to qualify for the exemption, the services must beMoreover, to qualify for the exemption, the services must be
provided to students by an accredited pre-primary, primary, orprovided to students by an accredited pre-primary, primary, or
secondary school, technical college or university or institutionsecondary school, technical college or university or institution
established  to  promote  adult  education,  vocational  training,established  to  promote  adult  education,  vocational  training,
technical education, or education or training of physically ortechnical education, or education or training of physically or
mentally handicapped persons.mentally handicapped persons.
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An educational institution is qualified for exempt whether it isAn educational institution is qualified for exempt whether it is
a private school operating on a for-profit basis, or  non-profita private school operating on a for-profit basis, or  non-profit
organization,  church,  or  charity,  or  a  department  oforganization,  church,  or  charity,  or  a  department  of
government.  An  educational  institution  is  also  a  qualifiedgovernment.  An  educational  institution  is  also  a  qualified
institution if the institution is accredited or is being evaluatedinstitution if the institution is accredited or is being evaluated
for  accreditation  by  the  accrediting  agency  at  the  time  thefor  accreditation  by  the  accrediting  agency  at  the  time  the
services are rendered.services are rendered.
The  following  categories  of  services  qualify  as  exemptThe  following  categories  of  services  qualify  as  exempt
education services:education services:

a.a. course of instruction provided to students at a qualifiedcourse of instruction provided to students at a qualified
education institution;education institution;

b.b. qualified  meal  plans,  and  other  associated  goods  orqualified  meal  plans,  and  other  associated  goods  or
services  provided  in  kind  as  part  of  the  educationservices  provided  in  kind  as  part  of  the  education
program of a qualified provider of education services;program of a qualified provider of education services;

c.c. instruction  in,  or  the  administration  of  examinations,  ifinstruction  in,  or  the  administration  of  examinations,  if
provided by the educational institution; and provided by the educational institution; and 

d.d. Instruction or tutoring related to a qualified course.Instruction or tutoring related to a qualified course.

Qualified charges for exempt education services include:Qualified charges for exempt education services include:
a.a. charges  for  tuition,  facilities,  and  curriculum  relatedcharges  for  tuition,  facilities,  and  curriculum  related

activities and instruction;activities and instruction;
b.b. compulsory  levies  for  facilities  are  part  of  a  supply  ofcompulsory  levies  for  facilities  are  part  of  a  supply  of

exempt education services; exempt education services; 
c.c. student council fees, athletic fees, and other mandatorystudent council fees, athletic fees, and other mandatory

fees related to course registration;fees related to course registration;
d.d. charges  for  reports,  library  services,  identity  cards,charges  for  reports,  library  services,  identity  cards,

record  keeping  and  other  administrative  servicesrecord  keeping  and  other  administrative  services
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provided  by  the  educational  institution  and  directlyprovided  by  the  educational  institution  and  directly
related to the supply of education courses;related to the supply of education courses;

e.e. Charges for  course  materials,  the rental  of  curriculum-Charges for  course  materials,  the rental  of  curriculum-
related goods by the supplier of the education (e.g., therelated goods by the supplier of the education (e.g., the
rental of musical instruments), field trips directly relatedrental of musical instruments), field trips directly related
to the curriculum if not predominantly recreational; and to the curriculum if not predominantly recreational; and 

f.f. Student accommodations (including hostels) supplied byStudent accommodations (including hostels) supplied by
the supplier of the education.the supplier of the education.

Qualified  facility  charges  include  charges  for  buildings,Qualified  facility  charges  include  charges  for  buildings,
grounds,  libraries,  and  computer  sciences  and  othergrounds,  libraries,  and  computer  sciences  and  other
laboratories.laboratories.
School bus transportation to and from pre-primary, primary, orSchool bus transportation to and from pre-primary, primary, or
secondary  schools  is  an  exempt  education  service  if  it  issecondary  schools  is  an  exempt  education  service  if  it  is
provided by the school authority. However, the exemption isprovided by the school authority. However, the exemption is
not available if the service is provided by a private companynot available if the service is provided by a private company
under contract with the school authority.under contract with the school authority.
The  exemption  for  education  services  does  not  cover  theThe  exemption  for  education  services  does  not  cover  the
following education courses:following education courses:

a.a. course in sports, games, video recording or photographycourse in sports, games, video recording or photography
or other hobbies or recreational pursuits, unless they areor other hobbies or recreational pursuits, unless they are
part of a degree or diploma granting program;part of a degree or diploma granting program;

b.b. course,  such as  picture  framing,  cooking,  and personalcourse,  such as  picture  framing,  cooking,  and personal
investment, that are designed to improve knowledge forinvestment, that are designed to improve knowledge for
personal purposes; and personal purposes; and 

c.c. Music lessons that are not part of a school curriculum.Music lessons that are not part of a school curriculum.
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Religious workers receiving education are treated as students.Religious workers receiving education are treated as students.
In addition to services exempt shown above, exempt educationIn addition to services exempt shown above, exempt education
services  rendered  by  a  pre-primary,  primary,  or  secondaryservices  rendered  by  a  pre-primary,  primary,  or  secondary
school include.school include.

a.a. basic instruction, including special education courses;basic instruction, including special education courses;
b.b. fees or charges for a pre-school or after-school programfees or charges for a pre-school or after-school program

operated by the school;operated by the school;
c.c. charges  for  the  use  of  school  musical  instruments  orcharges  for  the  use  of  school  musical  instruments  or

sports equipment;sports equipment;
d.d. services rendered by students or their teachers as part ofservices rendered by students or their teachers as part of

the instructional program; and the instructional program; and 
e.e. Charge for students to attend a school play, dance, fieldCharge for students to attend a school play, dance, field

trip,  or other school sanctioned activity primary for thetrip,  or other school sanctioned activity primary for the
students.students.

Exempt  education  services  rendered  by  a  university  ofExempt  education  services  rendered  by  a  university  of
technical  college  include  courses,  including  correspondencetechnical  college  include  courses,  including  correspondence
courses, which qualify for credit toward a degree or diploma,courses, which qualify for credit toward a degree or diploma,
whether or not the student is pursuing a degree or diplomawhether or not the student is pursuing a degree or diploma
program. program. 
On  the  other  hand,  the  education  exemption  for  adultOn  the  other  hand,  the  education  exemption  for  adult
education,  vocational  training,  technical  education,  andeducation,  vocational  training,  technical  education,  and
education  or  training  of  physically  or  mentally  handicappededucation  or  training  of  physically  or  mentally  handicapped
persons includes charges for:persons includes charges for:

a.a. adult education courses leading to a degree or diploma oradult education courses leading to a degree or diploma or
courses  that  are  likely  to  enhance  employment  relatedcourses  that  are  likely  to  enhance  employment  related
skills of the students enrolled in the courses;skills of the students enrolled in the courses;
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b.b. courses of  study at  a vocational  school  that develop orcourses of  study at  a vocational  school  that develop or
enhance a student’s occupational skills;enhance a student’s occupational skills;

c.c. courses  leading  to,  or  to  maintain  or  upgrade,  acourses  leading  to,  or  to  maintain  or  upgrade,  a
professional  or  trade  accreditation  or  designationprofessional  or  trade  accreditation  or  designation
recognized  by  the  appropriate  government  accreditingrecognized  by  the  appropriate  government  accrediting
agency; and agency; and 

d.d. a certificate or examination in a course or program fora certificate or examination in a course or program for
accreditation or designation. accreditation or designation. 

The exemption for education services does not include;The exemption for education services does not include;
a.a. the rental of facilities by an educational institution to anthe rental of facilities by an educational institution to an

outside group;outside group;
b.b. the sale of admission to school athletic events open to thethe sale of admission to school athletic events open to the

general public;general public;
c.c. commissions and other fees received from the placementcommissions and other fees received from the placement

of  coin-operated machines on the institution’s  property;of  coin-operated machines on the institution’s  property;
and and 

d.d. The sale of non-course material, such as items containingThe sale of non-course material, such as items containing
the school logo.the school logo.

h. Supplies of Humanitarian Aid, and Imports of Goodsh. Supplies of Humanitarian Aid, and Imports of Goods
for Rehabilitation  for Rehabilitation  
    After  Natural  Disasters,  Industrial  Accidents,  and    After  Natural  Disasters,  Industrial  Accidents,  and
CatastrophesCatastrophes
Supply of humanitarian aid is exempt from tax. The exemptionSupply of humanitarian aid is exempt from tax. The exemption
for supplies of humanitarian aid applies to goods imported orfor supplies of humanitarian aid applies to goods imported or
purchased locally by organizations registered as humanitarianpurchased locally by organizations registered as humanitarian
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organizations.  The exemption covers  the import  of  goods ororganizations.  The exemption covers  the import  of  goods or
purchase of goods locally in connection with an announcementpurchase of goods locally in connection with an announcement
or  declaration  of  a  natural  disaster,  industrial  accident,  oror  declaration  of  a  natural  disaster,  industrial  accident,  or
catastrophe  by  the  Disaster  Prevention  and  Rehabilitationcatastrophe  by  the  Disaster  Prevention  and  Rehabilitation
Commission.Commission.
i. Water i. Water 
A supply of water is exempt from tax provided that it is notA supply of water is exempt from tax provided that it is not
processed in a factory.processed in a factory.
j. Imports Exempt by Law or Agreementj. Imports Exempt by Law or Agreement
Exemption also applies to import of goods by the government,Exemption also applies to import of goods by the government,
organizations,  institutions or projects.  This  is  so only  to  theorganizations,  institutions or projects.  This  is  so only  to  the
extent that they are exempt from duties and other import taxesextent that they are exempt from duties and other import taxes
by  law  or  by  agreement.  An  exemption  by  law  covers  anby  law  or  by  agreement.  An  exemption  by  law  covers  an
exemption for certain imports granted by a proclamation or,exemption for certain imports granted by a proclamation or,
when specifically delegated by a proclamation, granted by awhen specifically delegated by a proclamation, granted by a
Regulation or directive.Regulation or directive.
An exemption by agreement covers tax exemptions for certainAn exemption by agreement covers tax exemptions for certain
imports of goods only if the agreement is entered into by theimports of goods only if the agreement is entered into by the
government or the agreement is entered into with permissiongovernment or the agreement is entered into with permission
granted  by  the  government.  The  exemption  by  agreementgranted  by  the  government.  The  exemption  by  agreement
includes an exemption provided under:includes an exemption provided under:

a.a. a  technical  assistance  or  humanitarian  assistancea  technical  assistance  or  humanitarian  assistance
agreement entered into between the Government of anyagreement entered into between the Government of any
country;country;

b.b. the Diplomatic Immunities and Privileges Registration;the Diplomatic Immunities and Privileges Registration;
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c.c. an  international  convention  having  the  force  of  law  inan  international  convention  having  the  force  of  law  in
Ethiopia;Ethiopia;

d.d. any other multilateral agreement to which Ethiopia is aany other multilateral agreement to which Ethiopia is a
party;party;

k. Transport k. Transport 
The  exemption  for  transport  services  is  a  broad  exemptionThe  exemption  for  transport  services  is  a  broad  exemption
covering the charge imposed for the transport of passengers orcovering the charge imposed for the transport of passengers or
freight by any mode of transport. If a transaction involving thefreight by any mode of transport. If a transaction involving the
international  transport  of  goods  or  passengers  qualified  forinternational  transport  of  goods  or  passengers  qualified  for
exemption the transaction is treated at zero-rate.exemption the transaction is treated at zero-rate.
l. Permits and Licensesl. Permits and Licenses
The exemption for permits and license fees is limited to feesThe exemption for permits and license fees is limited to fees
charged  for  permits  and  licenses  issued  by  a  governmentcharged  for  permits  and  licenses  issued  by  a  government
agency. The exemption, however, does not apply to licenses ofagency. The exemption, however, does not apply to licenses of
intangibles and other licenses or permits, such as the right tointangibles and other licenses or permits, such as the right to
use property, granted by private parties.use property, granted by private parties.
m. Workshops for Disabledm. Workshops for Disabled
This exemption applies to goods sold and services rendered byThis exemption applies to goods sold and services rendered by
workshops  employing  physically  or  mentally  disabledworkshops  employing  physically  or  mentally  disabled
individuals. To be eligible for exemption, more than 60 percentindividuals. To be eligible for exemption, more than 60 percent
of the workshop’s employees must be disabled. The 60 percentof the workshop’s employees must be disabled. The 60 percent
threshold  is  measured  by  the  number  of  disabled  and  totalthreshold  is  measured  by  the  number  of  disabled  and  total
employees  in  the  previous  12  months,  except  that  if  theemployees  in  the  previous  12  months,  except  that  if  the
workshop has been in existence for less that 12 months, thenworkshop has been in existence for less that 12 months, then
the  threshold  is  measured  for  the  number  of  months  thethe  threshold  is  measured  for  the  number  of  months  the
workshop has been in existence.workshop has been in existence.
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n. Books and other Printed Materialsn. Books and other Printed Materials
Exemption also applies to a printed book or an update of  aExemption also applies to a printed book or an update of  a
book. The exemption applies to a bound or unbound printedbook. The exemption applies to a bound or unbound printed
version of scripture of any religion. However, the exemptionversion of scripture of any religion. However, the exemption
for books generally does not apply to an audio recording that isfor books generally does not apply to an audio recording that is
a spoken reading of  a  printed book,  except   for  import  anda spoken reading of  a  printed book,  except   for  import  and
supplies  of  talking  books  (in  cassettes  or  other  forms  ofsupplies  of  talking  books  (in  cassettes  or  other  forms  of
recording)  specifically  designed  for  the  blind  or  severelyrecording)  specifically  designed  for  the  blind  or  severely
handicapped.handicapped.

7.8.2.   Zero Rate Tax 7.8.2.   Zero Rate Tax 
OverviewOverview
A zero-rated transaction is a taxable transaction that is taxedA zero-rated transaction is a taxable transaction that is taxed
at a zero rate of tax. The tax on supply (the output tax) is nil ,at a zero rate of tax. The tax on supply (the output tax) is nil ,
and the registered supplier is entitled to credits for input taxand the registered supplier is entitled to credits for input tax
on acquisitions related to the zero-rated transaction. Thus, theon acquisitions related to the zero-rated transaction. Thus, the
transaction is completely free of tax. transaction is completely free of tax. 
Where a registered person has applied the rate of zero percentWhere a registered person has applied the rate of zero percent
to a supply, the registered person must obtain and retain suchto a supply, the registered person must obtain and retain such
documentary proof acceptable to the Authority substantiatingdocumentary proof acceptable to the Authority substantiating
the person’s entitlement to apply the zero rate to the supply. the person’s entitlement to apply the zero rate to the supply. 
Zero rate supplyZero rate supply
Zero-rate tax applies on the following.Zero-rate tax applies on the following.
a. Export of Goods or Servicesa. Export of Goods or Services
The following supplies are zero-rated exports.The following supplies are zero-rated exports.

a.a. a  supply  of  goods  where  the  supplier  has  entered  thea  supply  of  goods  where  the  supplier  has  entered  the
goods for export, pursuant to the Customs Proclamation,goods for export, pursuant to the Customs Proclamation,
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and the goods have been exported from Ethiopia by theand the goods have been exported from Ethiopia by the
supplier;supplier;

b.b. a supply of goods where the Authority is satisfied that thea supply of goods where the Authority is satisfied that the
goods have been exported from Ethiopia by the supplier;goods have been exported from Ethiopia by the supplier;

c.c. a  supply  of  goods where the goods are not  situated ina supply  of  goods where the goods are not  situated in
Ethiopia at the time of supply and are not to be enteredEthiopia at the time of supply and are not to be entered
into  Ethiopia  for  home  consumption  pursuant  to  theinto  Ethiopia  for  home  consumption  pursuant  to  the
Customs Proclamation by the supplier of the goods;Customs Proclamation by the supplier of the goods;

d.d. a supply of services directly in respect of a supply of services directly in respect of 

1.1. movable  property  situated  outside  Ethiopia  at  themovable  property  situated  outside  Ethiopia  at  the
time the services are rendered;time the services are rendered;

2.2. goods  temporarily  imported  into  Ethiopia  undergoods  temporarily  imported  into  Ethiopia  under
Chapter 5 of the Customs Proclamation; or Chapter 5 of the Customs Proclamation; or 

3.3. a  supply  of  goods  referred  to  in  (a)  or(b)  of  thea  supply  of  goods  referred  to  in  (a)  or(b)  of  the
definition of “exported from Ethiopia”definition of “exported from Ethiopia”

e.e. a supply of services directly in connection with land, ora supply of services directly in connection with land, or
any improvement thereto, situated outside Ethiopia;any improvement thereto, situated outside Ethiopia;

f.f. a supply of services to a non-resident person who is not aa supply of services to a non-resident person who is not a
registered  person  comprising  the  arranging  for  theregistered  person  comprising  the  arranging  for  the
person of a supply of goods referred to in (a) and (b) ofperson of a supply of goods referred to in (a) and (b) of
the definition of “exported from Ethiopia”;the definition of “exported from Ethiopia”;

g.g. a supply of services physically rendered else where thana supply of services physically rendered else where than
in Ethiopia;in Ethiopia;

h.h. a  supply  of  services  to  a  non-resident  person  who  isa  supply  of  services  to  a  non-resident  person  who  is
outside  Ethiopia  at  the  time  the  services  are  supplied,outside  Ethiopia  at  the  time  the  services  are  supplied,
other than a supply of services;other than a supply of services;
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i.i. directly in connection with immovable propertydirectly in connection with immovable property
situated in Ethiopiasituated in Ethiopia

ii.ii. directly  in  connection  with  movable  propertydirectly  in  connection  with  movable  property
situated in Ethiopia at the time the services aresituated in Ethiopia at the time the services are
supplied  unless  the  movable  property  issupplied  unless  the  movable  property  is
exported  from  Ethiopia  sub  sequent  to  theexported  from  Ethiopia  sub  sequent  to  the
supply of services;supply of services;

iii.iii. comprising the refraining from undertaking anycomprising the refraining from undertaking any
taxable activity in Ethiopia; or taxable activity in Ethiopia; or 

iv.iv. Comprising  the  tolerating  of  another  personComprising  the  tolerating  of  another  person
undertaking any taxable activity in Ethiopia.undertaking any taxable activity in Ethiopia.

i.i. a supply of service comprising a supply of service comprising 
1.1. the  filling,  prosecution,  granting,  maintenance,the  filling,  prosecution,  granting,  maintenance,

transfer,  assignment,  licensing,  or  enforcement  oftransfer,  assignment,  licensing,  or  enforcement  of
intellectual property rights for use outside Ethiopiaintellectual property rights for use outside Ethiopia

2.2. incidental  services  necessary  for  the  supply  ofincidental  services  necessary  for  the  supply  of
services referred to in (1) aboveservices referred to in (1) above

3.3. The  acceptance  by  any  person  of  an  obligation  toThe  acceptance  by  any  person  of  an  obligation  to
refrain from pursuing or exercising in whole or part,refrain from pursuing or exercising in whole or part,
intellectual property rights for use outside Ethiopia.intellectual property rights for use outside Ethiopia.

International Transport of Goods or PassengersInternational Transport of Goods or Passengers
Zero  rates  apply  to  a  wide  range  of  transportation  andZero  rates  apply  to  a  wide  range  of  transportation  and
ancillary services associated with international passenger andancillary services associated with international passenger and
freight  transport.  Zero-  rating  extends  to  lubricants  andfreight  transport.  Zero-  rating  extends  to  lubricants  and
supplies to be consumed international flights.supplies to be consumed international flights.
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Supply of Gold to National Bank of EthiopiaSupply of Gold to National Bank of Ethiopia
Gold to be provided to the National Bank of Ethiopia is free ofGold to be provided to the National Bank of Ethiopia is free of
VAT as it  is categorized under zero-rates supply.  The law isVAT as it  is categorized under zero-rates supply.  The law is
also  considering  import  of  gold  for  the  National  Bank  asalso  considering  import  of  gold  for  the  National  Bank  as
exempt supply (and therefore free of VAT).exempt supply (and therefore free of VAT).
Transfer of Going ConcernTransfer of Going Concern
If  a  supply  of  goods  or  services  by  a  registered  person  inIf  a  supply  of  goods  or  services  by  a  registered  person  in
connection with a taxable  activity  conducted by that personconnection with a taxable  activity  conducted by that person
qualifies as a supply of a going concern, the supply is taxed atqualifies as a supply of a going concern, the supply is taxed at
a zero rate. The supply must be made to a registered person ina zero rate. The supply must be made to a registered person in
a  single  transaction,  and  the  supply  must  consist  ofa  single  transaction,  and  the  supply  must  consist  of
substantially all of the assets of a taxable activity or consists ofsubstantially all of the assets of a taxable activity or consists of
an independent functioning part of a taxable activity that canan independent functioning part of a taxable activity that can
operate  as  a  going  concern.  To  obtain  zero  rating,  theoperate  as  a  going  concern.  To  obtain  zero  rating,  the
transferor and transferee must furnish the Authority, within 21transferor and transferee must furnish the Authority, within 21
days  after  the  supply  takes  place,  a  signed  notice  of  thedays  after  the  supply  takes  place,  a  signed  notice  of  the
transaction that includes the essential details of the supply.transaction that includes the essential details of the supply.

 Additional  requirements  for  a  zero-rated  supply  of  aAdditional  requirements  for  a  zero-rated  supply  of  a

going business are provided in regulations.going business are provided in regulations.
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Activity 3Activity 3

1.1. Distinguish  the  difference  between  exemptDistinguish  the  difference  between  exempt
supplies and Zero-rated supplies?supplies and Zero-rated supplies?

2.2. Identify  the  main  categories  of  Zero-ratedIdentify  the  main  categories  of  Zero-rated
supplies?supplies?

3.3. List  down  supply  of  goods  and  servicesList  down  supply  of  goods  and  services
eligible for zero rates.eligible for zero rates.



7.9 SUMMARY 7.9 SUMMARY 

 VAT  allows  collections  of  tax  on  the  added  valueVAT  allows  collections  of  tax  on  the  added  value
whenever a sales transaction is conducted.whenever a sales transaction is conducted.

 There are three forms of registration for VAT There are three forms of registration for VAT 
oo Obligatory registrationObligatory registration
oo Voluntary registration Voluntary registration 
oo Divisional registration Divisional registration 

 A person applying to register for VAT is required to doA person applying to register for VAT is required to do
so in a form established by the authority.so in a form established by the authority.

 A registered person can apply to have his registrationA registered person can apply to have his registration
cancelled when he ceased to make taxable transactions. cancelled when he ceased to make taxable transactions. 

 A transaction will  be taxable under VAT if  it  involvesA transaction will  be taxable under VAT if  it  involves
supplying  of  goods  or  rendering  of  services  in  Ethiopia  with  thesupplying  of  goods  or  rendering  of  services  in  Ethiopia  with  the
exception of exempted supplies. exception of exempted supplies. 

 A supply occurs when a VAT invoice is issued for theA supply occurs when a VAT invoice is issued for the
transaction. transaction. 

 The value of a supply is determined according to theThe value of a supply is determined according to the
amount the person receives or is entitled to receive in return for theamount the person receives or is entitled to receive in return for the
supply excluding VAT.supply excluding VAT.

 VAT shall be levied and paid at the rate of 15% of theVAT shall be levied and paid at the rate of 15% of the
value of taxable transaction by a registered person. value of taxable transaction by a registered person. 

 Every registered person is required to file a VAT returnEvery registered person is required to file a VAT return
with the Authority for each accounting period, whether or not tax forwith the Authority for each accounting period, whether or not tax for
accounting period by the deadline for filing the VAT return.accounting period by the deadline for filing the VAT return.
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 Additional assessment is required by the authority whenAdditional assessment is required by the authority when
after renew by the authority, it appears that a person has understatedafter renew by the authority, it appears that a person has understated
his tax obligation. his tax obligation. 

 A Zero-rated transaction is a faxable transaction that isA Zero-rated transaction is a faxable transaction that is
taxed at zero rate of tax.taxed at zero rate of tax.

 An exempt supply is not subject to VAT.       An exempt supply is not subject to VAT.       

7.10 ANSWER TO CHECK YOUR PROGRESS EXERCISE 7.10 ANSWER TO CHECK YOUR PROGRESS EXERCISE 

Check Your Progress Exercise 1Check Your Progress Exercise 1
1.1. Refer Section 7.1Refer Section 7.1
2.2. Refer Section 7.1Refer Section 7.1
3.3. Refer Section 7.2Refer Section 7.2
4.4. Refer Sections 7.1 and 7.2Refer Sections 7.1 and 7.2

Check Your Progress Exercise 2Check Your Progress Exercise 2
1.1. Refer Section 7.2Refer Section 7.2
2.2. Refer Section 7.2Refer Section 7.2
3.3. Refer Section 7.2.1Refer Section 7.2.1
Check Your Progress Exercise 3Check Your Progress Exercise 3
1.1. Refer Section 7.3Refer Section 7.3
Check Your Progress Exercise 4Check Your Progress Exercise 4
1.1. Refer Section 7.8.1Refer Section 7.8.1
2.2. Refer Section 7.8.1Refer Section 7.8.1

Check Your Progress Exercise 5Check Your Progress Exercise 5
1.1. Refer Section 7.4Refer Section 7.4
2.2. Refer Section 7.4Refer Section 7.4
Check Your Progress Exercise 6Check Your Progress Exercise 6
1.1. Refer Section 7.5Refer Section 7.5
2.2. Refer Section 7.5Refer Section 7.5
3.3. Refer Section 7.5Refer Section 7.5

219



4.4. Refer Section 7.5Refer Section 7.5

UNIT 8: EXCISE TAX AND TURN OVER TAX UNIT 8: EXCISE TAX AND TURN OVER TAX 

ContentsContents
     8.0 Aims and Objectives     8.0 Aims and Objectives

8.18.1 Introduction Introduction 
8.28.2 Excise Tax Excise Tax 
8.38.3 Turn over Tax Turn over Tax 
8.48.4 Summary Summary 
8.58.5 Answer to Check Your Progress Exercise Answer to Check Your Progress Exercise 

8.0 AIMS AND OBJECTIVES 8.0 AIMS AND OBJECTIVES 

After you have studied this chapter you should be able to: After you have studied this chapter you should be able to: 
■■ how excise tax is computed and payment effected how excise tax is computed and payment effected 
■■ know how turnover tax is computed,know how turnover tax is computed,
■■ explain the assessment of turnover taxexplain the assessment of turnover tax

8.1 INTRODUCTION 8.1 INTRODUCTION 

Turnover  tax  and  excise  tax  are  indicate  taxes  where  theTurnover  tax  and  excise  tax  are  indicate  taxes  where  the
incidence of tax is passed on to others, i.e. not or person whoincidence of tax is passed on to others, i.e. not or person who
bears its impact.bears its impact. 

8.2 EXCISE TAX8.2 EXCISE TAX

DefinitionDefinition  
 “Bonded  Warehouse”  means  the  building  or  place  destined  for“Bonded  Warehouse”  means  the  building  or  place  destined  for

storage  of  specified  goods  before  the  tax  is  paid,  secured  instorage  of  specified  goods  before  the  tax  is  paid,  secured  in
accordance with requirements of the Tax Authority.accordance with requirements of the Tax Authority.
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 “Cost  of  production”  means  direct  labour  and raw material  cost“Cost  of  production”  means  direct  labour  and raw material  cost
incurred  in  the  production  process,  cost  of  indirect  inputs  andincurred  in  the  production  process,  cost  of  indirect  inputs  and
overhead  costs,  but  does  not  include  depreciation  costs  ofoverhead  costs,  but  does  not  include  depreciation  costs  of
machineries; machineries; 

Rate of Excise Tax Rate of Excise Tax 
The excise tax shall be paid on goodsThe excise tax shall be paid on goods

a.a. When imported;When imported;
b.b. When  produced  locally  at  the  rate  prescribed  in  theWhen  produced  locally  at  the  rate  prescribed  in  the

Schedule Schedule 
Base of Computation of Excise TaxBase of Computation of Excise Tax

1. in respect of goods produced locally, the cost of production; 1. in respect of goods produced locally, the cost of production; 
2.2. in  respect  of  goods  imported,  cost,  insurance  and  freightin  respect  of  goods  imported,  cost,  insurance  and  freight

(C.I.F.);(C.I.F.);
Payment of Excise Tax Payment of Excise Tax 

1.1. The Excise tax shall be paid The Excise tax shall be paid 
 In respect of goods produced locally, by the producer; In respect of goods produced locally, by the producer; 
 In respect of goods imported, by the importer. In respect of goods imported, by the importer. 

2.2. Time of Payment: Time of Payment: 
a)a) Unless decide otherwise, Unless decide otherwise, 

1)1) When imported at the time of clearingWhen imported at the time of clearing
the goods from Customs area:the goods from Customs area:

2)2) When produced locally, not later thanWhen produced locally, not later than
30 days from the date of production: 30 days from the date of production: 

b)b) Where the tax  payer  requests  for  permission toWhere the tax  payer  requests  for  permission to
deposit  goods  produced in  a  bonded warehouse withoutdeposit  goods  produced in  a  bonded warehouse without
payment of tax and if the request is approved by the Taxpayment of tax and if the request is approved by the Tax
Authority  the  payment  of  the  tax  on  such  goods  soAuthority  the  payment  of  the  tax  on  such  goods  so
deposited  shall  be  effected  at  the  time  they  are  beingdeposited  shall  be  effected  at  the  time  they  are  being
removed from the Bounded warehouse: removed from the Bounded warehouse: 
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c) If the Tax Authority believes that the activity ofIf the Tax Authority believes that the activity of
the taxpayer requires a Bonded Warehouse may give himthe taxpayer requires a Bonded Warehouse may give him
permission  to  establish  such  Bonded  Warehouse.  Thepermission  to  establish  such  Bonded  Warehouse.  The
conditions under  which the Bonded Warehouse operatesconditions under  which the Bonded Warehouse operates
shall also be laid down by directive to be issued by the Taxshall also be laid down by directive to be issued by the Tax
Authority.  No  goods  shall  therefore  be  deposited  in  orAuthority.  No  goods  shall  therefore  be  deposited  in  or
removed from a Bonded Warehouse except in the presenceremoved from a Bonded Warehouse except in the presence
and under the control of a representative of the Authorityand under the control of a representative of the Authority; 

d)d) Where a producer fails to keep proper accountsWhere a producer fails to keep proper accounts
and records or fails to submit a monthly declaration orand records or fails to submit a monthly declaration or
pay the tax within the time limit or submits  declarationpay the tax within the time limit or submits  declaration
which  upon  investigation  is  found  incorrect  the  Taxwhich  upon  investigation  is  found  incorrect  the  Tax
Authority shall  be empowered to forbid the produce toAuthority shall  be empowered to forbid the produce to
remove  any  good  from  the  place  of  production  orremove  any  good  from  the  place  of  production  or
Bounded Warehouse. Bounded Warehouse. 

Assessment of the Excise Tax Assessment of the Excise Tax 
1.1. If  the  Tax  Authority  accepts  that  the  books  and  recordsIf  the  Tax  Authority  accepts  that  the  books  and  records

maintained by the producer are properly kept and that the monthlymaintained by the producer are properly kept and that the monthly
declaration submitted by him, is correct the tax paid in accordancedeclaration submitted by him, is correct the tax paid in accordance
with the monthly declaration shall be considered accurate.with the monthly declaration shall be considered accurate.

2.2. If, after review by the Tax Authority, it appears that a personIf, after review by the Tax Authority, it appears that a person
has  understated  his  tax  obligation,  the  Authority  shall  issue  anhas  understated  his  tax  obligation,  the  Authority  shall  issue  an
additional assessment. additional assessment. 

3.3. The  assessment  made  shall  be  prepared  in  an  assessmentThe  assessment  made  shall  be  prepared  in  an  assessment
notification  and  be  delivered  to  the  taxpayer.  Delivery  of  thenotification  and  be  delivered  to  the  taxpayer.  Delivery  of  the
assessment  notification  shall  be  made  in  accordance  with  theassessment  notification  shall  be  made  in  accordance  with  the
provisions of Income Tax Proclamation.provisions of Income Tax Proclamation.

Obligations of the Tax Payer Obligations of the Tax Payer 
1.1. maintain  books  of  accounts  and  supporting.  Documents  inmaintain  books  of  accounts  and  supporting.  Documents  in

accordance  with  proper  accounting  principles  and  in  a  manneraccordance  with  proper  accounting  principles  and  in  a  manner
acceptable to the Tax Authority:acceptable to the Tax Authority:
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2.2. submit every 30 days to the Tax Authority, in a form whichsubmit every 30 days to the Tax Authority, in a form which
shall be supplied by said Authority, a declaration containing suchshall be supplied by said Authority, a declaration containing such
information as may be necessary for proper collection of tax. information as may be necessary for proper collection of tax. 

3.3. pay  in  full  the  tax  due  with  30  days  from  the  date  ofpay  in  full  the  tax  due  with  30  days  from  the  date  of
termination where such business is termination. termination where such business is termination. 

8.3 TURNOVER TAX 8.3 TURNOVER TAX 

Rate of Turnover Tax Rate of Turnover Tax 
The Turnover Tax shall be:The Turnover Tax shall be:

1.1. 2% (two percent) on Goods sold locally 2% (two percent) on Goods sold locally 
2.2. for Services rendered locally;for Services rendered locally;

i.i. 2% (percent) on Contractors, grain mills, tractors2% (percent) on Contractors, grain mills, tractors
and combine-harvesters; and combine-harvesters; 

ii.ii. 10% (ten percent) on others.10% (ten percent) on others.
Base of Computation of the Turnover TaxBase of Computation of the Turnover Tax

Base of computation of the Turnover Tax shall be the gross receiptsBase of computation of the Turnover Tax shall be the gross receipts
in respect of goods supplied or services rendered. in respect of goods supplied or services rendered. 

Obligation to Collect and Transfer the Turnover Tax Obligation to Collect and Transfer the Turnover Tax 
A person  who  sells  goods  and  services  has  the  obligation  toA  person  who  sells  goods  and  services  has  the  obligation  to
collect the Turnover Tax from the buyer and transfer same to thecollect the Turnover Tax from the buyer and transfer same to the
Tax Authority. Hence, the seller is principally accountable for theTax Authority. Hence, the seller is principally accountable for the
payment of the tax. payment of the tax. 

Exemption Exemption 
1.1. The following shall be exempted from Turnover Tax: The following shall be exempted from Turnover Tax: 
a.a. the sale or transfer of a dwelling used for a minimum ofthe sale or transfer of a dwelling used for a minimum of

two years, or the lease of a dwelling; two years, or the lease of a dwelling; 
b.b. the rendering of financial services; the rendering of financial services; 
c.c. the supply of national or foreign currency (except forthe supply of national or foreign currency (except for

the used for numismatic purposes) and of security;the used for numismatic purposes) and of security;
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d.d. the rendering by religious organizations of religious orthe rendering by religious organizations of religious or
other related services;other related services;

e.e. the supply of prescription drugs specified in directivesthe supply of prescription drugs specified in directives
issued by the relevant government agency,  and the rendering ofissued by the relevant government agency,  and the rendering of
medical services; medical services; 

f.f. the  rendering  of  educational  services  provided  bythe  rendering  of  educational  services  provided  by
educational institutions, as well as child care services of children ateducational institutions, as well as child care services of children at
pre-school institution; pre-school institution; 

g.g. the  supply  of  goods and renderingthe supply  of  goods and rendering of  services  in  theof  services  in  the
form of humanitarian aid; form of humanitarian aid; 

h.h. the supply of electricity, kerosene, and water;the supply of electricity, kerosene, and water;
i.i. the provision of transport;the provision of transport;
j.j. permits and license fees; permits and license fees; 
k.k.  the  supply  of  goods  or  services  by  a  workshop the  supply  of  goods  or  services  by  a  workshop

employing disabled individuals if more than 60% of the employeesemploying disabled individuals if more than 60% of the employees
are disabled; andare disabled; and

l.l. the supply of books.the supply of books.

Responsibility for Administration and Reporting Responsibility for Administration and Reporting 
a.a. The responsibility for the correct calculation and timelyThe responsibility for the correct calculation and timely

payment  of  Turnover  Tax  and  presentation  of  a  return  to  thepayment  of  Turnover  Tax  and  presentation  of  a  return  to  the
Authority  by  the  prescribed  deadline  rests  on  the  tax  payer  inAuthority  by  the  prescribed  deadline  rests  on  the  tax  payer  in
accordance with this proclamation. accordance with this proclamation. 

b.b. The Turnover Tax is administered by the Tax Authority.The Turnover Tax is administered by the Tax Authority.
Records Records 

Tax payer shall keep the records for use in determining TurnoverTax payer shall keep the records for use in determining Turnover
Tax.Tax.

Filing of Turnover Tax Return and PaymentFiling of Turnover Tax Return and Payment
1. Tax payers subject to turnover tax shall: 1. Tax payers subject to turnover tax shall: 

a.a. File a Turnover Tax return with the Tax Authority withinFile a Turnover Tax return with the Tax Authority within
one month after the end of every accounting period. one month after the end of every accounting period. 
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b.b. Pay the tax for every accounting period by the deadline forPay the tax for every accounting period by the deadline for
filing the Turnover Tax return. filing the Turnover Tax return. 

2.2.  For purposes of this Article “Accounting period” shall mean: For purposes of this Article “Accounting period” shall mean:
a.a. For taxpayers classified as category ‘A’ taxpayers underFor taxpayers classified as category ‘A’ taxpayers under

the Income Tax proclamation No. 286/2002, but are notthe Income Tax proclamation No. 286/2002, but are not
required to register for VAT, the calendar month; required to register for VAT, the calendar month; 

b.b. For category “B” taxpayers who are required to keepFor category “B” taxpayers who are required to keep
records  under  the  Income  Tax  Proclamation  No.records  under  the  Income  Tax  Proclamation  No.
286/2002 each three month period commencing from286/2002 each three month period commencing from
the  first  day  of  the  Ethiopian  fiscal  year  or  whenthe  first  day  of  the  Ethiopian  fiscal  year  or  when
approved  by  the  Tax  Authority,  the  first  day  of  theapproved  by  the  Tax  Authority,  the  first  day  of  the
Gregorian calendar year; Gregorian calendar year; 

c.c. For  category  “C”  taxpayers,  who are  not  required toFor  category  “C”  taxpayers,  who are  not  required to
keep  records  under  Income  Tax  Proclamation  No.keep  records  under  Income  Tax  Proclamation  No.
286/2002, the fiscal year.  286/2002, the fiscal year.  

Assessment of the Tax Assessment of the Tax 
a.a. If, after review by the Tax Authority, it appears that a If, after review by the Tax Authority, it appears that a 

person has understand his tax obligation, the Authority shall person has understand his tax obligation, the Authority shall 
issue an additional assessment. issue an additional assessment. 

b.b. If,  for  any  reason,  the  books  of  account  areIf,  for  any  reason,  the  books  of  account  are
unacceptable to the Tax Authority, or if  the tax payer fails tounacceptable to the Tax Authority, or if  the tax payer fails to
submit same when requested by the Tax Authority, or if no bookssubmit same when requested by the Tax Authority, or if no books
of account and supporting documents are maintained, the Taxof account and supporting documents are maintained, the Tax
Authority  shall  assess  the  tax  on  the  basis  of  informationAuthority  shall  assess  the  tax  on  the  basis  of  information
available to it or on the basis of market price of such good oravailable to it or on the basis of market price of such good or
service in the local market or if the market rice is unknown, onservice in the local market or if the market rice is unknown, on
the basis of the market price of an equivalent good or service. the basis of the market price of an equivalent good or service. 

c.c. A  presumptive  turnover  tax  shall  be  payable  byA  presumptive  turnover  tax  shall  be  payable  by
Category  Category  
”C” taxpayers who are not required to keep records. The base”C” taxpayers who are not required to keep records. The base
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for the presumptive turnover tax shall be the total turnover usedfor the presumptive turnover tax shall be the total turnover used
as base for the income tax. as base for the income tax. 

d.d. The  assessment  made  shall  be  prepared  in  anThe  assessment  made  shall  be  prepared  in  an
assessment  notification  and  be  delivered  to  the  taxpayer.assessment  notification  and  be  delivered  to  the  taxpayer.
Delivery  of  the  assessment  notification  shall  be  made  inDelivery  of  the  assessment  notification  shall  be  made  in
accordance with provisions of the income tax proclamation. accordance with provisions of the income tax proclamation. 

Check Your Progress Exercise
1.1. Define “Bonded ware house” and cost of Define “Bonded ware house” and cost of 

production. production. 

……………………………………………………………………………………
……………………………………………………………………………………
…………………………
2.2. Who and when should excise be paid? Who and when should excise be paid? 
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
3.3. How is excise tax assessed?How is excise tax assessed?
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
4.4.  What is the rate of Turnover Tax?  What is the rate of Turnover Tax? 
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
5.5. What is the base of computing turnover tax? What is the base of computing turnover tax? 
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………

8.4 SUMMARY 8.4 SUMMARY 

■■ Excise tax shall be paid or good Excise tax shall be paid or good 
 When imported;When imported;
 When produced locally When produced locally 

■■ Turnover tax shall be Turnover tax shall be 
 On goods sold locally On goods sold locally 
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 For services rendered locally For services rendered locally 
■■ Turnover tax is 2% on goods sold locally Turnover tax is 2% on goods sold locally 

8.5 ANSWER TO CHECK YOUR PROGRESS EXERCISE8.5 ANSWER TO CHECK YOUR PROGRESS EXERCISE

1.1. Refer Section 8.2Refer Section 8.2
2.2. Refer Section 8.2Refer Section 8.2
3.3. Refer Section 8.2Refer Section 8.2
4.4. Refer Section 8.3Refer Section 8.3
5.5. Refer Section 8.3Refer Section 8.3
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UNIT 9: TAX ADMINISTRATION 

Contents
 9.0  9.0 Aims and ObjectivesAims and Objectives
9.1.9.1. Introduction Introduction 
9.2.9.2. Laws and RegulationsLaws and Regulations
9.3.9.3. Tax Payers Registration Tax Payers Registration 
9.4.9.4. Presumptive TaxationPresumptive Taxation

9.4.1.9.4.1. Standard Assessment Standard Assessment 
9.4.2.9.4.2. Withholding Taxes Withholding Taxes 
9.4.3.9.4.3. Presumptive Minimum Taxes Presumptive Minimum Taxes 

9.5.9.5. Tax Collection Tax Collection 
9.6.9.6. Computerization Computerization 
9.7.9.7. Tax Payers Education Tax Payers Education 
9.8.9.8. Penalties Penalties 
9.9.9.9. Tax Accounting PrinciplesTax Accounting Principles
9.10.9.10.  Developments in Government Revenue Developments in Government Revenue
9.11.9.11.  Summary  Summary 
9.12.9.12.  Answer to Check Your Progress Exercise Answer to Check Your Progress Exercise

9.0 9.0 AIMS AND OBJECTIVES AIMS AND OBJECTIVES 

When you have studied this unit you should be able to When you have studied this unit you should be able to 
■■ explain the administration of tax revenue.explain the administration of tax revenue.
■■ explain the development of government revenue.explain the development of government revenue.
■■ describe the penalties related to tax administration.describe the penalties related to tax administration.
■■ explain the need for taxpayers’ education.explain the need for taxpayers’ education.
■■ discuss the two methods of accounting for the tax purpose.discuss the two methods of accounting for the tax purpose.
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9.1 INTRODUCTION 9.1 INTRODUCTION 

In  order  to  mobilize  more  domestic  revenue  and  rationalize  the  taxIn  order  to  mobilize  more  domestic  revenue  and  rationalize  the  tax
system, thoughtful attention is given to improve tax polices and laws. Insystem, thoughtful attention is given to improve tax polices and laws. In
other words, previous reforms undertaken in the tax system were mainlyother words, previous reforms undertaken in the tax system were mainly
focused on policy reforms or targeted in reviewing the tax rates. Littlefocused on policy reforms or targeted in reviewing the tax rates. Little
attention  was  given  to  the  administration  wing  of  the  tax  system,attention  was  given  to  the  administration  wing  of  the  tax  system,
however. It is worth mentioning theta change tax policy and law withouthowever. It is worth mentioning theta change tax policy and law without
and improved tax administration will be a futile exercise. Thus modernand improved tax administration will be a futile exercise. Thus modern
tax administration is the key to effective tax system.tax administration is the key to effective tax system.

The major objectives of the tax administration reform strategy should beThe major objectives of the tax administration reform strategy should be
to improve the effectiveness and efficiency of tax operations, to changeto improve the effectiveness and efficiency of tax operations, to change
the behavior of the taxpayer, and to raise the compliance level of thethe behavior of the taxpayer, and to raise the compliance level of the
general tax payer population.general tax payer population.

It is obvious that the ultimate goal of and tax administration is promotingIt is obvious that the ultimate goal of and tax administration is promoting
tax collection. The economic efficiency gains obtained from the varioustax collection. The economic efficiency gains obtained from the various
reforms  undertaken  are  equally  important.  Improvement  in  the  taxreforms  undertaken  are  equally  important.  Improvement  in  the  tax
administration is not a one-time measure, is rather a continuous effort. Anadministration is not a one-time measure, is rather a continuous effort. An
effective tax administration is reform effort requires strong and dutifuleffective tax administration is reform effort requires strong and dutiful
commitment of all stakeholders. In these regard the governments politicalcommitment of all stakeholders. In these regard the governments political
commitment should be clearly seen and guide the reform. This could becommitment should be clearly seen and guide the reform. This could be
expressed in the form of ensuring the rapid approval of tax legislationexpressed in the form of ensuring the rapid approval of tax legislation
and  regulation.  Thus  the  active  support  of  the  executive  body  of  theand  regulation.  Thus  the  active  support  of  the  executive  body  of  the
government, the civil society and media is significantly important for thegovernment, the civil society and media is significantly important for the
effectiveness  of  the  reforms.  More  importantly  public  information andeffectiveness  of  the  reforms.  More  importantly  public  information and
public relations campaigns informing taxpayers of the new procedures, aspublic relations campaigns informing taxpayers of the new procedures, as
well  as  involving  in  the  enforcement  activities  if  the  taxpayer  fail  towell  as  involving  in  the  enforcement  activities  if  the  taxpayer  fail  to
comply with the tax laws is critically essential.comply with the tax laws is critically essential.

By and large to be successful and effective in tax administration reformsBy and large to be successful and effective in tax administration reforms
the following six factors are considered very essentialthe following six factors are considered very essential
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 An explicit and sustained political commitment,An explicit and sustained political commitment,
 A team of capable, hard working officials dedicated full-timeA team of capable, hard working officials dedicated full-time

to tax administration reform,to tax administration reform,
 Relevant training for staff,Relevant training for staff,
 Additional  resources  to  the  tax  administration  or  at  leastAdditional  resources  to  the  tax  administration  or  at  least

some reallocation of existing resources,some reallocation of existing resources,
 Chants  in  incentives  for  bathe  taxpayers  and  taxChants  in  incentives  for  bathe  taxpayers  and  tax

administrators.(Vito Tanzi and Anthony Pellucid)administrators.(Vito Tanzi and Anthony Pellucid)

To enhance government revenue, therefore, strong commitment to reformTo enhance government revenue, therefore, strong commitment to reform
at policymaking and managerial level together with technical competenceat policymaking and managerial level together with technical competence
and improving tax administration supported with modern technology isand improving tax administration supported with modern technology is
vital.vital.

To design an appropriate tax administration reform the identification ofTo design an appropriate tax administration reform the identification of
bottlenecks  that  hinder  the  smooth  operation  of  the  system  is  verybottlenecks  that  hinder  the  smooth  operation  of  the  system  is  very
crucial.  In doing so,  the primary task of  administration reform shouldcrucial.  In doing so,  the primary task of  administration reform should
focus on identifying gaps in the existing tax collection capacity. Carlosfocus on identifying gaps in the existing tax collection capacity. Carlos
Silvani and Catherine Bair (1997) summarized these gaps in the followingSilvani and Catherine Bair (1997) summarized these gaps in the following
four  categories:  -  The  first  is  the  difference  between  the  potentialfour  categories:  -  The  first  is  the  difference  between  the  potential
taxpayers  and  registered  taxpayers.  In  this  regard  it  is  essential  totaxpayers  and  registered  taxpayers.  In  this  regard  it  is  essential  to
identify non- registered taxpayers. The second is the difference betweenidentify non- registered taxpayers. The second is the difference between
the potential taxpayers and those who file returns. These cornpones tothe potential taxpayers and those who file returns. These cornpones to
stop filers. If the tax administration can quickly identified.stop filers. If the tax administration can quickly identified.

Can quickly identify stop filers, it can reduce the probability that large taxCan quickly identify stop filers, it can reduce the probability that large tax
debts well accumulate. The third gap 9s the difference between the taxdebts well accumulate. The third gap 9s the difference between the tax
reporter as due and the tax actual paid. This gap corresponds to deli pentreporter as due and the tax actual paid. This gap corresponds to deli pent
taxpayers. The fourth gap is the difference between the full tax liabilitytaxpayers. The fourth gap is the difference between the full tax liability
that taxpayers should pay and the tax actually reported by the taxpayer.that taxpayers should pay and the tax actually reported by the taxpayer.
This gap correspondence to evaders. The following section wills addersThis gap correspondence to evaders. The following section wills adders
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how the ongoing reform on tax administration attempts to minimize suchhow the ongoing reform on tax administration attempts to minimize such
gaps, as they are common to all tax administration.gaps, as they are common to all tax administration.

9.2 LAWS AND REGULATIONS9.2 LAWS AND REGULATIONS

For the presence of good and efficient tax administration plays significantFor the presence of good and efficient tax administration plays significant
role. Thus inefficiency in the tax a administration can be originated fromrole. Thus inefficiency in the tax a administration can be originated from
the prevailing tax laws and regulations. The tax laws are expected to bethe prevailing tax laws and regulations. The tax laws are expected to be
clear originated from the prevailing tax laws and regulations.  The taxclear originated from the prevailing tax laws and regulations.  The tax
laws  are  expected  to  be  clear  and  simple.  When  the  tax  laws  arelaws  are  expected  to  be  clear  and  simple.  When  the  tax  laws  are
differently  interpreted  between  the  administration  and  the  payers  itdifferently  interpreted  between  the  administration  and  the  payers  it
creates in centime for litigation. Excessively high penalties for delinquentcreates in centime for litigation. Excessively high penalties for delinquent
taxpayers could encourage for collusion, while very low penalties fail totaxpayers could encourage for collusion, while very low penalties fail to
enforce properly.enforce properly.

The current income tax law dating back to 1961 and supplemented byThe current income tax law dating back to 1961 and supplemented by
numerous amen dents, has become complex to administer, and confusingnumerous amen dents, has become complex to administer, and confusing
for  the  taxpaying  community  to  understand.  Apart  from  thesefor  the  taxpaying  community  to  understand.  Apart  from  these
shortcomings  the  tax  law fails  to  give  proper  power  to  the  collectingshortcomings  the  tax  law fails  to  give  proper  power  to  the  collecting
institutions  repaired  for  enforcement  i.e.  the  tax  administratinginstitutions  repaired  for  enforcement  i.e.  the  tax  administrating
authorities do not have the necessary enforcement powers to collect taxauthorities do not have the necessary enforcement powers to collect tax
administrating  authorities  do  not  have  the  necessary  e3nforcementadministrating  authorities  do  not  have  the  necessary  e3nforcement
powers to collect tax delinquents to tax institution for tax fraud. It fails topowers to collect tax delinquents to tax institution for tax fraud. It fails to
give them proper power to enforce tax delinquents top at act institutions.give them proper power to enforce tax delinquents top at act institutions.
More  over  it  doesn't  reflect  the  current  bosons  and  investmentMore  over  it  doesn't  reflect  the  current  bosons  and  investment
environment  since  it  exists  for  the  lasts  50  years  without  radicalenvironment  since  it  exists  for  the  lasts  50  years  without  radical
improvements.  In  this  commission it  in  corporate narrow definition orimprovements.  In  this  commission it  in  corporate narrow definition or
income  and  as  a  result  its  definition  of  income  limited  to  in  comeincome  and  as  a  result  its  definition  of  income  limited  to  in  come
originated in Ethiopia and sources such as foreign income are.originated in Ethiopia and sources such as foreign income are.

Excluded the prevailing depreciation allowance also does not consider theExcluded the prevailing depreciation allowance also does not consider the
new  fast  changing  technologies  such  as  computers  and  it  does  notnew  fast  changing  technologies  such  as  computers  and  it  does  not
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provide any allowances to cover the costs of extraction of minerals andprovide any allowances to cover the costs of extraction of minerals and
other  geographical  resources.  The  law  is  also  silent  with  regard  toother  geographical  resources.  The  law  is  also  silent  with  regard  to
scientific  research  and  environment  consideration.  Therefore,  thescientific  research  and  environment  consideration.  Therefore,  the
legislation requires in mediate revision to reflect the current tax, businesslegislation requires in mediate revision to reflect the current tax, business
and investment environment.and investment environment.

In order to alleviate the problems, codification of the income tax law intoIn order to alleviate the problems, codification of the income tax law into
a  single  text  and  integrating  the  various  legal  documents,  as  well  asa  single  text  and  integrating  the  various  legal  documents,  as  well  as
modernizing and incorporating new concepts and procedures are beingmodernizing and incorporating new concepts and procedures are being
exercised at large. In effect it is anticipated the new and comprehensiveexercised at large. In effect it is anticipated the new and comprehensive
legal  framework,  which  is  compatible  with  the  current  national  andlegal  framework,  which  is  compatible  with  the  current  national  and
international development, will be on board by the current fiscal year.international development, will be on board by the current fiscal year.

9.3 TAXPAYERS’ REGISTRATION   9.3 TAXPAYERS’ REGISTRATION   

In  any  tax  system  identifying  and  registering  actual  and  potentialIn  any  tax  system  identifying  and  registering  actual  and  potential
taxpayers is  a primary function unless,  the tax office has reliable andtaxpayers is  a primary function unless,  the tax office has reliable and
easily  identifiable  taxpayers  registration  system,  tax  assessment  andeasily  identifiable  taxpayers  registration  system,  tax  assessment  and
collection will be difficult.collection will be difficult.
Thus, the use of taxpayer’s identification number to identify taxpayers is aThus, the use of taxpayer’s identification number to identify taxpayers is a
first step in the management of tax collection. The TIN system providesfirst step in the management of tax collection. The TIN system provides
the  foundation  for  the  tax  administration  to  independently  identifythe  foundation  for  the  tax  administration  to  independently  identify
taxpayers, control evasion, and create a dependable database for efficienttaxpayers, control evasion, and create a dependable database for efficient
and affective tax collection.and affective tax collection.

Moreover, it is expected that the use of a unique taxpayer registrationMoreover, it is expected that the use of a unique taxpayer registration
number will enable the tax collectors to strengthen their capabilities innumber will enable the tax collectors to strengthen their capabilities in
identifying every person whose income is subject to tax, and those whoidentifying every person whose income is subject to tax, and those who
deliberately understate declarations or fail to disclose incomedeliberately understate declarations or fail to disclose income

The Ethiopian  tax  administration,  however,  lacks  such  very  importantThe  Ethiopian  tax  administration,  however,  lacks  such  very  important
instrument. Accordingly current tax-collecting institutions both at federalinstrument. Accordingly current tax-collecting institutions both at federal
and regional level have no proper and clear taxpayers registration theyand regional level have no proper and clear taxpayers registration they
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even are unable to recognize the total number of taxpayers in their office.even are unable to recognize the total number of taxpayers in their office.
Thus  introducing  proper  and  technologically  backed  unique  taxpayersThus  introducing  proper  and  technologically  backed  unique  taxpayers
identification number would facilitate better tax collection.identification number would facilitate better tax collection.

To  that  effect  the  government  issued  proclamation  no  227/2001whichTo  that  effect  the  government  issued  proclamation  no  227/2001which
marked the introduction of tax identification number the tax system, themarked the introduction of tax identification number the tax system, the
proclamation obliged any taxpayer to have a tax identification numberproclamation obliged any taxpayer to have a tax identification number
(TIN) according the proclamation any person or organization looking for a(TIN) according the proclamation any person or organization looking for a
license to carry on a business occupation is required to supply the TIN tolicense to carry on a business occupation is required to supply the TIN to
the  licensing  authority  in  this  case  all  public  bodies  and  institutionsthe  licensing  authority  in  this  case  all  public  bodies  and  institutions
issuing a business or occupational license is not allowed to issue or renewissuing a business or occupational license is not allowed to issue or renew
such license unless the taxpayer has supplied the TIN.such license unless the taxpayer has supplied the TIN.

To realize the systems, the Government committed to finance the projectTo realize the systems, the Government committed to finance the project
and signed and agreement with an international company. The projectand signed and agreement with an international company. The project
envisaged the development of the long-term strategy to computerize theenvisaged the development of the long-term strategy to computerize the
operation  of  the  federal,  regional,  and  city  administrations  and  theoperation  of  the  federal,  regional,  and  city  administrations  and  the
development of the required financial information systems.development of the required financial information systems.

9.4 PRESUMPTIVE TAXATION 9.4 PRESUMPTIVE TAXATION 

Presumptive taxation provides the instruments to broaden the tax basePresumptive taxation provides the instruments to broaden the tax base
and raise more revenue that fail to declare or understate income. It is anand raise more revenue that fail to declare or understate income. It is an
important tool to collect revenue particularly from the hard to tax sectorimportant tool to collect revenue particularly from the hard to tax sector
including the large informal sector. This is due to the fact that it involvesincluding the large informal sector. This is due to the fact that it involves
the use of simplified and cost effective techniques to capture domesticthe use of simplified and cost effective techniques to capture domestic
transactions and sources of income that frequently escape taxation undertransactions and sources of income that frequently escape taxation under
conventional norms. It is recognized that presumptive taxation provides aconventional norms. It is recognized that presumptive taxation provides a
tool  to  combat  limited  record  keeping  by  the  business  community,tool  to  combat  limited  record  keeping  by  the  business  community,
considerable  tax  evasion,  limited  tax  compliance  and  weak  taxconsiderable  tax  evasion,  limited  tax  compliance  and  weak  tax
administration capacity. administration capacity. 
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The  most  common  presumptive  taxation  methods  include,  standardThe  most  common  presumptive  taxation  methods  include,  standard
assessment,  estimated  assessments,  presumptive  minimum  taxes,assessment,  estimated  assessments,  presumptive  minimum  taxes,
presumptive  import  axes,  with  holding  tax  schemes  and  license  fees,presumptive  import  axes,  with  holding  tax  schemes  and  license  fees,
(Ethiopia Documents on Tax Administration and Policy Reforms) (Ethiopia Documents on Tax Administration and Policy Reforms) 

To incorporate such systems the undergoing tax administration reformTo incorporate such systems the undergoing tax administration reform
considers the following presumptive schemes. considers the following presumptive schemes. 

9.4.1 Standard Assessment 9.4.1 Standard Assessment 
Tax assessment is one of the most difficult aspects of tax administration.Tax assessment is one of the most difficult aspects of tax administration.
It  requires  clear  transparent  and  comprehensive  law,  directives  andIt  requires  clear  transparent  and  comprehensive  law,  directives  and
manuals  from  the  tax  collectors  point  of  view  and  knowledge  ofmanuals  from  the  tax  collectors  point  of  view  and  knowledge  of
accounting by the tax payee. It is the process of determining tax liabilityaccounting by the tax payee. It is the process of determining tax liability
based on the income obtained within a specific period. The assessmentbased on the income obtained within a specific period. The assessment
could be based on information declared by the taxpayer and informationcould be based on information declared by the taxpayer and information
obtained from different sources.obtained from different sources.

Self-  assessment  is  when  the  tax  ix  computer  and  declared  by  theSelf-  assessment  is  when  the  tax  ix  computer  and  declared  by  the
taxpayer,  and  when  the  tax  office  through  audit  and  investigationtaxpayer,  and  when  the  tax  office  through  audit  and  investigation
determines  the  tax  it  is  called  official  assessment.  In  order  to  assessdetermines  the  tax  it  is  called  official  assessment.  In  order  to  assess
taxable income based on actual income and expenses of business,  thetaxable income based on actual income and expenses of business,  the
taxpayer is required to produce proper records and accounts, which showtaxpayer is required to produce proper records and accounts, which show
balance sheet and profit and loss statement in accordance with generally,balance sheet and profit and loss statement in accordance with generally,
accepted account in principles.  accepted account in principles.  

Taxpayers  with  small  volume  of  business  are  not  usually  obliged  toTaxpayers  with  small  volume  of  business  are  not  usually  obliged  to
maintain  books  of  account  the  assessment  of  their  taxable  income  ismaintain  books  of  account  the  assessment  of  their  taxable  income  is
based on their self-declaration and the tax office investigation. Tax officesbased on their self-declaration and the tax office investigation. Tax offices
apply  presumptive  assessment  to  decide  the  taxable  income  suchapply  presumptive  assessment  to  decide  the  taxable  income  such
practices are usually discretionary and involve subjective judgment.practices are usually discretionary and involve subjective judgment.

To improve tax assessment of taxpayers who don’t have books of accountTo improve tax assessment of taxpayers who don’t have books of account
standard presumptive assessment is recommended standard presumptivestandard presumptive assessment is recommended standard presumptive
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assessment  is  assumed to  have the  advantages  of  broadening the  taxassessment  is  assumed to  have the  advantages  of  broadening the  tax
base, limited disincentive effect and to be more equitable than estimatedbase, limited disincentive effect and to be more equitable than estimated
assessment and is less open to corruption in effect presumptive taxationassessment and is less open to corruption in effect presumptive taxation
is a proxy for an income tax and doesn’t necessarily reflects the actualis a proxy for an income tax and doesn’t necessarily reflects the actual
income of taxpayers. Administratively it reduces collusion and cost. It isincome of taxpayers. Administratively it reduces collusion and cost. It is
also  beneficial  in  countries  where  accounting  illiteracy  is  widespread.also  beneficial  in  countries  where  accounting  illiteracy  is  widespread.
Presumptive taxes generally take the form of a tax on average or nominalPresumptive taxes generally take the form of a tax on average or nominal
income  income  

To  abandon  the  current  estimated  assessment  and  pave  the  way  forTo  abandon  the  current  estimated  assessment  and  pave  the  way  for
introducing standard assessment proclamation no 227/2001 put specificintroducing standard assessment proclamation no 227/2001 put specific
articles.  It  is  clearly  stated  that  beginning  fiscal  year  of  2002/03  aarticles.  It  is  clearly  stated  that  beginning  fiscal  year  of  2002/03  a
standard assessment method will be applied to determine the income taxstandard assessment method will be applied to determine the income tax
liability of category “c” taxpayers. The proclamation stipulates that theliability of category “c” taxpayers. The proclamation stipulates that the
standard  assessment  would  be  fixed  amount  of  tax,  which  will  bestandard  assessment  would  be  fixed  amount  of  tax,  which  will  be
determined by a regulation of the council of ministers. More over up to itsdetermined by a regulation of the council of ministers. More over up to its
implementation the law incorporates a transitional tax computation rule.implementation the law incorporates a transitional tax computation rule.
Under the transition rule a category “c” taxpayer will be liable to pay theUnder the transition rule a category “c” taxpayer will be liable to pay the
amount of tax due for the preceding tax due for the preceding tax year,amount of tax due for the preceding tax due for the preceding tax year,
adjusted upward by a coefficient of 6 percent. adjusted upward by a coefficient of 6 percent. 

Designing  an  appropriate  system  of  standard  assessment  requires,Designing  an  appropriate  system  of  standard  assessment  requires,
considerable  cautious  and  technologically  supported  mechanisms.  Itconsiderable  cautious  and  technologically  supported  mechanisms.  It
entails  to  set  a  fixed  lump-sum  tax  for  a  taxpayer  on  the  basis  ofentails  to  set  a  fixed  lump-sum  tax  for  a  taxpayer  on  the  basis  of
occupation or business activity.  Thus,  to  introduce such practices,  theoccupation or business activity.  Thus,  to  introduce such practices,  the
presence of dependable database is highly demanding.presence of dependable database is highly demanding.

To put in place a well functioning and productive standard assessmentTo put in place a well functioning and productive standard assessment
scheme,  therefore,  it  is  essential  to  conduct  a  statistical  survey  thatscheme,  therefore,  it  is  essential  to  conduct  a  statistical  survey  that
generates strong database.  To that end, the tax administration reformgenerates strong database.  To that end, the tax administration reform
program  is  envisaged  to  conduct  taxpayers’  survey.  The  survey  isprogram  is  envisaged  to  conduct  taxpayers’  survey.  The  survey  is
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assumed to categorize business activities based on collected data and setassumed to categorize business activities based on collected data and set
sandaled profit margins for each category and within each category. sandaled profit margins for each category and within each category. 

9.4.2 Withholding Taxes 9.4.2 Withholding Taxes 
One of the primary goals of the tax administration reform is to collectOne of the primary goals of the tax administration reform is to collect
more  revenue  with  minimum  cost.  To  ward  this  end,  the  use  ofmore  revenue  with  minimum  cost.  To  ward  this  end,  the  use  of
withholding taxes on income is popular in many countries. It is a meanswithholding taxes on income is popular in many countries. It is a means
to collect income taxes through withholding at source with minimal use ofto collect income taxes through withholding at source with minimal use of
administration  resources.  A  popular  mechanism  is  wage  withholdingadministration  resources.  A  popular  mechanism  is  wage  withholding
commonly  known  as  pay-as-you-earn  (PAYE),  in  which  employers  arecommonly  known  as  pay-as-you-earn  (PAYE),  in  which  employers  are
withholding  agents  for  personal  income  tax  on  the  earning  of  theirwithholding  agents  for  personal  income  tax  on  the  earning  of  their
employees.  On  top  of  promoting  compliance,  the  system  shifts  theemployees.  On  top  of  promoting  compliance,  the  system  shifts  the
responsibility  from  the  person  or  organization  which  the  incidence  ifresponsibility  from  the  person  or  organization  which  the  incidence  if
falling to another agent. This has also a direct effect to efficiency andfalling to another agent. This has also a direct effect to efficiency and
effectiveness.  By  way  of  shifting  the  tax  administration’s  monitoringeffectiveness.  By  way  of  shifting  the  tax  administration’s  monitoring
responsibilities from a large number of individual taxpayers to a muchresponsibilities from a large number of individual taxpayers to a much
smaller number of employers, thus achieving a more efficient focusing ofsmaller number of employers, thus achieving a more efficient focusing of
administrative resources. (vito tanzi and Anthony pellechio 1995)administrative resources. (vito tanzi and Anthony pellechio 1995)

Under the prevailing tax system in Ethiopia, withholding tax system is inUnder the prevailing tax system in Ethiopia, withholding tax system is in
practice in the payroll, interest income, dividend and chance winning. Topractice in the payroll, interest income, dividend and chance winning. To
expand  the  system  recently  proclamation  No,227/2001  introducedexpand  the  system  recently  proclamation  No,227/2001  introduced
withholding  taxes  on  import  and  local  transactions.  According  to  thiswithholding  taxes  on  import  and  local  transactions.  According  to  this
proclamation an importer is obliged to pay 5 percent income tax at theproclamation an importer is obliged to pay 5 percent income tax at the
time of importing goods for commercial use. The tax is treated as taxtime of importing goods for commercial use. The tax is treated as tax
withheld that is creditable against the taxpayer’s income tax liability forwithheld that is creditable against the taxpayer’s income tax liability for
goods results in underpayment of business income tax due for the year,goods results in underpayment of business income tax due for the year,
as determine at the time of declaration of income tax, the tax payer isas determine at the time of declaration of income tax, the tax payer is
required to pay the difference with the declaration.  Conversely,  if  therequired to pay the difference with the declaration.  Conversely,  if  the
amount represents an overpayment of income tax due for the year, theamount represents an overpayment of income tax due for the year, the
tax authority shall forth with refund the taxpayer the amount overpaid.tax authority shall forth with refund the taxpayer the amount overpaid.
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Likewise, withholding tax on income tax on payments is also promulgatedLikewise, withholding tax on income tax on payments is also promulgated
by the same proclamation. The proclamation obliged the following agentsby the same proclamation. The proclamation obliged the following agents
to  withheld  5  percent  income  tax  on  payments  made  persons  withinto  withheld  5  percent  income  tax  on  payments  made  persons  within
categories specified n regulations to be issued by the council of ministers.categories specified n regulations to be issued by the council of ministers.
These are   These are   

 Category “A” taxpayers,Category “A” taxpayers,
 Government agencies Government agencies 
 Private nonprofit institutions Private nonprofit institutions 
 Non governmental organizations Non governmental organizations 

The withholding agents are required to transfer to the government theThe withholding agents are required to transfer to the government the
amount required to be withheld on payments made during the month, onamount required to be withheld on payments made during the month, on
the  last  day  of  each  month.  For  the  proper  implementation  of  thethe  last  day  of  each  month.  For  the  proper  implementation  of  the
proclamation, the council of ministers issued a regulation to provide forproclamation, the council of ministers issued a regulation to provide for
the  application  of  tax  withholding  scheme.  The  regulation  primarilythe  application  of  tax  withholding  scheme.  The  regulation  primarily
identified taxpayers, which the withholding scheme is applied. It listed 10identified taxpayers, which the withholding scheme is applied. It listed 10
service categories, which liable for the scheme is applied. With respect toservice categories, which liable for the scheme is applied. With respect to
goods, a single transaction involving more than birr 10,000 is subject togoods, a single transaction involving more than birr 10,000 is subject to
the withholding scheme. the withholding scheme. 

9.4.3 Presumptive Minimum Taxes9.4.3 Presumptive Minimum Taxes
Presumptive minimum taxes involves the levying of a specified tax burdenPresumptive minimum taxes involves the levying of a specified tax burden
on individual or business irrespective of the volume of business activity oron individual or business irrespective of the volume of business activity or
level of income in a given year. The taxes are levied on the basis of grosslevel of income in a given year. The taxes are levied on the basis of gross
receipts (turnover-based presumptive taxation) or the basis of a firm’sreceipts (turnover-based presumptive taxation) or the basis of a firm’s
assets (assets- based presumptive taxation) or lump-sum form. assets (assets- based presumptive taxation) or lump-sum form. 

To  enhance the  revenue  mobilization  effort  proclamation no  227/2001To enhance the  revenue  mobilization  effort  proclamation no  227/2001
also  introduced  minimum  tax  on  income  of   “A”  and  “B”  taxpayers.also  introduced  minimum  tax  on  income  of   “A”  and  “B”  taxpayers.
Accordingly  these  taxpayers  are  liable  to  pay  a  minimum income  taxAccordingly  these  taxpayers  are  liable  to  pay  a  minimum income  tax
equal  to  2  percent  of  their  turnover.  Nevertheless  if  the  regular  taxequal  to  2  percent  of  their  turnover.  Nevertheless  if  the  regular  tax
liability exceeds the minimum tax amount, the taxpayer is forced to payliability exceeds the minimum tax amount, the taxpayer is forced to pay
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the regular tax or declare loss, he is obliged to submit books of accountthe regular tax or declare loss, he is obliged to submit books of account
certified by an independent auditor. certified by an independent auditor. 

Virtually,  the  scheme  has  the  revenue  potential  and  relative  ease  inVirtually,  the  scheme  has  the  revenue  potential  and  relative  ease  in
administration.  However,  since  its  application  is  restricted  to  largeadministration.  However,  since  its  application  is  restricted  to  large
business, unlike the withholding taxes, it does not address the hard to taxbusiness, unlike the withholding taxes, it does not address the hard to tax
groups pr those taxpayers who understate or under declare income, norgroups pr those taxpayers who understate or under declare income, nor
maintain adequate books and accounts.maintain adequate books and accounts.

9.5 TAX COLLECTION 9.5 TAX COLLECTION 

Tax  collection  is  the  ultimate  goal  of  tax  administration.  RevenueTax  collection  is  the  ultimate  goal  of  tax  administration.  Revenue
accounting,  enforcement  and  receivable  management  are  importantaccounting,  enforcement  and  receivable  management  are  important
aspects of tax collection. Unless the assessed tax is properly and timelyaspects of tax collection. Unless the assessed tax is properly and timely
collected the entire tax administration exercise would be futile.collected the entire tax administration exercise would be futile.

In  a  country  where  a  prevalence  of  huge  informal  sector,  mainlyIn  a  country  where  a  prevalence  of  huge  informal  sector,  mainly
consisting of small and medium size firms, professionals and farmers isconsisting of small and medium size firms, professionals and farmers is
significant tax collection mechanism is essential. Introducing withholdingsignificant tax collection mechanism is essential. Introducing withholding
tax  system  is  one  of  the  most  efficient  techniques  for  improvingtax  system  is  one  of  the  most  efficient  techniques  for  improving
collection. collection.   

In  our  tax  system  both  at  federal  and  regional  tax  accounting  andIn  our  tax  system  both  at  federal  and  regional  tax  accounting  and
collection  is  made  manually.  Accordingly  it  is  not  possible  for  thecollection  is  made  manually.  Accordingly  it  is  not  possible  for  the
administration to identify and takes timely action on the taxpayers whoadministration to identify and takes timely action on the taxpayers who
are delinquent in paying taxes. At present the tax administration lacksare delinquent in paying taxes. At present the tax administration lacks
the  required  accounting  and  receivable  management  due  to  weakthe  required  accounting  and  receivable  management  due  to  weak
technical and personal support. There is no any investigation mechanismtechnical and personal support. There is no any investigation mechanism
to address tax fraud and evasion.to address tax fraud and evasion.

 It  is  advisable  to  treat  separately  the  small  number  of  taxpayers It  is  advisable  to  treat  separately  the  small  number  of  taxpayers
contributing  a  large  percentage  of  taxes  collected  thus  in  order  tocontributing  a  large  percentage  of  taxes  collected  thus  in  order  to
monitor,  audit  and  enforce  the  smallest  number  of  tax  payers  butmonitor,  audit  and  enforce  the  smallest  number  of  tax  payers  but
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contributing  more  than  70  percent  of  the  federal  tax  revenue  ancontributing  more  than  70  percent  of  the  federal  tax  revenue  an
independent office has been organized since July 2001independent office has been organized since July 2001

9.6 COMPUTERIZATION 9.6 COMPUTERIZATION 

As it  has been mentioned repeatedly,  tax  collection is  not  functioningAs it  has been mentioned repeatedly,  tax  collection is  not  functioning
properly without an effective and efficient tax administration. To that end,properly without an effective and efficient tax administration. To that end,
a  well-designed  computer  system  is  an  important  tool  of  taxa  well-designed  computer  system  is  an  important  tool  of  tax
administration naturally computerization is useful to improve efficiencyadministration naturally computerization is useful to improve efficiency
and reduce cost in the current information technology age, computersand reduce cost in the current information technology age, computers
and their wide spread application allow tax collectors to provide efficient,and their wide spread application allow tax collectors to provide efficient,
timely and accurate services. Computers application is equally importanttimely and accurate services. Computers application is equally important
to save taxpayers time and promote tax equity.to save taxpayers time and promote tax equity.

However,  such  benefits  of  computers  are  not  easily  accessible  toHowever,  such  benefits  of  computers  are  not  easily  accessible  to
developing countries.  Due to high costs  associated with purchasing ofdeveloping countries.  Due to high costs  associated with purchasing of
hard and soft water and shortage of computer technicians and personalhard and soft water and shortage of computer technicians and personal
hinders developing countries to enjoy the advantage of computers.hinders developing countries to enjoy the advantage of computers.

There is also a counter argument in the application of computers in anThere is also a counter argument in the application of computers in an
economy full of unemployment t. but experiences proved that computerseconomy full of unemployment t. but experiences proved that computers
relief  the  problem  of  boring  and  repetitive  tasks  by  using  educatedrelief  the  problem  of  boring  and  repetitive  tasks  by  using  educated
manpower.  In  this  case  the  opposite  is  witnessed  in  application  ofmanpower.  In  this  case  the  opposite  is  witnessed  in  application  of
computers” since computer technology was adopted in 1957, the numbercomputers” since computer technology was adopted in 1957, the number
of US internal revenue service employees outside Washington D.C hasof US internal revenue service employees outside Washington D.C has
more or less double (from 48,000 to 90,000) but the cost of collection hasmore or less double (from 48,000 to 90,000) but the cost of collection has
remained  at  49  cents  per  $100  “(Alan  A.  Tait,  “VAT:  internationalremained  at  49  cents  per  $100  “(Alan  A.  Tait,  “VAT:  international
practices and problems.”practices and problems.”

Generally  speaking  computers  do  not  support  the  Ethiopian  taxGenerally  speaking  computers  do  not  support  the  Ethiopian  tax
administration.  The  only  computerized  tax  collection  system currentlyadministration.  The  only  computerized  tax  collection  system currently
functional  is  the  customs ASYCUDA.  The introduction  of  ASYCUDA,  afunctional  is  the  customs ASYCUDA.  The introduction  of  ASYCUDA,  a
computerized  customs  entry  processing  system  helps  facilitate  thecomputerized  customs  entry  processing  system  helps  facilitate  the
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revenue collection procedures through improve control, faster clearancerevenue collection procedures through improve control, faster clearance
of imports, and providing reliable data for the purpose of valuation andof imports, and providing reliable data for the purpose of valuation and
tax assessment. tax assessment. 
No computerized  system is  operational  in  the  management  of  incomeNo computerized  system is  operational  in  the  management  of  income
taxation which is the most difficult to administer. All revenue accountingtaxation which is the most difficult to administer. All revenue accounting
is done manually, on ledger cards and there is no master fill of taxpayers,is done manually, on ledger cards and there is no master fill of taxpayers,
or lists of delinquent tax filers. As a result taxpayers are not identified inor lists of delinquent tax filers. As a result taxpayers are not identified in
a timely manner and routine management information is not available. Ata timely manner and routine management information is not available. At
any  rate,  it  is  imperative  to  introduce  computerization  In  taxpayer’sany  rate,  it  is  imperative  to  introduce  computerization  In  taxpayer’s
identification, tax assessment and collection mechanisms.identification, tax assessment and collection mechanisms.

To begin with the installation of taxpayers identification number (TIN)To begin with the installation of taxpayers identification number (TIN)
will not be practical with out computer net working. Computerization inwill not be practical with out computer net working. Computerization in
the  TIN  system  is  essential  to  provide  updated  lists  of  registeredthe  TIN  system  is  essential  to  provide  updated  lists  of  registered
taxpayers to various tax offices at federal and regional level.taxpayers to various tax offices at federal and regional level.

In order to reduce the reliance on foreign trade and build strong domesticIn order to reduce the reliance on foreign trade and build strong domestic
indirect taxes the introduction of VAT in the tax system is recommendedindirect taxes the introduction of VAT in the tax system is recommended
and  appreciated  by  the  government.  Its  implementation  will  not  beand  appreciated  by  the  government.  Its  implementation  will  not  be
feasible, without automation.feasible, without automation.

Computerization  is  essential  to  change  the  manual  ledger  system  toComputerization  is  essential  to  change  the  manual  ledger  system  to
ensure  better  management  of  the  taxpayers’  accounts.  It  helps  theensure  better  management  of  the  taxpayers’  accounts.  It  helps  the
ledgers  to  update  instantly  with  information  on  assessment,  refunds,ledgers  to  update  instantly  with  information  on  assessment,  refunds,
interest, penalties and other forms of adjustment. interest, penalties and other forms of adjustment. 

9.7 TAXPAYERS EDUCATION     9.7 TAXPAYERS EDUCATION     

Taxpayer’s  education  and  information  is  very  essential  in  promotingTaxpayer’s  education  and  information  is  very  essential  in  promoting
compliance.  Taxpayers  must  receive  clear  and  concise  information  oncompliance.  Taxpayers  must  receive  clear  and  concise  information  on
describing  what  is  taxable,  how  to  calculate  their  tax  liabilities,  anddescribing  what  is  taxable,  how  to  calculate  their  tax  liabilities,  and
procedures for calculating and paying taxes and where they pay taxes.procedures for calculating and paying taxes and where they pay taxes.
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Also forms and procedures for calculating and paying taxes should be asAlso forms and procedures for calculating and paying taxes should be as
simple as possible. simple as possible. 

More over tax offices are expected to develop programs to inform theMore over tax offices are expected to develop programs to inform the
business community of the requirements to make declaration, they basedbusiness community of the requirements to make declaration, they based
for the declarations and the penalty provisions for non-compliance. Thefor the declarations and the penalty provisions for non-compliance. The
program could utilize information pamphlets to be made available at keyprogram could utilize information pamphlets to be made available at key
locations  and  public  gatherings  such  as  post  offices  trade  licensinglocations  and  public  gatherings  such  as  post  offices  trade  licensing
bureaus, chamber of commerce, and media.bureaus, chamber of commerce, and media.

Given  the  importance  of  taxpayer’s  education  in  the  tax  system  theGiven  the  importance  of  taxpayer’s  education  in  the  tax  system  the
attention  given  in  this  regard  is  very  marginal  so  far.  The  resourceattention  given  in  this  regard  is  very  marginal  so  far.  The  resource
devoted to promote such essential aspects of the tax administration isdevoted to promote such essential aspects of the tax administration is
almost non- existence. Taxpayers awareness hwy where and when theyalmost non- existence. Taxpayers awareness hwy where and when they
pay taxes is very poor. The ongoing tax reform program, therefore, putpay taxes is very poor. The ongoing tax reform program, therefore, put
emphasis to enhance tax offices capacity in this area.  emphasis to enhance tax offices capacity in this area.  

9.8 PENALTIES 9.8 PENALTIES 

The following penalties  are provided in  the proclamation against  non-The following penalties  are provided in  the proclamation against  non-
compliance. compliance. 

For  Non-declaration:For  Non-declaration: Taxpayers  who  do  not  declare  taxable  income Taxpayers  who  do  not  declare  taxable  income
within the period specified in the regulation will be liable to pay Birr 1000within the period specified in the regulation will be liable to pay Birr 1000
for the first 30 days of non- declaration. The penalty is Birr 2000 for thefor the first 30 days of non- declaration. The penalty is Birr 2000 for the
next 30 days of non-m declaration. Birr 1500 will be charged for each 30next 30 days of non-m declaration. Birr 1500 will be charged for each 30
days for failure to declare the taxable income thereafter.days for failure to declare the taxable income thereafter.

For understatement of  taxable income:For understatement of  taxable income: Understatement  of  taxable Understatement  of  taxable
income results  in a  penalty  of  10% of  the amount understated.  If  theincome results  in a  penalty  of  10% of  the amount understated.  If  the
understatement  is  substantial,  the  penalty  will  be  50%.  (Theunderstatement  is  substantial,  the  penalty  will  be  50%.  (The
understatement is substantial if it exceeds smaller of 25% of tax or Birrunderstatement is substantial if it exceeds smaller of 25% of tax or Birr
20000).20000).
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For late payment:For late payment: When a taxpayer fails to pay tax within the due date, When a taxpayer fails to pay tax within the due date,
he/she will be required to pay a penalty of 5% of the amount unpaid. Anhe/she will be required to pay a penalty of 5% of the amount unpaid. An
additional 2% penalty on the amount unpaid is imposed on the first daysadditional 2% penalty on the amount unpaid is imposed on the first days
of each month for non-payment.of each month for non-payment.

For failure to keep records:For failure to keep records: Failure to keep books of accounts, records Failure to keep books of accounts, records
and other documents by any taxp0ayer results in a penalty of 20% of theand other documents by any taxp0ayer results in a penalty of 20% of the
tax  assessed.  If  this  failure  continues  for  two  consecutive  years,  thetax  assessed.  If  this  failure  continues  for  two  consecutive  years,  the
license of the taxpayer will be suspended. One more year’s failure leadslicense of the taxpayer will be suspended. One more year’s failure leads
the tax authority to revoke the license of the taxpayer.the tax authority to revoke the license of the taxpayer.

For failure to withhold:For failure to withhold: A withholding agent, who fails to withhold tax A withholding agent, who fails to withhold tax
per the proclamation, will be personally liable to pay tax (which has notper the proclamation, will be personally liable to pay tax (which has not
been withheld). In addition, this failure obliges the agent to pay Birr 1000been withheld). In addition, this failure obliges the agent to pay Birr 1000
per case. The following individuals are also liable in this regard.per case. The following individuals are also liable in this regard.

The manger who knew or should have known of the failure. The chiefThe manger who knew or should have known of the failure. The chief
accountant or a senior officer who was responsible for the supervision ofaccountant or a senior officer who was responsible for the supervision of
the withholding activities.the withholding activities.

For failure to supply TIN:For failure to supply TIN: The agent, from a person who doesn’t supply The agent, from a person who doesn’t supply
TIN, should withhold 30% of the payment. The taxpayer, who has notTIN, should withhold 30% of the payment. The taxpayer, who has not
supplied TIN, is also liable to pay lower of Birr 5000 or the amount ofsupplied TIN, is also liable to pay lower of Birr 5000 or the amount of
paymentpayment

Interest:Interest: Taxpayers who do not pay tax within the due date are obliged Taxpayers who do not pay tax within the due date are obliged
to pay interest for the amount unpaid for the periods of non-payment. Theto pay interest for the amount unpaid for the periods of non-payment. The
interest rate for this purpose is 25% more than the highest interest rateinterest rate for this purpose is 25% more than the highest interest rate
in the preceding quarter. The same procedure will be followed for casesin the preceding quarter. The same procedure will be followed for cases
where a refund (if any) of tax is not made by the Tax Authority within 90where a refund (if any) of tax is not made by the Tax Authority within 90
days of having satisfied with the tax declaration. days of having satisfied with the tax declaration. 

9.9 TAX ACCOUNTING PRINCIPLES   9.9 TAX ACCOUNTING PRINCIPLES   
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Methods of AccountingMethods of Accounting
Subject to the proclamation for the purposes of ascertaining a person’sSubject to the proclamation for the purposes of ascertaining a person’s
income accruing or derived during a tax period, the timing, inclusionsincome accruing or derived during a tax period, the timing, inclusions
and deductions shall be made in accordance with the generally acceptedand deductions shall be made in accordance with the generally accepted
accounting  principles.  Unless  the  Tax  office  prescribes  otherwise  inaccounting  principles.  Unless  the  Tax  office  prescribes  otherwise  in
particular case, a tax payer must account for tax purposes on a cash orparticular case, a tax payer must account for tax purposes on a cash or
accrual basis A company must account for tax purposes on an accrualaccrual basis A company must account for tax purposes on an accrual
basis.basis.

A person may apply in writing for a change of accounting method and theA person may apply in writing for a change of accounting method and the
tax office may,  by notice in writing,  may approve the application if  ittax office may,  by notice in writing,  may approve the application if  it
considers the change necessary to clearly reflect that person’s income. Ifconsiders the change necessary to clearly reflect that person’s income. If
a person’s accounting method is changed, proper adjustments to items ofa person’s accounting method is changed, proper adjustments to items of
income, deduction or credit must be made in the tax period following theincome, deduction or credit must be made in the tax period following the
change.  change.  

A. Cash Basis AccountingA. Cash Basis Accounting
Under this method of accounting amounts are recognized as income whenUnder this method of accounting amounts are recognized as income when
they are received or made available and expenses are recognized whenthey are received or made available and expenses are recognized when
they are paid. they are paid. 

B.  Accrual-Basis Accounting B.  Accrual-Basis Accounting 
With this method of accounting amounts are recognized as income whenWith this method of accounting amounts are recognized as income when
they are receivable and expenses are recognized when they are payable.they are receivable and expenses are recognized when they are payable.
An amount is receivable when a person becomes entitled to receive it,An amount is receivable when a person becomes entitled to receive it,
even  if  payment  is  postponed  or  the  entitlement  is  payable  byeven  if  payment  is  postponed  or  the  entitlement  is  payable  by
installments. On the other hand, an amount is treated as payable when allinstallments. On the other hand, an amount is treated as payable when all
the events that determine liabilities have occurred and the amount can bethe events that determine liabilities have occurred and the amount can be
determined  with  reasonable  accuracy,  but  not  before  economicdetermined  with  reasonable  accuracy,  but  not  before  economic
performance with respect to that amount occurs economic performanceperformance with respect to that amount occurs economic performance
occurs: - occurs: - 

243



■■ With respect to the acquisition of services or property, at theWith respect to the acquisition of services or property, at the
time the services or properties are provided; time the services or properties are provided; 

■■ With respect to use of property, at the time the property is used;With respect to use of property, at the time the property is used;
oror

■■ In any other case, at the time that person makes payment in fullIn any other case, at the time that person makes payment in full
settlement of the liabilities settlement of the liabilities 

A deduction for an expense incurred on a service or other benefit, whichA deduction for an expense incurred on a service or other benefit, which
extends beyond 12 months including cost of lease of land shall be allowedextends beyond 12 months including cost of lease of land shall be allowed
proportionately  over  the  tax  periods  to  which  the  service  or  benefitproportionately  over  the  tax  periods  to  which  the  service  or  benefit
relates. When a taxpayer using cash basis of accounting, later refunds anrelates. When a taxpayer using cash basis of accounting, later refunds an
amount received or recovers expanse paid, an adjustment shall be madeamount received or recovers expanse paid, an adjustment shall be made
to that person’s income in the tax period in which the refund or recoveryto that person’s income in the tax period in which the refund or recovery
occurs.occurs.

A person accounting for tax purpose on accrual basis later cease to claimA person accounting for tax purpose on accrual basis later cease to claim
the  right  to  receive  an  amount  or  to  claim  an  obligation  to  pay  thethe  right  to  receive  an  amount  or  to  claim  an  obligation  to  pay  the
expense,  an  appropriate  adjustment  must  be  made  to  that  person’sexpense,  an  appropriate  adjustment  must  be  made  to  that  person’s
income of the tax period during which that person ceases to make theincome of the tax period during which that person ceases to make the
claim. claim. 

Long Term contractsLong Term contracts
Long-term  contract  refers  to  a  contract  for  manufacture,  installation,Long-term  contract  refers  to  a  contract  for  manufacture,  installation,
construction or the performance of related services not completed withinconstruction or the performance of related services not completed within
the tax period in which the work under the construct commenced.  In thethe tax period in which the work under the construct commenced.  In the
case of accrual basis accounting, income and costs relating to a long-termcase of accrual basis accounting, income and costs relating to a long-term
contract  will  be  accounted  for  on  the  basis  of  the  percentage  of  thecontract  will  be  accounted  for  on  the  basis  of  the  percentage  of  the
contract completed during any tax period. contract completed during any tax period. 

The percentage of completion is determined by comparing the total costsThe percentage of completion is determined by comparing the total costs
allocated to the contract and incurred before the end of the tax periodallocated to the contract and incurred before the end of the tax period
with  the  estimated  total  contract  costs  including  any  variations  orwith  the  estimated  total  contract  costs  including  any  variations  or
fluctuation.  Where,  during  the  tax  period  a  long  term  contract  isfluctuation.  Where,  during  the  tax  period  a  long  term  contract  is

244



completed,  a person carrying on the business incurs a loss or has ancompleted,  a person carrying on the business incurs a loss or has an
unrelieved loss  available  for  carrying forward attributable  to  the  longunrelieved loss  available  for  carrying forward attributable  to  the  long
term contract, the Tax Authority may allow the loss to be carried back toterm contract, the Tax Authority may allow the loss to be carried back to
preceding tax periods, and deducted from income of a tax period as far aspreceding tax periods, and deducted from income of a tax period as far as
the loss  is  not  in  excess  of  deductible  expenses for  the  period a  lossthe loss  is  not  in  excess  of  deductible  expenses for  the  period a  loss
incurred  is  attributable  to  a  long  –term  contract  to  the  extent  thatincurred  is  attributable  to  a  long  –term  contract  to  the  extent  that
deductions exceed income.deductions exceed income.

9.10 DEVELOPMENTS IN GOVERNMENT REVENUE   9.10 DEVELOPMENTS IN GOVERNMENT REVENUE   

As it  been stated repeatedly  the  aforementioned tax reform measuresAs  it  been stated repeatedly  the  aforementioned tax reform measures
were taken to minimize the nature of tax distortion, promote as well aswere taken to minimize the nature of tax distortion, promote as well as
foreign investment, improve equity and efficiency. More importantly allforeign investment, improve equity and efficiency. More importantly all
are aimed to enhance revenue collection capacity both at regional andare aimed to enhance revenue collection capacity both at regional and
federal level. In this regard, the area of reform in broadening the tax basefederal level. In this regard, the area of reform in broadening the tax base
and improving tax administration are assumed to result in higher revenueand improving tax administration are assumed to result in higher revenue
than its previous level. than its previous level. 

Traditionally the level of tax revenue in a country is judged in terms ofTraditionally the level of tax revenue in a country is judged in terms of
the ratio of taxes to some measure of national product. Thus the followingthe ratio of taxes to some measure of national product. Thus the following
table depicts developments in tax over GDP performance exhibited in thetable depicts developments in tax over GDP performance exhibited in the
past decade. past decade. 

Table 4
Government revenue performanceGovernment revenue performance

(In percent of GDP)(In percent of GDP)
1990/91990/9
11

1991/921991/92 1992/91992/9
33

1993/91993/9
44

1994/91994/9
55

1995/961995/96 1996/1996/
9797

1997/1997/
9898

1998/1998/
9999

1999/1999/
0000

Direct taxesDirect taxes 4.334.33 3.193.19 2.762.76 3.343.34 3.873.87 4.624.62 4.594.59 4.154.15 4.154.15 4.504.50
Domestic indirectDomestic indirect
taxtax

3.953.95 2.572.57 2.792.79 2.942.94 2.792.79 3.053.05 3.113.11 2.622.62 2.492.49 2.782.78

Foreign  tradeForeign  trade
taxestaxes

2.422.42 2.022.02 2.712.71 4.584.58 4.794.79 4.784.78 5.225.22 4.934.93 4.914.91 5.175.17
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Total  taxTotal  tax
revenuerevenue

10.710.7 7.787.78 8.268.26 10.8610.86 11.4511.45 12.4512.45 12.9212.92 11.7011.70 11.5411.54 12.4512.45

Non  taxNon  tax
revenuerevenue

3.43.4 2.842.84 4.524.52 3.043.04 6.006.00 5.595.59 6.096.09 6.886.88 8.838.83 7.037.03

Total  goTotal  go
revenue revenue 

14.1014.10 10.6210.62 12.7912.79 13.913.9 17.4517.45 18.0418.04 19.0119.01 18.5818.58 20.3820.38 19.4819.48

Tax revenue in the past decade averaged 11 percent of GDP, which is farTax revenue in the past decade averaged 11 percent of GDP, which is far
below compared to internationally recognized average performance of 20-below compared to internationally recognized average performance of 20-
25 percent. Its performance also varies from year to year, yet it showed25 percent. Its performance also varies from year to year, yet it showed
significant improvements following the tax reform measures taken sincesignificant improvements following the tax reform measures taken since
1995.  as  a  result  it  peaked  to  13  percent  in  1996/97  compared  to  81995.  as  a  result  it  peaked  to  13  percent  in  1996/97  compared  to  8
percent of percent of 

The healthier feature of the revenue performance however reversed inThe healthier feature of the revenue performance however reversed in
fiscal  year  1997/98  due  to  the  aftermath  of  the  border  conflictfiscal  year  1997/98  due  to  the  aftermath  of  the  border  conflict
accordingly tax over GDP ratio dropped to 11.7 percent immediately butaccordingly tax over GDP ratio dropped to 11.7 percent immediately but
showed slight improvements to 12.5 percent in 1999/00showed slight improvements to 12.5 percent in 1999/00
To  respond  the  revenue  needs  during  the  war  years  the  governmentTo  respond  the  revenue  needs  during  the  war  years  the  government
tends to non –tax revenue. Hence non-tax revenue performance increasedtends to non –tax revenue. Hence non-tax revenue performance increased
to 9 percent of total revenue in 1998/99 from 3 percent in 1993/94. byto 9 percent of total revenue in 1998/99 from 3 percent in 1993/94. by
and large, during the past decade on top of exhibiting ups and downs, taxand large, during the past decade on top of exhibiting ups and downs, tax
revenue of the government  tilted to indirect taxes, particularly to foreignrevenue of the government  tilted to indirect taxes, particularly to foreign
trade  taxes.  domestic  indirect  taxes,   which  emanated  from  thetrade  taxes.  domestic  indirect  taxes,   which  emanated  from  the
production and consumption of domestic goods and services decelerated.production and consumption of domestic goods and services decelerated.
This could be either from low demand and supply of domestic goods andThis could be either from low demand and supply of domestic goods and
services or poor domestic tax administration. Further more the role ofservices or poor domestic tax administration. Further more the role of
non-tax revenue significantly increased but unable to sustain.non-tax revenue significantly increased but unable to sustain.

In  view of  the  current  globalization  treat  depending  on  foreign  tradeIn  view of  the  current  globalization  treat  depending  on  foreign  trade
taxes is not feasible. It is important therefore to mobilize more revenuetaxes is not feasible. It is important therefore to mobilize more revenue
from  domestic  consumption  taxes.  Recent  developments  in  revenuefrom  domestic  consumption  taxes.  Recent  developments  in  revenue
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collection, however, attested that the revenue emanated from domesticcollection, however, attested that the revenue emanated from domestic
indirect taxes depicted declining trend.indirect taxes depicted declining trend.

Check Your Progress Exercise
1.1. What are the essential factors that should be considered to makeWhat are the essential factors that should be considered to make

tax administration effective? tax administration effective? 
……………………………………………………………………………………………
……………………………………………………………………………………………
…………

2.2. What  are  the  benefits  of  computerization  with  regard  to  taxWhat  are  the  benefits  of  computerization  with  regard  to  tax
administration? administration? 

……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
3.3. Explain the need for taxpayer’s education. Explain the need for taxpayer’s education. 
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
4.4. Discuss the major objectives of tax administration reform. Discuss the major objectives of tax administration reform. 
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………
5.5. Explain  the  different  penalties  against  non-compliance  with  theExplain  the  different  penalties  against  non-compliance  with  the

proclamation. proclamation. 
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………

6.6. Describe the two methods of accounting for tax purpose. Describe the two methods of accounting for tax purpose. 
……………………………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………………………

9.11 SUMMARY 9.11 SUMMARY 

Tax administration reform includes the proper registration of taxpayers,Tax administration reform includes the proper registration of taxpayers,
assessing taxable income and timely collecting of the assessed tax. Anassessing taxable income and timely collecting of the assessed tax. An
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efficient and proper tax administration requires the prevalence of clearefficient and proper tax administration requires the prevalence of clear
and transparent rules and regulations. Tax laws and regulations shouldand transparent rules and regulations. Tax laws and regulations should
minimize  discretionary  powers  of  tax  collectors  but  give  sufficientminimize  discretionary  powers  of  tax  collectors  but  give  sufficient
enforcement power to them.enforcement power to them.

This  requires  periodic  inventory and revision  of  all  existing  rules  andThis  requires  periodic  inventory and revision  of  all  existing  rules  and
regulations.  The  presence  of  an  efficient  and  modern  tax  revenueregulations.  The  presence  of  an  efficient  and  modern  tax  revenue
collecting  institutions  equipped  with  capable  employees  and  mewcollecting  institutions  equipped  with  capable  employees  and  mew
technology is equally important.technology is equally important.

Despite  considerable  achievements  in  reducing  tax  and  tariff  rates,Despite  considerable  achievements  in  reducing  tax  and  tariff  rates,
rationalizing domestic sales and excise taxes, the revenue mobilizationrationalizing domestic sales and excise taxes, the revenue mobilization
effort needs further actions both in policy and administrative aspects.effort needs further actions both in policy and administrative aspects.

By and large, government’s ability to carry out its on going expenditureBy and large, government’s ability to carry out its on going expenditure
programs  in  infrastructure  and  social  sector  depends  on  the  level  ofprograms  in  infrastructure  and  social  sector  depends  on  the  level  of
domestic  financial  resources,  largely  expected  to  flows  from  its  taxdomestic  financial  resources,  largely  expected  to  flows  from  its  tax
system.  Nevertheless,  Ethiopia’s  revenue  performance  over  the  pastsystem.  Nevertheless,  Ethiopia’s  revenue  performance  over  the  past
decade has been ole, when compared to other developing countries. Thedecade has been ole, when compared to other developing countries. The
tax revenue GDP ratio, which had peaked at 13 percent in 1996/97 fell totax revenue GDP ratio, which had peaked at 13 percent in 1996/97 fell to
11.7 and 11.5 percent  in the following two years.  Although it  showed11.7 and 11.5 percent  in the following two years.  Although it  showed
slight  improvements  in  1999/2000  and  reached  to  12.6  percent,  itslight  improvements  in  1999/2000  and  reached  to  12.6  percent,  it
remained low compared to  the rationally  accepted level  of  developingremained low compared to  the rationally  accepted level  of  developing
countries ration, which is 20-25 percent.countries ration, which is 20-25 percent.

Compared to other countries in Africa, income tax rates are still  high.Compared to other countries in Africa, income tax rates are still  high.
Various tax studies also advised the elimination of differentials existingVarious tax studies also advised the elimination of differentials existing
between  maximum  rates  across  taxpayers.  In  the  tax  system,  importbetween  maximum  rates  across  taxpayers.  In  the  tax  system,  import
duties still contribute significant portion of tax revenue nevertheless, theduties still contribute significant portion of tax revenue nevertheless, the
current globalization agenda demands the need to liberalize trade policy.current globalization agenda demands the need to liberalize trade policy.
This entails further reduction on duty rates.       This entails further reduction on duty rates.       
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In reforming the tax structure shifting the dependence of foreign tradeIn reforming the tax structure shifting the dependence of foreign trade
tax to taxation of domestic transaction seems urgent. More specificallytax to taxation of domestic transaction seems urgent. More specifically
taxing consumption than production is highly advisable, since they do nottaxing consumption than production is highly advisable, since they do not
affect the efficiency of domestic production. In this regard, VAT could beaffect the efficiency of domestic production. In this regard, VAT could be
one  of  the  envisaged  candidates.  It  is  acknowledged  to  reduce  taxone  of  the  envisaged  candidates.  It  is  acknowledged  to  reduce  tax
distortions, encourage investment by allowing input credits, broaden thedistortions, encourage investment by allowing input credits, broaden the
tax base and ultimately raised the revenue potential. Nevertheless, VATtax base and ultimately raised the revenue potential. Nevertheless, VAT
requires  the  existence  of  developed  accounting  and  documentationrequires  the  existence  of  developed  accounting  and  documentation
systems with in the business community.systems with in the business community.

It is true that manpower matters are always marginalized as compared toIt is true that manpower matters are always marginalized as compared to
the attention given to improve systems and procedures. For the successthe attention given to improve systems and procedures. For the success
of  the  tax  reform effort  tax  policy  and administration  staff  should  beof  the  tax  reform effort  tax  policy  and administration  staff  should  be
strengthen.  It  is  recognized that  the current  structure and number ofstrengthen.  It  is  recognized that  the current  structure and number of
staff  both  in  the  tax  policy  and  collection  institutions  are  not  fullystaff  both  in  the  tax  policy  and  collection  institutions  are  not  fully
equipped in  terms of  competency  and equipment.  It  is  therefore  veryequipped in  terms of  competency  and equipment.  It  is  therefore  very
essential  to  prop  up  the  necessary  capacity  in  order  to  provide  theessential  to  prop  up  the  necessary  capacity  in  order  to  provide  the
required services in all aspects. Similarly the capacity of tax offices torequired services in all aspects. Similarly the capacity of tax offices to
conduct taxpayer recruitment and taxpayer’s  education is  neither wellconduct taxpayer recruitment and taxpayer’s  education is  neither well
organized nor sufficiently equipped. In this connection, the tax offices areorganized nor sufficiently equipped. In this connection, the tax offices are
expected  to  strengthen  so  as  to  properly  publicize  the  taxexpected  to  strengthen  so  as  to  properly  publicize  the  tax
administration’s  efforts  and  inform  the  taxpayers  to  accomplish  theiradministration’s  efforts  and  inform  the  taxpayers  to  accomplish  their
duties and responsibilities. duties and responsibilities. 

To significantly improve the effectiveness of the various reform measuresTo significantly improve the effectiveness of the various reform measures
a collaborative effort of the different stakeholders, including the publica collaborative effort of the different stakeholders, including the public
and  private  such  as  government’s  top  officials,  the  civil  society,  theand  private  such  as  government’s  top  officials,  the  civil  society,  the
business community and the media, has paramount importance. Hencebusiness community and the media, has paramount importance. Hence
for the successful implementation of the ongoing reform willingness andfor the successful implementation of the ongoing reform willingness and
full  participation of  these and other segments of the public should befull  participation of  these and other segments of the public should be
encouraged. This could be materialized by bringing the whole communityencouraged. This could be materialized by bringing the whole community
in the reform process in terms of organizing consultation forums.in the reform process in terms of organizing consultation forums.
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The importance of simplifying the tax system is highly appreciated. In thisThe importance of simplifying the tax system is highly appreciated. In this
regard it is recommended that tax law, regulation and procedures, formsregard it is recommended that tax law, regulation and procedures, forms
and related information to be easily accessible and available.and related information to be easily accessible and available.

Improving  tax  policy  and  administration  is  a  complex,  long-termImproving  tax  policy  and  administration  is  a  complex,  long-term
endeavor.  Since  it  requires  significant  level  of  financial  and  humanendeavor.  Since  it  requires  significant  level  of  financial  and  human
resource it is beyond the internal capacity in order t yield results. Thus,resource it is beyond the internal capacity in order t yield results. Thus,
the  ongoing  reform  particularly  the  tax  administration  part  demandsthe  ongoing  reform  particularly  the  tax  administration  part  demands
significant intervention from the international community. Thus lookingsignificant intervention from the international community. Thus looking
for  technical  and  financial  assistance  from  the  government  side  andfor  technical  and  financial  assistance  from  the  government  side  and
showing  to  support  the  effort  by  the  international  community  isshowing  to  support  the  effort  by  the  international  community  is
mandatory.mandatory.

9.12 ANSWER TO CHECK YOUR PROGRESS EXERCISE 

1.1. Refer Section 9.1Refer Section 9.1
2.2. Refer Section 9.6Refer Section 9.6
3.3. Refer Section 9.7Refer Section 9.7
4.4. Refer Section 9.1Refer Section 9.1
5.5. Refer Section 9.8Refer Section 9.8
6.6. Refer Section 9.9Refer Section 9.9
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