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| ntroduction

History fells us Ethiopia’s tax systemeatabook to ancient times. For example in
the Ax mite kingdom there was a practice of traditil taxation. The traditional taxation
provides for taxes on crops livestock and livestpokducts such as wool, butter and
milk. The tax on wool was practically levied on meains areas of the country. Hunting
taxes were imposed especially, on elephant huntershe form of ivory taxes.
Handicrafts men were subjected to a sort of pradn¢bxes. Thus one can infer from the
above points that taxation in traditional Ethiopiad been excessively burdensome and
arbitrary.

In Zerayacob’s chronicle it is stated that¢éhwas taxation to ancient times however it
was during Zerayacob time that the first tax systetroduced. The tax system was set
for those people engaged in livestock production.

The first important reform carried out by gemor Men ilk to wards the end of the
19" century resulted in the establishment of a fixget rather than the under fined and

essentially at betray system of agriculture taxes.

The establishment of tax assessment has emeirigeéstablishment of government. In
this establishment is to difficult to indicate tbeact time and when taxation began. But
many document indicated that taxation was introdwh&ing the time of king Zarayacob
in 15" C.

From its citizen activities the governmeasldischarge tax and need huge amount of
finance to provide those economic social and palitiactivities to its needs. So any
government to sustain as a government should genessenue. There is several of

revenue. From that revenue the most essentiat.is ta



Now a day’s in Ethiopia the governmiakes encourage able measures to reform
the tax system and follow a good tax policy. Fohwse effective measures proclamation
No 286/2002 and regulation No. 78/2002 are the Beeause of these measure, there are
some legal practical problems appear. The maingserpf this paper is that to see those
problems. Which are directly related with the ineotax assessment tax payer’s backs of
account and records according to the income tas ke applicable the tax authorities or
Administration in the income tax assessment procdss research paper is divided in to
three chapters. The first chapter discusses defisitof tax and general background of

tax imposing assessment and collection.

The second chapter deals with the canoepssessment on taxpayer’s books of
income tax assessment on taxpayer's books of atctyoes and ways of income tax
assessment, computation of taxable income, exempggclusion, tax rate and the
importance of books account in assessing income Taer third Chapter deals with
federal Inland Revenue and its tax Jurisdiction ggoand involved in assessment of
income tax on taxpayer’s in detail. Finally, a dos®n and some recommendation are
presented



Chapter One

General back ground of taxation

Before we discuss in detail the historical backgbuof tax imposing
assessment and collection it is important to deteeterm “tax” according to different
authors.

1.1Definition

Black’s law dictionary defines the term tax as:

A charge by the government on the income of arviddal dual corporation as
well as the value of an estate or gift.

A particular burden laid up on individual or propeto support the government and is a
payment exacted by the legislative authotity.

We can understand from the above definition thatg levied on a person and
organization that carries out business activitiesl gain income from it. So the
payment of tax concerns not only natural personsalso legal person or organization,

and corporations, which carry out business aotisiti

Tax isalso defined as:

Public burdens imposed generally up on the inthats of the state or up on
some civil there of for government purpose with meference to peculiar benefits to

particular individual or property.



It is clear from this definition that states inggotax on their citizens with out any
direct and reciprocal benefit to tax payers. Butshiould be underlined that tax
authorities should make clear/ to the tax payerréason for forcing them to pay tax

and the purpose for which the amount collected Isetused.

Bhatia defines tax as those who are taxed hayayahe sums irrespective of

only corresponding return of Services or goodsheygovernmert.

From the above definition we can underdtthat the major characteristic of a
tax is its obligatory nature. Tax payers may natggeportional benefit for contribution
however he/she is under obligation to pay tax i@ ¢common good. But before a tax
authority forces tax payer to pay tax it is impattéo raise their awareness regarding
the purpose and the objective of tax .If this wisrkffectively done by the tax authority

it may enable the authority easily to collect taxdwe time and to achieve its aim.

Tax can also be defined as:

A compulsory contribution made by citizens the support of governments
operation of the various legitimate functions of tevernment.this definition makes
clear that tax is the main source of public reverttxery independent sovereign state
tax need to collect on due time in order to disghats obligation of enhancing the rate

of social, economic and political development.

It can be observed from the above discusianthe different theorists define tax
in different ways. However gathered they conveyilsimmessage concerning the
objective of imposing tax. In all definition the maobjective of taxation is to support

the government revenue as a main source of finance.



According to these definitions taxation in order hong the social and economic
development of a country there should be a meanseokEnue for a government. Tax is
one of the most essential revenues of the govermnesery person who derives
income is required to pay tax. As the result taynpant is compulsory because every
person is directly or indirectly the beneficiarylaiv full activities of a government. So

in most

Countries the government imposes and levies tath®iproper implementation socio-

economic policies.

Governments before it levies tax it must fulfikrtain pre-conditions as to
effectively perform the duty on due time with oayaifficulty First and for most taxes
should be based on the individual's ability. So whestate issues tax laws it should try
to avoid any ground for complaint. Thus the ledig& body must consider the tax

payer is ability to pay the tax.

If the tax law is convenient to the taaypr the tax authorities may fail to
consider the ability to pay of tax payers by usitgy direction any power in the

implementation of the law and while imposing, eoting tax.

The failure to consider the ability of tax payastan influence on government
revenue. A government usually needs money. Thel&gie body has power to enact a
tax law and then it is the executive that will es® the law. It will examine the

activities tax administrations.

The administration impose tax in accordance widme reasonable rule
proportioning by the authority of a sovereign stateorder to achieve the /aim/ of

development and enhance the progression in ewerfulhactivity of a sovereign state



1.2. Background of taxation

The imposition and assessment of tax etebed to have emerged with
establishment of government. In Ethiopia it is thfficult to indicate the exact date
and time when taxation began. Some document itedidhat taxation was introduced
during the period of king Zarayacob in"™&. In 19" C during the regime of emperor

Menilk, tax was levied by money until the time taa&s paid either in kind or by wage.

In 1917 and 1926 E .c .Tax was constnally levied on all Ethiopian persons
who were engaged in military activity and contrdomoney for the purpose of public
interest. It is also introduced with development givernment. This was a great
progress in which an intention to commence a modaxation on the side of

government was witnesséd.

After the Italian invasion the formal tgtoclamation was promulgated in
September 1936 E.C by proclamation No 60/1936 El@t.imposed an obligation to
pay income tax on any person and employee. Thislgration opened the way to
begin the modern tax imposition, assessment andction in Ethiopia. The 1953 tax
proclamation No 173/53 E.C replaced the earlieclaroation and followed the Indian
type proclamation that was lived by pro No 173/5840 by the way of estimation and
on the basis of taxpayer books of account recocdsrding to their category of the

taxpayer.

1.3 Principles of taxation

The principle of taxation is important for achiegithe objective of taxation.

Then a good tax system is one of designed on tiairky for all tax payers.



The noted economic philosopher Adam Smitthis book an inquiry in to the
Nature and Causes of wealth of nations almostaseprinciples of taxation. The first
set is such principles which were enunciates dieccaanons of taxatiohThey where
interested in the ways by which an economy caresse its productive capacity and
there achieve a higher rate of growtRFurther more the firm view that the private
sector is more efficient than the public one aretdfore the primary responsibility of

economy growths are with the private sector.

The various principles enunciated bgremists will be discussed as follows
.There are four Canon of taxation as prescribeddsgm Smith. The first principle is

the canon of equality.

This canon proclaims that a good tax is that wisdbased on the principle of equality.
It requires that the income of a person that enfmysection of the stat® should be

taxed on the proportional rate of taxation. Howetres principle is unacceptable for
some scholars or economists. They argue that ibgvee with the more propositions
that income is subject to diminishing marginalitytithen the richer more pay a large

proportion of their income as impact tax that is taxation is progressive.

The second principle provided byremmist is the principle of certainty. This
principle implies that the tax payer should be weformed of the period of time
amount and method of tax payment .According pinisciple. The tax which is each
individual is blunt to pay ought to be certain amat arbitrary. Based on this principle
the tax rules should specify when the tax is topba&l, how it's to be paid and the
amount to be paid. A tax system rules must enableptiyers to determine what is
subject to tax and at certainty based on the natutkeir transactions with applicable

laws. Philosophers emphasis on this principle afaion that a very considerable.

The third principle implies that the mode anditig of tax payment should be
so for as possible convenient to the tax payerthsy principle every tax ought to be
convenient for the contributor to pay it. If not, will be difficult to avoid the

unnecessary trouble to the tax payer. The conveaiehtax payment is important to



ensure compliance with the tax system. The fouymtinciple is the principle of

economy According to this principle the cost oflediion of taxes should be the
minimum possible, if not to impose tax which is @ficult to administer. Totally if

there is a good tax system the tax payer shouldwothe principle and create the
efficiency and fairness in taxation.

1.4 Problem Associated with tax authori  ty

Under this topic, | will try to raise some basigimds, which hinder the proper
income tax imposing and assessment on taxpayeolsshaf account and records.

The problem which is relate to the tax administratithe taxpayers or problems of laws
and their implementation.

The problems of laws and their implementation agosis and critical Unless we
alleviate such problems, which is impossible tolezl revenue for a government
properly and create smooth and trustable relatipnsatween the tax administration
and the taxpayers. Thus, it is important to disctiss problems in detail and

recommend possible solution in this research paper.

1.4.1. Lack of Awareness

According to my observation, in general most of Revenue department heads,
team leaders and auditors do not know tax poliapciples of taxation and tax laws
properly stated under Art 40 of the Ethiopian meotax proclamation No.286/2002.
Consequently, they do not perform their duties atoadance with such code of

conduct.



1.4.2 Transparency and accountability

Transparency and accountability are the key elesngfrthe service delivery.
As result, the tax authority must strictly makesésvice transparent and accountable so
as to help correct the employee who commit misiakiéhe tax imposing assessment

and collecting of income tax or on the taxpayerksoaccount and records.

However, practically, the tax liability in the taxithority doesn't fulfill the requirement
of transparency and accountability. When the takarity rejects the books of account
of taxpayers the reason for rejection of his baufks

Account and records should be clearly stated itimgrin the assessment notification.

1.4.3 Effective Control Mechanisms

The tax authority before interning to its duty,ist important to establish
effective and conseqiontive control mechanismsrideoto achieve its aim. But in case

of the tax administration or the tax Authority, thés problem regarding these issues.

In the case of internal effective control mecharsiseven though the tax
authority is expected and obliged to apply guidedj rules and others control methods
for their employees in doing their day to day atigg especially auditors in assessing
income tax on tax payers books of account, themoisuch mechanisms in the tax
authority to control the employees related withtdoeassessment.



The absence of such mechanisms gives the tax mffatiscretion to use extremely
subjective measurement in the process of assesg®nigix liability on the basis of the
taxpayer’'s books of account. Assessment of taxlitiabbased on such measurement
creates differences. Disparity of treatment of widlial taxpayers especially tax
imposing differ from auditors to auditors withiretsame revenue department and from

sub — city to sub- city is observed.

In addition to this auditors of thextauthority always presume in
assessing the income tax on taxpayer's books obumtcthat the taxpayers who
maintain the their books of account and recorddemisthe tax authority by including
false and misleading statements in their books aabant and records rather than

considering tax payer’s as stakeholders.

Lack of such control mechanism leads the emplopédise tax authority to be
corrupted. Prejudice the taxpayers in the assedsmpestess; create unhealthy
relationship between the tax authority and the dag®ps. And taxpayers will be
prepared to evade their tax liability. The taxpayey establishing P.L.C shift their tax
liability from the city administration to federabgernment and this may have its own

impact on the revenue of the city administration.

In relation to external control mecharssmncome tax proclamation No
286/2002 under Art 38 empowers the tax authoritint@stigate the place of business
activities or practice of taxpayers and relatedudoent by sending dully accredited
inspectors. But practically, the tax authority does have any inspector to perform the
above legal duty to control the taxpayers who fladir tax liability obligations. The
failure of the tax authority to enforce its legaityl stated in the above article creates
difference in the treatment of legal and the illegapayers. Such difference also,

10



contradict with economy, market and tax policiestte# country, encouraging unfair

trade between the traders.

1.4.4 Adequate Skilled Man power

As we have discussed earlier, the revenue in tire &f tax is the backbone of
the government to achieve its main purpose. Theemorent should strengthen the
capacity of the tax authority in terms of skillecampower with different professions

such as economics, sociology, and accounting, tedsa on with adequate theoretical,

and practical knowledge. However, in reality, mofthe tax authority employees are

not well trained and they are not available inisight in number.

The causes of these problems are different. Orikeo€auses is that the salary
of the employees is not attractive and doesn’t idemsthe market values of such
professionals. The other one is that lack of adegaad consecutive training to the
employees. Moreover, the tax authorities nevernohtedo promote and motivate its
employees. Consequently, a few numbers of skillegleyees of the tax authority are
forced to migrate for a better salary and workingienment as compared to the tax
authority. Because of such reasons, the tax atyhevill be obliged to employ

temporary civil servants who are not skilled angdexienced in the field of this area.

The lack of skilled full time employees disablke tax authority to enforce and
implement the law as provided. In addition to thssich disability creates lack of

efficiency, irresponsiveness, arbitrariness, negadttitude towards the taxpayers.

Voiding trustable and smooth relationship betwdentax authority and the taxpayers.

This may reduce the income of the government

1.5 Problem Associated with Taxpayers

There are problem in connection with taxpayers sewes. These include:

11



1.5.1 Lack of Awareness

To identify the lack of awareness related inltaxs and for what purpose tax

is called by the government. As a major problertagfpayers;

The case of awareness in tax law, most of ourtaitpayers don’t know the
right and duties specified under the tax law. Is thspect even if the tax authority
sometimes tries to create awareness through itgel@aand by the relevant bodies by
preparing Workshop, seminar, symposium, and conéer¢o the taxpayers at different
time, they are not willing to participate in sudlegrams to develop their knowledge in

tax law.

The other one is lack of awareness related to thipgse of tax. Most of our
taxpayers do not have adequate understanding regétte government activities and
for what purpose tax is collected from the taxpayeétow ever, the taxpayer must
know clearly that the government is collecting ttax in order to fulfill social,

economic and political needs for its society.

1.5.2 The tax payer’s desire

In this regard, the taxpayers mostly have differerdsons to cheat the tax
authority. One is to evade the tax liability. Th&gayers prepare their books of account
and records for the tax purpose in a day or a watiler than maintaining it from the
beginning to end of the tax year. Some of tax payeaintain two types of books of
account and records that is one for purpose ofatak the other one is to know the

transaction of the business activities for theinqwrpose.

12



1.5.3 Lack of Education

This is the basic instrument to achieve the gadknided. It is very essential to
communicate from foreign and domestic traders twehadequate information to

strengthen their trade activity in quality and ditgn

Most of our taxpayers are illiterate. Becausetbis they are not able to get
enough information and enhance their trade actitatyexecute their obligation of
paying tax which they ought to pay and it even rsgkem unable to request their right
specified under the law which is to be implemenrtgdhe tax authority. Even if they
know the fact that they are illiterate; they do nsé professionals to maintain books of
account and records for their businesses. Thisingplg to avoid costs related to
maintaining books of account and records such ashpsing books and employing

skilled manpower.
1.6. Problem of the law and its implicat ion

It is easy to indicate the problem related with the, which influence the
Imposing, assessment and collection of different&iof tax based on taxpayer books
of account and records according to the tax lawelfsay law, it is clear that is includes

proclamation, regulation and directives.
Income tax proclamation No.286/2002 Art. 69 provitle

“For any reasons, the records and books of acaeninacceptable to the tax

authority. The tax authority, may asses the tardiymation®

13



When legislative body enacted this lavdid not consider the existing economic,
social and political situations. It merely includgatch article by taking from income tax
proclamation No. 173/53 Art 40 .This was promulga#0 years ago. Thus, the
legislative body, which adopted this article, diok thnave any new intention different
from the legislative body, which promulgated incotag proclamation No 173/53 It
only incorporates the intention of the perviousidigive body. As far as the phrase
“for any reason” in art 69 of the income tax procédion No 286/2002 is concerned,

we can see two different options of scholars.

Some academicians and officials in thxeatathority argue thahe phrase
enables the tax authority to discharge its dutyiairgdan instrument to control and

administer the taxpayers who failed to maintairperdooks of accounts and recotds.

Even the tax authority accept the bobkozount for some tax payers who want
to avoid or evade taxes use their right impropang then would not pay fair tax as
compared to similar taxpayers by this option we waalerstand that a phrase “for any
reason” helps the tax authority as an instrumenbtdrol the taxpayers in supporting
the above argument.

On the other hand, it is possible to argue that phrase discourages and
frustrates the taxpayers from maintaining bookaaaount and records. Similarly some
scholars says that “--- Tax laws should not gileeolute power to the tax authority in
process of taxation” because the tax payers mayHaesince the tax authority is able
to reject their books of account and records for riason. Why do we maintain books
of account and records and spend money for suettreple books of account and
records. Most of the tax authority officials arghat such phrases is a means of control
mechanism, some officials argue to the contraryn&of the officials argued to this
phrase said:-

14



“I think this phrase is prejudicial to the propax payers”

According to the writer of this paper , the phrase-- for any reason ----“ gives the
tax authority unlimited and extreme discretionaoyvpr to reject the tax payers books
of account and the records when ever it feels liken an arbitrary manner. Such type
of decisions by the tax authority jeopardizes tightrof the taxpayers. For instance,
because of non — aggregation of income by the tgtpathe tax authority easily
rejects — the taxpayer’'s books of account and dscoather than assessing the tax
liability by aggregating the incomes of taxpayelmagtordance to Art 70 of the income
tax proclamation No 286/2002 a taxpayer.

Always required submitting payment vouchers of plaechase of tomato, fire
wood, onions, potatoes, and other similar goodvis never expected in the existing
tangible circumstances. Moreover, the tax auth@iyepts the income of the taxpayer
derived from the above goods for its benefits seasing the income tax liability of the

taxpayer after rejecting the expenses of the algoweds, which is totally unfair

Because of the above and other similar unjustéialeasons, when the tax
authority assesses the tax liability of the tax guagy the way of estimation, the
taxpayers are obliged to pay high amount of taxctvlthey never earned. This also
forces the taxpayers to terminate their businessitées. Consequently, it creates
unfair competition between taxpayers, causes mautistortions, discourages
investment, reduces different types of governmewemue and causes social economic

crises by increasing the number of unemployed.
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In addition to the above legal problem, the othed anost essential legal problem
relates to the directives, which are issued by d¢he Administration of Revenue

Agency in Addis.

In this regard, we can identify three main proldeam. lack of polarization enactment

by unauthorized body and contradiction to the law.

Directives serve as a guideline for the officiaé the tax authority and
taxpayers to discharge their duties properly in doge. How ever, most of the
directives enacted by the revenue agency of thieodties are not publicized as to be
known by the taxpayers. Even most of the employédke tax authority are unaware
of them. Thus, the absence of the publication efdinectives to reach to the employees
of the tax authority and to the tax payer’s withappropriate time makes directives
paralyzed and ineffective to create trustable andath relation ship between the tax

authority and taxpayer’s.

The legislative body when it enacts income taxclamation No. 286/2002
under Art 42 sub article d and Art.2 sub articldsaiithorized the Ministry of Finance
and economic development to issue directives fer libtter implementation of the
above proclamation and regulations issued therernel regulation No. 78/2002. In
addition to these provisions Art — 26 of the Retjala authorized the ministry of

revenue to issue directives for the proper implaaten of this regulation.

How ever, giving this power to different organ hssown problem. Thus, it is very
difficult to implement which one in practice. It #éso important to remember that the
directives, which may be issued by ministry of mawe based on Art. 26 or regulation
No 78/2002 is given to the head of Finance and &eom development Bureau.
However, practically, the Revenue Agency of thg @sues such directives even if it
has a problem the directive issued by unauthorizegbn still determines the
assessment of income tax based on the taxpayeolsshaf account and records with
out legal ground. Likewise, such directive alwaysvails over the stated proclamation

and regulation practically.
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In principle directives should never contradict tiierarchy of the superior laws i.e.
proclamation and regulation. Nevertheless, withardgto directives issued by the
Revenue Agency of city administration it contraglitthe income tax proclamation No
286/2002 and Regulation N0.78/2002. For instange;lamation No. 286/2002 makes

mandatory for taxpayer’s which is category

“A” and “B” to maintain books of account and recerdf those taxpayers fail to
maintain books of account and records for two ogdlconsecutive years, the law urges
the tax authority to notify to licensing authority suspend or revoke the taxpayer’s
license respectively. In addition to this regulatido. 78/2002 encourages category
“C” taxpayers to maintain books of account and rés@nd subsequently acceptable to
the tax authority the authority shall assess tkdighility on the basis of such books of
account and records. Therefore, both proclamatind eegulation encourage all
taxpayers to maintain books of account and recordereseeing the importance of

books of account and records in assessing incoxne ta

However, revenue agency of the city administraissnes directives contrary to

the above stated laws.

From the above articles of the directive especi#itie underlined phrases
indicated that the revenue Agency issues the dineecinly to boost its revenue rather
than issuing directives, which coincides with theglamation and the regulation. In
addition to contradicting the law, such directivdiscourage all taxpayers from
maintaining books of account and records. At theeséime, such directives prejudice

the right of taxpayers in requesting to pay mosmntthey were expected to pay.

Most of the tax officials who respewdto my questionnaire agree with
the above opinion. To site a sample of the respgin&n by some tax officials may be

important here.
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“Most directives focus only to enhance fovernment revenue, by forgetting the

impact on the taxpayers”

“Of course directives may be drawn to implement phaclamation by the authorized

body given in the proclamation. In my opinion inist the case of to be unauthorized

but it is the case of giving due attention, timel gmofessional person to draw these
directives.” Therefore, the Revenue Agency of thigy @dministration, with out

authorization issues directives to execute its datg way it feels better rather than
issuing directive, which goes in line with proclaioa and regulation. As the result
such directives prejudice the right of taxpayerbjcl is insured by the proclamation
and Regulation. Moreover, it creates unfair contipeti between taxpayers, distorts

market, reduces revenues, discourages investmertaarses social crises.

1.7. Exclusion

The term Exclusion on the other hand reti@rs
“Items that are excluded frgmoss income (i.e. not taxed) because of

particular I.R.C. Provision**

From the above definition, we can undetdrat some thing is totally excluded
from income tax payment. This means the incomdlyotacluded from tax liability is
not part of taxable income. The legislative orgaaats laws providing for exclusion by
considering social policy. Provisions in a tax I#vat favor education, religious and

charitable organizations reflect a desire to ermgeirand support of the institutiohs.

1.8. Tax rate

The income tax structure is predominamt @ell-known tax rate structures are

three types, proportional, progressive and regregaix rate structure. The common
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classification usually applied in taxation is o thasis of degree of progression of a
tax. A tax rate is called proportional, when tlag tiability increases on the same
proportion as increases of incoffeOn the other hand, if the liability increases in
absolute terms as the income increases it is krasva progressive reHtln case of

proportional rate, both the tax liability and tlleaome increase in the same proportion,
whereas in the case of progressive rate increageoife gives rise to an increase of
tax liability so not increase in the same proportibhe progressive tax rate is the tax

liability as proportional of income falls with tliecrease incom&

The term tax rate on other hand is teagenote the amount of tax per unit of
the tax base. Accordingly, therefore the tax iat@roportional where the tax rate
remains unchanged for each unit of the base. Bheifate rises as the tax base
increase, the tax rate is progressive and it isessive if the rate diminishes as the
income increases.

When we come back to our income tax law, proclamnahl0. 286/2002 adopted two
types of tax rates, which are proportional, andypessive tax rate based on the nature

of the taxpayer.

On income of corporate bodies thirty percent (30%iaxable income.
On income of person or individuals frten percent up to thirty five percent
Percent (10%-35%) of taxable inccthe.
As compared to the previous income tax rate theeotrproclamation provides a
reduced tax rate on business income as a measutes dhx reform progress. The

reduced tax rate is believed to serve as an inwergtmcentive.
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Chapter two

The concept of assessment

Tax assessments of Income tax opayger’s books of account have a great
role for both the taxpayer and the tax authorityhie process of tax administration. The
concept of assessment of income tax on taxpayeo&dof account is highly related
with the formation and development of accountindnefefore, let us see some
definitions and principles of accounting.

Authorsdefine accounting as:

“... The process of identifying, measurargd communicating

economic information to permit informeaigment and decision by

users of the informatioh”

This definition makes clear that accaumis useful for users in leading them to

make a good decision as it is a process of idengjfymeasuring and communicating

economic information.

Accounting can also be defined as;-
“... The art of recording, classifying asuimmarizing in terms of

money transaction and events of a firrdmmbharacter and

interpreting the results there of.”
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We can understand that the accounting is very itapbrin business activity and

transactions. So the principles of accountingé@@cerned, there are many principles
of accounting, such as, going concern, accrualsistency and prudenéeAccounting
is also related with the tax assessment on taxjsayeoks of accounts

On the other hand we can understand fromath@ve principles two of the
methods of accounting are mentioned in proclamatmn?286/2002. These are:-
Cash base Accountirfgand
Accrual base Accountifig

In this Article 58(2) of the Income Tax Blamation, a business entity may
prepare its accounts either on cash basis or oruacbasis. In each base system,
entries are recorded omhe basis of actual receipt of cash or actual payroécash.
When income is earned by a business or expenddureurred by it, no entries are
made in account books. Thus accrued income i.@mecearned but not received or
outstanding expense i.e. expenses incurred butoybé paid are completely ignored

when final accounts are prepared according to timeiple of accounting

The actual basis of accounting is the findrefiect of the transaction is recorded in
the books as and when they occur irrespective tfahiceceipt or payment of cash.
This system relates the revenue and expenses tacttwinting period during which
they were earned or incurred. Companies are retjureder Article 58(3) of the

proclamation to account for tax purposes on acdrasis.
The concept of books of account andnédsbave got statutory base in the 1960

Ethiopia commercial code imposes obligations oders and business organization to

maintain books of account and other necessary dewstgh
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The Income tax proclamation No. 173/53(lie down)igdies to some taxpayers to
maintain books of accounts and records. Theseategary “A” and “B” taxpayers for

the purpose of income tax assessment especiallgdome from business.

The Income tax proclamation 886/2002 and Regulation No. 78/2080
provide a similar obligation like pro. No. 173/53s(amended). In all cases the
taxpayers have to maintain books of account anordedn a better way by considering

the current situations and government policy.

2.1 Definition of Assessment

Before dealing with detail theéyof income tax assessment, it is better to
define what is meant by assessment. Assessmensmean
“...the listing and valuation of peapy for the purpose of apportioning a tax
alone or in proportion to benefit received. Alsdedmine the share of a tax to be paid
by each of many people, apportioning the entiredae levied among the different tax
payers establishing the proportion due from ach.

It indicated to the above, definitiassessment could be computation and
determination of the amount of tax payable, andetones it could be the process of
determining taxable income to which a given tae gtplies up on the person who has
received benefit.

The assessment of Books of Account Trainingnhéé prepared by the tax authority
or tax administration revenue Agency defines gmmt‘Assessment” as follows:-
“An assessment is bdli@review by tax officials of a
Tax declaration andbinfiation provided by the tax payer
and a verification bétarithmetical and financial

110

accuracy of the dedatieex liability
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One can understand from the above definition, tae &uthority evaluates the
arithmetical and financial accuracy based on tikpawger's declaration and information
to determine the tax liability upon the taxpayerberefore, assessment refers to the

whole procedure of assesses is to imposing thkataility upon the taxpayers.

2.2 Types of Assessment

The tax authority or the tax administia and the taxpayer play a significant
role in the preparation and submissions of taxrmfdion. By considering their role

assessment will be divided into two. We will trysee each of them.

A. Self Assessment

Each taxpayer has their schedule, rdowg to their categories which is
provided under the current income tax proclamahlon 286/2002 does the declaration
of income tax. Declaration except that of employmieicome tax is an obligation
imposed on the taxpayer himself. On the other haodprding to Art. 10 sub art. 2, of
the proclamation income tax from employment is motmally subject to declaration
since it is payable through the withholding schéméhe employer.

In another way, according to Proclamation No0.2862 Art 64 types of income
declaration has a duty of the tax to make declamaginnually on due time which are
provided by the law. After the declaration has bewe, the tax authority shall have a
duty to determine the income tax within 5 yearsoading to Art. 71 of the
proclamation. If the tax authority fails to detenmithe tax liability within the specified
period and it be known to the taxpayer, the incamewill be barred by the time
limitation. However, if the taxpayers had made eva®r fraud during his declaration,
the tax authority has a power to determine theetzen after the limitation period has
lapsed-*
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B. Regular Assessment

The tax administration or authority has a mandat&sk to request the taxpayers
to produce his books account with all necessarmyrimétion materials, and documents.
Which are useful for the assessment of payableltaaddition to this, tax authority
shall have the power to send duly accredited irtspedo the place of business or
practice of the tax payers in order to verify thetesments and to erects vouchers, stacks

of other material items document and account mgdaédtax payet?

At the regular assessment auditing @eisin of accounts and details of the
taxpayer’s accounts should be carried out by theatahority. Assessment concerning
the schedule “C” the details of examination candbee on the balance sheets, the
profit and loss statement or accounts, informaiand inquiries of the files. Through
investigation, if the tax authority obtains unpdak, it has the right tax authority
obtains unpaid tax, it has right to oblige the &yqy to pay such amount of tax by
giving assessment notificatibtbefore the limitation period of time

According to the proclamation assessment l@arcarried out by the following
ways:

> Assessment by book of Accoutits

> Assessment by Estimatith

> Standard Assesseméht

In this section, we have seen the ways or teeesy of income tax assessment in our

income tax law. In the next section, we will dissube above- mentioned ways on
system of assessment of income tax in details.
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2.2.1 Types of Tax Assessment

As we have mention in the above section accordingroclamation No.

286/2002, there are three ways or systems of indaxassessments.
2.2.1.1 Assessment on tax payer books of account

According to Ethiopian taxation system income taxyrbe paid on the basis
of books of account and records maintained by tgeqsa So for the purpose of tax
assessment especially for schedule “C” which appghbebusiness profit tax, taxpayers
classified under categories “A” and “B” have theligdtion to maintain books of
account and other necessary documents, which eatelb the purchase activity those
necessary for the tax assrssnifnt.

Those taxpayers who are obliged to keep booksafuat records are required to
submit them to the authority for inspection upoguest personally or by their dully
appointed representatives.

According to Art 19 of the income tax région No. 78/2002 balance sheet and
profit and loss statement shall disclose the failhg-
» Gross profit and the manner, in which it is compute
» General and administrative expense,
» Depreciation, and
» Other reserves,

As Per Article 48 of the Income Tax &amnation, the tax payer shall submit to
the authority within specified period of time thecthrations of the income supported
by appropriate documents vouchers and pay the iadarforthwith.

Conversely, if a taxpayer either fadssubmit his books of account and records
or the authority rejects them for any reason, assest of income tax liability is
conducted by estimation. Thus, failure to maintasnks of accounts and late
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declaration of annual income within the specifimaet shall entail penalty proclamation
No0286/94 from Art 86-92.

2.2.1.2. Assessment by Estimation

The income tax proclamation gives powo the authority to determine the

income tax by estimation on the following situation

» When the tax payer which belongs to categories &d “B” fail to maintain

books of account and recortfs.
> When the books of account is rejected for any redsatax authority’

In this regard, whenever taxpayers’ books of actoware not accepted for any

assessment by estimation it will be based on andwaed on the following manners

» By the daily income estimation
» By the information of purchases and

» By aggregation of both of them

As it is maintained above, the daigome estimation is conducted now by the
committee of daily income estimators of the kebdlbe committee by collecting
information from the taxpayers and other personthéotax administration. Whenever
income tax is assessed by estimation, informatouidcbe a necessary tool in assessing
the income in this connection, Information shout dwllected from different places,
when information on purchase and sales are negessaddition to the daily income

estimation and also assessment can be conducegyggation of both of them.
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2.2.1.3 Standard Assessment

This proclamation No. 286/2002 hasodticed this kind of assessment. It is
useful to assess the tax liability of the taxpayen® do not maintain books of account
and records and when ever it is impossible to mfetrination of the tax authority from
the third party about such taxpayer’s businesyiagti

This standard assessment especially desigmethtegory “C” tax payers based on
the schedule issued by council of ministers regaian considering the variations and
types of business, business size and businessodiec&ince it is fixed amount in
advance and avoid the assessment problem for ¥paytar, it may create smooth

relation ship with the taxpayers and the tax adstiaiion.

2.2.2 Computation Taxable Income

Before we discuss the whole procedof income tax assessment on
taxpayer’s books of account and records to comih@eax payable income, it is better

to define important terms, which are very usefuddsily understand the matter.

The term “Income” is defined on the proclamation. 86/2002 as:- Art 2 Income
“shall mean”
“Every sort of economic benefit includingn-recurring gains in cash

orin kind, from whatever sourceided which is mentioned

Proc Art 2/10 and in whatever fromdpaiedited or recevid?®
In the same proclamation “Taxable Income” is defias:-

“The amount of income subject to taxeaffeductible items allowed under this
proclamation and regulations issued therurfder”

For ever businessman or person taxalcleme is computed for each tax period
on the basis of profit and loss of account othezvikisown as income statement which

should be prepared in accordance with General Aedefsccounting Principles and
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Subject to provisions of income Tax proclamation. R86/2002, Regulation No.

78/2002, and related directives issued by the gpjate or authorized organ.
2.2.2.1 Computing Taxable Income

Using the income statement, taxabt®ine of businessman or body can be
determined by the following ways:- according te thx proclamation

1. Take the gross income as shown in the income sgaiewhich is prepared in
accordance with the generally acceptable accouptingiples.

2. Deduct expense from gross income in accordawdé the income tax
proclamation and regulatiéhwhich isthe direct cost of producing the income, such as
3. the direct cost of manufacturing, purchasingponmation selling and such other

similar costs.

4. Add back any item deducted if the expenses, wlsgiot located by the Income
Tax proclamation and RegulatfGrproperly.

5. Finally we can get the taxable income. After gettihe taxable income we can
easily determine the tax liability on the basidlué legal personality of the tax payers.
If the taxpayer is corporate body multiple by thipercent (30%) proportional income
tax rate.

Person who is engaged in hotel business acsubmits a profit and loss statement
to the authority as follows:-
Sale of the hotel alcohol the amount of Birr fiages of the hotel and the operating

expense.

1. Excise tax

For various purposes excise tax is leveldath specified dimensionally produced
and imported goods According to the proclamatio3®2002 there are three reasons

why the government imposes excise tax on impomedd@mmestically produced goods.
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The first is to discourage the importation of luxwend basic goods which have
inelastic demand. The second is to defer the eotrjhazardous goods that have
detriment effect to social health and cause Sioklems.

Since Jan wary 2003 the Ethiopian governnies reduced the minimum and
maximum excise tax rate to 10 and 100 percent ctispé/. Preciously the maximum
tax rate was 150, Percent. The Ethiopian customoaECUA) collects excise tax on
occur 60 various kinds of commodities. Some ofithported items that are subject to
excise tax include cigarettes. Soft drinks alcahdleverages vehicles, magnetic tax
type or other video recording or reproducing apferaelevision camera, radio broad
cost receivers combined with VCD or DVD players #mers>*

Excise tax is compounded and charged on tia¢ @b the CLF Value multiplied by

excise tax rate.

2. VAT

In Ethiopia VAT is levied at a flat percentagee. To the exclusion of goods stated
under Art 8 of the proclamation No285/2003 and goedampled frame VAT by the
direction issued by the ministry of finance and lmwoic. Development; VAT is levied
on all imported goods and is collected by custotretandard rate of 15 Percent of CIF
plus any other import taxes. Some of the items senvices exempted from VAT

include.?®

The supply of import of national or currency andseturities

» The import of gold to be transferred to the Natldyank of Ethiopia

» The import or supply of prescription drugs speeedi in directive issued by the
ministry of Health and the rendering of media sesi

» The supply of goods and rendering of services enftim of humanitarian aid as
well as import of goods transferred to state agenand public organization for the

purpose of rehabilitation after natural disastedustrial accidents.
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» Goods imported by the government or organizatianstitution or projects
exempted from doted and other import taxes to #ten¢ provided by law or by

agreement.

3. with holding tax

In Ethiopia with holding tax rate is levied on comntial imported items on a flat rate
i.e. 3 percent of CLE®

4. Sur tax
In Ethiopia sur tax is levied on all goods importado the county at that percentage

rate of 10% except fertilizers, petroleum and ladnits, motor vehicles for freight and
passengers, and special purpose motor vehiclesafdjrspacecraft, and pats there of
and capital (investment goods).In this chaptemgitehas been made to introduce the

Ethiopian tax authority in pancreas and its operati

2.2.3 Tax Exemption

Exemption is defined as
“... Freedom from a general duty of seeyicnmunity from a

General burden, tax or charge or immyufinom the payment of taxé.

We can understand, from the above esmeshat the taxpayer is free from
legal duty of taxation or payment of taxes. Theidedjve body does this by
considering the socio-economic state of the so@ety other relevant circumstances.
The concept of exemption is that the amount exetnigtalready assessed and included

in brackets of each respective schedule but exehiptgpayment, which it is a part
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oftaxable income but exempted from payment of takgemption under the Ethiopian
tax system is provided by Income tax proclamatather municipal laws, international
treaties and conventions. Exemption of tax is thegy of Minster and the council of

Minister by proclamation No0.286/2002 Regulation M8/2002, for example exempted

income from the tax for similar policy reasdis.
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Chapter Three
Federal Inland Revenue

Federal inland revenue as a incomepwclamation No 286/94 Art 2/13/
Stated is in land revenue /tax Authority/ shall mélae Federal inland Revenue Head
office or any of its branch offices establishedainy part of Ethiopia and the tax
authorities of the Regional states. It is under Miaster of finance. “Minster” shall
mean the Minster of finance and Economic Develogm&nd Ministery Shall mean
the Ministery of finance and Economic DevelopmeAnd Ethiopia has its own fiscal
year mean that the budgetary year. Accordingfietal year inland revenue has lay
down the tax on the tax payers according the domisin Art 96 the federal power of
taxation.
1. The federal Government shall levy and collect awstduties, taxes and other
charges on imports and exports.
2. 2. It shall levy and collate income tax on emplayeéthe Federal government and
internal organizations.
3. It shall levy and collect income profit, sales atise taxes on enterprises owned
by the federal government.
4. It shall tax the income and winnings of nationaltddes and other games of
chances.
5. It shall levy and collect taxes on the income of il and sea transport services
6. It shall levy and collect taxes on incomes of hsuaed properties owned by the
Federal Government, It shall tax rents.
7. It shall determine and collect fees and changestingl to licenses issued and
services rendered by organs of the Federal Goverame
8. It shall levy and collect taxes on monopolies
9. It shall levy and collect Federal stamp duties.
So by those given constitutional powerdfatiinland revenue collect the tax
impose assesses and collect from the tax payersstétted in chapter two the

concept of assessment federal inland revenue s@esament according their
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categories tax paupers books of account assesdmyemttimation and by the
standard assessment. On this activity there mats problems which is related with
tax authority and related with tax payers then pheblem of the low and its
implication. Under this section | will try to is® same points as it was mentioned
is the pervious chapter there is lack of awarenlesse the revenue department
heads team leader and auditors do not know th@dé&y, principles of taxation
and tax laws properly. It is stated under the famation No 286/2002 Art 40.

The other problem is Transpayencaccountability and lack of
effective control mechanisms. Transparency and .adebility are the key
elements of the service delivery. So the tax aitthanust strictly make its service
transparence and accountable. The employee who itomistake in the tax
imposing assessing and collecting of tax or ontdlxepayer book’s of account and
records. It is essential internal effective cohtmeechanisms. Even though the
authority is expected an obliged to apply guidesdirrules and other control
mechanisms.

Lack of such control mechanism letes employees of the tax authority
to be corrupted. Prejudice the tax paupers in tbgessment process, create
unhealthy relationship between the taxpayer aedaththority and the tax payer
will be prepared to evade their tax liability so dadio this problem federal tax
authority must create the internal and externatrcbmechanism.

Problems associated with taxpayers eosbl@m in connection with taxpayer
themselves. These include Lock awareness lack e¢agdn and the tax payer’'s
desire. Most of the taxpayers don’t know theihtignd duties specified under the
tax law. In this respect even if the tax authositynetimes tries to create awareness
through its lawyers and by the relevant bodies tparing workshop, seminar,
symposium and conference to the taxpayers at difteime. They are not willing
to participate in such programs to develop theiovikedge in tax law And the
taxpayer don't have adequate under standing regaittie government activities
and for what purpose tax is collect from the taxgraldow ever the tax payer must
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know clearly that the government is collecting th& in order to fulfill social

economic and political needs for its society.

3.1. Features of Taxation

The importance of defmit is to distinguish a concept from similar

concepts that are ambiguous with the term to biaelgf Therefore, we

have to distinguish taxes from fines, fees, peemltind etc. It is tried to discuss the

difference between taxes and other revenue sobatew.

As recognized by US law, user fees ahdrges are closely related and
generally share certain basic characteristicsdtffers them from taxeSFirst, they are
imposed on specific persons, activities or propsrtthat burden the rest of the
population. Second, they come with a distinct $é¢gal protections to ensure that the
level of change does not exceed the cost of serEm®efit, or mitigation of the public
bad allocated to the person charged and to enkatehe proceeds of mitigation and

not used for general governmental purpdses.

For example, commodity charges are feespfoducts or services provided by
governments to consumers in a fashion similar ®way private sector businesses
provide products or services. Water and electrieitg some of the commodities.
Governmentally imposed commodity charges are oftdled rates, which have been
deposited into special funds for use solely to supthe enterprises. Those charges

were recognized as something different from téxes.

The consumer pays for a commodity which is furnisf@ his comfort and use. Fees
for special access or use of a public facility sacewimming pool, tennis court, toll
bridge can also be appropriately labeled a commuoditarge. The other part of
commodity charge is pubic programs to handle negammpacts from those who case

them. Sewer, garbage, and storm water are typkeahples of burden offset chardes.

Special assessments have occasiotBn referred to as special taxes.
Conceptually, however, they are not taxes at dleyTare rather, a distinctive form of

user charge which allocates the cost of public owpment that increases the value of
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an asset to the owner of that asset. Like other tees, the amount of special
assessments must rebate directly to the cost afrthvements, relate to the value of
the improvements to the property assessed, anéfmesided in special accounts for the
particular improvements. Among the various typesusér charges, assessment are
similar to commodity charges because they botlcal costs of positive externalizes

to those who benefit from a service, product oimgsrovement.

Where it is properly understand the difference leetwtaxes and other sources of
public revenue: taxes are to raise money; yet edess. For instance, municipal water
utilities do not charge rates for any purpose othan to raise money. However, that
does not transform those rates in to tdX€axes are different form fines in that most
taxes are imposed for fiscal purposes where as &neimposed for non-fiscal purpose.
In addition, taxes are different from fees in thia® former are compulsorily levied

where as the latter are not.
3.2. Principles of Taxation

As it was mentioned in chapter dfie federal inland revenue follow this Adam
smith principles he was the first man to lay dowhatvhe called the maxims of
taxation. It is the standard by which tax systemesraade. These canons are used by
considering two points: The interest of the popatatof tax payers to require the
government to have certain accepted course of aisai in the application. A good
tax system reflects the application of maxims &htan, and now it is time to consider

each of them as used in good taxing system.
1. The principle of Equity
Adam smith said that the subjecewdry state hold to contribute towards the
support of the government as nearly as possibl@raportion to their respective

abilities, that is in proportion to the revenuettee revenue and goods they enjoy and

the protection of the statés.
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However, there are some controversies on what ssaiith as “in proportion to their
respective abilities.” Some say that he was in edppf proportional taxation and

others say he was support progressive taxation.

2. The Maxim of Certainty

The tax each individual is bound to jpay to be certain and not arbitrary. The
time of payment, the manner of payment, the quatditbe pain or/ and other things

are all to be clear and explained to the contrdsuéind to every person.

An uncertain tax system subjects the tax payehaontercy of the tax officer who can
either aggravate the upon any of the noxious dautior or explore by the terror of such
aggravation some present or perquisite to himsElfe uncertainty of taxation

encourages the some conceive government's dedeatiah policy as a novel

undertaking. For instance, it was argued that

“Given the diversity of our peopled the recent turbulent
history of our Country, the logitdecentralization is
a compelling one. Ethiopian stgimust construct a
political framework that providesfficient space
to all its constituents. Thisais objective which
excessive centralism cannoilfiilf

As regards to the legal frame work, for a deceiziedl system of governance was the
charter, which set up the transitional Governmérithiopia (TGE, 1991). The charter
guaranteed the tight of nations, nationalities pedple to self determination; the right
to administer own affairs within defined judiciamneaningful participation and fair
representation in the central governmént. The next significant legislative act was
proclamation No 33/1992, the most important legatriument in connection with fiscal

decentralization. This proclamation defines theisigeof revenue between the central
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government and regional governments. It also $etsobjectives of revenue sharing
and the principles used in the sharing of reveioweces. Finally, it categorizes revenue

sources as central, regional and joint (shared dmsivihe center and religior3)The

assignment of functions and revenue sources avaedsated in article 51,52,96,97 and

98 of the federal constitution.

3.3 General over view of Federal Taxes

If federalism presupposes two setgaMernments, one central the other in the
units, it is natural that they should have the ssagy powers for raising revenues
through taxation and other means for meeting thespective needs of expenditure.
Taxes in a democratic set up are imposed by lawdenhy the representative of the

people taxed assembled in the national parliamesiiates legislaturées.

Legally, units of federation might claim perfectuatjty among themselves and with
federation and insistence on state rights mighuéedthen to create friction and
embarrass a spirit of co-operations but that dagsconceal the real inequality of
strength and capacity prevailing amongst them faintaining comparable standards of
administration. Some sources of taxation might ésted in all units of a federation,
but their productivity will vary in accordance witsize, volume of resources and

economic prosperity of the state concerffed.

Unless deliberate attempts are made to bring afiamncial equality among states,
unevenness in the standards of government is lemoed to ensue there by weakening
the basis of the federal systéf federal system requires a constitutional defnitof
the manner in which the various levels of governmexercise this vital power. This

definition has to address two principal concerns:

» The availability of means for each level of goveamhto acquire the revenue

requisite to the exaction of its functions and rtexance of its autonomy.
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» The regulation of the exercise of the taxing poa®ito prevent the occurrence of

intergovernmental conflicts.

Generally speaking, the constitutional fiscal agement of federations exhibit

exclusive and concurrent legislative competencieglation to taxatiof?!

An exclusive legislative power exists where théhtitp levy and collect a particular
type of tax is constitutionally resaved for or gs&id to either the national government
or sub national governments only. It exists whée ¢onstitution allows the national
and sub national governments to operate in the saméeld so long as it prohibits

them from taxing the same subjétt.

In general, concurrent tax powers occur where thBomal government and sub
national entitles have equal constitutional autiesito levy and collect the same kind
of tax in respect of the same fields of taxateach independent of the other and such

powers may apply to specified types of taXes.

Under the FDRE constitution the Federal Governnagak States have their respective
exclusive taxing power. They are required to exerd only over the revenuer sources

that fall with in its jurisdicatiort” This is followed by two consequences:

» Federal tax legislation may not apply to revenugeraes specified for state taxation

and vice versa

» The abstention of one level of government frontatspower with respect to one of
the revenue sources under its exclusive jurisdictioes not entitle the other to

exercise that power.

The constitutional obligation of the federal andtstgovernments to respect each
other's powers deserves attention in matters oétiar. Because of this, each is
required to desist from interfering with the othexgs of imposing and collecting its

own constitutionally assigned levi&s.
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3.3.1. Federal Inland Revenue Tax Jurisdict ion

The federal government is entitledetaercise right conferred to it by the
constitution. It is envisaged that under Art. 5)(t® federal government has bestowed
to revenue source. Accordingly, it has the inhegower to entertain powers given
under Art 96 of the constitution.

For assurance of accountability, it may be arghed tevenue means should be related
as closely as possible to revenue needs. Thusinssuments intended to further

specific policy objectives should be used by thel®@f government that has the

responsibility for such services. The central gowent should be responsible for

expenditures having benefits that expend acrossatinal boundaries or that are

characterized by economies of scale not realizethatsub national level may be
considered as an illustration of the federal gowemnt’s jurisdiction of tax levy.

At first glance of the provision$ Art. 96 of the FDRE constitution, the
phrase “levy and collect” is obviously seen. Soseems good if we delineate this
pervasive phrase. In light of this, black’'s law tdinary define ‘levy’ as --- the
legislative function and declaration of the subjantl rate or amount of taxation ---
exercise of legislative function --- determinin@gtha tax shall be imposed and fixing
amount, purpose and subject of taxation-:2 ‘and the term ‘collect’ is also connoted
as “ to receive payment®In this context the word ‘collect’ shows the auihptto

receive money from the tax payers.

Thus the phrase “levy and collect” is not the ddtive features of the FDRE
constitution. To display taxing power other couggriconstitution used the same. For
instance, the United States constitution artickedtion 8 provides “the congress shall
have the power to levy and collect-%'$hows an instance of similarity of using the
same phrase. Under the FDRE constitution it stdodghe power to legislate and

collect the money from the tax payers.
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Sub-article 1 of Art. 96 prescribe “The Federal &mment shall levy and collect

custom duties, taxes and other charges on impod®x@ports.*

This potential revenue source reflects the natichalacter of taxes. It presupposes the
administration of balance of trade between Ethigmd any other concerned foreign
country. Import-export tax is productive. Taxyees are under obligation to pay tax

over trade commodities at the gate. The FederakfBment enters into negotiation

and made international agreements with respecttte tactivities which stands for the
whole interest of the people of the courftiyffhe Federal Government is assigned to
administer the revenue sources of import-exporiptaceeds. For instance, if we see
from the perspectives of convenience of taxatidwg tederal government has the
Potential power in terms of skilled man to colleod keep record of accounts of taxes
derived from inter state commerdeArt.96 (8) provides that the “Federal Government
shall levy and collect taxes on monopoli€s.The term monopoly refers to “a privilege
or peculiar advantage vested in one or more pereor®mpanies consisting in the
exclusive right or power to carry on a particularsiness or trade, manufacture a
particular or control the sale of the supply of artigular commodity.*The phrase
‘control of the sale of the supply of commoditiesinnoted that the exclusive right
holder dominate the total sale of a product or isenover the whole country.
Irrespective of the sovereignty of the states effdéderal set up of Ethiopia, the product
of the monopolist control the market structure ¢héry taxed over such revenue
sources. Until the competitors come up with thees&aluable product of the exclusive

right holder of an identified product he will statzdexist as monopolist.

In addition, the Federal Government has restedusia@ jurisdiction over revenue
sources from the winnings of lottery and other gaumiechance, entertainer, musicians
or sports persoff,immovable property and appurtenanteyestock and inventory in
agriculture and forestfyand on royalties derived from copy right of atistiterary or

scientific work®°

40



The Federal Government and states are vested hétlpower to tax income from

employment. But, each level of government maydaby the income of an employee
to which its power of taxation relates. The fetléa&ation applies only to salaries and
wages accruing to the employees of the federal rgovent, federally owned

enterprises and international organizations, st@bestion applies only to salaries and
wages earned by employees of the states, statedoamterprises and private under
takings®*

3.3.2 Federal States tax Jurisdiction

As per the FDRE constitution assiggxation authority the states power of
taxation is the second category of the same ingmnam Until now, the relation ship
between the federal government and regional staégs not adequately and clearly
defined. In any case, each regional state governmest formally devolve adequate
decision making authority and control over resosirt@ zonal, woreda and kebele
administrations in order to promote democratic dé&edization and get government

closer to peopl&

The constitution of the FDRE has empowered, the ratibnal states in Ethiopia to
finance number of tax sources. Similar to the cddederal government, these sources
of revenue for states are related either to thections of the states under the
constitution or thins which solely belong to thermsship of states. Hence, fees for
land usufruct rights, fees and charges relatingcemses issued and services rendered
by state organs and taxes on income transportcesnon water bodies within their
territory are regarded as the functional assignroétaxing powers to the stat&s.On

the basis of ownership, states own tax powers meame from their properties and
profit, sales excise and personal taxes on incoirther properties and profit, sales,

excise and personal taxes on income of their ernsess*
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Additionally, it seems on the basis of administratefficiency and convenience of tax
collection that incomes of private farmers and frsnassociated in cooperative, profit
and sales on individual trades and taxes from rgimind royalties and land rentals on

mining operations are assigned to the states.

With regard to the productivity of revenue sourdls,tax sources of regional states in

Ethiopia are concluded as being unproductive anddd in variety. For example,

though there is devolution of revenue powers uptates, these resources are
inadequate to finance extensive social, economit @uitural responsibilities, and a
result, there is a great discrepancy between thelaton of spending responsibilities
and revenue powers of stafés.And there has not been meaningful integration and
coordination between these units of governmenttfonimg at the grass roots partly
because the very concept of revenue powers ofsstatd its structure is not well

conceived and developed in Ethiopia.

3.3.3. Concurrent Jurisdiction of taxation

Concurrent power of taxation is a theategory under the FDRE constitution.
It refers to area of jurisdiction exercised by btk federal and state governments.
These are matters which are not allocated excllysaither to the federal government
or to the states. The state legislative could mlakes as equally as the house of
people’s representatives. Most constitution do harecurrent list of powers. Even if
the United States constitutions have none, the édprCourt has identified certain
matters of competence in which both the federalsiate governments could exercise.
This relates to matters such as inter state comané&bor relations, alien registration
and postal powefin the Canadian constitution the concurrent fiedls agriculture
and immigration only. The Indian constitution pesial in that it has enumerated about
47 items, concurrently belonging both to the natlaypvernment and the states. The
FDRE constitution, however, has provided the cohogégoncurrence only in the field

of taxing powers’
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The doctrine of concurrence leads to the tipre®f how to tackle overlapping and
inconsistent laws passed by the center and reg@iortke same matter. In both Indian
and Canada in case of repugnancy between the atatethe federal government
legislation over concurrent matters, the central faevails. In the United States of
America the courts have devised the doctrines otrak paramount and occupied
field.*® According to these doctrine states have poweegislate on these concurrent
matters as far as the national government has ctetlaon it. In simple terms the
national law prevails over the state law. Arti€le of the German basic law provides
“in matters coming within the concurrent legislativompetence, the regions (Landers)
may legislate so long as and, to the extent that dénter does not exercise its
competence --- the appearance of a center lawrete@ant topic displaces not merely
region law but, region competence at that extedtthe center power become to that
extent exclusivé? Having this in mind, in our constitution the wayist stipulated
seems a unique features. Obviously the word ‘gingurports acting together while
the expressions “levy” and “collect” connote legisle and administrative actions
respectively. According to the constitution, thedléral government and states are
empowered to exercise in common the powers tol&gisind administer in respect of

joint taxation®

Art. 98 of the FDRE constitution, provides that tfegleral and state governments
jointly levy and collect taxes from tax bases whibklong to the two unit of

government together. This provision is construgdath units of government should
act together starting from legislating the tax laawadministering and collecting the tax
revenues. However, this way of interpretation nglaable non-practical as long as it
would give rise to the question how two units of/gmment make law jointly. Apart

from this, it is smooth to say that the law enadigdne tier of government which is
confined to joint tax jurisdiction should get appabfrom another layer of government

to be effective'?
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On the other hand, taking the wording of Article@&ar, it is too far to interpret it as if
it follows the levy and collection of taxes fronetjoint tax sources by both the federal
and state governments, per laws enacted by eacbftgovernments independently.
The prohibition against dissociate levy and collegteach government with respect to
their own laws on the joint sources of revenueuggested in the discussion of article
100 of the draft constitution, which is the currart 98 of the FDRE constitution. The

discussion in the constitutional Assembly undegdithat there should be a consensus

through negotiation on the question which levego¥ernment should levy and collect

taxes from joint tax jurisdiction on behalf of thther layef”? Of course, this assertion

seems settling the potential conflict, but the tjoesleft here is that what if the two

levels of governments could not reach on agreement?

The phrase “jointly levy and collect” reveals thihe constitution has taken as each
level of government cannot unilaterally levy andlexi taxes falling under Art. 98.

Even they cannot modify the rate of taxes fallimgler the same provision unless the

Joint session of the house of people’s represeptaind the state council at hand is
conducted. When we come to the provisions of thesttition, sub-art 1 of art 98
states “The federal government and the states fiiatlly levy and collect --- taxes on
enterprises they jointly establisf?”This means, if these to levels of governments
owned enterprises jointly, they are empowered Wy lend collect revenue sources
derived there by. In the discussion of constitudicassembly the constituents underline
that each units of government should receive rewefniom what their ownership
extends to which on the other hand reflects anleapeess to benefits from matters of

joint ownership*

Sub Arr. 3 stated that “The federal government #red states shall jointly levy and
collect taxes on incomes derived from large-scaieing and all petroleum and gas
operations, and royalties on such operations.”s Thplies that in our country both the
federal government and the states jointly own taxesatural resources confirming the

provision of art 40(3) of the document. The f&etttall natural resources belong to the
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state and the people of Ethiopia, presupposes dtiens-nationalities and peoples of
Ethiopia should partake in sharing the nationakéak

The constitutional assembly reasoned out thatdlienal of categorizing of taxes on
profits of companies and dividends of share holdeder the joint taxation jurisdiction
as it was thought that when private economic aettwvigrow in the near future, they

will be productive and increasing sources of rewefon both limits of government.

Under the FDRE constitution neither the federalegament nor the states have the
power to apportion the proceeds from taxes displayeder Art. 98. It is the house of

federation which determines division of revenueineed from the joint federal and

states tax resources per Art. 62 (7) of the sammstitotion?’ This type of
apportionment as between the two levels of govemiisesaid to be tax-sharifg. It is

an approach whereby both the federal governmentrenstates jointly levy and collect
certain taxes and shared the proceeds betweendh@ss Hence, we can deduce that
tax sharing becomes exist at the time of revenum ftertain taxes are shared between
the federal government and the states.

In spite of Art. 62(7) of the constibn which prescribes for the tax sharing
approach, the formula for the distribution of prede as between the federal
government and states that the money from thelyaimined revenue sources is not yet
a settled procedure in our countfy.This is why currently the sharing is made on ad-
hoc basis. The two levels of governments are tealthve equal share in the proceeds
from direct taxation, while the revenue arisingnfrindirect taxes is to be apportioned
between them in the 37% ratio in favor of the fatlggovernment. This approach
which is sound from the practical point of view megents a tax sharing in the
constitution. It takes the taxes in question duhe field of joint jurisdiction and puts
them in the exclusive federal Sphere of taxatigkdditionally, the practice deviates
from the constitutional prescriptions as long as flderal government is said to be
performing the administration of the taxes in qieest’ As such it may well be seen as
a violation of the constitutional fiscal design.
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The above problem is resulted due to their conatiirezolvement in the collection of
the same tax is bound to become an extremely cwwoler and grossly inefficient
administrative exercise, requiring a highly costbprdination.

3. 3.4. Undesignated powers of taxation

The FDRE constitution has realized that there tlar potential taxable source than
the previous categories of taxation under arti®eoBthe same. This provision stands
for powers of taxation which is not expressly pdmd by the constitution to be
exercised. Itis completely different from arti@2(1), which reserves residual taxation
to states because this “power of taxation is detexenby 2/& majority vote of a joint

session of the two hous&sDuring the discussion of Art. 101 of the draft stiution
which corresponds to the current Art. 99 of the stibution, the participants in the
constitutional assembly proved that the undesighateurces of revenue may
encompasses an item having national significancactivities of regional nature and
that is why the constitutional assembly disregartiheésl unexpected source of revenue
allocating to either federal or state tax jurisidict?

After a long debate on the issue, tbnstituent decided that the power to
determine on the tax jurisdiction of undesignatedrses of revenue goes to the joint
session of the two houses pertaining to the featdiréhis tax base. Hence, it is
confined to only those sources of revenue whictehrat been specifically allocated to
tax jurisdictions of any governmetitThe constitution under Art.99 mandates a joint
meeting of the House of Federation and the Hous@euples’ Representatives to
determine the tax jurisdiction to which undesigdaseurces of revenue belong. The
session is restricted only to make a decision @nugsdiction i.e. addressing on the
issue of jurisdiction as well as exercising thehauty on revenue sources which has

not been expressly addressed by the constitgtion.
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At the time of the joint session decided on thetemabf undesignated sources of
revenue, the government to which jurisdiction assty take the position to exercise its
power. Therefore, if undesignated sources of negestecided by joint session is of
state(s) power of taxation, such states are mathddwe authority of levying and
collecting of revenue from such sources.

Where the federal government is grrtt@ undertake the authority of tax
jurisdiction over undesignated sources of reveitumn levy and collect such revenue.
If the undesignated source of revenue decided &@yoiht session mandate the joint tax
jurisdiction pursuant to Art 62(7) of the constitut, the House of Federation is

empowered to determine the manner of division wénee from this sourcg.

However, reasonably when we think of the provisiohshe constitution on taxation

and other pertinent legislation, it comes to oundhthat what is the basis on which the

joint session of the two houses relied on to caiegdhe undesignated revenue sources

to one of the existing tax jurisdiction? The dission in the constitutional assembly of

the current Art. 99 of the constitution depictstttige intention of the framers of the
constitution with regard to the basis of allocaturglesignated powers of taxation as it
was stated goes to the source of the tax, natutaxofadministrative efficiency and

convenience should be the guiding line to allotiageundesignated tax sourcés.

The joint session of the two housesudised to decide the assignment of VAT
jurisdiction. A long debate was conducted on tess®n; members were divided in
their opinion. Some group of the members raisetdre/AT is undesignated tax or
not on one hand. The others proposed that thageplent of sales tax with VAT and
its assignment to the existing jurisdiction tendghe amendment of the constitution.
Hence, this group opts for the amendment procedfitbe constitution to determine
VAT to the existing jurisdiction at the expenseAot.99. The committee of the session

has discredited the notion of constitutional ameewinpertinent to VAT Eventually;

47



unanimously the joint session decided that it sthobélong to the federal tax

irrespective of justifying its constitutionality.
3.3.5. Type of Tax

Federal inland revenue have power on thosesstyh taxes which are the relevance
of tax assignment principle varies from tax basdaaf base. The following section
looks into candidates or potential sources for mees more or less in order of

preference. So federal inland revenue have a ts& ba

1. On IncomeTax

Income taxes are the most popfdans of taxation in the contemporary
world, in large measure, due to their popularityn lower income countries like
Ethiopia, the coverage of the personal income $aguite limited and its role as a
redistributive element of the fiscal system is Hert clouded by wide spread tax
evasion’ so, it is agued by the authors, under such cirtamess, and exclusive
federal role for personal income tax is difficult justify. And they suggested that
while the federal government may impose a progvessicome tax structure, access to
flat charges on the federal base should be givesulp national governments. Bahl
(1999:7) also argues that it would be sufficienttfte local government to choose an
add-on to central government tax rate, because ctuewe the advantages of

decentralization, the local government need notreebase of the tax.

Individual income tax is the tax on all income riged by the individual from all kinds
of resources either from employment, from indepebhaentracts, from business and
investment and etc. This tax system should igtiwegpersonal status of the person i.e.

there is no change whether the person is marridé@®kids or unmarriet.
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2. 0n The Excises Tax

Excise taxes are argued to be a good candida@sggnment to the states. Different
reasons are given for this argument. They areoreddy assigned to the states under
the principle of subsidiary in taxation and becatlsey are relatively visible, they
would help ensure accountability of state officialsAs to McClure since the
consumption of certain goods and services thatcamemonly subject to excises are
closely related to benefits of public services t rpublic costs imposed by private
actions, these taxes are some times agree withintpeementation of the benefit

principle®?

Another argument forwarded by Broadway et-al (2088) is that specific taxes are

unlikely to cause serious disruption to the efficig of the internal economic union or

major misallocations of labor and capital if theg éevied on a destination basis. If

they are levied on an origin basis businesses eait éhe tax by moving else where,

unless the product taxed depended up on a localmes, for example, taxes on oil and
gas® In relation to this Diaz et-al (2000:183) alsoigaded that taxation by producing

states like to result in appropriate exportinga{ burden to residents of other states.
Smuggling from states with low excises to stateth wWigh excises is presented as a
primary administrative problem. It is likely to Ipeoblematic in the case of high value
low volume products. As a solution this problem Diguggested the federal

government to impose floors, below which exciseesatan not go, caused by

competition among states seeking to attract sdlgsanlucts they are know intended

for smuggling to other states and to protect Isedlers from the onslaught of products
smuggled from other states, where they are sutjdotver taxe$?

The preamble of proclamation No 307/2002 prescribattaxes are imposed on luxury
goods and goods that are hazards to health andhahéccause to social problems will
reduce the consumption of such products to makecdinemunity beneficiary of this

concept®
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3. 0On The Sales Tax

Policy analysts agree that sales taaes much better candidates for
decentralization to the states especially if sigaiit revenue sources are required. This
is because of different reasons. First, givenrélatively low degree of mobility of
house holds, sales taxes (levied on destinatioms)base likely to be much less
distorting than taxes on mobile bases like capitd8kecond, since sales taxes are not
significant instruments for redistribution, litgguity is last from decentralizing them to
the state§®

These days the value added tax (VAT) is the mopbitant form of general sales tax
found in most countries (including Ethiopia). Untery recently a central VAT is

considered to be the only good VAT by many tax ystal Independent sub national
VATS were considered infeasible and/or undesirfigleause of various reasons. As

mentioned by Bird, some emphasized the possibtedbmacro economic control and

the general reluctance of central governments taresh/AT room; still others
emphasized the problems arising from cross bodrdde. With respect to such trade
the argument was that sub national VATS were Mielé on an origin basis, distortion,
and if levied on destination basis, unworkaBlén contrast to this, some analysts agree
that a properly structured dual VAT of the typengeused in Canada and the province
of Quebec, in which the central and sub  natigoalernments both rely on the VAT
is feasible for implementation in most countri@he Quebec sales Tax (QST) and the
federal VAT (Goods and services Tax or GST) as thay exist in Canada constitute
an operational “dual VAT” system with essentiallpne of the problems usually
associated with such systefisAccordingly to Bird and Gendarme (cited in
McClure 1999:29) the tax of the federal governnsmwes as a cross check to ensure
that QST has not been evaded on inter provinaaletr Based on Canadian experience
Bird (1999:22) suggested that with good tax adrmai®n, it is perfectly feasible to
operate a VAT at the sub national level on desbnabasis, at least for large regional

governments. As to him what critical is eitheméfied audit or a very high level of
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information exchange. But, when there is no goad administration, a promising
approach suggested by him is to impose what idf@ctea supplemental central VAT
which is labeled as “compensating” VAT or CVAT. i$lproposal is believed to have
an advantage of protecting the revenue when taxiresination is far from well

developed. Because it reduces the risk that hbokis(and unregistered traders) in

any state can lodge VAT by pretending to be registéraders located in other staies.

4. On The Capital gains

Capital gains are gains from cap#sbkets (assets that are used for the
generation of income or for the production of inkeies that are held for sale) like
machineries. For example, if you take a housmay generate two kinds of income:
ordinary income, when you hold it or rent it to sobody else, and income that may be
found by selling it Assume that, a house bought for 400,000 dolfa29D2 may be

sold for a price of 800,000 dollars in 2006. se difference between the sale price and
the purchase price is known as capital gain. Beiiween the years he sold his house,
he may be renting it for some amount of money.sThian ordinary income in which
case the person who owns the house is subjectedditwary tax. It is only when he
sells the house that the owner is subjected tdalapxes. In such cases, there are two
types of gains. The first is the inherent gaimfrthe profit (the value of appreciation),
and the second is the realized. An appreciatiothénvalue of income regardless of
whether it is sold or transferred is income. Busually, this inherent gain is
disregarded by tax systems. A gain from capitadubjected to tax only where the
property is realized or converted in to exchangegbperty for value realized gain is
an accumulation of an inherent gain. In the abewxample, the property has
appreciated by 400,000 dollars within four years] we talk about capital gains when

the person decides to sell the house.
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One thing must be understood that ithis business of the tax payer that
determines whether the income is ordinary or specldis is to say that if a capital
asset is held for sale, it is an inventory. Thtureaof the asset has little to do with the
nature of the gaif: For example; a person who is engaged in real S@asiess is
always in the business of building houses andmggthhem. For that person the income
that he finds is not capital gain. But, for a persvho is not engaged in the business of
real estate on a regular basis, any income realipedthe sale of capital assets (which

is dependent on the capital asset) is consideracdapital gain.

As to the controversy related as to whether cagahs are incomes or not. On one
extreme, there are people who believe that cagémls are not incomes and, therefore,
should not be subjected to tax. Because, theyldtwy be recognized as the growth
of capital. According to these people, when aaterproperty has appreciated, the

appreciated amount only represents the growthmitalaather than an inconfé.

On the extreme, there are people who believe tptat gains are ordinary income just

like incomes that are found from employment andaetd, therefore, be subject to the

ordinary roles of income taxation. Some peoplthenmiddle say that capital gains are
incomes, but they are special kinds of income aoekegments should have special

rules that govern capital gaifiSBecause:

» Capital gains are usually accumulated over a nurobgears and do not represent
the amount of gain of one year. Therefore, it wiquérticularly be unfair to apply

the ordinary tax rate structure.

» The other reason why capital gains are treateéreifitly is the impact by inflation
on capital gains. Inflation calls for special milef indices of inflation.
Governments are usually confused as to which gaattributable to inflation and
which is not. To put it in other terms, some o tiains derived from capital assets
is not real because they may reflect inflationaepdencies in the economy.
Therefore, it would be necessary for the governnemalculate how much of the

gain is attributable to inflation and how much loé ttapital gain is real. Otherwise,
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capital gain taxes would be taxes on capitat @m the capital income) which is not

the intention of income tax.

To conclude, as we seen previously, it is accefitedcapital gains should be treated
under special rules. The main feature of speaiddsris that if capital gains are
accumulated over a number of years, long term drmatserm gains should be
distinguished according to the holding period & ttapital. This is because property

held for a long period of time is more susceptfbleinflation than short term gains and

they are the sum of several appreciations. Thegefivt would be unfair for the

government to impose ordinary income tax upon guoperty’

5. 0On The Other Corporate income tax

The corporation is subject to corporate incomeasvan entity and when a corporation
distributes dividends, the dividends are subjectinividual income tax. So, by

corporate income tax, we are referring to a situatvhere a corporation is subject to

tax as if it were an entity capable of paying taaed the share holders are gain subject
to tax when dividends are distributed among thés.a result, a corporation is subject
to two layers of taxation, as an entity and the ivers individually. This some low

deviates from the concept of income fax.

Many tax analysts forward a strong case for makioigporation income tax a federal
responsibility.  Several difficulties are mentionéd allocating the tax base of
corporations among the jurisdictions where theyrajge The first one is that the
company income tax base is cyclical and therefatesnitable for financing essential
services second, as long as the income tax oftéttessare not uniform, corporations
have an incentive to have their income taxed inuhsdiction where it is treated most

favorably’®

The determination of the corporate tax base ane satucture in most developing

countries is a central government responsibilByt in china it is a joint responsibility
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of the center and the provinces. Like wise, whenasme to Ethiopian tax system
relevant to corporation income tax is similar toneh With regard to this tax system,
the FDRE constitution of 1995 recognized in its.A98(2) is that it is joint tax

responsibility of the Federal and regional states.

CONCLUSION AND RECOMMENDATIONS
1. CONCLUSION

| think as much as possible | tried toigate some basic problems in tax
imposing assessment and collection of tax to theeigt hand, As the mentioned
problems are also critical and serious, the authoan not be expected to discharge its
duty as provided under the law, in accordance thightax policy, principle of taxation,

market policy, investment policy, social and depatent policy and others.

The tax authority tries to reform tax adisiiration in different aspects to improve
its service. This is commendable and important. BUgss the problems cited in the
previous chapters cannot be solved by the tax atyhib is too difficult to achieve the
goals of tax reform. The problems are which mdgcfthe economic, social and
political. So as much as possible, it very impdrfanthe tax administration to solve
and avoid such problems, which hinders it to penfds duty in accordance with tax

law.

2. RECOMMENDATIONS

In this section | will try to indicag®me important recommendation which is
the basic problems mentioned in above chaptersiniplementation of the law

Skillman power internal and external control mecasianand awareness.
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1. The Income Tax proclamation No.286/200296 is should be amended by the
legislative body so as to limit the power of the &@ministrations in depriving
the right of taxpayer’ s . This is opinion of theter of this research paper, the
phrase “- - - for any reason - - - “ is better ®odubstituted by the books of
account and records is contrary to the law andh®iGeneral Acceptable

Accounting principles intention.

2. Some Articles of Income Tax proclamation No. 286/2@s not implemented
properly as stated in the law. Thereftre,tax administration must enforce such
Articles properly to fulfill the legisliain.

3. The tax authority, in general to have qualified akiled manpower must pay
better and sufficient salary and other fienemparable to the other civil servants
and it must also train its employee to btiieir capacity. The tax authority should

create for its employees about tax polinciples of taxation, customer service
delivery, and other relevant b/c customegirg.

4. The tax authority should also establish effectiterinal and external control
mechanisms by preparing guidelines, divecstandard formats to be strictly
followed by its employee’s especially a tax imposing assessment and

collecting process. The employee shoulttdrgsparent to the taxpayers in the
line with constitution. The tax authorityressponsible to create awareness of the
tax law among the tax payers. Moreoveshduld also support the taxpayers in
rendering training on how to maintain k®of account and records. It is also
necessary to tolerate minor errors in &geps’ books of account and records.
5. On the other hand the taxpayers are expected\e teaditional system, the desire

of cheating. They should maintain booka@founts and records properly.
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