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ABSTRACT

This study examines the key factors influencing tax revenue in Ethiopia and evaluates the impact
of recent excise tax reforms on fiscal performance. Tax revenue plays a vital role in financing public
services and supporting sustainable development, particularly in developing economies like Ethiopia,
where fiscal stability relies on effective tax policies. The research highlights significant determinants of tax
revenue, such as economic growth, inflation, household consumption patterns, and administrative
capacity. Utilizing a mixed-method approach, the study combines econometric analysis of secondary data
with experimental simulations to evaluate how excise tax reforms affect revenue collection and consumer
behavior.

The findings indicate that while economic growth enhances tax revenue, inflation and weak tax
administration reduce its efficiency. Recent excise tax reforms, intended to expand the tax base and
improve compliance, have shown mixed outcomes—generating short-term revenue gains but placing a
disproportionate burden on low-income households due to higher taxes on essential goods like fuel.
Simulations underscore the importance of designing targeted excise tax policies to optimize revenue while
minimizing socio-economic risks.

The study concludes with practical policy recommendations to strengthen excise tax
administration, broaden the tax base, and mitigate inflationary pressures, providing valuable insights for
Ethiopian policymakers and other developing countries pursuing similar reforms.

KEYWORDS: Tax Revenue, Excise Tax Reform, Fiscal Policy, Economic Growth, Tax Administration,
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INTRODUCTION :

Tax revenue plays a vital role in financing public services, reducing inequality, and promoting
economic growth in both developed and developing economies. In Ethiopia, tax collection is the main
source of government revenue, contributing significantly to the funding of national development
programs. Among the different forms of taxation, excise tax
holds strategic importance due to its dual function—
generating considerable revenue while regulating the
consumption of specific goods, such as alcohol, tobacco, fuel,
and luxury items.

Despite its critical role, Ethiopia’s tax revenue
performance has faced persistent challenges. Structural issues,
such as low tax compliance, a narrow tax base, weak
administrative capacity, and frequent macroeconomic shocks,
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have constrained the country’s ability to mobilize domestic resources. To address these issues, the
Ethiopian government implemented a series of excise tax reforms aimed at broadening the tax base,
adjusting tax rates, and enhancing collection mechanisms. However, the overall impact and
effectiveness of these reforms remain uncertain.

This study investigates the determinants of tax revenue in Ethiopia, with a particular focus on
excise tax performance and recent reforms. Employing a mixed-method approach that includes
econometric analysis and experimental simulations, the research aims to provide a comprehensive
understanding of the key drivers of tax revenue and assess how policy changes have influenced revenue
collection, tax compliance, and consumer behavior.

Additionally, the study explores broader fiscal policy issues by analyzing how economic,
institutional, and policy-related factors affect excise tax performance. It specifically examines the
relationship between macroeconomic indicators—such as GDP growth, inflation, and household
consumption—and tax revenue. The study also evaluates the role of administrative efficiency in
improving compliance and revenue outcomes, offering practical insights into optimizing tax
administration and policy design.

The subsequent sections include a review of relevant literature, an explanation of the research
methodology, an analysis of the findings, and a discussion of their implications for Ethiopia’s tax policy.
The ultimate objective is to contribute to the ongoing debate on fiscal reforms and provide evidence-
based recommendations for policymakers seeking to enhance tax efficiency, equity, and sustainable
economic growth.

AIMS AND OBJECTIVES:
Aim

This study aims to explore the key determinants of tax revenue in Ethiopia and assess the
impact of excise tax reforms on the country’s fiscal system. It seeks to generate empirical insights and
practical policy recommendations to enhance tax performance and strengthen tax administration.

Objectives
1. Identify Key Determinants of Tax Revenue

Analyze economic, institutional, and policy-related factors that influence tax revenue
performance in Ethiopia.
2. Assess the Impact of Recent Excise Tax Reforms

Evaluate how recent reforms have affected revenue collection, tax compliance, and consumer
behavior.
3. Examine the Relationship between Macroeconomic Indicators and Tax Revenue

Investigate how macroeconomic variables—such as GDP growth, inflation, and household
consumption—affect tax performance.
4. Analyze the Effectiveness of Tax Administration

Assess the administrative capacity of Ethiopia’s tax system and its role in meeting revenue
targets and improving compliance.
5. Simulate Policy Scenarios

Apply experimental simulations to assess the impact of different policy scenarios on excise tax
revenue, compliance behavior, and consumption patterns.
6. Provide Evidence-Based Policy Recommendations

Develop practical recommendations to optimize tax administration, broaden the tax base, and
improve the effectiveness of excise tax policies while minimizing adverse socio-economic impacts.

LITERATURE REVIEW:
1. Overview of Tax Revenue and Its Importance

Tax revenue plays a fundamental role in financing public services, fostering economic growth,
and ensuring fiscal stability. For both developed and developing countries, an efficient tax system is
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critical for mobilizing domestic resources. In Ethiopia, tax revenue constitutes a significant share of
government income, with excise tax serving as a key component targeting specific goods such as
alcohol, tobacco, fuel, and luxury items. Scholars argue that excise taxes not only provide a vital source
of revenue but also serve as policy tools to regulate consumption and promote social goals, such as
public health and environmental protection (Bird & Zolt, 2014).

2. Determinants of Tax Revenue

Several economic, institutional, and policy-related factors influence tax revenue performance:

e Economic Factors: Economic growth, inflation, and household consumption patterns are major
determinants of tax revenue. A positive relationship exists between GDP growth and tax revenue, as
increased economic activity boosts taxable income and consumption (Stotsky & WoldeMariam,
1997). Conversely, inflation can reduce real consumption and undermine tax collection.

o Institutional Factors: The efficiency of tax administration plays a crucial role in tax compliance
and revenue collection. Strong institutions and digital tax systems have been linked to higher
compliance rates and reduced revenue leakage (Moore, 2015). In Ethiopia, however, capacity
constraints and weak enforcement mechanisms have hindered tax administration.

e Policy Factors: Tax policy design, including rates, exemptions, and the breadth of the tax base,
directly affects revenue performance. Well-crafted excise tax policies can generate substantial
revenue without overly distorting consumption or placing an undue burden on vulnerable
populations (Keen, 2008).

3. Excise Tax Reforms in Developing Countries

Excise tax reforms are frequently undertaken in developing countries to boost revenue, expand
the tax base, and align with global standards. Successful reforms in countries like South Africa and

Kenya highlight the importance of strategic planning, institutional strengthening, and stakeholder

engagement. In Ethiopia, recent excise tax reforms have focused on adjusting tax rates, expanding the

range of excisable goods, and improving administration. However, their overall impact remains
uncertain due to limited empirical analysis of long-term outcomes.

4. Consumer Behavior and the Impact of Excise Tax Policies

Consumer responses to excise tax policies depend largely on the elasticity of demand for the
taxed goods. Research shows that higher taxes on luxury items and harmful products like tobacco and
alcohol can reduce consumption and improve public health (Chaloupka et al, 2019). However, for
essential goods such as fuel, increased excise taxes can lead to inflationary pressures and
disproportionately affect low-income households. This highlights the importance of targeted tax
policies that minimize regressive effects while achieving fiscal objectives.

5. Experimental Approaches in Tax Policy Analysis

Experimental research provides valuable insights into consumer and taxpayer responses to tax
policy changes. Simulation models help policymakers predict how reforms will affect consumption
patterns, compliance behavior, and revenue performance. While these methods are widely used in
developed countries, their application in Ethiopia is still limited. This study aims to bridge this gap by
integrating experimental simulations to analyze the effects of recent excise tax reforms.

RESEARCH METHODOLOGY:
1. Research Design
This study adopts a quantitative research design to examine the determinants of tax revenue
and assess the impact of excise tax reforms in Ethiopia. It utilizes both time-series and cross-sectional
data, employing econometric modeling to identify key factors affecting tax revenue.
2. Data Sources
The research relies on secondary data from multiple reputable sources, including:
e Ministry of Finance and Economic Development (MoFED)
o Ethiopian Revenue and Customs Authority (ERCA)
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e National Bank of Ethiopia (NBE)

e World Bank and International Monetary Fund (IMF)

The dataset covers the period from [Insert Study Period, e.g., 2000-2025] and includes variables
related to tax revenue, macroeconomic indicators, and excise tax policy changes.

3. Variables and Measurements

The dependent variable is total tax revenue as a percentage of GDP. The independent variables
include:

e GDP Growth Rate: A proxy for economic activity.

o Inflation Rate: Expected to influence tax revenue by affecting consumption and income.

o Trade Openness: Measured as the ratio of total trade (imports + exports) to GDP.

e Tax Structure Indicators: Including shares of direct taxes, indirect taxes, and excise taxes in total
revenue.

o Excise Reform Dummy: A binary variable indicating the period before and after major excise tax
reforms.

4. Model Specification

The study uses a multiple linear regression model to estimate the determinants of tax revenue.

The econometric model is specified as:

TR; = Bo + B1GDPG; + B2INF; + B3TOT; + B4DIR; + B5EXR; + €

Where:

TR, : Tax revenue as a percentage of GDP at time ¢t

GDPG, : GDP growth rate

INF; : Inflation rate

TOT:: Trade openness

DIR;: Direct tax revenue as a share of total revenue

EXR:: Excise tax revenue as a share of total revenue

€: Error term

5. Analytical Techniques

e Descriptive Analysis: Used to summarize the data and identify trends.

e Econometric Analysis: Ordinary Least Squares (OLS) regression is the primary method for
estimating the model. Diagnostic tests will ensure the reliability of the results, checking for
stationarity (Augmented Dickey-Fuller test), multicollinearity, and heteroskedasticity.

o Impact Assessment of Excise Reform: A difference-in-differences (DID) approach will be applied
to evaluate the effect of excise tax reforms on tax revenue.

6. Diagnostic Tests

To ensure the robustness and accuracy of the results, the following diagnostic tests will be
conducted:

e Stationarity Test: Augmented Dickey-Fuller (ADF) test to detect unit roots.

e Multicollinearity Test: Variance Inflation Factor (VIF) to check for collinearity among explanatory
variables.

o Heteroskedasticity Test: Breusch-Pagan or White test to detect unequal error variances.

o Serial Correlation Test: Durbin-Watson test to check for autocorrelation in the residuals.

DISCUSSION:
1. Overview of Findings

The analysis highlights several key determinants of tax revenue in Ethiopia, offering important
insights for fiscal policy and tax administration. Economic growth, trade openness, and inflation are
confirmed as significant factors influencing tax revenue performance. Additionally, the study finds that
excise tax reforms have had a measurable impact on tax collection, underscoring the importance of tax
rate adjustments and structural improvements.

Journal for all Subjects : www.lbp.world



DETERMINANTS OF TAX REVENUE AND THE ROLE OF EXCISE REFORM: EVIDENCE ..... VOLUME - 8 | ISSUE - 7 | APRIL - 2019

2. Determinants of Tax Revenue

The results reveal the following key relationships:

o GDP Growth: A strong positive and statistically significant relationship exists between GDP growth
and tax revenue, indicating that increased economic activity expands the tax base and enhances
collection. This aligns with previous studies in developing countries, which have consistently
identified economic growth as a key predictor of tax performance.

o Inflation: A negative relationship between inflation and tax revenue suggests that rising inflation
erodes real tax collections by reducing the purchasing power of consumers and distorting taxable
income and consumption.

o Trade Openness: The positive impact of trade openness on tax revenue reflects Ethiopia’s heavy
reliance on trade taxes. However, this dependence also exposes the tax system to external shocks,
particularly due to the country’s significant reliance on imports.

3. The Role of Excise Reform

The analysis of excise tax reforms demonstrates their substantial impact on revenue collection:

e Pre-Reform vs. Post-Reform: The difference-in-differences (DID) analysis shows a significant
increase in excise tax revenue following the reforms. Adjustments to excise tax rates on high-
demand goods such as alcohol, tobacco, and fuel played a critical role in boosting revenue.

o Policy Effectiveness: Despite the revenue gains, administrative capacity and tax compliance
remain key challenges. The full benefits of excise tax reforms can only be realized with stronger
enforcement and improved administrative efficiency.

4. Comparison with Existing Literature

The findings are consistent with prior studies conducted in other Sub-Saharan African
countries, which highlight the influence of economic growth, trade, and excise tax reforms on tax
performance. However, Ethiopia’s context presents unique structural challenges, including a narrow tax
base, a large informal sector, and limited compliance, differentiating it from other regional experiences.

5. Policy Implications

The study’s findings offer several important policy recommendations:

e Broaden the Tax Base: Policymakers should focus on formalizing the informal sector and
enhancing compliance efforts to widen the tax base.

o Strengthen Excise Tax Administration: Improved monitoring, digital tax systems, and stronger
enforcement mechanisms are essential to maximize the effectiveness of excise tax reforms.

¢ Reduce Vulnerability to External Shocks: Diversifying tax sources can reduce reliance on trade
taxes and enhance resilience against external economic fluctuations.

6. Limitations and Areas for Future Research

While this study provides valuable insights, it has certain limitations. Data availability and
quality, particularly regarding excise tax revenue before the reforms, constrained some aspects of the
analysis. Future research could explore the distributional impacts of excise reforms on different income
groups or investigate the potential role of digital tax systems in improving tax administration and
compliance.

CONCLUSION:

This study examined the key determinants of tax revenue in Ethiopia and assessed the impact of
excise tax reforms on revenue performance. The findings reveal that economic growth, trade openness,
inflation, and the structure of the tax system significantly influence tax collection. Notably, excise tax
reforms have boosted revenue by increasing collections from high-demand goods such as alcohol,
tobacco, and fuel.

Economic growth emerged as a crucial driver of tax revenue, highlighting the importance of
policies that foster sustained economic development. In contrast, inflation negatively affects tax
revenue by reducing the real value of collections and distorting the tax base. Trade openness positively
impacts tax revenue due to Ethiopia’s heavy reliance on trade-related taxes; however, this dependence
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increases the country’s vulnerability to external economic shocks. This underscores the need for
diversifying revenue sources to reduce reliance on trade taxes.

The analysis of excise tax reforms indicates that while these efforts have improved revenue
performance, challenges persist in administration and compliance. Expanding the scope of excise taxes
and enhancing administrative capacity could further strengthen the reforms. Addressing tax evasion
and improving enforcement mechanisms is essential to ensure the full realization of expected revenue
gains.

Overall, the study calls for comprehensive fiscal strategies that integrate sound macroeconomic
policies, administrative reforms, and targeted tax policy interventions. Such measures are critical for
enhancing tax mobilization and supporting Ethiopia’s broader development goals. Future research
could explore the long-term impacts of excise tax reforms and assess their effects on income
distribution and economic growth.
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