PUBLIC FINANCE

Public financerefersto the activities carried out by the gover nment associated with raising
of finances and the spending of the financesraised (it isthe study of how gover nment
collectsrevenue and how it spendsit)

The components of public finance are;

i. Publicrevenue
ii.  Public expenditure
iii.  Public debt

i Public revenue-refersto the revenues (income) and resour cesreceived by the
government from different sour ces.

ii. Public expenditure-refer sto the r esour ces spent by the gover nment.

iii. Public debt-refersto the money and resour ces borrowed by the gover nment.

Pur pose of public finance

i.  Provision of essential goods and services. The government has a responsibility of
providing its citizens with essential goods and services such as
security,health,schools,drought control, law e.t.c such facilities and services may not
be adequately covered by the private sector because of the high costsinvolved and
risks.

ii.  Encouraging consumption of certain commodities-The gover nment may encour age
consumption of certain commodities e.g. maize by subsidizing on their productions
or lowering their taxes.

iii.  Controlling consumption of certain commodities-T he gover nment may also encourage
consumption of some commodities e.g. cigar ettes and alcohol by imposing heavy
taxeson them.

iv.  Promotion of Balanced regional development-This may be done by initiating
economic projectsin areasthat are under developed/lagging behind.

v. Wealth Redistribution-Thisisdone by heavily taxing therich and using the money
raised to provide goods and servicesthat benefit the poor

vi.  To promote economic stability-Economic instability may be caused by factorssuch as
unemployment. Such problems can be solved through public expenditurein projects
that generate employment such as ‘kazi kwa vijana’
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Creation of a conducive Business Environment-T hrough public expenditure, the
government may develop infrastructure such asroads, electricity, security et.c

ther eby creating a conducive environment for businessesto thrivein.

To raise government revenue-Through public finance, the government raisesrevenue
which it usesin provision of essential goods and servicesto the public.

I mproving balance of payment-This may be done by improving heavy taxes such as
customs duty to discour age impor tation.

Sour ces of public finance

Therearetwo major sources of public financei.e.
i.  Publicrevenue
ii.  Public debt (government borrowing)

Public revenue-Thisistheincome that the government getsfrom its citizens. The
main sour ces of publicrevenueare;
Tax; Thisisacompulsory payment levied by the government on individuals and firms
without any direct benefit to the payer.
Fines and penalties-These ar e the char gesimposed on individuals, firmsand
cor por ations who break the laws of the country.(offenders)
Fees, These are the payments charged by the government for the direct servicesit
renderstoits peoplee.g. road licence fee, marriage certificate feeand import licence
fee.
Rent and rates; Charged on use of government properties e.g. game parks, forestset.c
Eschiats; Income obtained from properties of personswho die without legal heirsor
proper wills. Such people’s properties are taken over by the state.
Dividends and profits, These are the incomereceived from the government direct
investments e.g. income/sur plus from public cor porations.
Interest from loans-Thisistheinterest on loans advanced by the government to firms
and individualsthrough itsagencies such asI CDc,AFC et.c

. Proceeds from scale of government property.

Public debt (Government borrowing)-Thisisthe money that the gover nment
borrowswhen public revenueisinsufficient to meet all itsfinancial obligations.

Government borrowingisalso referred to as national debt. It includes all outstanding

bor

rowing by the central government, local authorities and gover nment cor porations.

These aretwo majorly two sour ces of public debts;

a
b.
a.

Internal borrowing
External borrowing
I nternal borrowing
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Thisrefersto borrowing by government from firms and individuals within the country.
Thismay be donethrough;

Open market operation; the government sellsits securities such astreasury bonds and
treasury bills. This however has a disadvantage of causing ‘crowding out effect” where the
government leavesthe private investorswith little to borrow from.

b. External borrowing

Thisrefersto government borrowing from external sources. It may either be on a bilateral
or multilateral basis.

Bilateral borrowing iswherethe government borrowsdirectly from another country.

Multilateral borrowingiswherethe government borrows from international financial
institutions such asinternational monetary fund (IMF), World Bank, African Development
bank e.t.c.such bodies get finances from various sour ces which they lend to their member
countrieswho arein need of such funds.

Generally, external borrowing hasstrings attached. The borrowing country is expected to
meet some set conditions, sometimes adver sely affecting some sector s of the economy.

Thetotal internal borrowing (internal debt) added to the total external borrowing (external
debt) constitutesthe national debt.

Classes of public (National debt)

These aretwo classes of national debt;

Reproductive debt
Dead-weight debt.
i. Reproductive debt

Thisisborrowed money used to finance project(s) that can generate revenue. Such
projects, once started may become self sustaining and may contribute towards
servicing/repaying the debt. E.g. money used to finance irrigation schemes, electricity
production et.c.

ii.dead-weight debt

Thisisborrowed money that isused to finance activities
that do not generate any revenue. Examples are money used to finance recurrent
expenditure e.g. payment of salariesor for faminerélief e.t.c
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Dead-weight debt isa burden to members of the public sincethey arethe oneswho are
expected to contribute towardsits repayment.

Factorsto consider beforethe gover nment decides whether to borrow internally or
externally

Thisrefersto how the government spendsthe financesit hasraised on behalf of its citizens.

Categories of gover nment expenditure

a) Recurrent expenditure
b) Development expenditure
c) Transfer payments.

a. Recurrent expenditure

Thisrefersto government spending that takes place regularly e.g. payments of salariesto
civil servants, fuelling of government vehiclese.g.

Every financial year, the government must allocate funds to meet such expenditure.
Recurrent expenditureisalso known as consumption expenditure.

b. Development expenditure

Thisisalsoreferred to as capital expenditure .It is gover nment spending on projects that
facilitate economic development. Such projectsincludes construction of railway lines, roads,
airports, rural electrification et.c

Once completed expenditure on such projects ceases and may only require maintenance.

c. Transfer payments

This is expenditure on things/people who do not directly contribute to a country’s national
income. Such expenditureinclude money spent on faminerelief, pension, bursarieset.c

PRINCIPLES OF PUBLIC/GOVERNMENT EXPENDITURE

These arethe considerations that are necessary before any expenditure can beincurred by
the gover nment.

They include;
a) Sanctions; Every public expenditure must be approved by therelevant authority like
parliament.
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b) Maximum social benefit; Any public expenditure must beincurred in such a way that
majority of the citizens are able to reap maximum benefit from it e.g. improved living
standards and quality of life.

¢) Flexibility /elasticity-The policy on public expenditure should be flexible enough to meet
prevailing economic situationsi.e. it should be possible to increase or decrease the
expenditure on projects depending on the prevailing circumstances e.g. during drought,
it should be possible to spend on faminerelief.

d) Economy-public expenditure should be planned car efully and prudently to avoid any
possible waste.

€) Proper financial management (Accountability)-public funds should be well managed.
This should be facilitated by maintenance of proper recordswhich should be audited as
required.

f) Productivity-The biggest proportion of public expenditure should be spent on
development projects and less on non-development proj ects.

0) Equity-Government expenditure should bedistributed equitably to all sectors of the
economy in order to reduceincome and wealth inequalities.

h) Surplus-Surplusrevenue collected should be saved for emergencies or for when
collection of revenueis below projections.

TAXATION

Tax; isa compulsory payment by either individuals or organizationsto the gover nment
without any direct benefit to the payer.

Taxation-refersto the process through which the government raisesrevenue by collecting
taxes.

Pur poses'reasonsfor taxation
Raising revenue for gover nment expenditure. Thisisthe main reason for taxation.
Discouraging /controlling consumption of certain commaodities e.g. alcohol and
cigaratteswhich are considered to be har mful.
Discouraging importation of certain commaoditiesin order to protect local industries.
Thisisdone by imposing heavy taxes on such commodities.
Controlling inflation. Taxation reduces money supply by reducing peoples ‘disposable’
income ther eby controlling inflation.
Reducing inequality in income distribution; thisisdone by taxing therich heavily and
using thefinancesraised in provision of goods and servicesthat benefit the poor.
Influencing locations of businesses. Thisisdone by taxing businesses located in urban
areas heavily and thosein rural areas lightly hence businesses moving to rural areas.
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vii.  Correcting unfavorable balance of payments. High taxes areimposed on imported
commodities thereby discouraging their importation leading to an improvement in the
balance of payments.

viii.  Toprotect the key selectors of the economy such asthe agricultural sector, by
stimulating their growth.

Factorsthat deter mine the amount of money raised through taxation

i.  Distribution of incomes
ii.  Social and political factors
iii.  Honesty and efficiency of tax authorities
iv.  Citizenslevel of real income
v.  Economic structure of the country i.e. relative size of the country’s commercial and
subsistence sectors.

Principles of taxation

These arethe characteristics that a good tax system should have. They arealsoreferred to
asthe cannons of taxation.

A good tax system should be;
i.  Equitable/principle of equity-Every subject of the state should pay tax in proportion to
their income. A tax system should therefore have horizontal and vertical equity.

Horizontal equity means that those at the same level of income and cir cumstances should
pay the same amount of tax.

Vertical equity meansthat those ear ning higher incomes should pay proportionately higher
amounts of tax than those earning less.

ii.  Certain/principle of certainty-The tax that an individual should pay should beclear in
terms of the amount, time and manner in which it should be paid. The gover nment
should also befairly certain of the amount of tax expected so that planning can be
easier.

iii.  Convenient/principle of convenience-Tax levied ought to be convenient to both the
contributor and collector, it should be levied at a time when the payer has money and
mode of payment should be convenient to both the payer and the payee.

iv.  Economical/principle of economy-The cost of collecting and administering thetax should
be lower than thetax so collected.
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Flexible/principle of flexibility-1t should be readily adaptable to changing economic
timesi.e. when the economic conditions of the peopleimproveit should giveraised
revenuee.g. VAT

Ability to pay/non-oppressive-A tax system should be designed in a way that the amount
charged isnot too high to the extent that the contributorsare unableto pay or is
discouraged from working hard.

Diversified/principle of diversity-There should be different types of taxes so that the tax
burden ison different groupsin the society. This also ensuresthat the government has
money at all times.

Simplicity-A good tax system should be simple enough to be under stood by each tax
payer. Thiswill motivate them to pay tax.

Elastic/principle of elasticity-Thetax system should be ableto generate more revenuefor
the government by targeting items of mass consumption.

IMPACT AND INCIDENCE OF TAX

I mpact of tax; The burden of tax on theinitial person
Incidence of tax; Thefinal resting place of the tax burden.

The person on whom tax isinitially imposed may either bear the whole burden or pass part
or thewhole burden to someone else. E.g. for manufactured goods, theimpact of thetax is
on the manufacturer and the manufacturer may passtheincidence of thetax to the
consumer.

If the manufacturer only passes part of the burden to the consumer, then the incidence of
thetax wil be partly on the manufacturer and partly on the consumer.

CLASSIFICATION OF TAXES
Taxes are classified according to;

Structure of the tax
Impact of thetax on the tax payer.

a) Accordingtothestructure
In this case, taxes are classified according to the
relationship between the amount paid on tax and
theincome of thetax payer. Theseare:
i. Progressivetax
ii. Regressivetax
iii.  Proportional tax

a. Progressive tax
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Thisisatype of tax wherethe rate/lamount paid increases proportionately with increasein
income.e.g tax may be asfollows

Income Rate

0-5000 20%
5001-10000 25%
10001-15000 30% et.c

-In progressive tax, those with higher incomeratesremit a higher
proportion of their income astax compared to those in lower income
brackets.

Thistype of tax isbased on the belief that one only needs a certain
amount in order to have a decent standard of living.

Advantages of progressive tax
It reducesincomeinequality astherich aretaxed more
It encourages peopleto work harder/morein order to maintain their
standard of living
Therevenue collected is higher
Theunit cost of collecting tax reduces as the tax increases.

Disadvantages of progressive tax
It isoppressive-some people ar e taxed mor e than the others and punishes people for
their hard work.
It may discour age people from wor king mor e as any additional income goes tax
I nvestor s may be discouraged from venturing into risky but more profitable businesses
asthese would attract moretax
It assumesthat people ear ning the same amount of money/income have similar needs
and ability to pay tax-which in reality may not betrue.
. It can lead to tax evasion by taxpayersfalsifying their level of income.
b. Regressivetax

Thisisatype of tax that takesa higher proportion of low income earners as compared to
high income earners. The fax burden falls mor e heavily on the poor (opposite of
progr essive)

Example: salestax where people pay the same amount irrespective of the level of income.

The assumption is based on the under standing that the one who deems it necessary to buy a
certain products considersthe utility derived from it to be equal toits price, which includes
tax.

c. Proportional Tax
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Thisisatype of tax wheretherate of tax remainsthe same irrespective of the level of
income or value of property to betaxed e.g. if therateis 20% then a person who earns
ksh.5000 will pay 20/100 x5000=ksh.1000

K'sh.10, 000 will pay 20/100x10,000=ksh.2000 e.t.c

Example: corporation tax where companies ar e expected to pay a fixed proportion
of their profits astax.

d. Digressivetax

Thisisatype of tax wherethetax rateincreases up to a given maximum after which a
uniform tax rateislevied for any further income.

Classification according to impact on the tax-payee

Based on theimpact, thetax hason the tax payer; tax may be classified as either;

a. Direct tax
b. Indirect tax

a. Direct tax

These aretaxes wheretheimpact and the incidence of the tax are on the same person. It is
not possible to shift/pass any part of thetax burden to anybody else.

Thistype of tax isbased on incomes, profits and property of individualsaswell as
companies.

They include:

Per sonal income tax

Thisisatax that isimposed on incomes of individuals and isusually progressivein nature.
Example pay-AsYou-Earn (PAYE) for salaries.

In most casesit is paid through check-off system where the employer deductsit from the
employee’s salary and remits it to the tax authorities.

Corporation tax

Thisistax levied on profits of companies. It isusually proportional in nature.
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iii.  Stampsduty

Thisistax paid in areas such as conveyance of land or securities from one person to
another.

iv. Estate (death) duty

Thistype of tax isimposed on property transferred after the owners’ death. The tax helps
in raising gover nment revenue and also in redistributing income sincethe inheritor has not
worked for it.

v. Wealth tax
Thisistax levied on personal wealth beyond a certain limit.

vi. Capital gainstax

Thisistax levied on gainsrealized when afixed asset issold at a price higher than the book
value.

vii. Capital transfer (gifts) Tax

Thisistax imposed on the value of property transferred from one person to another asa
gift. Thetax isdesigned to seal loopholes whereby a wealthy person may try to avoid tax by
transferring hig’her property to afriend or arelative as a gift.

Thistype of tax isprogressive in nature. It however does not affect transfers between
spouses or to charitable organizations.

M erits/advantages of direct taxes

i. Economical in collection; most of direct taxes are collect at source and the cost of
collecting them isfairly low.

ii. Tax revenueiscertain; thetax payer knowswhat and when to pay and the gover nment
knows how much tax revenueto expect at what time (can be collected from the annual
tax returnsin advance)

iii. Equitable /equity; they facilitate fair distribution in tax contribution as people pay
according to the size of their income.

iv. Simplicity /simple to understand; they are easy and smpleto understand by both the tax
payer and the collector.

v. Doesnot affect the price of goods and services; direct tax does not cause inflation as it
only affects consumer’s disposable incomes and not the prices of goods and services.
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b.

. Bringsredistribution of wealth; direct taxes are progressive in nature hencethe

wealthier member s of the society ar e taxed more than the poorer membersof the
society.
Civic consciousness; tax payersfeed the pinch of paying tax and thustake a keen
interest in gover nment expenditure.

No leakages; loss of collected revenueis minimized asthetax ispaid directly to the
tax authorities and not through middle men.

. Desirable; thetax isdesirable becauseit only affects people who fall within the

jurisdiction of income tax and cor poration tax.
Eladtic/flexible; thetax isflexiblein that it can be expanded to cover as many ar eas as
desirable.
It can also beraised or reduced according to the needs
of the economy.

DEMERITSOF DIRECT TAX
Encourage avoidance and evasion; whenever possible people come up with ways of
reducing the amount of tax payable by falsifying information or just ignoring payment.

. Discriminatory /not imposed on all citizens; direct taxes are not paid by all citizensaslow

income ear nerswho do not fall within the tax brackets are exempted
Discourage investment/deterrent to investment; Heavy taxation on profits discourage
people from investing in risky but profitable businesses

. Discourage work/deterrent to work; High rate of direct tax may deter people from

working harder as people may opt for leasureinstead of working extratime.
Encourage capital flight; high taxes such as corporate tax make foreignersto withdraw
their investmentsand transfer them to countrieswith lower taxes.

. Unpopularity; the burden of the tax (incidence and impact) of tax is borne by the tax

payer directly and at once. Thismakesdirect taxes very unpopular.
May inconvenience the tax payer; the tax payer hasto comply with complicated formalities
relating to sources of income as well asthe expensesincurred while generating it. This
may force the tax-payer to engage the services of tax experts who have to be paid.

Lack of civic awareness; on tax payersarenot interested in scrutinizing gover nment
expenditure asthey do not feel the pinch of paying tax.

I ndirect tax

These aretaxesin which theimpact ison one person and theincidenceis partially or
wholly on another person. Thetax payer may shift either the whole or part of the tax

bur

den to another person.

Such taxes ar e usually based on the expenditure on goods and services and include the
following:
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1.

Salestax: thisisbased on the sales made and may be assessed either as a per centage of
the salesor afixed amount e.g. sh.2 per every kilograms sold. The tax may be collected
at one point or various points of sale. In Kenya, salestax has been replaced by V.A.T

. VALUE ADDED TAX (V.A.T): thisisthetax that islevied on the value that a business

adds borne by the consumer in thefinal price.
Export duty: thisisatype of tax that islevied on exports. The objective may either to
raise revenue or discourage the exploitation of some commaodities.
Import duty: Thisistax levied on imported products,
For thefollowing reasons.
Raising gover nment revenue
Reducing incidences of dumping
Discouraging consumption of imported goods with a view of boosting local production
Protecting local industries
Exciseduty: Thisisatype of tax that isimposed on goodsthat are manufactured and
sold within a country.
Its purposeincludes,
Raising revenuefor the gover nment
Discouraging the consumption of some commodities such asbeer and cigar ettes.

MERITS OF INDIRECT TAX
Can be used selectively; It can be used selectively to achieve a given objective e.g.
consumption of some commodities.
Tax payment isvoluntary; indirect tax isonly paid by those who consume the tax
commodities ther efor e those who do not want to pay the tax would only need to
avoid taxed commodities.
Difficult to evade; thetax cannot be evaded because it ispart of the price of the
commodity. All those who buy the commodity taxed must therefore pay thetax.
Wide cover age/broad based; thetax islevied on a wide range of essential
commodities thus a high amount of revenueis collected.
Stimulate effort; indirect taxesif increased increasesthe prices of goods and
services. People who want to maintain the same living standards will therefore have
towork harder to be able to buy/affect the same goods and services.
Convenient; thetax ispaid in bits as one buys the goods and services. Thetax isalso
hidden in the price of the commodity and the payer may not be aware of it.
Flexible; flexible; the government can raise or reducethetax rateto suit the
prevailing economic situation in a country.

DEMERITS OF INDIRECT TAXES
May fuel inflation; continued increasein indirect taxes may fuel inflation asit directly
increasesthe prices of goods and services.
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2. Lessequitable/regressive; the same amount is charged on both the high and the low
income ear ners making the tax burden to fall heavily on thelow income earners. The
low income earners end up paying alarger proportion of their income astax.

3. Can beavoided; indirect taxes can be avoided by people who do not consume the taxed
commodity.

4. Encouragesfalsification of records; traders may falsify their rewardsin order to pay
lesstax.

5. Lack of civic/contributorsawareness; thetax is hidden in the price of the commodities
thereforethe tax payersarenot awar e that they are contributing anything to the state.

6. Expensiveto administer/expensivein collection; the gover nment must employ many tax
inspectors making indirect taxes expensivein collection and administration.

7. Uncertainty in revenue collection; the government may not predict the amount of
revenueyield asit isnot easy to forecast sales and people can also not be forced to buy
the taxed commodities.

8. Might interferewith resource allocation; indirect taxesincreasesthe prices of
commodities and can therefore for ce consumers and producer sto shift to the
consumption and production of commoditiesthat are not taxed.

9. Discourages savings; increased expenditure duetoincreased priceswill lead to low
saving and hence low investments.
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