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CHAPTER 27

TAXATION AND PUBLIC EXPENDITURE

L]

OSHODIA. F
Department of Economic «
University of lorin, Niger ..

Meaning and Scope of Public Finance

.Pubhc finance deals with government financial activities concerning resenue,
expenditure and debt operations. It analyses government financial activities on the economy,
corporate bodies and individuals. Thus, public finance deals with income and expenditure of
government entity at any level be it central, state or local. It revolves around the role of
government income and expenditure in the economy. Public finance is different from private
hnm}ce. While public finance studies income. ‘experditure. borrowing and financial
administration of the public, private finance studies income. expenditure, borrowing and
financial administration of the individuals and privic organizations. Another area of
difference is the adjustment of income and expenditure. The private, especially individual,
will prepare his expenditure on the basis of expected inc ome during a specific period of time.,
usually one month. The government will first of all propare the estimated expenditure then
finds ways of raising income to finance the budgeted expenditure. The motives of public and
private finances are also different. While public finance motive is to maximize public
Welfard, private finance motive is to maximize profit.

The scope of public finance has been classified into four by Prof. Dalton. This

includes: Public income, public expenditure, public dobis and financial administration.

Public Income

Public income refers to the income of the govern=nt vwh :h could be earned through the
imposition of tax or other sources of income. Income o1 tax includes personal income tax,
company income tax. sales tax, value added tax. poil tax onu excise duties. While. the non-
«ax income includes interest income from lending money te other countries. rent and income
from government properties, donations from world organisations, fees, fines and so on. This
aspect of public finance studies methods of taxation. revenue classification, methods of
increasing government revenue and its impact on the economy as a whole.

Public Expenditure

Public expenditure is the money spent by government entitics. As a result of the functions
perform by the government, money is usually expended on infrastructure. defense.
education, healthcare, and so on for the growth and welfare of the country.

This area studies the objectives and classification of public expenditure, effects of public
expenditure in different areas, effects of public expenditure on various factors such as
employment, production, and growth.

Public Debt

When public expenditure exceeds public income, the gap is filled by borrowing money from
the public. or from other countries or world organisations such as International Monetary
Fund, World Bank, Paris clubs and London clubs of creditors. These borrowed funds are
public debt.

Social Scicices for Beginners Vol 1 (Geography and ¥ Nes) Page 301




[his area of public finance

| explams the by
clrectonthe ecconomy |y

rden of publie de Flegy T
also suggests me public debt, why 1t is necessary ant,

thods to manaee pubhic debt.
Financial A\dministration
s the name sugeests this are
tnance. That asc public
admumistration meludes prep

L obpublic finance is all about the administration of all public
meemes public expenditure. and public debt. Financial
\arious govermnment I‘\‘licic‘ll “:“‘“« passing, a\.nd ilnplcfm-n‘l:nh\n ofgovernment budect zm‘d
. . . - also swidies the policy impact on the social-cconomic
cnvironment mter-governmental relationships, and foreien relationships

Functions of Public Finance

Public finance pertor s & : L . o
. pertorms the lollowing three main functions: allocative, distributive and
stabithization,

I'he Allocation Function
thereare two (ypes ol'g(.mds inan economy - private goods and public goods. Private goods

have a }\n}d ol exclusivity to themselves. Only those who pay for these goods can get the

l‘}‘“&‘“[ of such goods, for example- a car. In contrast, puh.lic aoods are non-exclusive.

Everyone. regardless of paying or not. can benefit from public a00ds. For example —a road.

street h.ghl. Once provided. they are provided for all. The allocation function deals with the
atlocation of such public goods. The government has to perform various functions such as
mamtimning law and order, defense against foreign attacks. providing health-care and
education. building infrastructure. and so on. The performance of these functions requires
large scale expenditure, and it is important to allocate the expenditure efficiently. Thus. the
allocation function studies how to allocate public expenditure most efficiently to reap
maximum benefits with the available public income/wealth.

The Distribution Function

There exists great disparities of income and wealth in difterent countries of the world. The

distribution function of public finance sceks to reduce these inequalitics as much as possible

through redistribution of income and wealth. This can be done through: vsing progressive

taxes, by charging higher tax from the rich and giving subsidies to the low-income earners.
Such progressive taxes can be used to finance public services such as affordable housing, and
health care. A higher tax can be applied to luxury goods or goods that are purchased by the
high-income group, for example, higher taxes on luxury cars.

Thus, the distribution function of public finance aims at reducing the inequalities through
redistribution of income and wealth.

The Stabilization Function ‘ . .
The attainment of macroeconomic objectives of steady economic arowth, high employment,

rice and exchange rate stability may not be achieved automatically, hence, the need for
cconomic/fiscal stabilization. Economic stabilizatiop helps_to prevent the economy from
drifting away from equilibrium. Without stabilization ‘pohcy, the economy tend.s dto bef
subjected to substantial ﬂuctuations- anfl may suffer from susEamcd Fgrlo ts)‘l‘ov
unemployment or inflation. With growing mtemathnal dependence, forces o :ps-t? 1 tlltye
mav be transmitted from one country to anothef, which further worsen or comp icates : l:"
prodblem. In one period, the level of expenditures may be insufficient to secure
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conployment of labour and other resources. For various reasons, including he facty, {
' al w

and prices tend to be rigid downward; there is no ready mechanism by which, Uncmp) "
Willrestore itseltautomatically (full employment may be achieved), qupuw.immrr I ‘);“”‘""'
o raise aggregate demand are then needed. At other times, expenditures May i;\“;(""“'*
a\ .nl.\l‘lc‘ninlp‘ul under conditions of high employment and ““"ﬂ”'("y cause inllzllinnjqu e
stuations, restrictive measures are needed to reduce dcmzm(.l. I'u.| thermore, jyq . (M% Such,
demand may generate further deficiency, so may an increase in prices generate 5 [‘unhcr;:’;m
rise, leading to renewed inflation. -

Yape

TAXATION ;

Faxation is system of levying taxes: the system whereby taxes are levied op Some types ¢
. 3 . )
Income, carnings, or purchases.

Terminologices .

Taxis a compulsory levy on the residents of a society by the government. Its paymep, h
compulsory and imposed by various tiers of government on individuals, firms apq
organisations. It is only the government that can impose or levy taxes through jtg Varioys
agencies such as the Nigeria Customs Service and Federal Inland Board of Revenye
(Nigeria).

Tax incidence is an economic term for the division of a tax burden between, buyers
and sellers. It deals with who bears the final burden of a tax. This has to do with the price
elasticity of supply and demand. It is the consumers who bear the greater burden of the sales
tax on an inelastic product while it is the producers who bear the burden of tax on elastic
products.

Tax evasion refers to the illegal practice of not paying taxes either by not reporting
income appropriately or reporting expenses not legally allowed or by not paying tax at all or
providing false information or keeping two set of accounts books. Tax evasion is a criminal
offence/tax fraud which involves criminal procedures of manipulating the tax form by
declaring lower income or refusing to pay tax altogether.

Tax avoidance deals with minimizing of taxes payment through the use of legitimate
tax deductions. The individual takes advantage of the loopholes in the tax system
(regulations) and thus, manipulates by paying low tax.

Tax holiday refers to the period of tax exemption from state granted to
companies/firms when they are about starting a business. Specifically, many Nigerian firms
have enjoyed and still enjoying tax holiday. It could take the form of the granting of tax
exemption to firms for 5 years for those who are engaged in priority areas such as health or
the granting of tax exemption to firms for 7 years for those located in economically
disadvantaged areas of the country.

Tax relief are the deductions that reduce the amount of tax to be paid by the tax
payers. Therelief constitutes tax savings in the form of allowable deductions such as pension
contributions, capital gains, and business losses.

Taxhaven refers to country with favourable tax rates.

Taxstructure refers to the tier or leve] at which tax laws are made and taxes collected.
Presently, we have the F.cdcral, State and Local governments having separate powers (©
enact and collect taxes imposed on taxable personsin Nigeria. The tax structure of an
economy depends on its tax base, tax rate and how the tax rate varies.

Tax base is the amount of assets or income or properties in a certain area Of

—
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2. Canon of Certainty:-This ¢
to the amount which the taxpayer isre
is definite and certain about the amount 0
income 1o his expenditure.

3. Canon of Convenience:-This canon implies thattax .‘»’l'l()l'l|d be lcv.lcd a'l the time a4
the manner which is most convenient for the tax payers (o pay it c..g‘.dpmpf,'rt.)./ t(,,'(, house -y
income tax should be realised at a time when the tax payer is expecte torecerve income, [,

manner of payment of tax should also be convenient.

of economy statcs that the expenses for e
Such expenses should be kept as low as possib)e.
ther canons apart from the ope

4. Canon of Economy:-The canon
collection of taxes should not be excessive. SUtt
and consistent with administration efficiency. 'here are o

mentioned by Adam Smith is discussed below:

Canon of Productivity:- Canon of Productivity states that sufﬁcient revenue
levied. If a few taxes imposed yield

d overa large of taxes.

S.
should be produced for the government when a tax 1s

sufficient fund for the state, then they should be preferre

6. Canon of Elasticity:- This canon of elasticity states that the tax system should be
fairly elastic so that if at any time the government is in need of fund, it should be able to
increase its financial resources without incurring any additional cost of collection.

7. Canon of Simplicity:- The canon of simplicity states that the tax system should be
fairly simple, plain and legible. It should not be complicated and difficult to understand.

8. Canon of Diversity:- Canon of diversity states that the system of taxation should
include a large number of taxes which are economical. The implementation of variety of
taxes is desirous from the point of view of equity yield and stability.

Reasons for the Imposition of Taxes
Tax isamajor source of government revenue.

L. Through tax, government is able to meet its social, economic and political
obligations such as building schools, building of hospitals, constructing roads and
bridges.

2

Tax poulq ‘bc u§e<_J to stimulate economic growth and development in an

cconomy. Tax pgllf:lcs such as tax concessions, tax holidays could be pursued to

aid rapid industrialisation,

3. (llz:/):ycguld bc us‘ch to r.edistributc income in a society through Pay AsYou Eam
=) system of taxation, where a high tax burden is imposed on the high income

carmers ceds use i
A ‘fnd proucds‘uscd by government to provide subsidies for goods normally
consumed by the low income earners
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(jassification of Public Expenditure

" 1l Expenditure and Recurrent Expenditure

i1 expenditure can be classified as capital expenditure and recurrent expendit

- apital expenditure includes a'll investment in infrastructural projects, ;;}?»'sicalllz:tszécts that
¢ for long-term purposes mainly to improve the living conditions of the citizens. This
udes expenditure on sectoral development, housing, roads construction railways
. morts. seaports, and agriculture and water resources. They are generally ,producti);é
~.tment. Recurrent expenditure is spending on services to maintain the existing
. lities in the economy such as wages and salaries, maintenance of social services, securit§

uhsidies.

: vhaustive and Non-Exhaustive Expenditure

Julic expenditure can be classified into exhaustive and non-exhaustive expenditure.
i shaustive expenditure or spending entails the public sector directly buying goods and
ervices such as medical equipment or construction of roads and bridges or paying the police
o paramilitary. Thus, it is the public sector that determines the allocation of resources. On
te other hand, the government does not determine the allocation of resources in non-
exhaustive expenditure, rather, it is the firms and people who receive the financial support
40t makes their decisions through their purchases.

Functional classification of Public Ex penditure
“ublic expenditure can also be classified on the ‘
veurred, Government performs different functions such as defence,
aoriculture, social services and industrial development.

basis of functions for which they are
infrastructure,

Canon of Public Expenditure
e following 8 canons of public expenditure were
cxpenditure as shared by Moheeth (n.d.).

based on I?r(»f' l-’indluy Shirras public

——
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Canon of neutrality specifies that public expenditure should have a positive impac

= and not a negative impact on production, .distributlor'l anq t}‘]C c<‘:f)n.0my. That s,
public spending should lead to increase n p‘roduc‘ll()n. n?crcasc’m-thc level of
cconomic activ ities and increase in wealth creation of the nation, while it should als,
lead to areduction in income inequality. _

V. Canon of equitable distribution states that the exp;ndﬂure pattern of government

tions of the community. Public

should be so designed to benefit the poorer scctiol '
expenditure should be incurred in such a way that it should help reduce income

inequality in the society oreconomy. .

Vi. Canon of sanction requires that there should be accountabilit:” on the part of
sovernment officials vested with the power to spend money S0 as to prevent
gxtravagant spending and that money must be expendedjuc.hclously for the purpose
for which it is meant after obtaining due approval or sanction from the appropriate
authorities.

Vii. Canon of elasticity implies that there should be flexibility in public expenditure
based on prevailing circumstances and needs in the economy. For instance, it should
be possible for government to increase public spending during emergency or
economic depression and reduce spending when the economy is overheated or
normal.

viii.  Canon of surplus opines that government should prefer to have a surplus budgettoa
deficit budget, although, the latter is inevitable sometimes. As much as it is possible,
government should ensure that revenue generated exceeds its expenditure so that the
surplus g« nerated can be utilised whenever there is deficit.

Theories of Public Expenditure
The following theories of public expenditure growth are discussed: Wagner law, Rostow-
Musgrave and Peacock —Wiseman.

Wagner's Law

Also k{lown as the law of increasing state spending. Wagner's law of increasing state
expenditure states that the size of government as measured by public spending increases
proportionally morc than the growth of national income overtime. It opines that public
expenditure increases constantly as income grows due to three main factors namely; Firstly,
state social functions grow overtime, hence, there is the need for government to spend more
spending by the state on environmental protection programme, retirement insurance, natural

—
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Questions (Essay)
What are the functions of public finance?
Why the imposition of taxes?

Rf\'it‘“

(BT Questions

| Which canon of public expenditure requires that there is accountability on the part of
government officials?

Canon of economy b. Canon of elasticity

Canon of surplus d. Canon of sanction

)

o

2. Which is not a theory of public expenditure?
a. Keynes theory of public expenditure b. Peacock —Wiseman model
C. Wagner law d. Rostow-Musgrave model

3. Which is the most fundamental canon of public expenditure?

2. Canon of productivity b. Canon of maximum social benefits
C. Canon of neutrality d. Canon of Equitable distribution
4 Which is not an example of Indirect taxes?
a. Value Added tax b. Excise duties
c. Company Income tax ~ d. Import duty

wn

Who bears the greatest burden of sales tax on inelastic products?
a.the producer b, the consumer . the middlemen

6 Who bears the greatest burden of sales tax on elastic products?' . :
a. The middlemen b. The consumer  ¢. - The producer
\

L |
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n which tax should be collected when best suited for tay Paye |
N

7. The canon of taxation i
e C fequity b Canon of convenience
a. anonofe _ foertaing
C. Canon of administration d. Canon o y
. . f)
8. Which is not an example of direct taxes: R
N SRS : P r;onaTlncomelax
C. Company Income tax d. er
i 1 ' ' i ork?
9. Which type of tax discourages incentives to W ’
a ) tygﬂcsm\ : b. Value Added Tax
" ‘ . ' Tax
C. Personal Income Tax d. Company Income

is a situation where individuals takes advantage of loopholes in the regulation and

10. : :
therefore manipulates his economic situation accordingly to pay low tax

Answer: Tax Avoidance .
11. Which canon of public expenditure states that expenditure pattern of government should

be so designed to benefit the poorer sections of the communit)./?.
a. Canon of economy b. Canon of elasticity

c Canon of equitable distribution d. Canon of maximum social advantage

12 Which of the following option is correct?
a. Budget Deficit is Government Expenditure > Government Revenue

b. Budget Surplus is Government Revenue > Government Expenditgre
c. Balanced Budget is Government Revenue = Government Expenditure

d. All the options

13. The theory of public expenditure, which states that the size of government as measured
by public spending increases proportionally more than the growth of national income is
called
a. Peacock —Wiseman model b. Wagner law  ¢. Rostow-Musgrave model
d. Keynes theory of public expenditure

14. The criminal procedures of manipulating the tax form or refusing to pay tax altogether is
called:
a. Tax Avoidance b. Tax Evasion
¢. Tax manipulation d. None of the options
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