
1

PUBLICFINANCEANDFISCALPOLICY

Publicfinanceisasectionofmicroeconomicswhichisconcernedwithpublicrevenueandpublic

expenditure.Itisthereforeconcernedwiththevarioussourcesofpublicrevenueandthe

differentareaswherethestatespendsmoneyinordertoachievemajorobjectivesofnational

development.

BRANCHESOFPUBLICFINANCE

Publicfinanceconsistsoffive(5)branchesandtheseinclude;

1.Publicrevenue

2.Publicdebt/borrowing

3.Publicexpenditure

4.Fiscalpolicy

5.Financialadministration.

PUBLICREVENUE

Thisisconcernedwiththemethodsofraisingpublicrevenueandtheprinciplesoftaxation.

SOURCESOFPUBLICREVENUE

1.Taxes.Thisisthemainsourceofgovernmentrevenue.

2.Borrowingbothfrominternalandexternalsource.

3.Giftsandgrants.Thesearecontributionsmadebyindividualstothegovernmenttomeetthe

costsofspecificprojectsorskillstocaterforpublicinterestandtheymaybefromwithinor

outsidethecountry.

4.Surplusearningsfromgamblinge.g.nationallottery

5.Disinvestment/privatization.Thisrefersto thesaleofgovernmentorstateownedfirmsto

privateindividuals.
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6.Profitsearnedfromgovernmentproductiveactivitiese.g.governmentownedindustries,

publiccorporations.

7.Compulsorysavingse.g.insurancepaymentsandsocialsecurityfunds(NSSF)

8.Printingmoremoney.

FEES(NON-TAXSOURCES)

Feesarepaymentsmadebyindividualsorfirmstopublicauthoritiesforanyservicerendered

tothembythestate.

9.Finesandpenalties.Theyarepaymentsmadebylawbreakers.

10.Rates.Thesearepaymentsmadeforurbanproperty.

11.Marketdues.Thesearepaymentsmadetogetarighttosellgoodsorcommoditiesina

market.

12.Licenses.Thesearepaymentsmadetobeallowedtooperateorstartabusiness.

13.Roadtolls/bridgetolls.

TAXATION

Taxationreferstothelegalcompulsorytransferofmoneyfromindividualsandcompaniestothe

governmentasasourceofrevenue.

Ataxisacompulsorypaymentorcontributionmadebyanindividualorfirmtothepublic

authoritiesregardlessoftheexpectedbenefits.

Ataxisanon-quidproquopaymentinthesensethatthebenefitsreceivedbythetaxpayerfrom

thegovernmentdonotnecessarilycorrespondwiththeamountoftaxpaidi.e.itcanbegreateror

less.

CANONS/PRINCIPLESOFTAXATION
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Theseareguidelines,regulationsorproceduresfollowed during tax assessmentand

administration.AdamSmithwasthefirsteconomistwholaiddownfour(4)importantcanonsof

taxationwhichwerelateraddedonbyothereconomists.Theyareexplainedbelow.

1.Canonofequity/fairness.Thisprincipleisdividedintotwo;i.e.horizontalandvertical

equity.Horizontalequityrequiresthatindividualswhoarethesameinallrelevantaspectsbe

treatedthesame.Theprincipleofverticalequitysaysthatsomeindividualsareinpositionto

payhighertaxesthanotherandthattheseindividualsshoulddoso.

2.Canonofcertainty.Thenatureofthetax,itsbase,theamounttobepaid,whentopayand

wheretopayshouldbeknownclearlybyboththetaxpayerandthetaxcollector.

3.Canonofconvenience.Taxesshouldbecollectedatatime,seasonandavailabilityofincome.

Thereforetaxesshouldbecollectedatatimewhenthetaxpayerhashadopportunitytosell.

4.Canonofeconomy/efficiency.Thecostofcollectingtaxesshouldbesubstantiallylower

thantheactualtaxrealized.Thecostofcollectingtaxesshouldnotexceed5%ofitsyield.

5.Canonofcomprehensiveness/diversity.Thereshouldbeavarietyoftaxessothatallcitizens

contributetowardsstate’srevenueaccordingtotheirabilitytopay.Thereshouldbeavariety

ofdirectandindirecttaxes.

6.Canonofconsistency.Thetaxsystemshouldbeinlinewithnationaleconomicobjectives

especiallyinallocationofresources.

7.Canonofelasticity/flexibility.Thereshouldbenorigidityinthetaxsystem.Itshould

changewithchangeinthetaxpayer’sincomei.e.shouldincreasewhenincomeincreaseand

decreasewhenincomefalls.

8.Canonofneutrality/impartiality.Thisrequiresthetaxsystemnottodiscriminatethetax

payers.Allthosewiththesameabilitytopayshouldpaysameamountswithoutanyformof

discrimination.

9.Canonofoptimality.Thetaxpayersshouldgetmaximum satisfactionthroughpublic/

governmentexpenditureshencepromotingincreaseinproductivecapacityofthecountry.
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10.Canonofproductivity.Agoodtaxsystemshouldbeabletogenerateenoughtaxrevenuefor

thegovernmentbutshouldnotnegativelyaffectproductionofgoodsandservicesinthe

economythereforeshouldnotdiscourageinvestment.

11.Canonofsimplicity.Thetaxsystemshouldbeeasytounderstandhenceshouldnotbe

complicatedi.e.thenatureofthetax,amounttobepaidandtimeofcollectionshouldeasily

beunderstoodbyboththetaxpayerandtaxcollector.

FEATURES/CHARACTERISTICSOFAGOODTAXSYSTEM

 Itshouldbeequitable/fair

 Itshouldbecertain

 Itshouldbeconvenient

 Itshouldbeeconomical/efficient

 Itshouldbecomprehensive/diverse

 Itshouldbeelastic/flexible

 Itshouldbeneutral/impartial

 Itshouldbeoptimal.

 Itshouldbeproductive

 Itshouldbesimple

 Itavoidsdoubletaxation.

 Itisbasedontheabilitytopayprinciple.

 Hasabuiltinstabilizer.

FACTORSTHATINFLUENCETHELEVELOFTAXREVENUEINDEVELOPING

COUNTRIES
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1.Levelofincome.Thehigherthelevelofincomeofanindividual,thehigherthetaxrevenue

becauseanindividualhasenoughforpayingthetaxandsavingwhilethelowerthelevelof

income,thelowerthetaxrevenuebecausepeopleareunabletoearnwhatisenoughfortheir

consumptionandpayingtax.

2.Degreeofaccountabilitybythetaxofficials.Ahighlevelofcorruptionamonggovernment

officialsretardseconomicactivitiesbecausetheyhaveswindledthemoneythatwas

supposedtofacilitatethemhencelowtaxrevenuewhilealowlevelofcorruptionamong

officialsavailsfundsfordifferenteconomicactivitieshencehighleveloftaxrevenue.

3.Levelofdevelopmentofinfrastructure.Agoodinfrastructuraldevelopmentleadstohigh

levelsoftaxrevenuebecausegoodsandrawmaterialsarecheaplytransportedtomarket

centreswhilepoorinfrastructuraldevelopmentincreasescostsoftransportationofgoodsand

serviceshencelowtaxrevenue.

4.Thepoliticalclimate.Afavourablepoliticalclimateenablesproducerstoconcentrateonthe

productionprocesswhichleadstohighqualityoutputhencehightaxrevenuewhile

unfavourablepoliticalclimatedestroysexistinginfrastructure,putsproducersontension

leadingtolowoutputhencelowtaxrevenue.

5.Stockofcapital.Ahighlevelofstockofcapitalavailsfundsforinvestmentswhichenlarges

theproductionscaleleadingtoincreasedoutputandprofitshencehightaxrevenuewhilelow

levelofcapitalstockleadstolowtaxrevenuebecausepeopledonothavefundstobuythe

necessaryequipmentstoenlargetheirbusinesses.

6.Levelofincomedistribution.Afairandequalincomedistributionenablesboththepoorand

therichtoaccessseveralgoodsandserviceshencehightaxrevenuewhileunfairincome

distributiondiscouragesconsumersfrom accessinggoodsandservices hencelowtax

revenue.

7.Leveloftechnology.Ahighleveloftechnologyencouragesutilizationoftheavailable

resourceswhichleadstoincreasedoutputhencehightaxrevenuewhilepoortechnology

leadstounderutilizationofresourcesandproductionofpoorqualityoutputhencelowtax

revenue.
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8.Rateofinflation.Thehighertherateofinflation,thelowerthetaxrevenuebecausemoney

continuouslylosesvalueandinvestmentsarediscouragedbecauseofthehighcostsof

productionwhilelowinflationratesleadtohightaxrevenuesincethevalueofmoneyishigh

andinvestmentsarealsopromoted.

9.Levelofemployment.Thehigherthelevelofemployment,thelowertheleveloftaxrevenue.

Thisisbecauseunemploymentleadstoacertainportionofthepopulationhavingnoincomes

onwhichtaxescanbeleviedwhilethelowerthelevelofunemployment,thehigherthetax

revenuebecausemajorityofindividualsearnincomesonwhichgovernmentcanimpose

taxes.

10.Leveloftaxevasionandavoidance.Highlevelsoftaxevasionandavoidancebythetax

payersduetolackofcommitmentbythetaxofficialsorexistenceofloopholesinthetaxlaw

leadstolowlevelsoftaxrevenuesincemanyactivitiesarecarriedoutwithoutbeingtaxed

whilelowlevelsoftaxevasionandavoidanceleadtohighlevelsoftaxrevenuesincemost

oftheactivitiesaretaxed.

11.Availabilityofdataorinformation.Availabilityofdatainpeoples’incomesandprofitsof

companiesleadstohighlevelsoftaxrevenuebecausethereisreducedevasionoftax

paymentwhileinadequateinformationconcerningpeoples’incomesandcompanies’profits

leadstolowleveloftaxrevenuebecausemanyactivitiesgowithoutbeingtaxed.

12.Levelofmonetizationoftheeconomy.Alargesubsistencesectorisassociatedwithlow

levelsoftaxrevenuebecauseproductionofgoodsismainlyforownconsumptionandthus

thereisnoincomeearnedonwhichgovernmentcanimposetaxeswhileexistenceofahighly

industrializedmonetaryeconomyleadstohighlevelsoftaxrevenuesincemanypeopleearn

incomesonwhichtaxescanbeimposed.

13.Thelevelofskillsoftaxadministrators/collectors.Highlyskilledtaxadministratorshavethe

abilitytocarryoutthetaxassessmentandadministrationprocesseffectivelysoastoraise

enoughrevenueforthegovernmenthencehighlevelsoftaxrevenuewhileincompetenttax

administratorsendupharassingthetaxpayersandthisincreasesthechancesoftaxevasion

hencelowtaxrevenue.
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14.Theratesimposedontaxpayers.Thehigherthetaxratesimposedontaxpayers,thehigher

therevenuecollectedandthelowerthetaxrates,thelowertherevenuecollected.The

governmentearnsmorerevenuethroughtheuseofaprogressivetaxsystemratherthanthe

regressivetaxsystem.

15.Thelevelofincentives/taxconcessions/taxexemptionsgiventothepotentialtaxpayers.

Thehighleveloftaxexemptionsespeciallyonforeigninvestorswhowouldotherwisebe

potentialtaxpayersnarrowsthetaxbasehencelowtaxrevenuewhilelowleveloftax

exemptionswidensthetaxbasehencehightaxrevenue.

16.Thecostoftaxcollection.Thehigherthecostoftaxcollection,thelowertheleveloftax

revenueasalotofmoneyisusedtoreachouttothetaxpayerswhilethelowerthecostof

taxcollection,thehighertheleveloftaxrevenue.

17.Thelevelofservicedeliveryprovidedbythestatefromtaxrevenue.

TAXBASE

Taxbaseistheincome/item/wealth/person/economicactivityonwhichataxisleviedtoraise

taxrevenue.

REASONSFORNARROWTAXBASEINUGANDA/CAUSESOFLOWTAXREVENUE

INLDCS

1.Smallindustrialsector.Uganda’sindustrialsectorissmallandweakyetitisthemajor

sourceoftaxrevenue.Thisresultsintolessoutputleadingtolowtaxreturns/limitednumber

ofeconomicactivities.

2.Politicalinstabilityinsomepartsofthecountry.Thisleadstodestructionofproductive

infrastructurethatfacilitateproductionofgoodsandserviceswheretaxesareeasilyimposed

andthispoliticalstatealsoscarestaxofficialsfromreachingallpartsofthecountrywhere

taxescaneasilybeobtained.

3.Highlevelsofunemployment.ManypeopleinUgandahavenostablejobshencereceive

smallornoincomesonwhichtaxiseasilyleviedleadingtonarrowtaxbase
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4.Existenceoflargesubsistencesector.ManypeopleinUgandaproduceforownconsumption

andnotforthemarketandthisresultsintolowoutputandlowincomesleadingtoanarrow

taxbase.

5.Underdevelopedinfrastructureforexampleinaccessibleroadsandpoortelecommunication

networks.Thismakesitdifficulttoaccessallpotentialtaxpayersespeciallyinruralareas

andalsothepoorstateofinfrastructurelimitsproductiveactivitieswheretaxescaneasilybe

imposedfromtakingplace.

6.Grantingofexcessivetaxexemptionsandtaxholidaystopotentialtaxpayers.Thisismainly

donetoattractinvestorsbutasthisisbeingdone,governmentlosesalotofrevenuesince

suchpeopleparticipateinproductionwithoutpayingtaxesforacertainperiodoftime

grantedthembythegovernment.

7.Limiteddataorinformationaboutpeoples’earnings.ManypeopleinUgandahavedifferent

sourcesofincomebuttheyarenotknownbythetaxofficialshenceunabletotaxthem

resultingintolowtaxrevenue.

8.Lowlevelsofincomes.ManypeopleinLDCshaveextremelylowincomesthereforethey

cannoteasilybesubjectedtotaxationasthiswouldnegativelyaffecttheirstandardofliving.

9.Highlevelsofcorruptionandembezzlementamongtaxofficials.Thelittletaxrevenue

collectedisalsodivertedbycorrupttaxofficialsforpersonalusewhilesomeofthemare

bribedhenceexemptingsomepotentialtaxpayersfrommakingtaxpaymentsresultinginto

lowtaxrevenue.

10.Limitedskillspossessedbytaxadministrators.Mostofthetaxadministratorsarenotwell

trainedtocarryouttaxassessmentandadministration.Asaresult,manyservicesarenot

taxedwhilesomeofficialsusebrutalmethodsduringtaxcollectionhencemakingpeopleto

hatetaxpayment.

11.Lowtaxratesimposedonsomeofthehighincomeearnersforexamplejudges,armedforces

amongothers.Thisalsolimitsgovernmentfromacquiringadequaterevenue.

12.Highcostoftaxcollectionandadministration.TheprocessofcollectingtaxesinLDCs
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involvesmanyofficialsinchargeofassessment,collection,monitoringandevaluationwhich

makesitveryexpensivetosustainallofthemleadingtoheavyexpenditureusingthetax

revenuecollected.

13.Highdegreeoftaxevasionandavoidancebytaxpayers.Thisismainlyduetolackof

commitmentbythetaxofficialsandexistenceofloopholesinthetaxlaw.Asaresult,many

activitiesarecarriedoutwithoutbeingtaxedhencelowtaxrevenue.

14.Etc.

MEASURESTOINCREASETAXBASES

 Developinfrastructure.

 Monetizetheeconomy.

 Improvetheskillsoftaxadministrators.

 Developtheindustrialsector.

 Avoidunnecessary/reducetaxconcessions.

 Liberalizetrade.

 Diversifytheeconomy.

 Privatizestateenterprises/publicsectorassets.

 Encourageinvestment

 Improvethepoliticalatmosphere.

 Fightcorruption

 Sensitizethemassesabouttheroleoftaxation.

 Etc.

TAXABLECAPACITY
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Taxablecapacityreferstotheextenttowhichataxpayercanpaythetaxassessedonhimand

yetremainwithenoughdisposableincometoenablehimandhisfamilyleadastandardofliving

theyareaccustomedto.

OR

Taxablecapacity(ofanation)istheextenttowhichanationcanraisetheexpectedrevenue

throughpayingtaxeswithoutproducingsocially,economicallyandpoliticallyharmfuleffects.

FACTORSTHATINFLUENCETAXABLECAPACITYINLDCS

1.Thelevelofincomeofthetaxpayers.Thehigherthelevelofincomeofthetaxpayers,the

higherthetaxablecapacitysincetaxpayershavesufficientincomefortaxpaymentwithout

affectingtheirstandardofliving whilelowlevelofincomeoftaxpayersleadstolow

taxablecapacityastaxpayershavelessincomefortaxpayment.

2.Thelevelofinfrastructuraldevelopment.Highlydevelopedinfrastructurepromoteeconomic

activitieswheretaxesareleviedandenabletaxofficialstoreachalltaxpayersleadingto

hightaxablecapacitysincetaxofficialscannoteasilyreachallpotentialtaxpayersinthe

country.

3.Thenumberoftaxbases.Thehigherthenumberoftaxbases,thehigherthetaxablecapacity

ofthenationsinceallthosetaxbasesaresubjectedtotaxationwhilelimitednumberoftax

basesleadstolowtaxablecapacityastherearefewitemsthataresubjectedtotaxation.

4.Degreeofmonetizationoftheeconomy.Alargesubsistenceeconomyresultsintolow

taxablecapacitysinceproductionisforownconsumptionandnotforexchangetherefore

cannoteasilybetaxedwhileahighlycommercializedeconomyleadstohightaxablecapacity

sincemostoftheoutputproducedisforexchange,thereforehigherincomesareeasilytaxed

bygovernmentleadingtoahighertaxablecapacityofthenation.

5.Thelevelofincomedistribution.Fairincomedistributionleadstohightaxablecapacitysince
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majorityofthepeoplehavesomeincomefortaxpaymentwhileunfairincomedistribution

leadstolowtaxablecapacityasmajorityofthepeoplehavelessincomethusunablethus

unabletopaytaxes.

6.Thetaxrate.Hightaxratesimposedontaxpayersleadtohightaxablecapacitysince

individualspaybigsumsofmoneyinformoftaxeswhilelowtaxratesimposedontax

payersforinstancejudgeslimitgovernmentfromacquiringadequaterevenuehencelow

taxablecapacity.

7.Thelevelofprices/costofliving.Highpricelevelsleadtolowtaxablecapacitysincetax

payersremainwithfewerincomesafterspendingmostofitonpurchasinggoodsandservices

whilelowlevelsofpricesenablepeopletopayfortaxeswithoutaffectingtheirstandardif

livinghencehightaxablecapacity.

8.Theleveloftaxexemptionstotaxpayers.Highleveloftaxexemptionsespeciallytoforeign

investorswhowouldotherwisebepotentialtaxpayersnarrowsthetaxbasehencelow

taxablecapacitywhilelowleveloftaxexemptionswidenthetaxbasehencehightaxable

capacity.

9.Thepoliticalatmosphere.Afavourablepoliticalatmosphereenablessmoothrunningofthe

productionprocessleadingtoincreasedoutputandproductionofhighqualitygoodshence

hightaxablecapacitywhileunfavourablepoliticalclimatedestroystheexistinginfrastructure,

putstensiononproducersleadingtolowlevelsofquantityandqualityofgoodsproduced

hencelowtaxablecapacity.

10.Theskillsoftaxadministrators.Highlyskilledtaxadministratorshavetheabilitytocarryout

thetaxassessmentandadministrationprocesseffectivelytherebyraisinghighlevelsoftax

revenueandhightaxablecapacitywhileincompetenttaxadministratorsendupharassingthe

taxpayersandthismakespeopletohatetaxpaymenthencelowtaxablecapacity.

11.Thepopulationsize.Thebiggerthepopulationsize,thehigherthetaxablecapacitybecause

therearemanypeoplewhoseincomescanbesubjectedtotaxationwhilethesmallerthe

populationsize,thelowerthetaxablecapacityastherearefewindividualswhoseincomes

canbetaxed.
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12.Thelevelofconsumption/consumptionhabits.

CAUSESOFLOWTAXABLECAPACITYINLDCS

 Lowlevelsofincomeinthecountry.

 Pooridentificationofthetaxbases/sources

 Taxevasionandtaxavoidance

 Highlevelsofcorruptionandembezzlementoffundsamongtaxofficials/lowlevelsof

accountability.

 Excessivetaxexemptionstotaxpayers.

 Underdevelopedinfrastructure

 Highlevelsofincomeinequalitiesamongthetaxpayers

 Existenceofalargesubsistencesector.

 Lowtaxratesonsometaxpayers.

 Politicalinstability.

 Unskilledtaxofficials.

IMPACTANDINCIDENCEOFATAX

IMPACTOFATAX

Impactofataxreferstothepersonorfirmonwhomataxisofficially/initiallylevied.

OR

Isthefirstrestingplaceofatax.

INCIDENCEOFATAX

Incidenceofataxreferstothepersonwhoultimatelybearstheburdenofthetax.
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OR

Isthefinalrestingplaceofatax.

OR

Referstohowtherealtaxburdenisshared.

Theincidenceofataxcanbeshiftedeitherbackwardorforward.

1.Backwardshiftingofthetax.

Thisiswherethetaxpayershiftsthetaxburdentothepreviouspartyintheproduction

processe.g.theproducershiftingthetaxburdentothesupplierofraw–materialsbypaying

lowprices.

2.Forwardshiftingofthetax.

Thisiswherethetaxpayershiftsthetaxburdentothenextpartyinthedistributionchaine.g.

aretailershiftingthetaxburdentothefinalconsumerinformofincreasedpricesforthe

commodities.

Incidenceofataxeitherfallsontheproducerorconsumeroracombinationofthetwo

dependingonthepriceelasticityofdemand.

Case1:Taxationandperfectlyinelasticdemand

CLASSIFICATIONOFTAXES

Taxescanbeclassifiedaccordingto;

a)Taxtoincomeratio(taxrates)
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b)Taxincidence

CLASSIFICATIONACCORDINGTOTAXTOINCOMERATIO(TAXRATES)

Taxratereferstotheproportionofincomepaidasatax.

Categoriesoftaxesaccordingtotaxratesinclude;

1.Progressivetax

2.Regressivetax

3.Proportionaltax

PROGRESSIVETAX

Aprogressivetaxonewhoserateincreaseswithincreaseinthetaxpayer’sincomei.e.ittakesa

higherproportionofincomeoftherichthanthepoor.

Illustration

ADVANTAGESOFAPROGRESSIVETAX

 Ityieldshightaxrevenuetothegovernment.
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 Itpromotesequitabledistributionofincomeandwealth

 Itfavourslowincomeearners

 Helpstofightdemandpullinflation

DISADVANTAGESOFAPROGRESSIVETAX

 Itisadisincentivetowork.

 Itdiscouragessavings

 Itarousesresentmentamongtherich

 Ittendstodiscourageinvestors.

 Itencouragestaxevasionandavoidanceamongtherich.

GUIDINGQUESTIONS

a)Definethetermprogressivetax. (01mark)

b)Stateanythreeeffectsifprogressivetaxesinaneconomy. (03marks)

c)Giveanyfourreasonsforimposingaprogressivetax. (04marks)

d)Giveanyfouradvantagesofaprogressivetaxovertheproportionaltax. (04marks)

REGRESSIVETAX

Aregressivetaxisonewhoseratefalls/reducesasthetaxpayer’sincomeincreasesi.e.ittakesa

higherproportionofincomeoflowincomeearnersthanhighincomeearners.
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Illustration

ADVANTAGES

 Itpromotessavingsandinvestmentamongtherich.

 Itencourageshardworkamongthepoor.

 Itisassociatedwithlowratesoftaxevasionandavoidanceamongtherich.

 Itattractsforeigncapitaltransferbytherichespeciallyfromothercountrieswhichare

charginghighertaxes.

DISADVANTAGES

 Itwidenstheincomegapbetweentherichandthepoor.

 Itlimitsconsumptionofmassconsumergoods/itreducesthestandardsoflivingamongthe

poor.

 Lowrevenueisrealizedbythegovernment
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 Itdiscouragessavingsandinvestmentsamongthelowincomeearners(poor).

 Itleadstosocialunrest/politicaldiscontent.

 Itencouragestaxevasionandavoidanceamongthepoor

GUIDINGQUESTIONS

a)Definethetermregressivetax. (01mark)

b)Stateanythreeeffectsofregressivetaxesinaneconomy (03marks)

PROPORTIONALTAX

Aproportionaltaxisonewhoserateremainsconstantatallincomelevels.

Illustration

ADVANTAGES

 Itissimpleforboththetaxpayerandthetaxcollector

 Itdoesnotdiscouragesavingsandinvestment
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 Iteasytocalculateandthustheamounttobecollectediseasilypredicted.

 Itisanon-dustingtaxbecauseeveryoneknowshowmuchtopay.

DISADVANTAGES

 Itisinequitablebecauseitfavourstherichascomparedtothelowincomeearners.

 Itdoesnotgenerateenoughgovernmentrevenueascomparedtotheprogressivetax.

 Itdoesnotconfirmtotheprincipleoftaxablecapacity(abilitytopay)becauseitforceslow

incomeearnerstosacrificemorethantherich.

 Itreducesthestandardsoflivingamongthepoorbecauseittakesalargeproportionoftheir

income.

CLASSIFICATIONACCORDINGTOTAXINCIDENCE

Inthiscase,wehavedirectandindirecttaxes.

DIRECTTAXES

Thesearetaxesthatareimposeddirectlyonindividuals/companies’incomeorwealthand

cannoteasilybeshiftedtoanotherparty.

TYPESOFDIRECTTAXES

1.Incometax

Thisisataximposedonindividual’s/firm’sincome.

Thistaxisprogressiveinnaturei.e.therateincreasesasthetaxpayer’sincomeincreases.

2.Deathtoll/estateduty

Thisisthedirecttaxleviedonthepropertyofthedeceasedpersonbeforeitisdistributedto

thebeneficiaries.

3.Inheritancetax
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Thisisthedirecttaxleviedonpropertyalreadyacquiredfromadeceasedperson.

4.Wealthtax

Thisisthedirecttaxleviedonwealthorpastaccumulatedsavingsofaperson.

Thistaxismainlyimposedtoensureequityofincomes.

5.Landtax

Thisisadirecttaximposedonlandpossessedbyindividualsmainlytodiscourageownership

oflargechunksoflandandtoencouragedevelopmentofcitiesandtowns.

6.Corporate/companytax

Thisisadirecttax̀leviedonprofitsofcompanies.

7.Agriculturerevenuetax

Thisisadirecttaximposedontheagriculturalproducerealizedasincomebythefarmers.

8.Polltax

Thisisadirecttaxofafixedamountleviedoneverymemberofthemaleadultpopulation

regardlessoftheincomeearnedbythetaxpayer.

9.Surtax

Thisisadirecttaximposedonveryhighincomesexceedingcertainlimitsassetbythetax

authoritiesinagivencountry.

Itischargedmainlytoensureequitabledistributionofincome.

10.Capitalgainstax

Thisisadirecttaxleviedonfinancialassetswhosevaluehasincreasedfromthetimeoftheir
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purchasetothetimeoftheirsale.

ADVANTAGESOFDIRECTTAXES

1.Theypromoteequitableincomedistribution.Thisisbecausetheyareprogressiveinnature

henceaffectingmainlytherichcomparedtothepoorleadingtoreductioninincome

inequalitywithitsassociatednegativeconsequences.

2.Theypromotehardworkamongthepeoplei.e.regressivetaxesencouragepeopletowork

hardsincetheirrateskeeponreducingasincomesincrease.

3.Theyhelpincontrollingmonopolypowerwithitsnegativeconsequences.

4.Theyinfluenceresourceallocation.Governmentusesdirecttaxeswheninfluencing

allocationofresourcesinthatforsectorsthatgovernmentwantstopromote,notaxesare

leviedontheiractivitieswhileforsectorsandactivitiesthatgovernmentfindslessdesirable,

hightaxesareleviedonthem.

5.Helptocontrolinflation.Thisisbecauseduringperiodsofhighinflation,directtaxesare

increasedtherebyreducingdisposableincomehencecontrollingaggregatedemandleadingto

pricestability.

6.Theyarouseawarenessamongtaxpayers.Aspeoplecontinuetopaydirecttaxes,theyfeela

heavierburdensincepartoftheirincomeistakeninformoftaxes.Theythereforeput

pressureongovernmenttodeliverbetterservicessuchasprovisionofbettermedical

facilities,betterroadsamongothershencecivilresponsibility.

7.Theyarecertain.Directtaxessatisfytheprincipleofcertaintysincethetaxpayerknowsthe

amounttopay,whenandwheretopaythetax.Forexamplesalaryworkerspayincometax

whenevertheyearnincome.

8.Theyareelastic/flexible.Thesetaxescanbeadjustedbythegovernmentdependingonthe

prevailingeconomicconditionse.g.duringperiodsofhighinflationrates,thesetaxescanbe

increasedtocontrolaggregatedemandandcanbereducedduringarecessiontostimulate

purchasingpowerhencepromotinginvestment.
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9.Theyareconvenient.Thisisbecausetheyarecollectedduringtheappropriatetimewhenthe

taxpayerhasearnedincome.

10.Theyareeconomicali.e.whenthetaxratesincrease,thecostofcollectingdirecttaxes

remainsthesame.

11.Theyaresimpleandeasytounderstand.Thisisbecausetheyarelevieddirectlyonincomes

andpropertyofindividualsandenterprisesunlikeindirecttaxeswhicharehiddeninpricesof

goodsandservices.

DISADVANTAGES

1.Directtaxesareassociatedwithhighadministrativecostsespeciallyinruralareaswhere

peoplearescatteredandtheinfrastructureispoor.

2.Theytendtodiscouragesavingsandwealthaccumulation.Thisisbecausetheytakeabig

percentageofincomesofentrepreneurs.

3.Theyreduceconsumptionduetoreduceddisposableincomehencereducedpeoples’

standardsofliving.

4.Theyarediscriminativeasthosewhoseincomeisnotknownarenotliabletopayment.

5.Theyareeasilyevadedespeciallyiftheyaretoohighandthisleadstolossofstate’srevenue.

6.Theydiscourageandscareawayforeigninvestorsandthisnegativelyaffectseconomic

growthanddevelopment.

7.Theyaredifficulttoassessequitably.Thisisbecausetheydiscriminateamongtaxpayers

sincesomepeopleareexemptedfrompayingthosetaxeslikethechildren,unemployed,poor

unlikeindirecttaxesthatarepaidbyallpeoplebuyinggoodsandservices.

8.Theyworsenincomeinequalityi.e.regressivetaxessincetheytakeabigproportionof

incomeoflowincomeearnerscomparedtohighincomeearners.

9.Theyerodethepopularityofthegovernmentinpower.Thisisbecausetheymakethetax

payerstoforegoconsumptionandsavingaspartoftheirincomeistakenawaybythestatein
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formoftaxesmakingpeopletohatethecurrentgovernmentastheylookatitasbeing

exploitative.

10.Theydiscourageeffortandhardwork.Thisisbecausetheyareprogressiveinnature

thereforetherateofpayingtaxesincreasesasincomesincreasewhichmakespeopletoputin

lessefforthencenegativelyaffectingoutputandeconomicgrowthrate.

11.Theyareinconvenient.Thisisbecausedirecttaxesarepaidinbiggeramounts(lumpsum)

andinadvanceunlikeindirecttaxeswherethetaxpayerpaysinsmallamountswhenbuying

goodsandservices.

12.Theyleadtoafallinthetaxablecapacityofanationinthelongrun.Thisisbecauseincomes

thatwouldhavebeensavedandlaterbeusedtogeneratemoreincomesaretaxedawayby

thestatewhichlimitstheabilityoftaxpayerstoputupmorebusinessesthatwouldgenerate

hightaxesinthelongrun.

13.Theyleadtoresourcediversion.Producerschangefromhighlytaxedproductiveactivitiesto

non-productiveventuresthatarenottaxed.

14.Theyleadtoinflation.Highdirecttaxesforceworkerstodemandforhigherwageswhich

forcestheproducerstoincreasethepricesofcommoditiestorecovertheincreasedcostof

productionhencecostpushinflation.

INDIRECTTAXES/CONSUMPTIONTAXES

Thesearetaxesimposedongoodsandservicesandpaidbypeoplewhoassociatewithsuch

goodsandservices.

Indirecttaxesaregenerallyconvenientbecausetheyareonlypaidwhenspendingoccurs.They

arealsogenerallycheapsincethosetaxesaredepositedbytheproducersandsellersinbanksand

theyarelessfeltsincetheyarehiddeninpricesofgoodstradedthereforeconsumerspayfor

themunknowingly.

TYPESOFINDIRECTTAXES
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1.Advaloremtax

Thisisanindirecttaxleviedonagoodasapercentageofitsvalue.

OR

Isanindirecttaxleviedonagooddependingonitsvalue.

Thistaxismainlylevied;

 Toraisegovernmentrevenue

 Tofightcorruptionintaxadministration

 Toencourageproperbookkeepinghenceefficiencyinbusinessmanagement.

 Theyreducecostsoftaxcollection.

 Toprotectdomesticfirms

 Toimprovebalanceofpaymentposition

 Toencouragehardwork

 Todiscouragedemeritconsumption

2.Specifictax

Isataximposedoneachunitofoutputproduced.

OR

Is(anindirect)taxleviedasafixedamountperunitofacommodity(irrespectiveofitsvalue)

OR

Isoneleviedonagooddependingonitsquantitye.g.taxleviedpertonneofsugarproduced

andsold.

3.Sumptuarytax
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Isataxleviedonsomeconsumergoodstodiscouragetheirconsumptionbasingonmoral,

healthandeconomicgrounds.

4.Customsduty

Thisisanindirecttaximposedonimportsandexportsofacountry.

OR

Thisisataximposedonmovementofgoodsacrossnationalboundaries.

5.Exportduty

Thisisanindirecttaxleviedonexports(goodsandservicesleavingacountry).

Itisusedtoraiserevenueforgovernmentandtodiscourageexportofsomegoodsespecially

essentialgoodssoastomeetlocalmarketdemand.

6.Importduty

Thisisanindirecttaxleviedonimports(goodsandservicesenteringacountry).Importduty

ismainlylevied;

 Toraisegovernment

 Toimprovebalanceofpaymentposition

 Toprotectdomesticindustries

 Tocontrolimportedinflation

 Tocontrolimportationofundesirablegoods

7.Exciseduty

Thisisanindirecttaximposedongoodsthatarelocallyproduced.

8.Salestax
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Thisisanindirecttaximposedonretail’ssalesofthetrader.

9.Octroitax/duty

Thisisanindirecttaxleviedongoodsintransitfromonestatetoanotherbuthavetogo

throughtheterritoryofanothercountry.ForexamplecommoditiesfromJapanthrough

KenyatoUgandaarechargedoctroidutybytheKenyangovernment.

Thistaxismainlylevied;

 Tomaintainroadsonwhichimportsandexportsaretransported

 Tocaterforsecurityservicesgiventogoodswhileintransit

10.Valueaddedtax(V.A.T)

Isataximposedontheincreaseinthevalueofacommodityateachstageofproduction.

AdvantagesofV.A.T

 Itisdifficulttoevade

 Itavoidsdoubletaxation

 Itdoesnoleadtoshiftingofresourcestoothersectors

 Itleadstoincreasedgovernmentrevenuebecauseitiscomprehensive.

 Itbringsefficiencyinbusinessmanagementsinceitencouragespropermaintenanceof

booksoaccounts.

 Itencouragesexportssincetaxesonexportsarerefundable

 Itreducescorruptionsincepaymentisthroughthebank

 Itiseconomicalintermsofadministrationandcollectionsincetaxesarecollectedbythe

producersandlaterdepositedinbanksonbehalfofthetaxauthority.

ReasonswhyV.A.Tisimposed
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To………….

DemeritsofV.A.T

 Itisinflationaryinnaturesinceitisimposedateveryproductionstagewhichmakes

producerstoincreasepricesoffinalgoodsandservices.

 Itisdifficulttounderstandbyboththeproducersandconsumers(violatestheprincipleof

simplicity)

 Itisdifficulttoaccessbecausemosttradersdonotkeepproperrecords.

 Itviolatestheprincipleofequitybecauseboththerichandthepooraresubjectedtothe

sametaxrate.

 Itdiscouragesproductionbecauseitincreasesthecostsofproduction.

 HighratesofV.A.Tmaycauseunemploymentasitdiscouragesproductionand

investment.

 Itiscostlyintermsoftaxadministrationandtaxeducationinformofseminars,radio

programmes,etc.

 HighrateofV.A.Tscaresawayinvestorsandthisnegativelyaffectsoutputlevelshence

reducedpaceofeconomicgrowthanddevelopment.

 Itreducestheeconomicwelfareofpeopleasitreducestheirrealincomeintermsofthe

numberofcommoditiespurchased.

 V.A.Thasloopholesduringtaxadministration.Taxpayerstrytoundervaluetheir

commoditiesasawayofpayinglesstax.

 Itisusedbypoliticalopportuniststosabotagethegovernment.Thisleadstopolitical

unrestsandinstabilities.

MERITSOFINDIRECTTAXES

1.Theyyieldhighrevenuetothegovernmentbecausetheyarecomprehensivei.e.theyare
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imposedonavarietyofcommodities.

2.Theyarelessevaded.Thisisbecausetheyareleviedonconsumergoodsandservicesand

consumerscannotoutrightlydodgethemsincesometimesconsumptionisunavoidable.

3.Theyareconvenienttothetaxpayer.Thisisbecausethetaxpayeronlypayswhenspending

occursandpaysinsmallamounts.

4.Theyarelessharmfultoeffortandinitiative.Thisisbecausetheyarehiddeninpricesof

goodsandservicesandthusconsumerspayforthemunknowingly.

5.Theyareeconomicalintermsofcollection.Thisisbecausethosetaxesarecollectedby

producersandsellersandthendeposittheminbanksonbehalfofthetaxauthority.

6.Theyareproductive.Thisisbecausetheygenerateenoughrevenuetothegovernment

withoutnegativelyaffectingproductionofgoodsandservicesintheeconomy.

7.Theyareflexible/elastici.e.theycaneasilyberevisedatshortnoticesincetheyareimposed

ongoodsandservices.

8.HelpincorrectingB.O.Pproblems.Thisisachievedthroughincreasingtaxesonimports

especiallythosethatareluxuriousmakingthem expensivethereforebecomingless

affordablewhilereducingorabolishingtaxesonexportsmakingthemverycompetitivein

foreignmarketstherebyincreasingthecountry’sexportearningsleadingtoimprovementin

theB.O.Pposition.

9.Theyareneutral.Thisisbecausetheyareimposedongoodsandservicesthereforepaidby

allpeopleirrespectiveoftheirstatusandincomeaslongastheybuythetaxedgoods.

10.Theyhavelessnegativeeffectsonsavingsascomparedtodirecttaxes.

11.Theyareusedtodiscourageconsumptionofharmful/demeritgoods.Thisisdoneby

imposingheavytaxesonsuchgoodse.g.cigarettesmakingthemveryexpensivehenceless

affordabletherebyprotectingconsumer’health.

12.Theyareusedtoprotectdomesticindustries.Thisisachievedthroughimposingheavytaxes

onimportstomakethemveryexpensivehencelessaffordabletherebypromotinglocally
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producedgoodshenceenablingdomesticfirmstogrow.

13.Theycanbeusedtocheckonimportedinflation.Thisisdonebyimposingheavytaxeson

goodsfromcountriesexperiencinginflationsoastodiscouragetheirimportation.

14.Helpinreducingincomeinequality.Thisisachievedbyimposingheavyindirecttaxeson

luxurygoodshighlydemandedbytherichtoreducetheirpurchasingpowerwhileimposing

lowertaxesonnecessity/essentialgoodsmainlyconsumedbylowincomeearners.

DISADVANTAGESOFINDIRECTTAXES

1.Theypromoteincomeinequalitysincetheytendtoberegressiveastherichandthepoorpay

thesametaxeswhentheybuytaxedgoodswithoutanyformofpricediscrimination.

2.Theyleadtoinflationbecauseproducespassthemontoconsumersinformofhighprices.

3.Theyreducethevolumeandbenefitsoftrade.Indirecttaxesimposedonexportsandimports

interferewithfreetradesincetheymakethemexpensivemakingthemlesscompetitive

therebyreducingthevolumeandbenefitsofinternationaltrade.

4.Theypromotetrademalpracticessuchassmugglingleadingtolossofgovernmentrevenue.

5.Theydiscourageinvestments.Thisisbecauseastheyarelevied,theyincreaseproduction

coststherebyreducingtheprofitmarginsoftheinvestors.

6.Theyleadtomisallocationofresourceswherebyinvestorsdiverttheirresourcesfromhighly

taxedeconomicactivitieswhichsometimesaremoreproductivetonon-productiveactivities

thatarelessornon-taxedhencenegativelyaffectingthegrowthoftheeconomy.

7.Theyleadtoresentmentofgovernment/leadtotraders’unrest.Thisisbecausethosetaxes

makegoodsveryexpensivereducingtheirdemandhencemakingtradersandconsumers

resistgovernmentandsometimesmakingitunpopular.

8.Leadtoinefficiencyamongthelocalprotectedfirms.Everyindirecttaximposedon

competitiveimportsmakesdomesticfirmstobecomelessinnovativeduetoreduced

competitionfromforeigngoodshencelimitingthemfromexpanding.
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9.Indirecttaxesleadtoreducedconsumptionhencereducedconsumers’welfare.

10.Theyleadtoincreasedcostsofproductionwhichresultsintoproductionofpoorquality

goods.

GUIDINGQUESTIONS

1.Distinguishbetweenthefollowing;

a)Advaloremtaxandspecifictax (02marks)

b)SumptuarytaxandAdvaloremtax (02marks)

c)Corporatetaxandcapitalgainstax. (02marks)

2.GiveanyfourreasonswhyV.A.Tisimposed. (04marks)

3.StateanyfourusesofAdvaloremtaxes. (04marks)

4.a)Distinguishbetweendirectandindirecttaxes. (04marks)

b.Assesstheimpactofdirecttaxesinyourcountry. (16marks)

5.a)Explaintheprinciplesoftaxation. (10marks)

b.Givereasonswhydevelopingcountriespreferindirecttaxestodirecttaxes.(10marks)

ASSIGNMENT

Whydomostcountriespreferindirecttaxestodirecttaxes?

Solution

NABETASOLUTIONSJUNE2014QN11C

REASONSFORLEVYINGDIFFERENTTAXES

1.Toraiseenoughrevenueforthegovernment.Taxesarethemajorsourcesofgovernment

revenuelocallyandthusdifferenttaxesareleviedtoraisethemuchneededrevenuebythe

governmenttomeetherrecurrentanddevelopmentexpenditure.
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2.Toreduceincomeinequality.Thisisachievedbyimposingheavytaxesontherichandlow

taxesonthepoor.Itisalsoachievedbyimposingheavytaxesonluxurygoodsconsumedby

therichandimposinglowtaxesonessentialgoodsconsumedbythepoor.

3.Toprotectdomesticindustriesfromunfairforeigncompetition.Thisisachievedthrough

imposinghightaxesonimportssimilartolocallyproducedgoodssoastomakethemmore

expensiveandlessaffordable.

4.Toaccelerateeconomicgrowth.Thisisachievedbyencouragingvariousinvestmentsinan

economythroughofferingtaxincentivestoinvestors.Thisincreasesonthevolumeofoutput

producedandtheeconomyachieveseconomicgrowth.

5.Tocontrol/regulatemonopoly.Monopolistsarecontrolledbyimposingeitheraspecifictax

oralumpsumtaxontheirprofits.Thesetaxesforcemonopoliststodeviseefficientwaysof

producingsoastoincreasetheirprofitability.

6.Tocontrolinflation/toattainpricestability.Duringinflationaryperiods,heavyincometaxes

areimposedsoastoreducepeoples’disposableincomes.Thisreducestheirpurchasing

powertherebyreducingaggregatedemandforgoodsandserviceshencecontrollingdemand

pullinflation.

7.Toimprovebalanceofpaymentpositionofacountry.Thisisachievedbyimposinghigh

taxesonimportstomakethem moreexpensivesoastodiscouragetheirimportation.

Similarly,taxesareimposedonexportstomakethemmorecompetitiveintheforeign

markets.Thisresultsintoincreasedexportearnings.

8.Toinfluenceandregulatethelevelofexploitationofnaturalresources.Thisiswherevarious

formsoftaxesareusedasatoolforefficientallocationofvariousresourcesinaneconomy

e.g.heavytaxesareimposedonthemostdemandedresourcessoastoavoidtheiroveruse.

Similarly,sociallydesirablebutlessprofitableactivitiesaretaxedlesstoencouragetheiruse.

9.Todiscourageproductionandconsumptionofundesirablegoods.Thisisachievedby

imposingheavytaxesonsuchproductstomakethem moreexpensiveandhenceless

demanded.Areductionindemandforsuchproductsreducestheirproduction.
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10.Toforceindividualstosave.Someformsoftaxesaremeansofforcedsavingse.g.NSSF.

Thisiswhereindividuals’incomesarecompulsorilytransferredtothestateforpublicsector

investment.

11.Tocreatemoreemploymentopportunities.Thisisachievedbyimposinghightaxeson

importedproductssimilartolocallyproducedproducts.Thiskeepsdomesticfirmsin

operationtherebysafeguardingpeoples’employmentopportunities.Itisalsoachievedby

subsidizingdomesticfirmswithrevenuesgeneratedfromtaxes.

12.Topromotebalancedregionaldevelopmentthroughtaxingthedevelopedareastofinance

backwardareas.

ROLEOFTAXATION

POSITIVE

 Raisingofrevenueforthegovernment.

 Reducesincomeinequality/redistributionofincome.

 ImprovementinB.O.Pposition/reductionofB.O.Pdeficit.

 Influencingresourceallocation

 Protectionofdomesticoffirms

 Discouragingproductionandconsumptionofharmfulproducts

 Controlofmonopolypowers

 Promotinghardwork.

 Influencingtherateofeconomicgrowth

 Fightinginflation

 Discouragingdumping

NEAGTIVE
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 Discouragingsavings

 Discouraginginvestment

 Reductioninpeopleswelfare

 Discourageseffortandinitiate

 Encouragesillegalactivitiese.g.smuggling

 Createsresentment

 Regressivetaxeswidenincomeinequality

 Reducesvolumeandbenefitsoftrade.

 Leadstodiversionofresourcesfromhighlytaxedactivitiestonon-productiveventures

(resourcemisallocation)

 Indirecttaxesareinflationary.

 Leadstoincreasedcostofproduction.

 Breedsinefficiencyintheprotectedfirms.

PROBLEMSFACEDBYTAXAUTHORITIESINLDCS

1.Highleveloftaxevasionandavoidancebytaxpayers.Thisismainlyduetolackof

commitmentbythetaxofficialsandexistenceofloopholesinthetaxlaw.Thisgreatly

reducesgovernmenttaxrevenue.

2.Inadequateskilledmanpower.Sometaxofficialsareincompetentandthereforetheycannot

effectivelyassessandadministertaxes.

3.Lowtaxablecapacity.Thisisduetolowlevelsofincomeamongpeople.

4.Poorinfrastructure.Mostoftheruralareasareremoteandthereforetheyaredifficulttoreach.

Thisincreasesthecostsofcollectingtaxes.
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5.Highrateofcorruption.Manytaxofficialsarecorruptandthismakesthegovernmenttolose

alotofrevenuewhichismuchneededfordevelopmentpurposes.

6.Politicalinstabilityinsomepartsofthecountry.Manypotentialinvestorsarescarredandthis

greatlyreducesthetaxbasehencelimitedgovernmentrevenue.

7.Resistancefromthepublicagainsttaxpayments.Themajorityofthepopulationisnot

sensitizedabouttheimportanceofpayingtaxes.Inaddition,sometaxesaredifficultto

understandbydifferenttaxpayers.Thisleadstohighcostsofeducation.

8.Difficultyinidentifyingtaxablesources.Itisdifficulttoidentifytaxablesourceswhichdo

notarouseresentmentamongtaxpayers.Thisleadstonarrowtaxbasehencelowlevelsof

taxrevenue.

9.Frequentchangesinemployment,contractsandresidence.Thismakesithardforthetax

administratorstokeeptruckwiththetaxpayers.

10.Narrowtaxbase.Thisisduetowidespreadpovertyasaresultofmajorityofthepeople

havingnoemploymentsthatgivethemstableincomes.

11.Highlevelsofinflationinthecountry.Thisreducestherealvalueofnominaltaxrevenue

whichmakesgovernmentplanningandbudgetingverydifficult.

12.Inadequatefacilitiessuchascomputersandothermaterialsrequiredfortaxcollectionand

administration.Thismakestheassessmentprocessverydifficult.

WAYSOFIMPROVINGTHETAXREVENUEANDTAXCOLLECTIONINLDCS

1.Reduce/eliminatecorruption.Thecorruptofficialsshouldbeprosecutedincourtsoflaw.

Thishelpstominimizeonthelossofgovernmenttaxrevenue.

2.Sensitizethemassesontheroleoftaxation.Thereisneedtosensitizepeopleaboutthe

differenttypesoftaxesandtheimportanceofpayingtaxesthroughseminars,workshops,

radioprogrammesamongothers.Thishelpsthemassestodevelopacultureofpayingtaxes.

3.Developataxpayerfriendlysystemofcollection.Thishelpstoreducetaxevasion.
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4.Adopttheprincipleofequity/fairassessmentoftaxes.

5.Developinfrastructureespeciallyroadsinruralareas.Thishelpstolowerthetransportcosts

hencereducingthecostsoftaxrevenuecollection.

6.Usingtrainedpersonneltoassessandcollecttaxes.Thishelpstoincreaseonthetaxrevenue

collections.

7.Improvedimplementationofthetaxlaws.Thereisneedtoplugtheloopholesinthetaxlaws

byreviewingtheexistinglawsandensuringthatthelawsarefullyimplementedasawayof

minimizingthetaxrevenuelostthroughtaxevasion.

8.Ensurepoliticalstability.Thisisdonebyensuringdemocraticgovernanceinthecountry.In

addition,peacetalkswithrebelscanbeemphasizedasawayofcreatingpeaceinthecountry

soastopromoteinvestmenthencewideningthetaxbase.

9.Puttinginplacetheanti-smugglingunit.Thiscanreduceonthesmugglingofcommoditiesin

andoutsidethecountryhenceincreasingtaxrevenuefromimportsandexports.

10.Puttinginplacefacilitiesrequiredtofacilitatetaxassessmentandcollectione.g.computers

andotherlogistics.Thiscanhelptoimproveonthetaxadministrationandcollection.

11.Properandefficientallocationoftaxrevenue.Thereisneedforthegovernmenttoproperly

andeffectivelyusethetaxrevenueinordertoprovidethesocialservicestothepeople.This

encouragespeopletopaytaxes.

12.Thereisneedtoexpandtheindustrialsector.Thisisbecauseindustrieshavethepotentialto

increasetaxrevenueascomparedtoothersectorslikeagriculture.

OTHERCONCEPTSUSEDINTAXATION

1.Taxevasion.

Thisreferstothedeliberaterefusalbythetaxpayertopaythetaxassessedonhimanditis

illegal.

Reasonswhypeopleevadetaxes
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 Existenceoflowincomelevels.

 Unfairtaxassessmentbythetaxauthorities.

 Limitedinformationabouttheimportanceoftaxation.

 Discontentaboutprovisionofservicesbythegovernment.

 Relaxedtaxadministration.

 Hightaxratesimposedespeciallyonlowincomeearnersforthecaseofregressivetaxes.

 Low levelofaccountabilityamongtaxofficials/highratesofcorruptionand

embezzlementoffundsbytaxofficialsalsodiscouragepeoplefrompayingtaxes.

 Desirebysomeproducersorsellerstoretailalltheearningsfromsellingtheiroutput.

 Poormethodsoftaxcollectionbytaxcollectorssuchasuseofthreats,confiscatingoftax

payers’property,beatingupofthetaxpayersamongothers.Suchunfriendlymethods

makesometaxpayerstohatetaxpayment.

 Lackofsupportbysometaxpayersforthecurrentgovernmentandthereforetheyevade

taxestosabotagegovernmentprogrammes.

Measurestominimizetaxevasion

 Reduceoreliminatecorruption

 Sensitizethemassesontheroleoftaxation.

 Developataxpayerfriendlysystemoftaxcollection.

 Adopttheprincipleofequity/fairassessment.

 Ensuringproperandeffectiveuseoftaxes.

 Improvingtheimplementationoftaxlaws.

 Traintaxofficialstoeffectivelyassessandcollecttaxes.
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 Buildingupinfrastructure.

 Ensuringpoliticalstability.

2.Taxavoidance

Thisreferstothetaxpayer’sexploitationoftheloopholesinthetaxlawsinordertopaylittle

ornotaxatall;itislegal.

3.Taxableincome

Thisistheproportionofthetaxpayer’sincomethatcanbesubjectedtotaxation.

4.Deadweighttax

Thisisataxwhichwhenimposeddiscouragestheeconomicactivityonwhichitislevied

fromcontinuing.

5.Taxyield

Thisreferstothetotalamountofrevenueraisedfromtaxationlessthecostofcollecting

taxes.

6.Taxthreshold

Thisistheminimumamountofincomewhichisnotsubjectedtotaxation.

7.Taxliability

Thisreferstotheamountofmoneythetaxpayerisexpectedtopayastaxinagiventime.

8.Taxhavens

Thesearecountrieswhichofferverylowtaxratesasawayofattractingforeigninvestors.

9.Taxexemption

Thisiswherethetaxpayerisrelivedfrompayingtaxesbythetaxauthorities.
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10.Marginalrateofatax

Thisreferstothepercentageoftheadditionalincomethatispaidastax.

M.R.T= ×100
Increaseintax

Increaseinincome

Example

GiventhatNakato’sincomeincreasedfromUg.shs500,000toUg.shs800,000andhistax

liabilityincreasedfromshs50,000to80,000;calculateherMRT

Solution

M.R.T= ×100
80,000-50,000

800,000-500,000

=10%

11.Averagerateofatax

Thisreferstothepercentageofthetaxpayer’sincomepaidastax.

A.R.T= ×100
Taxliability

Income

Example

GiventhatIreneearnsshs3,000,000perannumandhertaxliabilityisshs350,000;calculate

herA.R.T.

Solution

A.R.T= ×100
350,000

3,000,000

=11.67%



38

PUBLIC/NATIONALDEBT(BORROWING)

Thisbranchofpublicfinancestudiesthecausesandmethodsofpublicborrowingandpublic

debtmanagement.

Publicdebt

Isadebtincurredbythecentralgovernment,localgovernmentandpubliccorporationsasa

resultofborrowingfromwithinthecountryorfromexternalsources.

OR

Itisthetotalborrowingbythestate,localauthoritiesandpubliccorporations.

Nationaldebt

Nationaldebtisthemoneyowedbythestate(centralgovernment)tothepeopleandinstitutions

withinitsbordersortoforeignersexcludingthedebtsoflocalauthoritiesandpubliccorporations.

TYPESOFPUBLICDEBTS

1.Reproductive/productivedebt

Isonewhichisobtainedforthepurchaseofrealassetswhichgenerateincomeforthe

repaymentofthedebt.

OR

Isthatwhichisusedtofinanceprojectsthatbringinreturnse.g.usedtopurchaseindividual

inputsi.e.itisaselfliquidatingdebt.

2.Deadweight/unproductivedebt.

Isonewithnocorrespondingassetse.g.debtincurredtofinanceawarorB.O.Pdeficits.The

interestonprincipleandtherepaymentoftheprinciplehastobepaidfromtaxesandother

sourcesofpublicrevenue.

OR
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Isthatwhichisusedtocoverunproductiveexpenditurese.g.buyingoffirearms,buying

expensivecarsforMPs.Itisadebtwhichisnotself-liquidating.

3.Floating/marketabledebt

Thisisashorttermdebtusuallyforlessthanoneyearcontractedbythegovernmentthrough

thesaleofgovernmentsecuritiessuchastreasurybills.

4.Fundeddebt

Isalongtermdebtforwhichthereisnodateofrepaymentbuttheborrowerkeepsonpaying

annualinterestonprincipal.

5.Unfundeddebt

Anunfundeddebtisonewheretheredemptiondebtordateofrepaymentiswellknown.

6.Voluntarydebt

Thisreferstoadebtacquiredbythecentralbankwithoutanyforce.

7.Compulsorydebt

Thisreferstoadebtacquiredbythecentralbankusingforce.Thisiswherepeopleare

compelled/forcedtobuygovernmentsecurities.

8.Internaldebt

Thisreferstoadebtwhichiscontractedfromwithinthecountrye.g.bysellinggovernment

securitiestothepublicbythecentralbank.

9.Externaldebt

Thisreferstoadebtcontractedfromsourcesoutsidethecountrye.g.fromfriendlycountries,

multi-nationalagencieslikeIMF,WorldBank,etc.
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NOTE

a)Soft/concessionalloan

Isaloanextendedtoaborrowerataverylowinterestratewithalongredemption

period.

b)Hardloan

Isaloanfacilityextendedtotheborrowerataveryhighinterestratewithashort

repaymentperiod.

REASONSWHYCOUNTRIESINCURPUBLICDEBTS

1.Toeasetheburdenoftaxationoncitizensintheshortrun.Thisisbecauseintheabsenceof

borrowing,governmentresortstotaxingpeoplemoreheavilysoastorealizethedesired

revenueforpublicexpenditure.

2.Toraisefundscurrentlyneededforpublicexpenditure.

3.TofinanceB.O.Pdeficitintheshortrun.Intheevengovernmentreceiveslowexport

earningswithhighimportexpenditure,itnecessitatesgovernmenttoborrowsoastorealize

themuchneededrevenue.

4.Tosupplementtaxrevenue.Countriesincurpublicdebtstosupplementthelittletaxrevenues

collectedduetolowlevelsoftaxablecapacitymainlycausedbywidespreadpovertyinthe

country.

5.Tocontrolinflationbyreducingtheamountofmoneyinpeoples’hands.Government

borrowsinternallytoreduceontheamountofmoneyincirculationwhichconsequentresults

intoreductioninaggregatedemandforgoodsandserviceswhichchecksoninflationinthe

country.

6.Tofillthesavings–investmentgap.Thisiswheregovernmentundertakesvariousformsof

investmentswithoutmassivesavings.Thisisbecausetheborrowedfundsaresubjectedto

investments.
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7.Tohandletheeffectsofcalamities/disasters.Thisiswheregovernmentborrowsasawayof

generatingmoneytohelpvictimsofnaturalcalamitiessuchasvictimsoflandslides,floods

amongothers.Thisisbecauseduringnaturalcalamities,itrequiresimmediatefundingwhich

cannotberaisedthroughtaxation.

8.Tosustainthemarketbyleavingcitizenswithadequatedisposableincome.Thisisbecause

internalborrowingdoesnotaffectone’sdisposableincomeandconsumptionlevels.Itleaves

anindividualwithenoughincometosustainhisstandardofliving.

9.Toachieveandmaintainagivenlevelofemployment.Thisiswherethegovernmentusesthe

borrowedfundstoinvestinproductiveactivitiesthatgeneratemoreemployment

opportunitiestherebyreducingontheunemploymentrate.

10.Torepayformerdebtsincurred.Thisiswheregovernmentborrowsfromanewsourceata

lowerinterestratetorepayanolddebtwhichhasreachedmaturityandthereforeneedstobe

serviced.

11.Tofilltheforeignexchangegap.Thisiswherethegovernmentborrowsexternallyand

accessesthescarceforeigncurrencywhichenablesthecountrytobuygoodsitcannot

producefromothercountries.Thisisbecauseothercountriesdonotacceptlocalcurrency

butinsteadacceptforeigncurrency.

DEMERITSOFPUBLICDEBTS

1.Promote/worsenexternaldependenceespeciallyexternalborrowinghencethecountry

becomesmorereliantonothers.

2.Exertspressureonbalanceofpayments.Thisisbecauseitinvolvesheavyexpenditures

abroadinformofdebtrepayment.

3.Theylimitcapitalaccumulationandinvestments.Thisisbecausemoneythatwouldhave

beenputasideforinvestmentisinsteadusedbythecountrytoservicedebtsacquiredbythe

government.
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4.Theymayleadtoinflationincasethegovernmentborrowsfromthecentralbank.Thisis

becausewhenthegovernmentborrowsfrom thecentralbank,moneysupplyincreases

leadingtoanincreaseinaggregatedemandintheeconomyhencedemandpullinflation.

5.Borrowingshiftstheburdenofrepaymenttothefuturegeneration.Thepeoplewholivelater

aredisadvantagedbecausetheyhavetocontributetorepaymentofadebtfromwhichthey

haveneverbenefitted.

6.Publicdebtsincreasepoliticalandeconomicdominanceintheeconomy.Thisisbecausethe

lenderinfluencessocial,economicandpoliticalstatusoftheborrower.

7.Borrowingincreasesincomeinequality.Thisistrueespeciallytruewhentheborrowedfunds

areusedtodeveloponeregionormisusedthroughcorruptiontobenefitafewindividuals.

8.Borrowingdoesnotpromotecivilresponsibilityamongcitizenstowardsnationbuilding.

Thisisbecausethecitizensdonotcontributetowardsgovernmentrevenueandthereforeare

notconcernedmuchabouthowgovernmentallocatestheborrowedfunds.

THEBURDENOFPUBLICDEBT

Thisreferstothenegativeeffectsthatanationorcommunityundergoestorepaythepublicdebt.

OR

Itreferstothehardshipcitizensofthenationgothroughtorepaythepublicdebt.

Theburdenofapublicdebtisexpressedinanumberofways;

1.Thedebtasapercentageofnationalincome.

Thisisgivenby ×100
PublicDebt

Nationalincome

2.Debtasapercentageoftotalpopulation.

Thisisgivenby ×100
PublicDebt

Totalpopulation
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3.Debtasapercentageoflaboremployed

Thisisgivenby ×100
PublicDebt

Labouremployed

4.Debtasapercentageofimports

Thisisgivenby ×100
PublicDebt

Imports

5.Debtasapercentageofforeignexchangeearnings.

Thisisgivenby ×100
PublicDebt

Foreignexchangeearnings

6.Debtasapercentageoftaxedrevenue.

Thisisgivenby ×100
PublicDebt

Governmenttaxrevenue

PUBLICDEBTMANAGEMENT

Thisreferstotheprocessofacquiring,utilizing,servicingandrepaymentofdebtsbythecentral

authorityorlocalauthorityorpubliccorporation.

OBJECTIVESOFPUBLICDEBTMANAGEMENT

 Tomobilizefinancialresources

 Tomaintainpricestability.

 Toinfluencetherateofinterestchargedontheloanacquired.

 Toinfluenceincomedistribution/controlincomeinequality.

 Toensureproperutilizationoffunds/tominimizeorcontrolcorruption.

 Toreducethedebtburden/tominimizethecostofthepublicdebt.

TERMSUSEDINPUBLICDEBTMANAGEMENT
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1.Debtcontraction

Thisreferstotheprocessofobtainingaloan/debtfromalender.Debtcontractionisformal

especiallyifitisfromexternalsourcesandboththelenderandtheborrowermustsignadebt

agreement.

2.Periods/yearsofgrace

Thisreferstothetimeframebetweendebtcontractionandthetimewhendebtservicing

starts.

3.Debtservicing

Thisreferstotheprocessofpaymentofinterestontheprincipalsumofmoneyborrowedand

sometimespartofthemoneyborrowed.Debtservicingbeginsaftertheperiodofgracehas

expired.

4.Debtretirement

Thisisthetimewhenthecontacteddebtmustberepaidbytheborrowerandittakesplace

afterdebtservicing.

5.Debtrescheduling

Thisiswheretheborrowernegotiateswiththelendertoadjustthedateofdebtretirementand

afterthatanewdatemustbestatedfordebtretirement.

6.Debtcancellation

Thisiswherethelenderremovesthedebtburdenoftheborrowerbywritingoffthedebt.

7.Debtrepudiation

Thisistheoutrightdenialofthedebtliabilitywheregovernmentrefusestohonourthedebt

obligations.

8.Sinkingfund

Thisisthemoneyputasidebythegovernmentinthebudgetwiththeaimofpayingadebt.
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9.Debtconversion

Thisiswhereoneformofdebtisconvertedintoanotherforme.g.convertingashortterm

debtintoalongtermdebtatlowerinterestrates.

WAYSOFCLEARINGPUBLICDEBTS(EXTERNALDEBTS)

1.Negotiatingfordebtcancellationi.e.negotiatingwiththelendertoremovethedebtburden

fromtheborrowerbywritingoffthedebt.

2.Debtrepudiationi.e.outrightdenialofthedebtwherethegovernmentrefusestohonourthe

debtobligations.

3.Useofsinkingfundi.e.moneysetasidebythegovernmentinthebudgetwiththeaimof

payingdebts.

4.Useofrevenuefromnon-taxsourcessuchasfines,marketdues,licensesandrates.

5.Undertakingfinancialaccommodationi.e.printingofmoremoney.

6.Operationofsurplusbudgeti.e.ensuringthattheplannedgovernmentexpenditureisless

thantheplannedgovernmentrevenuetosecuresomemoneyfordebtrepayments.

7.Disinvestmenti.e.saleofgovernmentpropertytoobtainrevenuetoclearexternaldebts.

8.Borrowingfrombothinternalandexternalsourcestopaytheolddebt.Thisworksonlyifthe

borrowingconditionsofthenewdebtarebetterthantheconditionsoftheolddebt.

9.Debtreschedulingi.e.negotiatingforanewdatefordebtretirementhencepostponingthe

burdenofclearingthedebt.

10.Debtconversioni.e.convertingashorttermloanintoalongtermloanwithlowerinterest

rates.

11.Appealingforgrants/donationsfromforeignresourcesthatcanbeusedtoclearsomedebts.

12.Useofaccumulatedprofitsfromstateownedenterprisestoclearsomedebts.

13.Useofforeignexchangereservesinthecentralbank.
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14.Useofdebtswap.

WAYSOFCLEARINGINTERNALDEBTS

1.Useofsinkingfundi.e.moneysetasidebythegovernmentinthebudgetwiththeaimof

payingdebts.

2.Increasingtaxratesespeciallyfromwealthandhighincomestoobtainmorerevenuetoclear

debts.

3.Useofsurplusbudgeti.e.onewhereplannedgovernmentrevenueisgreaterthanplanned

governmentexpenditurehenceaccumulatingrevenuetocleardebts.

4.Sellinggovernmentsecuritiesi.e.bonds,treasurybillsthathaveattractiveinterestrateson

themhencegovernmentbeingabletoobtainrevenuetoclearolddebts.

5.Useofcompulsorysavingschemesandpartofthefundscanbeusedtoclearinternaldebts

e.g.NSSF.

DEBTFINANCINGVERSUSTAXATIONFINANCING

Debtfinancingreferstowherethegovernmentborrowstofinanceitsexpendituresthatmaynot

becoveredbytaxrevenue.

Taxationfinancingreferstowherethegovernmentusesrevenuefrom taxestofinanceits

expenditures.

ADVANTAGESOFDEBTFINANCINGOVERTAXATIONFINANCING

1.Borrowingdoesnothavenegativepoliticaleffectscomparedtotaxeswhichmaycostthe

governmentpoliticalpopularity.

2.Itissometimeseasiertoborrowthantotax.

3.Borrowinghelpstorealizealumpsumofmoneyunliketaxeswhererevenuescomein
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slowly.Inotherwords,borrowingisaquickerwayofraisingrevenue.

4.Borrowingsupplementstaxrevenuethattendstobelowduetoanarrowtaxbase.

5.Throughborrowing,governmentmakesuseofbothdomesticandforeignsourceswhile

taxationmakesuseofinternalsources.

6.Borrowingdoesnothaveadverseeffectsontheeconomycomparedtotaxationwhich

reducesdisposableincome.

7.Debtfinancingdoesnothavemethodsofcollectionascomparedtotaxes.

8.Borrowingdoesnotdiscourageconsumptionandinvestmentsascomparedtotaxes.

9.Borrowingdoesnotraisethecostofproductioncomparedtotaxesthatcauseinflation

especiallywhenindirecttaxesarelevied.

10.Thedebtburdencanbeshiftedtothefuturegenerationincaseofborrowingwhichisnotthe

casewithtaxation.

11.Borrowingdoesnotaffectsavingsascomparedtotaxation.

12.Borrowingismoreappropriatethantaxationincaseofpoliticalinstabilityandother

emergencieslikeearthquakes,floods,landslides,epidemicsamongothers.

13.Borrowingimprovesonthecountry’srelationshipwithothercountriesandinternational

organizationslikeIMFandWorldBankwhichisnotthecasewithtaxation.

14.Borrowingisassociatedwithlowerlevelsofcorruptionandembezzlementoffunds

comparedtotaxation.

PUBLICEXPENDITURE

Thisbranchofpublicfinanceisconcernedwiththewaysinwhichgovernmentspendsits

revenueanditseffectonsocialservicessuchashealth,education,etc.

Publicexpenditurereferstothetotalamountofmoneyspentbythegovernmentonprovisionof

socialservicesandotherdevelopmentactivities.
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TYPESOFPUBLICEXPENDITURE

1.Recurrent/consumption/operatingexpenditure

Istheday-to-dayspendingofgovernmentaimedatmaintainingexistingcapacitiesfor

examplepaymentofwages,rent,interestonthenationaldebtandperiodiccontributionsto

internationalorganizations.

2.Development/capitalexpenditure

Istheexpenditurebythegovernmentonestablishmentofprojectsforpurposesofboth

expandingexistingcapacitiesandcreatingnewonestogeneratemoregoodsandservicesfor

exampleexpenditureonsettingupmedicalcentres,schools,roadsandotherformsof

infrastructure.

REASONSFORINCREASEDPUBLICEXPENDITUREINUGANDA

1.Risingcostsofinfrastructuraldevelopment.

2.Risingemergencefundingduetofrequencyofnaturalhazards.

3.Risinglevelsofcorruptionandembezzlementofgovernmentfunds.

4.Risinggovernmentexpenditureduetoincreasingpolitical/socialunrest.

5.Increasingexpenditureonthesettlementofthepublicdebt.

6.Risingexpenditureoninternationalcommitments/engagements.

7.Continuousoverambitiousplanning.

8.Highrateofinflationleadingtorisingcostsofprojectimplementation.

9.Highpopulationgrowthrate.Ugandaisoneofthecountrieswiththehighestpopulation

growthrateintheworld.Itisabout3.4%perannum.Highpopulationgrowthratesrequire

massiveinvestmentsinsocialandeconomicinfrastructurelikeineducation,health,transport

andhousinghenceincreasedpublicexpenditure.

10.Increaseinadministrativecostsduetoincreasingsizeofpublicservice,creationofnew
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district,frequentbi-elections,cabinetincreases,etc.

11.Risinggovernmentexpenditureoninternationalprogrammestoprovidejobopportunities,

incomegeneration.

FISCALPOLICY

Thisisthedeliberatepolicyunderwhichgovernmentusesitsexpenditureandrevenue(taxation)

programmestoregulatethelevelofeconomicactivities.

INSTRUMENTSOFFISCALPOLICY

 Taxation

 Government/publicborrowing.

 Governmentexpenditure.

OtherinstrumentsusedinUgandainclude;

 Subsidization

 Debtrepayment

 Privatization/publicdisinvestment

 Licensing

 Fees

 Fines

OBJECTIVESOFFISCALPOLICY

1.Toincreasetherateofeconomicgrowththroughinfluencingproductionlevels.

2.ToimproveB.O.Ppositionbydiscouragingimportsandpromotingexports.

3.Toprotectinfant/domesticindustriesbyuseofimportduties.
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4.Toreduceincomeinequalitybytaxingtherichandsubsidizingthepoor.

5.Toachievebalancedregionaldevelopmentbytaxingalreadydevelopedareasandincreasing

governmentexpenditureinunderdevelopedareas.

6.Todiscourageconsumptionofdemeritgoodsthroughhightaxation.

7.Toensurepricestabilitythroughincreasedtaxationandreducedgovernmentexpenditure.

8.Toinfluenceinvestmentlevelsthroughtaxreliefs.

9.Toimproveincomesandqualityoflifeofthepopulationbyincreasinggovernment

expenditureonsuchservices.

10.Toraisegovernmentrevenuethroughtaxation.

11.Tocontrolmonopolythroughtaxation/subsidizationofotherfirms.

12.Toinfluenceresourceallocationthroughtaxholiday/reliefs.

THENATIONALBUDGET

Thenationalbudgetreferstoanestimateoftherevenuegovernmentintendstoraiseandhowit

planstospendthatrevenueinagivenfinancialyear.

OR

Thenationalbudgetreferstoplannedgovernmentrevenueandplannedgovernmentexpenditure

inafinancialyear.

COMPONENTSOFTHENATIONALBUDGET

Thebudgetcontainsthefollowinginformation;

 Reviewofthepreviousfinancialyear’ssocialeconomicperformanceofthecountry.

 ThecurrentsizeofGDPandGNP.

 Thecurrenteconomicgrowthrateofthecountry.
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 Thedesiredeconomicgrowthrateinthenearfuture.

 Thecountry’sB.O.Pposition.

 Theobjectivesofthecurrentfiscalbudget.

 Themonetaryandfiscalstrategiesfortheyear.

 ThecontributionofeachsectoroftheeconomytoGDP/Nationaloutpute.g.agricultural

sector,tourism,industrialsector,etc.

 Thecountry’sestimatedrevenueandexpenditureofthenextfinancialyear.

THESIGNIFICANCY(ROLE)OFTHENATIONALBUDGETINUGANDA

1.Helpsincreationofemploymentopportunitiesviaincreasedinvestments.Thisisachieved

throughincreasinggovernmentexpenditureonestablishmentofpublicsectorprojectsthat

widenemploymentopportunitiesandalsousepartofthepublicrevenuetoprovideloansfor

investmentsandtaxincentivesthatattractmoreinvestorsenablingthem toestablish

businesseshenceprovidingjobopportunitiestopeople.

2.Helpsinattainingandmaintainingpricestability.Thisisachievedthroughincreasingdirect

taxesonhighincomeearnerstherebycontrollingaggregatedemandandalsothroughusing

partofgovernmentrevenuetoprovidesubsidiesthatenableproducerstoincreasesupplyof

goodsandservicesleadingtoafallinprices.

3.HelpsincorrectionofB.O.Pdeficits.Thisisachievedthroughtariffsonnon-essential

importswhichdiscouragestheirimportationandthroughsubsidizingexportersthereby

increasingthevolumeofexportsleadingtoincreasedforeignexchangeearnings.

4.Helpsinprotectionofinfantindustries.Thisisachievedthroughimpositionoftariffsand

non-tariffbarriersoncompetingimportswhichreducestheirdemandandalsogovernment

usesthebudgettoavailsubsidiestolocalindustriesenablingthemtolowertheiraverage

productioncost.

5.Reducesincomeinequality.Thisisachievedthroughtaxingtherichmoreheavilythanthe
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poorandalsothroughtaxingheavilyluxuriousgoodshighlydemandedbytherichand

throughgrantingsoftloanstothelow incomeearnerstoenablethem participatein

productionhenceearningincome.

6.Helpsindiscouragingconsumptionofharmful/demerit/undesirableproductsbyhighly

taxingthemmakingthemlessaffordablebyconsumers.

7.Raisesrevenueforthegovernment.Throughthebudget,governmentcomesupwithvarious

sourcesofpublicrevenuesuchastaxation,licenses,fees,fines,borrowing,etchencehelping

governmentmeetherplannedexpenditure.

8.Acceleratestherateofeconomicgrowth.Thisisachievedthroughincreasinggovernment

expenditureonestablishmentofproductiveinfrastructurethatattractproduction ofmore

goodsandservicesandalsothroughavailingmorefundsforsubsidiesthatenableproducers

toexpandtheirproductivecapacityleadingtoincreasedeconomicgrowth.

9.Helpstostimulateinvestmentratesviauseofadeficitbudgethenceliftingtheeconomyout

ofarecession.

10.Usedtocreatebalanceinregionaldevelopment.Thisisachievedthroughincreasing

governmentexpenditureonproductiveinfrastructureinunderdevelopedregionsthereby

stimulatingeconomicactivitiesthatmakethoseregionstodevelop.

11.Helpstosolicitforforeignaid.Thebudgetenablesthegovernmenttoindicatetothedonors

plannedexpenditureandplannedrevenueandhowdonorfundsaregoingtobeutilizedhence

inducingthedonorstooffertheirsupport.

12.Helpstoredistributeresourcesfromprivatetopublicsector.Thisisachievedthroughtaxing

privateindividualsespeciallytherichandusingtheirresourcesforpublicsectordevelopment.

13.Helpsinmobilizationofthemasses.

14.Helpsinregulationofgovernmentexpenditure.

NOTE

Forobjectives,beginwith“To”……………
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TYPES/CLASSIFICATIONOFTHEBUDGET

1.BALANCEDBUDGET

Isonewhereestimatedgovernmentrevenueisequaltoestimatedgovernmentexpenditurein

agivenfinancialyear.

2.UNBALANCEDBUDGET

Isonewheretheestimatedgovernmentrevenueiseithergreaterorlessthantheestimated

governmentexpenditureinagivenfinancialyear.

Twosituationsariseoutofanunbalancedbudgeti.e.surplusbudgetanddeficitbudget.

a)SURPLUSBUDGET

Isonewhereplannedgovernmentrevenueexceedsplannedgovernmentexpenditureina

givenfinancialyear.

OBJECTIVESOFASURPLUSBUDGET/REASONSWHYGOVERNMENTPLANS

FORASURPLUSBUDGET

1.Tocontrolinflation.Thisisachievedbyincreasingdirecttaxesandreducinggovernment

expenditureespeciallyonnon-essentialgoodsandservices.Thisreducespurchasingpower

ofthepeoplehencecontrollinginflation.

2.Toaccumulatefundsforfutureuse.Throughsurplusbudgetingespeciallyasgovernment

increasesdirecttaxes,itisabletoobtainfundsthatitputsasideinthecentralbankandother

bankstobeusedinfutureevenforpurposesthatcannotbeeasilyforeseen.

3.Toreduce/regulateaboom.Thisisachievedthroughincreasingdirecttaxesandreducing

governmentexpenditurewhichhelpstocontrolpeoples’purchasingpowerhencebeingable

tomaintaineconomicstability.

4.Toaccumulatefundsforfinancingdevelopmentprojects.Asgovernmentincreasestaxeson

incomeswhileatthesametimereducingitsexpenditure,alotoffundsareacquiredthat

enabledifferentdevelopmentprojectstobeestablishedsincetheyrequirehugecapitale.g.
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constructionofdams,bridgesrequireshugecapital.

5.Toreduceaggregatedemand.Asurplusbudgetincreasestaxesonincomesandreduces

governmentexpenditureespeciallyonnon-essentialgoodsandserviceshencecontrolling

aggregatedemandandhelpingtheeconomyovercomeeconomicinstabilities.

USESOFREVENUEFROMASURPLUSBUDGET

1.Servicingpublicdebtsaswellasretiringthem

2.Accumulatinggovernmentreservesthatareusedtofinancedeficitbudgetsandalsocaterfor

unforeseencircumstances(emergencies).

3.Usedtogiveoutinvestmentloanstocitizenstoenhancecreationofmoreemployment

opportunities.

4.Usedtogivegrantsanddonationsbothlocallyandabroad.

5.Usedtorehabilitatetheexistinginfrastructure.

DISADVANTAGESOFASURPLUSBUDGET

1.Reducesaggregatedemandforgoodsandserviceshencereducingonconsumptionon

consumptionofgoodsandservicesleadingtolowstandardsofliving.

2.Itencouragesovertaxationintheeconomytherebyreducingconsumptionofgoodsand

serviceswhichresultsintoafallinpricesofgoodsandserviceshencereducedproductivity.

3.Leadstoadeclineininvestmentsandemploymentlevelsinthecountry.

4.Discouragesgovernmentexpenditurewhichreduceseconomicgrowthanddevelopment.

b)DEFICITBUDGET

Isonewhereplannedgovernmentrevenueislessthanplannedgovernmentexpenditureina

givenfinancialyear.
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REASONSWHYGOVERNMENTDELIBERATELYPLANSFORADEFICITBUDGET

1.Toimprovepeoples’standardsofliving.Thisisdonemainlythroughreducingtaxeson

incomeshenceincreasingpeoples’purchasingpowertherebystimulatingaggregatedemand

andinvestments.

2.Tomaintainhighemploymentlevelsdomestically.Thisisachievedthroughreducingtaxes

oncompanyprofitsandalsoincreasinggovernmentexpenditurebygivinginvestors

subsidiestoenablethem lowerthecostsofproductionandstayinbusinessthereby

maintainingtheemploymentlevelsinthecountry.

3.Toundertakebigventuresthatcannotbefinancedbytaxationbutbyborrowing.

4.Toprotectdomesticinfantindustriesthroughgivingthemtaxholidays.

5.Toavoidpoliticalresentmentcausedbyhightaxationrates.Thisisbecausereducingtaxes

onincomesmakesthegovernmentmorepopularandalsoincreasinggovernmentexpenditure

ondifferentactivitiesenablespeopletoacquiremostofthebasicneedsoflife.

6.TaxrevenuesinUganda(LDCs)aregenerallylowduetohighpovertylevelsandlimited

commercializationoftheeconomyamidstrisingexpenditureneedstosupportthegrowing

populationanddemandsofeconomicgrowthanddevelopmenthencedeficitbudgeting.

7.Topullaneconomyoutofeconomicdepression.Thisisdonebyreducingtaxesonincomes

andincreasinggovernmentexpenditurewhichhelpstoboostaggregatedemandand

economicactivitiesingeneraltherebyhelpingtheeconomytorecover.

8.Duetofearofnegativeconsequencesofhightaxes.Taxationburdenstaxpayerssinceit

takesalotoftheirincomeshencegovernmentpreferringtouseothersourcesofrevenue

especiallyborrowingthantotaxpeople.

9.Borrowingisafastermethodofraisingrevenuethantaxationandlargesumsofmoneyare

realizedquicklytomeetgovernmentexpenditureinsteadofusingtaxationwhichisaslow

methodraisingrevenuehenceplanningforadeficitbudget.

10.Toencouragesavings.Reductionintaxesenablesindividualstoputasidesomemoneyfor
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futureuse.

HOWGOVERNMENTFINANCESADEFICITBUDGET

Thegovernmentfinancesadeficitbudgetthroughthefollowingways;

 Borrowingfromexternalsources.

 Borrowinginternally/saleofgovernmentsecurities.

 Appealingfordonations/grants.

 Useofforeignreserves.

 Privatization.

 Printingofmoremoney.

 Compulsorysavingse.g.NSSF

 Levyingspecialtaxes.

 Organizinganationallottery.

DISADVANTAGESOFADEFICITBUDGET

1.Leadstoinflation.Thisisbecauseitmakesthegovernmenttospendheavilyyetitinvolves

taxreductionsonincomesleadingtoexcessiveaggregatedemandwithoutcorresponding

increaseinthelevelofoutputproduced.

2.Leadstobalanceofpaymentsofproblems.Thisisbecausegovernmenthastocontinuously

borrowexternallytocoverthedesiredexpenditurehencerepayingandservicingofloans

whichleadstoheavyexpenditurebygovernmentabroadcausingB.O.Pproblems.

3.Leadstofailurebygovernmenttofinancesomevitaldevelopmentprojects.Thisisbecause

sometimesgovernmentfailstosourceloansandgrantsintimeyettaxrevenuesarelow

limitinggrowthoftheeconomy.

4.Worsensproblemsofeconomicdependence.Thisisbecausegovernmentsometimesfailsto
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acquireresourcesinternallytherebybeingforcedtoborrowexternallyorappealforgrants/

donationsfrom othercountriesandinternationalagencies.Thisleadstonegative

consequencesassociatedwitheconomicdependencee.gdominationoftheeconomyby

foreigners.

NOTE

Deficitfinancingreferstoadeliberategovernmentmeasureaimedatreducingthelevel

ofgovernmentrevenuebyreducingtaxationwhilemaintainingorincreasingexpenditure.

CAUSESOFPERSISTENTBUDGETDEFICITSINLDCS

1.Narrowtaxbase.LDCslikeUgandahavefeweconomicactivitiesonwhichtaxesarelevied

thereforereceivelowtaxrevenueyetgovernmentexpenditureneedsareeverrisingleading

todeficits.

2.Highdegreeoftaxevasionandavoidanceduetoanumberofreasonssuchaswidespread

poverty,discontentabouttheservicesofferedbygovernmentamongothers.Thisleadsto

lowtaxrevenuerealizedinrelationtorisinggovernmentexpenditureleadingtodeficits.

3.Lowtaxablecapacity.ManypeopleinLDCshaveextremelylowincomesthereforeare

unabletopaytaxesandremainwithenoughdisposableincometoenablethemcontinue

enjoyingthesamestandardoflivingtheyareaccustomedtohencemakinggovernment

realizelessrevenuetomeetgovernmentexpenditureneedscausingbudgetdeficits.

4.Poortaxadministrationandmanagement.Sometaxofficialshavelimitedskillsofcollecting

taxesandidentifyingtaxsourceswheretaxesareleviedhenceresultingintolowtaxrevenue

realizedinrelationtorisinggovernmentexpenditureleadingtodeficits.

5.Highrateofcorruptionandembezzlementwhichisevidentinmismanagementofpublic

funds.Governmentofficialsswindlegovernmentrevenuewhileotherofficialseverbudget

beyondthefundsrequiredtoimplementthegovernmentbudgetleadingtoincreasedplanned

governmentexpenditurehencedeficits.

6.Highadministrativeexpendituresonpoliticiansandcivilservantsduetolargesizeofthe

publicservice,establishmentofnewdistricts,frequentelections,largecabinetandlarge
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parliamentleadingtoheavyexpendituretosupportadministration,paymentofwagesand

allowancesyetsourcesremainverylow.

7.Heavypublicdebtburdenandservicing.Developingcountriesborrowbothinternallyand

externallytomeetboththerecurrentanddevelopmentexpenditure.Thiscallsforheavy

governmentrepaymentobligationandservicingdebtsyetsomedebtsarenotself-liquidating.

8.Excessivemilitaryexpenditureduetopoliticalunrestswhichdisruptproduction.LDCslike

Ugandafaceanumberofpoliticalunrestswhichleadstoheavyexpenditurebygovernment

onmilitaryhardwareandbigarmytofightrebelsandriotshenceleadingtoheavy

expenditure.

9.Overambitiousplanningi.e.planningbeyondthemeans.Governmentengagesinverymany

projectsbeyondwhatitcanhandlesuchaspowergeneration,providingfreeeducationatall

levels,recruitingmanycivilservantsetc.suchprojectsleadtoheavygovernmentexpenditure.

10.Frequencyofnaturalhazards/disastersthatrequireheavyemergencefundingsuchas

earthquakes,floods,landslideswhichdestroypropertyandlives.Thereforealotofrelief

fundsareneededtosupportthevictimsespeciallytocaterforfoods,medicalcareandshelter

leadingtoheavygovernmentexpenditurethanrevenue.

11.Highcostsofinfrastructuraldevelopmentsuchasestablishmentofhospitals,roads,schools,

powergenerationsinordertomeetboththeneedsofthegrowingpopulationandeconomic

growth.Suchinfrastructuresrequirealotoffundstobesetupandmaintainedhencecausing

heavygovernmentexpenditurefarbeyondrevenues.

12.Heavyexpenditureonexternalcommitmentse.g.contributionstointernationalorganizations

suchasCOMESA,E.A.C,O.A.U,UNleadingtoheavygovernmentexpenditureinrelation

toplannedrevenue.

13.Increasinggovernmentexpenditureonprogrammestocreateemploymentopportunitiese.g.

youthfund,teachers’SACCOs,loansforsciencestudentsamongothers.Allthose

programmestakealotofgovernmentmoneyinformofexpenditurethanwhatgovernment

receivesinformofrevenuehencedeficits.
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14.Limitednon-taxsourcesofrevenue.Thegovernmenthasfewerareaswhererevenuesother

thantaxationarecollectede.g.fees,fines,marketdueshencegovernmentfindingitdifficult

toraiseadequaterevenueyetgovernmentexpenditurecontinuestoincreasecausingdeficits.

15.Etc.

MEASURESTOMINIMISEBUDGETARYDEFICITSINLDCs

1.Encouragingcostsharingintheprovisionofservicesi.e.sharingofcostsbetween

governmentandbeneficiariesofgovernmentserviceslikeeducation,medicalcareamong

otherssothattheburdenofexpenditureissharedbetweengovernmentandthoseusingthe

serviceshencegovernmentbeingabletocutdownonitsexpendituretherebycontrolling

budgetarydeficits.

2.Stabilizethepoliticalsituation.Thiscanbedonethroughnegotiationwithpolitical

opponentsandrebels.Thishelpstoreducegovernmentexpenditureondefenseandalsohelps

tostimulateproductiveeconomicactivitieswheretaxesareleviedleadingtoincreasein

governmentrevenue.

3.Decentralizationofpower/government.Thecentralgovernmentshouldempowerlocal

authoritieslikedistricts,municipalitiesandtowncouncilstodevisedifferentsourcestocome

upandfinancetheirareasinsteadofrelyingonlyonthecentralgovernmentforsurvival

henceleadingtoreductioningovernmentexpenditure.

4.Furtherprivatizationofstateenterprises.Governmentshouldcontinuetotransferownership

ofstateenterprisestoprivateindividuals.Thisenablesgovernmenttoacquiremorerevenue

necessaryformeetinggovernmentexpendituresandalsohelpstoreducegovernment

expenditureonsupportingthoseenterprisesespeciallythroughsubsidization.

5.Fightcorruptioninstatedepartments.Thisshouldbedonethroughstrengtheninginstitutions

tofightcorruption.Thishelpstominimizeembezzlementofstaterevenueandalsoreduce

governmentexpenditurethrough employing officialsto fightcorruption and even

governmentofficialswhotendtooverbudgetbeyondthefundsrequiredforproject

implementation.
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6.Increasenon-taxsourcesofrevenueotherthanborrowinge.g.fundraising,feeschargedon

servicesprovidedbygovernment,marketdues,specialassessment,etc.Thishelpsto

increasegovernmentrevenuetherebyreducingbudgetarydeficits.

7.Restructure and rationalize foreign missionsand othergovernmentcommitments.

Governmentshouldreduceonunnecessaryfrequentfreetravelsbygovernmentofficials,

withdraw them from someoftheinternationalengagementsespeciallythosethatare

unproductivebymerging,closingsomeembassieshencehelpingtoreducegovernment

expenditureonsuchinternationalcommitmentstherebyreducingbudgetdeficits.

8.Controlpopulationgrowthrate.Thisshouldbedonemainlythroughencouraginguseof

planningmethodsbothscientificandartificial.Thishelpstoreducegovernmentexpenditure

onprovisionofsocialservicessuchasschools,hospitals,etchenceminimizingbudget

deficits.

9.Avoiddeadweightdebts/reduceacquisitionofunproductivedebts.Alleffortsshouldbe

madetoavoidacquiringsuchdebtsthatdonothelptogeneratemoreincomeforthe

governmentsincesuchdebtsleadtoheavyexpenditurebygovernmentonservicingand

repayingthemyetdonotgenerateincomeforthestate.

10.Retrenchmentofpublicservice/reductioninadministrativecosts.Thisshouldbedone

throughreducingonthenumberofcivilservantsespeciallythosethatareagingandare

unproductive,mergingsomedistricts,reducingonthenumberofMPsandministershence

helpingtoreducegovernmentexpenditureonvariousissueslikepayingwagesandother

allowances.

11.Furtherliberalizationoftheeconomy.Governmentshouldcontinueremovingunnecessary

restrictionsonproductionandtrade.Thisattractsmoreinvestorsthatparticipateinvarious

productiveactivitiesenablinggovernmenttoraiseitsrevenuethroughtaxationhence

minimizingbudgetdeficits.

12.Widentaxbasesespeciallythroughsupportingdiversificationoftheeconomye.g.through

provisionoftaxincentivesandsubsidiestovariousinvestorsindifferentsectorslikeindustry,

trade,agriculture,etcsuchthatthereareverymanysourceswheretaxescaneasilybelevied
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henceleadingtoincreaseingovernmentrevenuetofacilitategovernmentexpenditure.

13.Improveontaxcollection.Thiscanbedonethroughusingtrainedpersonneltoassessand

collecttaxes,developingataxpayerfriendlysystemofcollection,sensitizingmassesonthe

roleoftaxation,etc.Allthisincreasesonthetaxrevenuethusminimizingbudgetdeficits.

14.Etc.


