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9.
Public Finance

I. Introduction: Role of government; public sector & budget.

II. Government Revenues: taxed & non-taxed revenues.

III. Taxation: Principles; aims; types; effects.

IV. Other Means of Financing Government Expenditures.

V. Government Expenditures: aims; types; effects.

VI. Government Budget & Fiscal Policy: The case in Hong Kong.
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I.
Introduction

Public finance is the study of financial activities of the public sector (the government and/or the state).

The financial activities refer to the policies on government revenues & expenditures as well as the effects of these actions on the economy.

The official record of these policies could be shown on a government document called the budget. The government policies are generally called the fiscal policies.

The Role of Government

1. Supervision / Control of the Economy

The government is often treated as the regulator, supervisor or controller of an economy, 

depending on the system and development of the state. In reality, some governments play a 

more dominant role in the economy while some do not.

2.
Pressure Groups & Social Demand


Pressure groups refer to the voluntary & formal organizations formed to express their views 

or interests of the public. They try to communicate with the government to persuade the officials to accept their opinions.

A democratic government had to take into consideration the opinion of them and the ever-

changing social demand.


The Public Sector & Budget


The public sector refers to all those institutions owned or controlled by the government. 

In Hong Kong, we measure the size of the public sector by a ratio.


Size of the public sector = Consolidated government expenditure / G D P

Or :
Size of the public sector = Public expenditure / G D P

The Budget

It is a financial statement of the government recording the planned or estimated amount of revenues and expenditures within a financial or fiscal year – from April 1 to March 31.

A budget may be a balanced, a deficit or a surplus budget depending on the difference between estimated revenues and expenditures.

II.
Government Revenues

Government revenues come from both taxed and non-taxed revenues. 

The major source of government revenues in Hong Kong comes from taxes. Non-taxed revenues occupy about 30 % of the total government revenues.

III.
Taxation


Principles of Taxation

According to the founder of modern economics, Adam Smith (1723-1790), there are 4 principles of taxation.  


Equality / Equity

Adam Smith thought that everyone pays a ‘ fair ‘ share of tax in proportion to its income or wealth.  A fair share implies equality.

Nowadays, people argue that each person should pay taxes based on his ability, i.e. the more he earns, the more he pays.  He earns income, so he has an ability to pay.  As a result, people earning the same income pay the same amount of taxes.  People earning different incomes pay different amounts of taxes based on their ability.  A common thought is that the relatively higher-income groups should pay more based on a progressive tax system.


Certainty

The taxpayers should have the right to know exactly when, how much and how to pay the taxes.  His tax liability must be clearly known.


Convenience

Taxes should be collected in a convenient time and way so as to minimize the cost of collection and the cost of making payment.  Thus, taxes are paid in form of money.


Economy

Resources are required to operate a tax system.  It is always desirable to minimize the cost of administration on taxes.


Aims of Taxation


Taxes allow the govt. to raise revenues to run the govt. departments.


Taxes affect the allocation of resources, e.g. a tax on goods like cigarettes.


Taxes reduce income differences between the high & low-income groups.


Taxes also change the working & investment incentives.


Tax is treated as a contribution or responsibility of citizens to the economy.

Types of Taxation

In general, there are 2 ways to classify taxes.  The first one is a classification by the tax incidence, i.e. who bears the tax burden.  The other way is based on the proportion of tax paid to income.

By Tax Incidence : Direct & Indirect Taxes

Direct taxes are levied on individuals based on their wealth, property & income.  The tax burden is directly borne by the taxpayers and cannot be shifted to others.  In HK, they include the profits and income taxes, property tax & estate duty.

Features of Direct Taxes

1.
The tax burden is on the taxpayer with an ability-to-pay, thus equitable.

2.
The progressive income tax system can give a more even distribution of income.

3.
The public always argues over : 

· the proportion of direct taxes with other taxes or government revenues ;

· the proportion of direct taxes with government revenues ;

· the level of these tax rates because the tax affects the taxpayers directly.

Indirect taxes are levied on goods & services.  The tax burden can be shifted to others.

Features of Indirect Taxes

1.
The effect of the tax depends on how many people buy the goods or services.

2.
In general, the tax raises the prices of goods & services.  The poor pays with a higher rate to their income than that of the rich.  The tax becomes regressive and selective because it favours the rich.

By The Proportion of Tax to Income

Taxes can be proportional, progressive or regressive depending on the amount of tax payment to the level of income of the taxpayer.

In H K, all 3 types of taxes are used by the govt.  Income tax is a progressive tax.  Property tax & profit tax are proportional taxes.  Rates, estate duty & stamp duties are regressive taxes.

Effects of Taxation

1.
Income & property taxes reduce the disposable income of taxpayers. They may buy less goods 

& services. Their consumption expenditures drop. The level of demand as a whole may fall.

2.
Indirect taxes raise the prices of goods & services. The tax burden may also be shifted to the 

consumers.

3.
Profit tax may effect the investment incentive of businessmen. A change in investment will lead 

to a change in the level of G D P.

4.
As a whole, taxes give both inflationary & deflationary effects on the economy, depending on the types and level of tax rates levied.

IV.
Other Means of Financing Government Expenditures
The easiest way is to use past fiscal reserves of the govt., if there are.  The H K government is possible to use this amount because we have accumulated a considerable amount in the past.

Another way is to borrow by the issue of government bonds.  The amount of interest becomes a burden to the govt. as well as the citizens especially in the future when the bonds had to redeem.

The government may also ask the central bank to issue more notes and lends them to the government.  It may lead to inflation with an increase in the money supply.

In economics, the government expenditure denotes a type of fiscal policy.  The issue of notes is a type of monetary policy.  It becomes a use of fiscal policy together with monetary policy.
V.
Government Expenditures

Aims of Government Expenditures

The aims include the provision of essential services like national defence, laws, social welfare and infrastructure ( the new airport in H K ); the undertaking of fiscal policy and the maintenance of a stable and growing economy.


Types of Government Expenditures

Recurrent Expenditure refers to the amount spent on a regular basis.  It is spent on every year, e.g. civil servant salaries & pensions.

Capital Expenditure refers to the amount spent on providing new capital assets, e.g. roads, reservoirs, housing estates etc.


Effects of Government Expenditures

1. It causes a re-distribution of income among the different income groups.

2. It helps to reallocate resources like the provision of education & housing.

3. It affects the level of national income as well as the level of employment.

4. The role of fiscal policy, through the expenditures & revenues, directly affects the state of the economy and the attitude of the public sector.

VI.
Government Budget & Fiscal Policy: The Case in H K
1. The size of the public sector is relatively small in H K but is gradually increasing. We prefer to have free trade under the choice of a small government.

2. The government puts a strong emphasis on education, housing & social services.

3. Our tax system is simple with a relatively small progressivity on income tax rates.

4. The government prefers a small government with positive non-intervention on the private sector.
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