La-Net

ECO407

FISCAL POLICY AND
ANALYSIS

2

Course video is available on our app

lanetonline.com



Course Code: ECO 407
Course Title: FISCAL POLICY AND ANALYSIS

Course Units: 3 units

Government Revenue and Taxation Systems

Public Expenditure and Debt Management

Fiscal Federalism and Intergovernmental Relations
Income Tax Administration in Nigeria

Public Sector Policies and Economic Development

Main Parts and Sub-Parts

1.1 Sources of Government Revenue
1.1.1 Definition and classification of government revenue
1.1.2 Tax revenue versus non-tax revenue
1.1.3 Importance of government revenue for fiscal policy
1.2 Principles and Types of Taxation
1.2.1 Definition of taxation and its objectives
1.2.2 Direct taxes: personal income tax, company tax
1.2.3 Indirect taxes: value-added tax, excise duties, customs duties
1.2.4 Distinction between taxation of income and taxation of capital
1.3 Personal lncome Tax
1.3.1 Scope and application of personal income tax
1.8.2 Exemptions, settlements, trusts, and estates
1.3.3 Relevance of personal income tax to fiscal policy
1:4 Company Taxation
1:4.1 Principles and scope of company tax
1.4.2 Small company provisions: definitions, computation, exemptions

1.4.3 Role of company tax in economic development

-

LA-NET | ONLINE LEARNING VIDEO PLATFORM FOR POST-SECONDARY & HIGHER INSTITUTION STUDENTS



1.5 Relevance of Taxation to Economic Development

1.5.1 Taxation as a tool for resource mobilisation
1.5.2 Taxation and redistribution of income

1.5.3 Challenges of taxation in developing economies

Introduction

Fiscal policy is one of the most important instruments available to governments for influencing
the economy. In this Series, we focus on government revenue and principles of taxation, which
form the foundation of fiscal analysis. Revenue is the lifeblood of the state, enablingit to
provide public goods, maintain infrastructure, and pursue development goals. Taxation, in
particular, is not only a means of raising funds but also a powerful tool for redistributing
income, regulating economic behaviour, and promoting equity:

The aim of this Series is to help you explore the different sources of government revenue, with
special attention to taxation systems. You will examine the principles behind taxation, the
distinction between income and capital taxation, and the specific applications of personal and
company taxes. By the end of this Series, you will be able to analyse how taxation contributes
to economic development and evaluate the challenges faced in implementing effective tax
systems.

This Series follows a sequential path:

It begins with the sources of government revenue, distinguishing between tax and non-tax
income.

It then moves into the principles and types of taxation, highlighting direct and indirect
taxes.

The discussion‘continues with personal income tax and company taxation, examining their
scope, exemptions, and relevance.

Finally, it concludes with the role of taxation in economic development, linking fiscal
measures to broader national goals.

Series Learning Outcomes

At the end of Series 1: Government Revenue and Principles of Taxation, you should be able to:

SLO 1.1: Define government revenue and classify its major sources, distinguishing between
tax and non-tax income.

SLO 1.2: Explain the principles and objectives of taxation, and differentiate between direct
and indirect taxes.
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SLO 1.3: Analyse the scope and application of personal income tax, including exemptions,
settlements, trusts, and estates.

SLO 1.4: Evaluate the principles and scope of company taxation, with emphasis on small
company provisions, computation, and exemptions.

SLO 1.5: Assess the relevance of taxation to economic development, focusing on resource
mobilisation, redistribution of income, and challenges in developing economies.

1.1 Sources of Government Revenue

Government revenue refers to the income collected by the state to finance public expenditure.
Itis the backbone of fiscal policy because without adequate revenue, governments cannot
provide essential services or pursue development goals.

1.1.1 Definition and Classification of Government Revenue

Government revenue can be classified into two broad categories:

Tax revenue: Compulsory payments made by individuals and organisations to the
government without direct benefit in return.

Non-tax revenue: Income earned by the government from sources other than taxation,
such as fees, fines, licences, rents; and dividends from public enterprises.

Key term: Tax revenue is the compulsory contribution imposed by law on individuals and
organisations to fund government activities.

Key term: Non-tax revenue refers to income generated by the government from sources other
than taxes, such as service'charges or profits from state-owned enterprises.

(7 In-text question (ITQ): Government revenue can be broadly classified into and

1.1.2 Tax Revenue versus/Non-Tax Revenue

Tax revenue is predictable and forms the largest share of governmentincome in most
economies. Non-tax revenue, while useful, is often less stable and smaller in proportion. For
example, while taxes fund infrastructure and social services, non-tax revenue may come from
court fines or royalties from natural resources.

(3 ITQ: Which type of revenue is usually more stable and predictable for governments?
1.1.3 Importance of Government Revenue for Fiscal Policy
Revenue is essential for:
Financing public expenditure such as education, healthcare, and defence.
Supporting economic development through infrastructure investment.
Managing national debt by ensuring funds are available for repayment.

-
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Promoting equity through redistribution policies.

Figure 1.1 Placeholder: A pie chart showing the proportion of tax revenue versus non-tax
revenue in a typical economy.

(Al prompt suggestion: “Generate a pie chart showing 70% tax revenue and 30% non-tax
revenue for a government budget.”)

Pilot questions 1.1

Government revenue can be classified into:
a) Direct and indirect revenue
b) Tax and non-tax revenue
c) Public and private revenue
d) Domestic and foreign revenue
Which of the following is an example of non-tax revenue?
a) Value-added tax
b) Customs duty
c) Courtfines
d) Company income tax
Tax revenue is consideredmore . than non-tax revenue.
a) Volatile
b) Stable
c) Irregular
d) Optional
The compulsory.contribution imposed by law on individuals and organisations is called:
a) Non-tax revenue
b) Tax revenue
¢) Public expenditure
d) Fiscal responsibility
Which of the following is NOT a purpose of government revenue?

a) Financing public expenditure

-
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b) Supporting economic development
c) Managing national debt

d) Increasing private profits

1.2 Principles and Types of Taxation

Taxation is one of the most significant instruments of fiscal policy. It provides governments
with the resources needed to finance public expenditure and also serves as a/imechanism for
redistributing wealth and regulating economic activity.

1.2.1 Definition of Taxation and Its Objectives

Taxation refers to the compulsory levy imposed by a government on individuals, businesses,
and other entities to raise revenue for public purposes.

The objectives of taxation include:
Raising revenue for government expenditure.
Redistributing income to promote social equity.
Regulating consumption and production patterns.

Stabilising the economy by influencing aggregate demand.

(3 In-text question (ITQ): The compulsory levy imposed by government on individuals and
businesses is called

1.2.2 Direct Taxes: Personal Income Tax and Company Tax

Direct taxes are levies imposed directly on individuals and organisations, based on their
income or wealth.

Personalincome tax: Charged on the earnings of individuals, with allowances and
exemptions applied.

Company tax: Levied on the profits of corporations, with provisions for small companies.

Direct taxes are progressive in nature, meaning that higher earners contribute a larger
proportion of their income.

(3 ITQ: Which type of tax is levied directly on income or wealth?

1.2.3Indirect Taxes: Value-Added Tax, Excise Duties, Customs Duties
Indirect taxes are levies imposed on goods and services rather than directly on income.
Value-added tax (VAT): Charged at each stage of production and distribution.

Excise duties: Levied on specific goods such as alcohol, tobacco, and petroleum products.

-
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Customs duties: Imposed on imported goods to regulate trade and protect domestic
industries.

Indirect taxes are generally regressive, as they affect all consumers regardless of income level.

(7 ITQ: Excise duties are imposed on specific goods such as and

1.2.4 Distinction Between Taxation of Income and Taxation of Capital

Taxation of income refers to levies on earnings from wages, salaries, and profits. Taxation of
capital, on the other hand, applies to wealth holdings such as property, investments, and
inheritances.

Income taxation is recurrent and linked to regular earnings.
Capital taxation is occasional and often linked to ownership or transfer of assets.
Table 1.1 Placeholder: Comparison of income taxation and capital taxation.

(Al prompt suggestion: “Generate a table comparing income taxation and capital taxation,
showing basis, frequency, and examples.”)

Pilot questions 1.2

Taxation is defined as:
a) Voluntary contribution to government
b) Compulsory levy imposed by government
c) Payment for private services
d) Donation to charity

Which of the following is a direct tax?

a) Value-added tax
b) Customs duty
c) Personalincome tax
d) Excise duty
Indirect taxes are generally considered:
a) Progressive
b) Regressive
c) Neutral
d) Optional

-
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Excise duties are imposed on:
a) Imported goods
b) Specific goods like alcohol and tobacco
c) Salaries and wages
d) Company profits
Taxation of capital refers to levies on:

a) Wages and salaries
b) Profits of companies
c) Wealth holdings and property

d) Consumption of goods

1.3 Personal Income Tax

Personalincome tax is one of the most important forms of direct taxation. It is levied on the
earnings of individuals and plays a central role in government revenue mobilisation.

1.3.1 Scope and Application of Personal Income Tax

Personal income tax refers to the compulsory levy imposed on the income of individuals,
including wages, salaries, business profits, and professional earnings.

It applies to residents and, in some cases, non-residents who earn income within a
country.

The scope often includes allowances, deductions, and reliefs to ensure fairness.

Progressive rates are usually applied, meaning higher earners pay a larger proportion of
theirincome.

(3 In-text question (ITQ): Personal income tax is levied on the of individuals such as
wages and salaries:
1.3.2 Exemptions, Settlements, Trusts, and Estates

Certain categories of income may be exempted from personal income tax to encourage
investment or protect vulnerable groups.

Exemptions: Income such as pensions, scholarships, or specific allowances may be
excluded.

Settlements and trusts: Income held in trust or settlement arrangements may be taxed
differently, depending on legislation.

-
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Estates: Income derived from estates may be subject to special provisions, particularly in
inheritance or succession cases.

Key term: Exemption is the exclusion of certain income from taxation, often to achieve social
or economic objectives.

(% ITQ: Income from pensions and scholarships may be from personal income tax.

1.3.3 Relevance of Personal Income Tax to Fiscal Policy

Personal income tax contributes significantly to fiscal policy objectives:

It provides a stable source of government revenue.
It promotes equity by redistributing income from higher earners to fund public services.
It influences consumption and savings behaviour.

It strengthens accountability, as taxpayers demand transparency in government spending.

Figure 1.2 Placeholder: A bar chart showing contributions of personalincome tax to total
government revenue.

(Al prompt suggestion: “Generate a bar chart showing personal income tax contributing 40% of
government revenue compared to other sources.”)

Pilot questions 1.3

Personalincome tax is levied on:
a) Company profits
b) Wages, salaries, and business earnings
c) Imported goods
d) Excise products
Which of the following may be exempted from personal income tax?
a) Salaries
b) Pensions
c) Business profits
d) Professional fees

Income held in trust or settlement arrangements is subject to:

a) No taxation

b) Special provisions under tax law
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c) Company tax rules
d) Customs duties
Personalincome tax is usually applied using:
a) Flat rates
b) Progressive rates
c) Regressive rates
d) Optional rates

One major relevance of personal income tax to fiscal policy is:

a) Increasing private profits
b) Redistributing income to promote equity
c) Reducing government accountability

d) Eliminating public expenditure

1.4 Company Taxation

Company taxation is another major form of direct taxation. It is levied on the profits of
incorporated businesses and plays a vital role\in government revenue mobilisation and
economic regulation.

1.4.1 Principles and Scope of Company:Tax

Company tax refers to the compulsory levy imposed on the profits of corporations.
It applies to both resident and non-resident companies operating within a country.
The scope includes profits fromtrade, investment, and other business activities.

Rates may vary depending on the size and type of company, with progressive or flat
structuresapplied.

Key term: Company taxis the levy imposed on the profits of incorporated businesses, forming
a significant source of government revenue.

(3 In-text question (ITQ): Company tax is levied on the of incorporated businesses.

1.4.2 Small Company Provisions: Definitions, Computation, Exemptions

Special provisions often exist for small companies to encourage entrepreneurship and reduce
the burden of taxation.

Definition of small company: Usually based on turnover, capital, or number of employees.

Computation: Profits are calculated after deducting allowable expenses, depreciation, and

reliefs.
il
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Exemptions: Certain small companies may enjoy reduced rates or temporary tax holidays
to stimulate growth.

Key term: Tax holiday is a temporary exemption from company tax granted to encourage
investment or growth.

(3 ITQ: Atemporary exemption from company tax granted to encourage investment is ¢alled a

1.4.3 Role of Company Tax in Economic Development

Company taxation contributes to fiscal and developmental goals by:
Providing revenue for infrastructure and public services.
Regulating corporate behaviour and discouraging harmful practices.
Promoting equity by ensuring businesses contribute to national development.

Encouraging compliance and accountability in corporate governance.

Figure 1.3 Placeholder: A diagram showing the flow of company.tax revenue into public
expenditure categories such as infrastructure, education, and healthcare.

(Al prompt suggestion: “Generate a flow diagram showing company tax revenue funding
infrastructure, education, and healthcare.”)

Pilot questions 1.4

Company tax s levied on:
a) Wages and salaries
b) Profits of incorporated businesses
c) Imported goods
d) Excise products

Which of the following is often used to define a small company?

a) Number of employees
b) Turnover

c) Capital base

d) All of the above

Allowable expenses and depreciation are deducted before:
a) Computing company profits for taxation
b) Calculating personal income tax

-
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c) Assessing customs duties
d) Determining excise levies
A temporary exemption from company tax is called:
a) Tax relief
b) Tax holiday
c) Tax exemption
d) Tax deduction

One major role of company tax in economic development is:

a) Increasing private profits
b) Funding public infrastructure and services
c) Reducing government accountability

d) Eliminating personal income tax

1.5 Relevance of Taxation to Economic Development

Taxation is not only a mechanism for raising government revenue, it is also a powerful tool for
shaping economic development. By influencing resource mobilisation, redistributing income,
and addressing structural challenges, taxation contributes to the stability and growth of an
economy.

1.5.1 Taxation as a Tool for Resource Mobilisation

Resource mobilisation refers to the process of gathering financial resources to fund public
expenditure and development projects.

Taxes provide governments with predictable and sustainable income.

Mobilised resources are used for infrastructure, education, healthcare, and other public
services.

Effective taxation reduces reliance on external borrowing and strengthens fiscal

independence.

(3 In-text question (ITQ): Taxes provide governments with and sustainable income for
public expenditure.
1.5.2 Taxation and Redistribution of Income

Taxation helps to reduce inequality by redistributing wealth from higher-income groups to fund
services that benefit society at large.

Progressive taxation ensures that those with greater ability to pay contribute more.

-
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Revenue from taxes is channelled into social programmes such as education, healthcare,
and welfare.

Redistribution promotes social cohesion and reduces poverty.

Key term: Progressive taxation is a system where tax rates increase as income levels rise,
ensuring fairness.

(7 ITQ: A system where tax rates increase as income levels rise is called taxation.

1.5.3 Challenges of Taxation in Developing Economies

Despite its importance, taxation faces several challenges in developing economies:

Tax evasion and avoidance: Individuals and companies may deliberately underreport
income.

Weak administrative capacity: Limited resources hinder effective tax collection.
Informal sector dominance: Large informal economies maketaxation difficult.

Public distrust: Lack of transparency in governmentspending reduces willingness to pay
taxes.

Table 1.2 Placeholder: A table showing challenges of taxation in developing economies and
possible solutions.

(Al prompt suggestion: “Generate a table listing challenges of taxation in developing
economies with suggested solutions.”)

Pilot questions 1.5

Resource mobilisation through taxation provides governments with:
a) Unstable income
b) Predictable and sustainable income
c) Voluntary donations
d) External borrowing only
Progressive taxation ensures that:
a) Lower-income groups pay more tax
b) Higher-income groups pay a larger proportion of theirincome
c) All taxpayers pay the same rate
d) Taxes are optional

Which of the following is a major challenge of taxation in developing economies?
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a) Strong administrative capacity
b) Tax evasion and avoidance
c) High transparency in spending
d) Smallinformal sector
Redistribution of income through taxation promotes:
a) Social inequality
b) Social cohesion and poverty reduction
c) Increased private profits
d) Reduced government accountability

One way taxation supports economic development is by:

a) Reducing government revenue
b) Mobilising resources for infrastructure and public services
c) Eliminating social programmes

d) Encouraging tax evasion

Series Summary

In this Series, we examined government revenue and principles of taxation, which form the
foundation of fiscal policy/We began by defining government revenue and classifying it into tax
and non-tax sources. We then explored the principles and objectives of taxation, distinguishing
between direct and indirect taxes, and between taxation of income and capital. The Series
continued with detailed discussions on personal income tax and company taxation,
highlighting exemptions, computation, and their relevance to fiscal policy. Finally, we analysed
the broader role of taxation in economic development, focusing on resource mobilisation,
redistribution of income;and challenges faced in developing economies.

By following this sequence, you have gained a comprehensive understanding of how taxation
supports fiscal stability and national development.

Glossary of Terms

Government revenue: Income collected by the state to finance public expenditure.

Tax revenue: Compulsory payments made by individuals and organisations to the
government without direct benefitin return.

Non-tax revenue: Income earned by the government from sources other than taxation,
such as fees, fines, and dividends.
F)
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Taxation: The compulsory levy imposed by a government on individuals and businesses to
raise revenue.

Direct tax: A tax levied directly on income or wealth, such as personalincome tax or
company tax.

Indirect tax: A tax levied on goods and services, such as VAT, excise duties, and customs
duties.

Progressive taxation: A system where tax rates increase as income levelsrise.

Tax holiday: A temporary exemption from company tax granted to encourage investment or
growth.

Resource mobilisation: The process of gathering financial resources to fund public
expenditure and development projects.

Concept Check Questions 1
Linked to SLOs 1.1-1.5

(SLO 1.1) Define government revenue and classify its major sources. Provide two examples
of non-tax revenue.

(SLO 1.2) Explain the difference between direct and'indirect taxes, giving one example of
each.

(SLO 1.3) Analyse the scope of personal income tax and discuss two categories of income
that may be exempted.

(SLO 1.4) Evaluate the role of company taxation in economic development. How do small
company provisions support entrepreneurship?

(SLO 1.5) Assess three challenges of taxation in developing economies and suggest
possible solutions.

Answers to Pilot Questions 1

Pilot questions 1.1
b) Tax and non-tax revenue
¢) Courtfines
b) Stable
b) Tax revenue

d) Increasing private profits
Pilot questions 1.2

b) Compulsory levy imposed by government
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c) Personalincome tax
b) Regressive
b) Specific goods like alcohol and tobacco

c) Wealth holdings and property

Pilot questions 1.3
b) Wages, salaries, and business earnings
b) Pensions
b) Special provisions under tax law
b) Progressive rates

b) Redistributing income to promote equity

Pilot questions 1.4

b) Profits of incorporated businesses

d) All of the above

a) Computing company profits for taxation

b) Tax holiday

b) Funding public infrastructure’and services
Pilot questions 1.5

b) Predictable and sustainable income

b) Higher-incomegroups pay a larger proportion of theirincome

b) Tax evasion and avoidance

b) Social cohesion and poverty reduction

b) Mobilising resources for infrastructure and public services

References 1
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Suggested Outline for Series 2: Public Expenditure and Debt Management

2.1 Concept and Structure of Public Expenditure

2.1.1 Definition and classification of public expenditure

2.1.2 Objectives of government spending

2.1.3 Distinction between recurrent and capital expenditure
2.2 Theories and Principles of Public Expenditure

2.2.1 Wagner’s Law of increasing state activity

2.2.2 Wiseman-Peacock hypothesis

2.2.3 Principles of fiscal responsibility in expenditure
2.3 National Debt: Concepts and Types

2.3.1 Definition‘of national debt

2.3:2Internal debt versus external debt

2.3.3 Short-term and long-term debt instruments
2.4 Consequences of National Debt

2.4.1. Impact on economic growth and development
2.4.2 Debt burden and intergenerational equity
2.4.3 Ricardian Equivalence and debt neutrality debate
2.5 Debt Management Strategies
2.5.1 Principles of debt sustainability
)
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2.5.2 Debt restructuring and refinancing

2.5.3 Role of fiscal responsibility laws in debt management

Introduction

Public expenditure and debt management are central themes in fiscal policy. Governments
must balance the need to spend on essential services with the responsibility of maintaining
sustainable debt levels. In this Series, you will explore how public expenditure is structured,
the theories that explain its growth, the nature of national debt, its consequences, and the
strategies used to manage it. You will also examine global debt issues and the implications of
debt forgiveness for developing economies.

The aim of this Series is to help you analyse the structure and principles of public expenditure,
evaluate the causes and consequences of national debt, and assess strategies for debt
management both at national and global levels.

This Series follows a logical sequence:

It begins with the concept and structure of public expenditure, distinguishing between
recurrent and capital spending.

It then examines theories and principles of public expenditure, such as Wagner’s Law and
the Wiseman-Peacock hypothesis.

The discussion continues with national debt, its types, and instruments.
Next, it explores the consequences of national debt, including Ricardian Equivalence.

It then considers debt management strategies, focusing on sustainability and fiscal
responsibility.

Finally, it addresses global debtissues and debt forgiveness, linking them to economic
dependence and development.

Series Learning Outcomes
At the end of Series 2: Public Expenditure and Debt Management, you should be able to:

SLO2.1: Define public expenditure and classify its major components, distinguishing
between recurrent and capital spending.

SLO 2.2: Explain key theories of public expenditure growth, including Wagner’s Law and the
Wiseman-Peacock hypothesis.

SLO 2.3: Analyse the concept of national debt and differentiate between internal and
external debt, as well as short-term and long-term instruments.

SLO 2.4: Evaluate the economic consequences of national debt, including its impact on
growth, intergenerational equity, and Ricardian Equivalence.
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SLO 2.5: Assess debt management strategies, focusing on sustainability, restructuring,
and fiscal responsibility laws.

SLO 2.6: Discuss global debt issues, debt forgiveness initiatives, and their implications for
economic dependence and development.

2.1 Concept and Structure of Public Expenditure

Public expenditure is a central element of fiscal policy. It refers to the spendingcarried out by
government to provide goods and services, maintain infrastructure, and promote economic
development. Understanding its structure is essential for analysing how governments allocate
resources and manage fiscal responsibility.

2.1.1 Definition and Classification of Public Expenditure

Public expenditure is the total spending by government at all levels (federal, state, and local) to
meet the needs of society.

It can be classified into:

Recurrent expenditure: Regular spending on wages, salaries, pensions, and maintenance
of services.

Capital expenditure: Spending on long-term projects such as roads, schools, hospitals,
and other infrastructure.

Transfer payments: Redistribution of income through subsidies, grants, and social welfare
programmes.

(3 In-text question (ITQ): Public expenditure can be classified into recurrent expenditure,
capital expenditure, and payments.

2.1.2 Objectivesof Government Spending

Government spending serves several objectives:
Provision'of public goods such as defence, education, and healthcare.
Promotion of economic stability and growth.
Redistribution of income to reduce inequality.

Encouragement of investment in strategic sectors.

Key term: Public goods are services provided by government that are non-excludable and non-
rivalrous, meaning everyone can benefit without reducing availability to others.

(7 ITQ: Services such as defence and healthcare are examples of goods.

2.1.3 Distinction Between Recurrent and Capital Expenditure

-
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Recurrent expenditure covers day-to-day running costs of government, such as salaries
and consumables.

Capital expenditure involves investment in long-term assets that contribute to future
development.

A balanced fiscal policy requires careful allocation between recurrent and capital spending
to avoid excessive consumption at the expense of development.

Figure 2.1 Placeholder: A bar chart comparing recurrent and capital expenditure.in.a sample
government budget.

(Al prompt suggestion: “Generate a bar chart showing recurrent expenditure at 60% and
capital expenditure at 40% of a government budget.”)

Pilot questions 2.1

Public expenditure refers to:
a) Spending by private individuals
b) Spending by government to meet societal needs
c) Spending by international organisations
d) Spending by companies only
Which of the following is NOT a classification of public expenditure?
a) Recurrent expenditure
b) Capital expenditure
c) Transfer payments
d) Private expenditure

Recurrent expenditure covers:

a) Long=term infrastructure projects
b) Day-to-day running costs of government
¢) Redistribution of income
d) External borrowing
Capital expenditure is mainly directed towards:
a) Salaries and pensions
b) Maintenance of services
c) Long-term development projects
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d) Transfer payments
Public goods are defined as:
a) Goods that are excludable and rivalrous
b) Services provided by government that are non-excludable and non-rivalrous
c) Goods produced by private companies

d) Services that benefit only a few individuals

2.2 Theories and Principles of Public Expenditure

Public expenditure does not occur randomly, it follows certain principles and has been
explained through various theories. These theories help us understand why government
spending tends to increase over time and how fiscal responsibility can be maintained.

2.2.1 Wagner’s Law of Increasing State Activity

Wagner’s Law states that as economies grow, government expenditure will naturally increase.
Rising income levels lead to greater demand for public goods and services.
Industrialisation and urbanisation require more infrastructure and regulation.

Governments expand their role in education, healthcare, and welfare.

Key term: Wagner’s Law is the theory that government spending increases as national income
rises.

(3 In-text question (ITQ): Wagner’s Law suggests that government expenditure increases as
levelsrise.

2.2.2 Wiseman-Peacock Hypothesis

The Wiseman-Peacock hypothesis argues that government expenditure grows in response to
social and economic disruptions.

During crises such as wars or recessions, governments increase spending.

After the crisis, expenditure rarely returns to its previous level, creating a new higher
baseline.

This explains the long-term upward trend in public expenditure.

Keyterm: Wiseman-Peacock hypothesis is the theory that crises cause permanent upward
shifts in government spending.

(7 ITQ: According to the Wiseman—Peacock hypothesis, government expenditure grows in
response to
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2.2.3 Principles of Fiscal Responsibility in Expenditure

Fiscal responsibility requires that government spending be managed prudently to avoid waste
and unsustainable debt.

Expenditure should be efficient, targeting areas with the greatest social and economic
impact.

Spending must be transparent and accountable to taxpayers.

Governments should balance recurrent and capital expenditure to ensure both immediate
needs and long-term development are met.

Figure 2.2 Placeholder: A line graph showing upward trends in government expenditure
explained by Wagner’s Law and Wiseman-Peacock hypothesis.

(Al prompt suggestion: “Generate a line graph showing government expenditure rising steadily
with income growth, and sharp increases during crises.”)

Pilot questions 2.2

Wagner’s Law states that governmentexpenditure increases as:
a) Nationalincome rises
b) Population decreases
c) Tax rates fall
d) Imports increase
The Wiseman-Peacock hypothesis explains that expenditure grows due to:
a) Rising exports
b) Social and economic crises
c) Falling wages
d) Privaterinvestment
After a crisis, government expenditure usually:

a) Returns to its previous level

b) Falls below its previous level

c) Remains at a new higher baseline
d) Becomes voluntary

Fiscal responsibility in expenditure requires:

a) Wasteful spending
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b) Transparency and accountability
c) Ignoring capital projects
d) Eliminating recurrent expenditure
Balancing recurrent and capital expenditure ensures:
a) Only short-term needs are met
b) Both immediate needs and long-term development are addressed
c) Government debt increases

d) Tax revenue decreases

2.3 National Debt: Concepts and Types

National debt is a critical aspect of fiscal policy. It represents the total amount of money owed
by a government to domestic and foreign creditors. Understanding its concepts and types is
essential for evaluating fiscal sustainability and economic development.

2.3.1 Definition of National Debt

National debt refers to the accumulation of borrowing by a government to finance expenditure
that exceeds revenue.

It arises when recurrent and capital expenditure cannot be fully covered by tax and non-tax
revenue.

Borrowing may be fromdomestic sources (banks, individuals, institutions) or external
sources (foreign governments, international organisations).

Debtis usually expressed as a percentage of Gross Domestic Product (GDP) to measure
sustainability.

(3 In-text question (ITQ): National debt arises when government expenditure revenue.

2.3.2Anternal Debtversus External Debt

Internal debt: Borrowing from domestic sources such as banks, insurance companies,
pension funds, and individuals. It is usually denominated in local currency.

External debt: Borrowing from foreign governments, international organisations, or global
financial markets. Itis often denominated in foreign currency.

Internal debt strengthens domestic financial markets, while external debt exposes the
economy to exchange rate risks.

Key term: Internal debt is borrowing from domestic sources, while external debt is borrowing
from foreign sources.

-
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(3 ITQ: Borrowing from foreign governments and international organisations is classified as
debt.

2.3.3 Short-Term and Long-Term Debt Instruments

Debt can also be classified based on maturity:

Short-term debt: Instruments such as treasury bills, repayable within one year.
Medium-term debt: Bonds or loans repayable within one to five years.

Long-term debt: Instruments such as development bonds, repayable over more than five
years.

Key term: Treasury bills are short-term government debt instruments used to raise funds for
immediate needs.

Table 2.1 Placeholder: A table showing examples of short-term, medium-term, and long-term
debtinstruments.

(Al prompt suggestion: “Generate a table comparing short-term, medium-term, and long-term
debt instruments with examples and maturity periods.”)

Pilot questions 2.3

National debt arises when:

a) Government revenue exceeds expenditure
b) Government expenditure exceeds revenue
c) Government balances its budget

d) Government reduces borrowing

Internal debt refers to.borrowing from:

a) Foreign governments

b) International organisations
c) Domestic sources

d) Global financial markets

External debt is usually denominated in:

a) Local currency
b) Foreign currency
c) Gold reserves

d) Tax revenue
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Treasury bills are examples of:

a) Long-term debt instruments

b) Medium-term debt instruments
c) Short-term debt instruments

d) Non-debt instruments

Which of the following is a long-term debt instrument?

a) Treasury bills
b) Development bonds
c) Commercial papers

d) Tax exemptions

2.4 Consequences of National Debt

National debt has far-reaching implications for economic stability and development. While
borrowing can support growth by financing infrastructure and social programmes, excessive
debt can create burdens for future generations and limit fiscal flexibility.

2.4.1 Impact on Economic Growth.and Development
National debt can influence growth'in both positive and negative ways:

Positive impact: Borrowed funds can be invested in productive projects such as roads,
schools, and hospitals, which stimulate economic activity.

Negative impact: Excessive debt may crowd out private investment, increase interest rates,
and reduce‘funds available for development.

Debt servicing obligations'divert resources away from essential services.

(7 In-text question (ITQ): Excessive debt may crowd out investment and reduce funds
available for development.

2.4.2 Debt Burden and Intergenerational Equity
The debt burden refers to the strain caused by servicing national debt.
High debt servicing costs reduce funds available for current expenditure.
Future generations may inherit the responsibility of repaying debts incurred today.

This raises issues of intergenerational equity, which concerns fairness between present
and future taxpayers.

-
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Key term: Intergenerational equity is the principle that current fiscal decisions should not
unfairly burden future generations.

(% ITQ: The principle that current fiscal decisions should not unfairly burden future
generations is called equity.

2.4.3 Ricardian Equivalence and Debt Neutrality Debate

Ricardian Equivalence is an economic theory suggesting that government borrowing does not
affect overall demand because taxpayers anticipate future taxes to repay debt.

If individuals save more in anticipation of higher future taxes, debt may be neutral in its
effect on the economy.

However, in practice, many households do not adjust their savings'perfectly, so debt often
has real consequences.

The debate continues over whether debt is neutral or whether it imposes significant costs
on growth and stability.

Key term: Ricardian Equivalence is the theory that government borrowing is offset by private
savings, making debt neutral.

Figure 2.3 Placeholder: A diagram showing the relationship between government borrowing,
private savings, and Ricardian Equivalence.

(Al prompt suggestion: “Generate a diagram illustrating Ricardian Equivalence: government
borrowing increases, private savings rise, demand remains unchanged.”)

Pilot questions 2.4

National debt can positively impact growth when:

a) Borrowed funds are invested inproductive projects
b) Debt servicing costs increase

c) Private investment is crowded out

d) Interest rates rise sharply

The debt burden refers to:

a) The total amount of taxes collected

b) The'strain caused by servicing national debt

c) The benefits of borrowing for development

d) The redistribution of income
Intergenerational equity concerns:
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a) Fairness between present and future taxpayers
b) Equality between companies and individuals
c) Distribution of goods across regions
d) Balance between imports and exports
Ricardian Equivalence suggests that government borrowing:
a) Always increases demand
b) Is offset by private savings, making debt neutral
c) Reduces private savings
d) Eliminates the need for taxation

One negative impact of excessive debt is:

a) Increased funds for development
b) Crowding out of private investment
c) Lower interest rates

d) Elimination of debt servicing costs

2.5 Debt Management Strategies

Debt management is the process by which governments plan, monitor, and control borrowing
to ensure that national debt remains sustainable. Effective strategies are essential to avoid
fiscal crises and to. maintain economic stability.

2.5.1 Principles of Debt Sustainability

Debt sustainability refers to the ability of a government to meet its debt obligations without
compromising economic growth or stability.

Debt should be maintained at levels that can be serviced without excessive strain on
revenue.

Borrowing should be directed towards productive investments that generate future
income.

Governments must avoid over-reliance on external debt to reduce vulnerability to
exchange rate fluctuations.

Key term: Debt sustainability is the capacity of a government to service its debt without
undermining economic stability.

(3 In-text question (ITQ): Debt sustainability means the government can service its debt
without undermining stability.
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2.5.2 Debt Restructuring and Refinancing

When debt becomes burdensome, governments may adopt restructuring or refinancing
measures:

Debt restructuring: Modifying the terms of existing debt, such as extending repayment
periods or reducing interest rates.

Debt refinancing: Replacing old debt with new debt, often at more favourable terms.

These measures aim to ease repayment pressure and restore fiscal balance.

Key term: Debt restructuring involves altering repayment terms to make debt more
manageable.

(7 ITQ: Altering repayment terms to make debt more manageable is called debt

2.5.3 Role of Fiscal Responsibility Laws in Debt Management

Fiscal responsibility laws are legal frameworks designed to promote prudent borrowing and
spending.

They set limits on borrowing and debt accumulation.
They require transparency in debtreporting and management.

They encourage accountability by linking borrowing to specific development projects.

Figure 2.4 Placeholder: A flowchart showing debt management strategies: sustainability,
restructuring, refinancing, and fiscal responsibility laws.

(Al prompt suggestion: “Generate a flowchart illustrating debt management strategies:
sustainability, restructuring, refinancing, fiscal responsibility laws.”)

Pilot questions 2.5

Debt sustainability refers-to:

a) The ability to service debt without undermining economic stability
b) Borrowing without limits
c) Eliminating alldebt immediately
d) Ignoring repayment obligations
Debt restructuring involves:
a) Replacing old debt with new debt
b) Modifying repayment terms to ease the burden
c) Increasing interest rates
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d) Cancelling all debt

Debt refinancing refers to:
a) Extending repayment periods
b) Replacing old debt with new debt at better terms
c) Ignoring debt obligations
d) Reducing government revenue

Fiscal responsibility laws are designed to:
a) Encourage unlimited borrowing
b) Promote prudent borrowing and spending
c) Reduce transparency in debt reporting
d) Eliminate capital expenditure

One role of fiscal responsibility laws in debt managementis:

a) Setting limits on borrowing and debtaccumulation
b) Encouraging tax evasion
c) Reducing accountability in government spending

d) Eliminating debt restructuring options

Series 2 Summary

In this Series, we explored Public Expenditure and Debt Management, a cornerstone of fiscal
policy. We began by defining public expenditure and classifying it into recurrent, capital, and
transfer payments. We then examined theories explaining the growth of government spending,
including Wagner’s'Law and the Wiseman-Peacock hypothesis, alongside principles of fiscal
responsibility. The Series continued with an analysis of national debt, distinguishing between
internal and external.debt, and short-, medium-, and long-term instruments. We assessed the
conseqguences of national debt, such as its impact on growth, intergenerational equity, and the
Ricardian Equivalence debate. Finally, we studied debt management strategies—
sustainability, restructuring, refinancing, and fiscal responsibility laws—and concluded with
global debtissues, including debt crises, forgiveness initiatives like the HIPC programme, and
the implications of debt dependence for development.

Glossary of Terms

Public expenditure: Government spending to meet societal needs.
Recurrent expenditure: Day-to-day spending on wages, pensions, and services.

-
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Capital expenditure: Long-term investment in infrastructure and development projects.
Transfer payments: Redistribution of income through subsidies, grants, and welfare.
Wagner’s Law: Theory that government spending increases as national income rises.

Wiseman-Peacock hypothesis: Theory that crises cause permanent upward shifts in
government expenditure.

National debt: Total borrowing by government to finance expenditure beyond revenue.
Internal debt: Borrowing from domestic sources.

External debt: Borrowing from foreign sources.

Treasury bills: Short-term government debt instruments.

Intergenerational equity: Fairness between present and future taxpayers in fiscal decisions.

Ricardian Equivalence: Theory that government borrowing is offset by private savings,
making debt neutral.

Debt sustainability: Ability to service debt withoutundermining economic stability.

Debt restructuring: Altering repayment termsto ease debt burden.

Debt refinancing: Replacing old debt with new debt at better terms.

Fiscal responsibility laws: Legal frameworks promoting prudent borrowing and spending.
Debt forgiveness: Cancellation or reduction of debt obligations.

HIPC Initiative: IMF-World Bank programme to reduce debt burdens of heavily indebted
poor countries.

Concept Check Questions 2
Linked to SLOs 2.1-2.6

(SLO 2.1) Define public expenditure and distinguish between recurrent and capital
expenditure with examples.

(SLO 2.2) Explain Wagner’s Law and the Wiseman-Peacock hypothesis. How do they
account for rising government spending?

(SLO 2.3) Differentiate between internal and external debt, and give examples of short-term
and long-term debt instruments.

(SLO 2.4) Evaluate the consequences of national debt on economic growth and
intergenerational equity.

(SLO 2.5) Assess debt management strategies such as restructuring, refinancing, and fiscal
responsibility laws.
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(SLO 2.6) Discuss global debt issues and explain the significance of debt forgiveness
initiatives like the HIPC programme.

Answers to Pilot Questions
Pilot questions 2.1

b) Spending by government to meet societal needs

d) Private expenditure

b) Day-to-day running costs of government

c) Long-term development projects

b) Services provided by government that are non-excludable and non-rivalrous
Pilot questions 2.2

a) National income rises

b) Social and economic crises

c) Remains at a new higher baseline

b) Transparency and accountability

b) Both immediate needs and long-term development are addressed
Pilot questions 2.3

b) Government expenditure exceeds revenue

c) Domestic sources

b) Foreign currency

c) Short-termdebt instruments

b) Development bonds
Pilot questions 2.4

a) Borrowed funds are invested in productive projects

b) The strain caused by servicing national debt

a) Fairness between present and future taxpayers

b) Is offset by private savings, making debt neutral

b) Crowding out of private investment
Pilot questions 2.5

a) The ability to service debt without undermining economic stability
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b) Modifying repayment terms to ease the burden

b) Replacing old debt with new debt at better terms

b) Promote prudent borrowing and spending

a) Setting limits on borrowing and debt accumulation
Pilot questions 2.6

b) A country cannot meet its debt obligations

a) IMF and World Bank

b) Redirect resources to development projects

b) Vulnerability to foreign creditors

b) Restrict domestic policy choices

References 2
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3.5.2 Conflicts and trade-offs

3.5.3 Case studies of coordinated stabilisation policies

Introduction

Fiscal policy is one of the most powerful tools available to governments for achieving
macroeconomic stability. By adjusting taxation, public expenditure, and borrowing,
governments can influence aggregate demand, employment, inflation, and overall economic
growth. In this Series, you will explore how fiscal policy is designed and applied.to stabilise the
economy, the different types of fiscal policy, its role in addressing economic challenges, and
the limitations it faces. You will also examine how fiscal and monetary policies can be
coordinated to achieve effective stabilisation.

This Series builds on the foundations of government revenue and expenditure covered earlier,
and now focuses on the stabilisation function of fiscal policy.

Series Learning Outcomes (SLOs)
At the end of Series 3: Fiscal Policy and Economic Stabilisation, yousshould be able to:
SLO 3.1: Define fiscal policy and explain its objectives and instruments.

SLO 3.2: Differentiate between expansionary, contractionary, and neutral fiscal policies,
and analyse their applications.

SLO 3.3: Evaluate the role of fiscal policy in stabilising inflation, unemployment, and
balance of payments.

SLO 3.4: Assess the limitations and challenges of fiscal policy, including time lags, political
constraints, and crowding out.

SLO 3.5: Discuss the coordination of fiscal and monetary policy, highlighting
complementarities, conflicts, and case studies.

3.1 Concept and Objectives of Fiscal Policy

Fiscal policy is a’key instrument of macroeconomic management. It involves the use of
government revenue (taxation), expenditure, and borrowing to influence economic activity,
stabilise the economy, and achieve developmental goals.

3.1.1 Definition of Fiscal Policy

Fiscal policy refers to the deliberate actions taken by government to regulate the economy
through taxation, public spending, and borrowing.

Itis designed to influence aggregate demand and supply.
It complements monetary policy in achieving macroeconomic stability.

Fiscal policy can be expansionary, contractionary, or neutral depending on the economic
situation.

-
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(3 In-text question (ITQ): Fiscal policy refers to government actions using taxation, spending,
and to regulate the economy.

3.1.2 Objectives of Fiscal Policy

The main objectives of fiscal policy include:
Economic growth: Stimulating investment and production through government spending.
Stabilisation: Controlling inflation, unemployment, and balance of payments imbalances.

Redistribution of income: Using progressive taxation and social expenditure to reduce
inequality.

Resource allocation: Directing resources to strategic sectors such as.infrastructure,
education, and healthcare.

Key term: Economic stabilisation is the process of using fiscal measuresto maintain steady
growth, low inflation, and high employment.

(7 ITQ: One objective of fiscal policy is to redistribute through progressive taxation and
social expenditure.

3.1.3 Instruments of Fiscal Policy
Fiscal policy operates through threeimain.instruments:
Taxation: Adjusting tax rates toinfluence disposable income and consumption.

Public expenditure: Increasing or reducing government spending to affect aggregate
demand.

Borrowing: Raising funds through internal or external loans to finance deficits or
development projects.

Figure 3.1 Placeholder: A diagram showing the three instruments of fiscal policy (taxation,
expenditure, borrowing)iand their effects on aggregate demand.

(Al prompt suggestion: “Generate a diagram illustrating taxation, expenditure, and borrowing
as instruments of fiscal policy influencing aggregate demand.”)

Pilot Questions 3.1

Fiscal policy refers to:

a) Government actions using taxation, spending, and borrowing to regulate the economy
b) Monetary actions taken by the central bank
c) Private investment decisions

-
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d) International trade agreements
One objective of fiscal policy is:
a) Increasing inequality
b) Redistributing income through progressive taxation
c) Eliminating government spending
d) Reducing investment in infrastructure

Which of the following is NOT an instrument of fiscal policy?
a) Taxation
b) Public expenditure
c) Borrowing
d) Exchange rate manipulation
Economic stabilisation through fiscal policy involves:
a) Maintaining steady growth, low inflation, and high employment
b) Increasing government debt without limits
c) Eliminating taxation
d) Reducing public accountability

Resource allocation through fiscal policy directs resources to:

a) Non-productive sectors
b) Strategic sectors such as infrastructure and healthcare
c) Private consumption only

d) Foreign creditors exclusively

3.2 Types of Fiscal Policy

Fiscal policy can take different forms depending on the economic situation. Governments
adjust taxation, spending, and borrowing to either stimulate growth, slow down inflation, or
maintain balance.

3.2.1 Expansionary Fiscal Policy

Expansionary fiscal policy is used to stimulate economic activity during periods of recession or
low growth.

Involves increasing government spending and/or reducing taxes.
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Raises aggregate demand, leading to higher output and employment.

Example: A government increasing infrastructure spending to create jobs and boost

demand.

Key term: Expansionary fiscal policy increases demand by raising spending or reducing taxes.

(% ITQ: Expansionary fiscal policy is typically used during periods of or low growth.

3.2.2 Contractionary Fiscal Policy

Contractionary fiscal policy is applied to reduce inflationary pressures when the economy is
overheating.

Involves reducing government spending and/or increasing taxes.

Lowers aggregate demand, helping to stabilise prices.

Example: Raising income tax rates to reduce disposable income and curb excessive

consumption.

Key term: Contractionary fiscal policy reduces demand to controlinflation.

(7 ITQ: Contractionary fiscal policy is applied to reduce pressures in the economy.

3.2.3 Neutral Fiscal Stance

A neutral fiscal stance occurs when government spending and taxation are balanced, neither
stimulating nor contracting the economy.

Often associated with a balanced budget.

Used when the economy.is stable and requires no major intervention.

Example: Government maintaining steady expenditure without altering tax rates

significantly.

Key term: Neutral fiscal'stance maintains balance without stimulating or contracting demand.

(7 11Q: A balanced budget is often associated with a fiscal stance.

Figure 3.2 Placeholder: A diagram showing expansionary, contractionary, and neutral fiscal
policies.with arrows indicating their effects on aggregate demand.

(Al prompt suggestion: “Generate a diagram illustrating expansionary, contractionary, and
neutral fiscal policies and their effects on aggregate demand.”)

Pilot Questions 3.2

Expansionary fiscal policy is used to:
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a) Reduce inflation

b) Stimulate growth during recession

c) Balance the budget

d) Increase unemployment
Contractionary fiscal policy involves:

a) Increasing government spending

b) Reducing taxes

c) Reducing spending or raising taxes

d) Expanding aggregate demand
A neutral fiscal stance is associated with:

a) Balanced budget

b) Rising inflation

c) Stimulating demand

d) Reducing unemployment

Expansionary fiscal policy increases:

a) Aggregate demand

b) Inflationary pressures

c) Government debt only

d) Balance of payments deficit

Contractionary fiscal policy helps to:

a) Stimulate investment
b) Control inflation
c) Increase disposable income

d) Expand government borrowing

3.3 Fiscal Policy and Economic Stabilisation

Fiscal policy plays a central role in stabilising the economy by addressing inflation,
unemployment, and balance of payments imbalances. Through taxation, expenditure, and
borrowing, governments can influence aggregate demand and maintain macroeconomic
stability.

-
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3.3.1 Role of Fiscal Policy in Controlling Inflation

Inflation occurs when aggregate demand exceeds aggregate supply, leading to rising
prices.

Fiscal policy can controlinflation by:
Reducing government spending.
Increasing taxes to lower disposable income.

Curtailing borrowing to reduce demand pressures.

Example: Raising excise duties on luxury goods to discourage excessive consumption.

(% ITQ: Fiscal policy can control inflation by increasing to lower disposable income.

3.3.2 Fiscal Policy and Unemployment Reduction

Unemployment arises when aggregate demand is insufficient to sustain full employment.
Expansionary fiscal policy can reduce unemployment by:
Increasing government spending on infrastructure and social programmes.
Cutting taxes to boost disposable income and consumption.

Providing subsidies to industries to encourage hiring.

Example: Government funding of public works projects to create jobs.

(7 ITQ: Expansionary fiscal policy reduces unemployment by increasing government on
infrastructure and social programmes.

3.3.3 FiscalPolicy and Balance of Payments Stability

Balance of payments problems occur when imports exceed exports, creating deficits.
Fiscal policy can stabilise the balance of payments by:
Reducing demand for imports through higher taxes or reduced spending.
Supporting domestic industries with subsidies and incentives.

Encouraging investment in export-oriented sectors.
Example: Tax incentives for local manufacturers to boost exports.

Key term: Balance of payments stability refers to maintaining equilibrium between a country’s
imports and exports.
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(3 ITQ: Fiscal policy can stabilise the balance of payments by supporting domestic industries
with and incentives.

Figure 3.3 Placeholder: A diagram showing fiscal policy measures for stabilisation: controlling
inflation, reducing unemployment, and balancing payments.

(Al prompt suggestion: “Generate a diagram illustrating fiscal policy measures for inflation
control, unemployment reduction, and balance of payments stability.”)

Pilot Questions 3.3

Fiscal policy can control inflation by:

a) Increasing government spending
b) Reducing taxes
c) Increasing taxes to lower disposable income
d) Expanding borrowing
Expansionary fiscal policy reduces unemployment by:
a) Increasing government spending on infrastructure
b) Raising taxes on households
c) Reducing subsidies to industries
d) Cutting public works projects
Balance of payments stability refers to:
a) Equilibrium between imports.and exports
b) Increasing government borrowing
c) Eliminating taxation
d) Reducing domestic production
Fiscal policy can stabilise the balance of payments by:
a) Supporting domestic industries with subsidies and incentives
b) Increasing demand for imports
c) Reducing export-oriented investment
d) Eliminating government spending
One way fiscal policy reduces unemployment is by:

-
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a) Cutting disposable income
b) Funding public works projects to create jobs
c) Reducing government expenditure

d) Increasing excise duties on luxury goods

3.4 Limitations and Challenges of Fiscal Policy

While fiscal policy is a powerful tool for stabilising the economy, it faces several limitations
and challenges that can reduce its effectiveness. These constraints arise from economic,
political, and institutional factors.

3.4.1 Time Lags in Implementation

Fiscal policy measures often take time to design, approve, and implement.
By the time policies are enacted, economic conditions may have changed.
Types of lags include:

Recognition lag: Delay in identifying economic problems.

Decision lag: Time taken for government to approve measures.

Implementation lag: Time required to execute policies.

Example: A stimulus package may be approved after a recession has already ended.

(3 ITQ: The delay in identifying economic problems is known as the lag.

3.4.2 Political and Institutional Constraints

Fiscal policy decisions are often influenced by political considerations.
Governments'may prioritise short-term popularity over long-term stability.
Institutional weaknesses, such as poor budgetary discipline, reduce effectiveness.

Example: Politicians may resist tax increases even when necessary to control inflation.

(7 ITQ: Political resistance to tax increases is an example of a constraint on fiscal
policy.

3.4.3 Crowding Out and Debt Implications

Crowding out occurs when government borrowing raises interest rates, reducing private
investment.

Excessive borrowing increases national debt, creating long-term repayment burdens.

-
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Debt servicing diverts resources away from development projects.

Example: Heavy government borrowing leading to reduced access to credit for businesses.
Key term: Crowding out is the reduction of private investment due to government borrowing.

(3 ITQ: When government borrowing reduces private investment, it is called out.

Figure 3.4 Placeholder: A diagram showing fiscal policy limitations: time lags, political
constraints, and crowding out.

(Al prompt suggestion: “Generate a diagram illustrating fiscal policy limitations: time lags,
political constraints, crowding out.”)

Pilot Questions 3.4

Recognition lag refers to:
a) Delay in implementing policies
b) Delay in identifying economic problems
c) Delay in approving measures
d) Delay in reducing debt
Political constraints on fiscal policyinclude:
a) Prioritising long-term stability
b) Resistance to tax increases for popularity reasons
c) Strong budgetary.discipline
d) Eliminating borrowing limits
Crowding out occurs when:
a) Government borrowing reduces private investment
b) Government spending increases private investment
c) Taxation reduces inequality
d) Exports exceed imports
Debt servicing can reduce funds available for:
a) Development projects
b) Tax collection
c) Monetary policy
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d) Political campaigns
One limitation of fiscal policy is:
a) Immediate effectiveness without delays
b) Time lags in recognition, decision, and implementation
c) Elimination of political influence

d) Guaranteed reduction of debt

3.5 Coordination of Fiscal and Monetary Policy

Fiscal policy does not operate in isolation. For effective economic stabilisation, it must be
coordinated with monetary policy, which is managed by the central bank. While fiscal policy
influences demand through taxation, spending, and borrowing, monetary policy regulates
money supply, interest rates, and credit availability.

3.5.1 Complementarity Between Fiscal and Monetary Policy

Fiscal and monetary policies can complement each otherto achieve stability.

Example: During a recession, expansionary fiscal policy (increased spending) can be
supported by expansionary monetary policy (lower interest rates).

Together, they stimulate demand, investment, and employment.

(7 ITQ: During a recession, fiscal expansion can be complemented by monetary policy that
lowers rates.

3.5.2 Conflicts and Trade-offs

Sometimes fiscal and monetary policies may conflict.

Example: Expansionary fiscal policy (higher spending) may increase inflation, while
monetary policy may aim to reduce inflation by raising interest rates.

Trade-offs occur when policies pursue different objectives, requiring careful coordination.

(3 ITQ: A conflict arises when fiscal policy increases spending while monetary policy raises
to control inflation.

3.5.3 Case Studies of Coordinated Stabilisation Policies

Case 1: Post-2008 Global Financial Crisis — many governments combined fiscal stimulus
packages with accommodative monetary policy to restore growth.
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Case 2: Developing economies often use fiscal incentives alongside monetary easing to

promote industrialisation.

Case 3: Ininflationary periods, contractionary fiscal policy (reduced spending) is paired

with tight monetary policy (higher interest rates) to stabilise prices.

Key term: Policy coordination is the alighment of fiscal and monetary measures to achieve
macroeconomic stability.

(% ITQ: Policy coordination refers to the alignment of fiscal and measures to.achieve
stability.

Figure 3.5 Placeholder: A diagram showing complementary and conflicting interactions
between fiscal and monetary policy.

(Al prompt suggestion: “Generate a diagram illustrating how fiscal and monetary policies can
complement or conflict in stabilisation.”)

Pilot Questions 3.5

Fiscal and monetary policies can complement each other by:

a) Acting in opposite directions

b) Working together to stimulate demand and employment

c) Eliminating government spending

d) Ignoring inflationary pressures

During a recession, expansionary fiscal policy is complemented by:

a) Higher interest rates

b) Lower interestrates

c) Reduced government spending

d) Increased taxation

A conflict arises when:

a) Fiscal policy reduces spending and monetary policy lowers interest rates

b) Fiscal policy increases spending while monetary policy raises interest rates

c) Both policies aim to reduce inflation simultaneously

d) Both policies stimulate demand together

Policy coordination refers to:

a) Alignment of fiscal and monetary measures to achieve stability
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b) Independent operation of fiscal policy only
c) Exclusive control by the central bank
d) Elimination of taxation and borrowing
One example of coordinated stabilisation policies is:

a) Fiscal stimulus combined with accommodative monetary policy after the 2008 financial
crisis

b) Fiscal contraction combined with monetary easing during inflation
c) Fiscal expansion combined with monetary tightening during recession

d) Ignoring both fiscal and monetary measures

Series 3 Summary

In this Series, we examined Fiscal Policy and Economic Stahilisation, focusing on how
governments use taxation, expenditure, and borrowing to regulate the economy. We began
with the concept and objectives of fiscal policy, highlighting its role in growth, stabilisation,
redistribution, and resource allocation. We then analysed the types of fiscal policy—
expansionary, contractionary, and neutral—explaining their applications in different economic
contexts. The Series continued with the role of fiscal policy in economic stabilisation,
addressing inflation, unemployment; and balance of payments. We also discussed the
limitations and challenges of fiscal policy, such as time lags, political constraints, and
crowding out. Finally, we explored the coordination of fiscal and monetary policy, showing how
they can complement or conflictin achieving stability.

Glossary of Terms

Fiscal policy: Government use of taxation, expenditure, and borrowing to regulate the
economy.

Economic stabilisation: Maintaining steady growth, low inflation, and high employment.
Expansionary fiscal policy: Increasing spending or reducing taxes to stimulate demand.
Contractionary fiscal policy: Reducing spending or raising taxes to control inflation.

Neutral fiscal stance: Balanced spending and taxation, neither stimulating nor contracting
demand.

Inflation: Sustained rise in the general price level.

Unemployment: Situation where people willing and able to work cannot find jobs.
Balance of payments stability: Equilibrium between a country’s imports and exports.
Recognition lag: Delay in identifying economic problems.
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Decision lag: Delay in approving fiscal measures.
Implementation lag: Delay in executing fiscal policies.
Crowding out: Reduction of private investment due to government borrowing.

Policy coordination: Alignment of fiscal and monetary measures to achieve stability.

Concept Check Questions 3
Linked to SLOs 3.1-3.5
(SLO 3.1) Define fiscal policy and explain its main objectives.

(SLO 3.2) Differentiate between expansionary, contractionary, and neutral fiscal policies
with examples.

(SLO 3.3) Analyse how fiscal policy can be used to controtinflation and reduce
unemployment.

(SLO 3.4) Assess the limitations of fiscal policy, focusing on time lags, political constraints,
and crowding out.

(SLO 3.5) Discuss how fiscal and monetary policies can complement or conflictin
achieving economic stabilisation.

Answers to Pilot Questions

Pilot questions 3.1
a) Government actionsusing taxation, spending, and borrowing to regulate the economy
b) Redistributing income through progressive taxation
d) Exchange rate manipulation
a) Maintaining steady growth, low inflation, and high employment

b) Strategic sectors such as infrastructure and healthcare

Pilot questions 3.2
b) Stimulate growth during recession
¢) Reducing spending or raising taxes
a) Balanced budget
a) Aggregate demand

b) Control inflation
Pilot questions 3.3
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c) Increasing taxes to lower disposable income
a) Increasing government spending on infrastructure
a) Equilibrium between imports and exports
a) Supporting domestic industries with subsidies and incentives
b) Funding public works projects to create jobs
Pilot questions 3.4
b) Delay in identifying economic problems
b) Resistance to tax increases for popularity reasons
a) Government borrowing reduces private investment
a) Development projects
b) Time lags in recognition, decision, and implementation
Pilot questions 3.5
b) Working together to stimulate demand and employment
b) Lower interest rates
b) Fiscal policy increases spending while monetary policy raises interest rates
a) Alignment of fiscal and monetary measures to achieve stability

a) Fiscal stimulus combined with accommodative monetary policy after the 2008 financial
crisis
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Course document: ECN 405: Fiscal Policy and Analysis (provided).

Musgrave, R. Ac(1959). The Theory of Public Finance. McGraw-Hill.
Blinder; A. S. (2004). Fiscal Policy and Stabilisation. Princeton University Press.

IMF and World Bank reports on fiscal stabilisation and policy coordination.

-

-t

LA-NET | ONLINE LEARNING VIDEO PLATFORM FOR POST-SECONDARY & HIGHER INSTITUTION STUDENTS



Course Code: ECO 407
Course Title: FISCAL POLICY AND ANALYSIS

Course Units: 3 units

Government Revenue and Taxation Systems

Public Expenditure and Debt Management

Fiscal Federalism and Intergovernmental Relations
Income Tax Administration in Nigeria

Public Sector Policies and Economic Development

Suggested Outline of Main Parts and Subparts

Since this is a 3-credit course, each Series must have 3 to 5 main Parts. Here’s a structured
outline:

4.1 Concept and Objectives of Budgetary Policy
4.1.1 Definition of budgetary policy
4.1.2 Objectives: resource allocation, stabilisation, accountability
4.1.3 Importance in fiscal management
4.2 The Budgetary Process
4.2.1 Preparationstage (drafting and estimates)
4.2.2 Approval stage (legislative scrutiny and passage)
4.2.3 Execution stage (implementation by ministries and agencies)
4.2.4 Control stage (monitoring, auditing, and evaluation)
4.3Types of Budgets
4.3.1 Balanced budget
4.3.2 Surplus budget
4.3.3 Deficit budget
4.3.4 Capital and recurrent budgets
4.4 Accountability and Transparency in Budgetary Policy
4.4.1 Role of auditing and reporting
)
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4.4.2 Public participation and oversight
4.4.3 Ensuring fiscal discipline
4.5 Challenges of Budgeting in Developing Economies
4.5.1 Revenue volatility and dependence on external sources
4.5.2 Weak institutional capacity

4.5.3 Political interference and corruption

4.5.4 Suggested reforms and solutions

Introduction

Budgetary policy is the practical expression of fiscal policy. It involves the preparation,
approval, execution, and control of the government’s budget, which serves asa blueprint for
resource allocation and economic management. Through budgetary policy, governments
pursue objectives such as stabilisation, growth, redistribution, and accountability. The
budgetary process ensures that public funds are planned and utilised effectively, while also
providing mechanisms for transparency and oversight.

This Series builds on earlier discussions of revenue, expenditure, and stabilisation, focusing
now on the budget as the operational tool of fiscal policy.

Series Learning Outcomes (SLOSs)
At the end of Series 4: Budgetary Policy and Process, you should be able to:
SLO 4.1: Define budgetary policy and explain its objectives in fiscal management.

SLO 4.2: Describe the stages of the budgetary process, from preparation to execution and
control.

SLO 4.3: Differentiate between types of budgets (balanced, surplus, deficit, capital,
recurrent).

SLO 4.4: Evaluate the role of budgetary policy in promoting accountability and
transparency:

SLO 4.5: Assess the challenges of budgeting in developing economies and propose
possible solutions.

4.1 Concept and Objectives of Budgetary Policy

Budgetary policy is the practical mechanism through which governments implement fiscal
policy. It involves the preparation and execution of the national budget, which serves as a
financial plan for resource allocation, stabilisation, and accountability.
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4.1.1 Definition of Budgetary Policy

Budgetary policy refers to the government’s deliberate use of the budget as a tool to manage
the economy.

It outlines expected revenue and planned expenditure for a fiscal year.
It provides a framework for economic management and public accountability.

It reflects government priorities in development, welfare, and stabilisation.

(3 ITQ: Budgetary policy refers to the government’s deliberate use of the as atool to
manage the economy.

4.1.2 Objectives of Budgetary Policy

The main objectives of budgetary policy include:

Resource allocation: Directing funds to strategic sectors such as infrastructure, education,
and healthcare.

Economic stabilisation: Using the budget to control inflation, reduce unemployment, and
promote growth.

Redistribution of income: Achieving equity through progressive taxation and social
spending.

Accountability and transparency: Ensuring that public funds are used responsibly and
reported accurately.

Key term: Resource allocationis the process of directing funds to priority sectors for
development.

(7 ITQ: One objective of budgetarypolicy is to ensure accountability and in the use of
public funds.

4.1.3 Importance in Fiscal Management

Budgetary policy is central to fiscal management because:
It links government revenue and expenditure to national development goals.
It provides a legal and institutional framework for financial discipline.
It serves as a tool for monitoring and evaluating government performance.

It enhances public trust in governance through transparency.

Figure 4.1 Placeholder: A diagram showing the objectives of budgetary policy: resource
allocation, stabilisation, redistribution, accountability.
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(Al prompt suggestion: “Generate a diagram illustrating the objectives of budgetary policy:
allocation, stabilisation, redistribution, accountability.”)

Pilot Questions 4.1
Budgetary policy refers to:

a) Government’s deliberate use of the budget to manage the economy
b) Private companies’ financial planning
c) Central bank’s monetary actions
d) International trade agreements
One objective of budgetary policy is:
a) Increasing inequality
b) Resource allocation to strategic sectors
c) Eliminating government revenue
d) Reducing transparency

Accountability and transparency in budgetary policy ensure:

a) Misuse of public funds

b) Responsible use and accurate reporting of public funds
c) Elimination of taxation

d) Reduction of development projects

Resource allocation through budgetary policy directs funds to:

a) Strategic sectors such asinfrastructure and healthcare
b) Non-productive sectors only
c) Foreign creditors exclusively
d) Private consumption alone
Budgetary policy is important in fiscal management because:
a) It links revenue and expenditure to national development goals
b) It eliminates the need for taxation
c) It reduces government accountability
d) Itignores financial discipline

-
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4.2 The Budgetary Process

The budgetary process is the sequence of steps through which a government prepares,
approves, executes, and controls its budget. It ensures that public resources are allocated
efficiently and used responsibly.

4.2.1 Preparation Stage (Drafting and Estimates)

Ministries, departments, and agencies prepare expenditure estimates based on policy
priorities.

Revenue forecasts are made to determine available resources.
The Ministry of Finance consolidates estimates into a draft budget.

Example: A health ministry submitting its funding needs forhospitals and vaccination
programmes.

(7 ITQ: The preparation stage of the budget involvesdrafting expenditure by ministries
and agencies.

4.2.2 Approval Stage (Legislative Scrutiny and Passage)

The draft budget is presented to the legislature for debate and approval.
Lawmakers scrutinise allocations to ensure alignment with national priorities.
Amendments may be made before final passage into law.

Example: Parliament approving increased spending on education after public debate.

(7 ITQ: The approval stage of the budget involves scrutiny and passage by the .

4.2.3 Execution Stage (Implementation by Ministries and Agencies)

Approved funds are‘released to ministries and agencies.
Spending is carried out according to budgetary allocations.
Execution requires adherence to financial regulations and accountability standards.

Example: The Ministry of Works using allocated funds to construct highways.

(3 ITQ: The execution stage of the budget involves implementation of spending by and
agencies.

4.2.4 Control Stage (Monitoring, Auditing, and Evaluation)

Monitoring ensures funds are used as intended.
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Auditing checks compliance with financial rules and detects irregularities.
Evaluation assesses whether budgetary objectives were achieved.

Example: An auditor-general’s report highlighting misuse of funds in a government project.

Key term: Budget controlis the process of monitoring, auditing, and evaluating budget
implementation.

(3 ITQ: Budget control involves monitoring, auditing, and of budget implementation.

Figure 4.2 Placeholder: A flowchart showing the four stages of the budgetary process:
preparation, approval, execution, control.

(Al prompt suggestion: “Generate a flowchart illustrating the four stages of the budgetary
process: preparation, approval, execution, control.”)

Pilot Questions 4.2

The preparation stage of the budget involves:
a) Drafting expenditure estimates by ministries and agencies
b) Legislative scrutiny and passage
c) Monitoring and auditing
d) Implementation of spending
The approval stage of the'budget is carried out by:
a) Ministries and agencies
b) The legislature
c) The executive alone
d) The judiciary
The execution stage of the budget involves:
a) Drafting expenditure estimates
b) Implementation of spending by ministries and agencies
c) Legislative debate
d) Auditing and evaluation

Budget control refers to:

a) Monitoring, auditing, and evaluation of budget implementation
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b) Drafting expenditure estimates
c) Legislative passage of the budget
d) Allocation of funds to ministries
One example of the approval stage is:
a) Parliament debating and passing the draft budget
b) Ministries preparing expenditure estimates
c) Agencies implementing spending allocations

d) Auditor-general evaluating budget performance

4.3 Types of Budgets

Budgets can take different forms depending on the fiscal stance©of government and the
objectives pursued. Understanding the types of budgets helps to clarify how governments
balance revenue and expenditure in managing the economy.

4.3.1 Balanced Budget

A balanced budget occurs when government revenue equals expenditure.
It reflects fiscal discipline and avoids deficits or surpluses.

Example: A government collecting &1 trillion in revenue and spending exactly 81 trillion.

(7 ITQ: A balanced budget occurs when government equals expenditure.

4.3.2 Surplus Budget

A surplus/budget occurs when government revenue exceeds expenditure.
Itis often used to reduce inflationary pressures or save for future needs.

Example: Revenue of #1.2 trillion with expenditure of #¥1 trillion, leaving a #200 billion
surplus.

(3 ITQ: A'surplus budget occurs when government revenue is than expenditure.

4.3.3 Deficit Budget

A deficit budget occurs when government expenditure exceeds revenue.

Itis often used during recessions to stimulate demand and growth.
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Example: Revenue of #8800 billion with expenditure of #1 trillion, creating a #200 billion
deficit.

Key term: Deficit budget is when government spending is greater than revenue.

(% ITQ: A deficit budget occurs when government expenditure is than revenue.

4.3.4 Capital and Recurrent Budgets

Capital budget: Allocates funds for long-term investments such as infrastructure, schools,
and hospitals.

Recurrent budget: Covers day-to-day expenses like salaries, pensions, and maintenance.

Example: Capital budget funding a new highway, recurrent budget paying teachers’
salaries.

(7 ITQ: The budget that covers day-to-day expenses like salaries and pensions is called the
budget.

Figure 4.3 Placeholder: A chart showing types of budgets: balanced, surplus, deficit, capital,
recurrent.

(Al prompt suggestion: “Generate a chart illustrating types of budgets: balanced, surplus,
deficit, capital, recurrent.”)

Pilot Questions 4.3

A balanced budget occurs when:
a) Revenue equals expenditure
b) Revenue exceeds expenditure
c) Expenditure exceeds revenue
d) Revenue is eliminated
Asurplus budget occurs when:
a) Expenditure exceeds revenue
b) Revenue exceeds expenditure
c) Revenue equals expenditure
d) Revenue is eliminated
A deficit budget occurs when:

a) Revenue equals expenditure
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b) Revenue exceeds expenditure
c) Expenditure exceeds revenue
d) Expenditure is eliminated
A capital budget allocates funds for:
a) Day-to-day expenses
b) Long-term investments like infrastructure
c) Salaries and pensions
d) Imports and exports

Arecurrent budget covers:

a) Long-term development projects
b) Day-to-day expenses like salaries and pensions
c) Infrastructure investments

d) Foreign debt repayment

4.4 Accountability and Transparency in Budgetary Policy

Accountability and transparency are essential principles in budgetary policy. They ensure that
public funds are managed responsibly, reduce corruption, and build public trustin
government.

4.4.1 Role of Auditing and Reporting

Auditing provides independent verification of how funds are used.

Reports from auditors and financial controllers highlight compliance with budgetary
allocations.

Regularreporting ensures that deviations are detected early and corrected.

Example: An auditor-general’s report exposing misuse of funds in a ministry.

(7 ITQ: Auditing provides independent verification of how are used in budgetary policy.

4.4.2 Public Participation and Oversight

Citizens and civil society organisations play a role in monitoring budget implementation.
Public hearings during budget preparation enhance inclusiveness.
Oversight by the legislature ensures that funds are allocated fairly and used effectively.
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Example: Civil society groups reviewing budget allocations for healthcare.

(3 ITQ: Public hearings during budget preparation enhance inclusiveness and in fiscal
management.

4.4.3 Ensuring Fiscal Discipline

Fiscal discipline means adhering strictly to budgetary allocations and avoiding wasteful
spending.

Transparency in reporting strengthens discipline by exposing irregularities.
Governments that enforce fiscal discipline maintain credibility with'citizens ‘and investors.

Example: A government limiting supplementary budgets to prevent overspending.

Key term: Fiscal discipline is the strict adherence to budgetary.allocations and avoidance of
wasteful spending.

(7 ITQ: Strict adherence to budgetary allocations and.avoidance of wasteful spending is
called fiscal

Figure 4.4 Placeholder: A diagram showing accountability mechanisms in budgetary policy:
auditing, reporting, public participation, oversight, fiscal discipline.

(Al prompt suggestion: “Generate a diagram illustrating accountability and transparency
mechanisms in budgetary policy:auditing, reporting, participation, oversight, discipline.”)

Pilot Questions 4.4
Auditing in budgetary policy provides:

a) Independent verification of how funds are used
b) Elimination of taxation
c) Reduction of public participation
d) Increased wasteful spending
Public hearings during budget preparation enhance:
a)Inclusiveness and transparency
b) Misuse of funds
¢) Elimination of oversight
d) Reduction of accountability
Fiscal discipline refers to:
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a) Strict adherence to budgetary allocations and avoidance of wasteful spending

b) Increasing corruption in budgetary policy

c) Eliminating auditing and reporting

d) Reducing transparency in fiscal management
Oversight by the legislature ensures:

a) Funds are allocated fairly and used effectively

b) Elimination of public participation

c) Reduction of accountability

d) Misuse of funds
Transparency in reporting strengthens:

a) Fiscal discipline

b) Wasteful spending

c) Corruption

d) Elimination of auditing

4.5 Challenges of Budgeting in Developing Economies

Budgeting in developing economies faces unique challenges that often undermine efficiency,
accountability, and fiscal stability. These challenges stem from structural weaknesses,
political factors, and external dependencies.

4.5.1 RevenueVolatility and Dependence on External Sources

Developing economies often rely heavily on volatile revenue sources such as oil, minerals,
or foreign aid.

Fluctuations in global commodity prices can destabilise government budgets.
Dependence on external loans or aid reduces fiscal autonomy.

Example:r Afallin crude oil prices leading to budget shortfalls in Nigeria.

(3.1TQ: Revenue volatility in developing economies often results from fluctuations in global
prices.
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4.5.2 Weak Institutional Capacity

Budget preparation and execution may suffer from inadequate technical expertise.
Weak institutions struggle with accurate forecasting and efficient resource allocation.
Poor monitoring systems make it difficult to track spending.

Example: Ministries failing to provide reliable expenditure estimates due to lack of skilled
personnel.

(% ITQ: Weak institutional capacity in budgeting often results in poor of government
spending.

4.5.3 Political Interference and Corruption

Political leaders may manipulate budgets for personal or partisan gain.
Corruption diverts funds away from intended projects.
Lack of transparency reduces public trust in the budgetary process.

Example: Funds allocated for infrastructure being misappropriated for political campaigns.

Key term: Political interference occurs' when leaders manipulate budget allocations for
personal or partisan interests.

(7 ITQ: Manipulation of budget allo¢ations for partisan interests is called political

4.5.4 Suggested Reformsand Solutions
Strengthening institutions through capacity building and training.

Diversifying revenue sources toreduce dependence on volatile commodities.
Enhancing transparency through public participation and independent auditing.
Enforcing strict anti-corruption measures to safeguard public funds.

Example: Adoptionof e-budgeting systems to improve transparency and monitoring.

(3 ITQ: One solution to budgetary challenges is diversifying sources to reduce
dependence on commodities.

Figure 4.5 Placeholder: A diagram showing challenges of budgeting in developing economies:
revenue volatility, weak institutions, political interference, corruption, and reforms.

(Al prompt suggestion: “Generate a diagram illustrating challenges of budgeting in developing
economies and suggested reforms.”)
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Pilot Questions 4.5

Revenue volatility in developing economies often results from:
a) Fluctuations in global commodity prices
b) Stable domestic taxation
c) Balanced budgets
d) Elimination of imports
Weak institutional capacity in budgeting leads to:
a) Accurate forecasting
b) Poor monitoring of government spending
c) Efficient resource allocation
d) Strong accountability

Political interference in budgeting refers to:

a) Manipulation of budget allocations for partisan interests
b) Transparent allocation of funds

c) Strict adherence to fiscal discipline

d) Elimination of corruption

Corruption in budgeting often results in:

a) Funds diverted away from intended projects
b) Increased transparency
c) Improved accountability
d) Stronger institutions
One solution tobudgetary challenges is:
a) Diversifying revenue sources to reduce dependence on commodities
b) Increasing corruption
c¢) Eliminating auditing

d) Ignoring transparency measures
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Series 4 Summary

In this Series, we explored Budgetary Policy and Process, focusing on how governments plan,
allocate, and control financial resources through the national budget. We began with the
concept and objectives of budgetary policy, highlighting its role in resource allocation,
stabilisation, redistribution, and accountability. We then examined the budgetary process,
covering preparation, approval, execution, and control stages. The Series continued with an
analysis of types of budgets—balanced, surplus, deficit, capital, and recurrent. We also
discussed the importance of accountability and transparency, emphasising auditing,
reporting, public participation, and fiscal discipline. Finally, we addressed thechallenges of
budgeting in developing economies, including revenue volatility, weak institutions, political
interference, and corruption, alongside suggested reforms.

Glossary of Terms

Budgetary policy: Government’s deliberate use of the budget to manage the economy.
Balanced budget: Revenue equals expenditure.

Surplus budget: Revenue exceeds expenditure.

Deficit budget: Expenditure exceeds revenue.

Capital budget: Funds allocated for long-term.investments like infrastructure.
Recurrent budget: Funds for day-to-day expenses such as salaries and pensions.
Budget control: Monitoring, auditing, and evaluating budget implementation.

Fiscal discipline: Strict adherence to budgetary allocations and avoidance of wasteful
spending.

Revenue volatility: Instability in government income due to fluctuating commodity prices or
external sources.

Political interference: Manipulation of budget allocations for partisan interests.

Concept Check Questions 4
Linked to SLOs 4.1-4.5
(SLO 4.1) Define budgetary policy and explain its main objectives.
(SLO 4.2) Describe the four stages of the budgetary process.
(SLO 4.3) Differentiate between balanced, surplus, and deficit budgets with examples.
(SLO 4.4) Explain how accountability and transparency are promoted in budgetary policy.

(SLO 4.5) Assess the challenges of budgeting in developing economies and suggest
possible reforms.
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Answers to Pilot Questions
Pilot questions 4.1
a) Government’s deliberate use of the budget to manage the economy
b) Resource allocation to strategic sectors
b) Responsible use and accurate reporting of public funds
a) Strategic sectors such as infrastructure and healthcare
a) It links revenue and expenditure to national development goals
Pilot questions 4.2
a) Drafting expenditure estimates by ministries and agencies
b) The legislature
b) Implementation of spending by ministries and agencies
a) Monitoring, auditing, and evaluation of budgetimplementation
a) Parliament debating and passing the draft budget
Pilot questions 4.3
a) Revenue equals expenditure
b) Revenue exceeds expenditure
c) Expenditure exceeds revenue
b) Long-term investments like infrastructure

b) Day-to-day expenses like salaries and pensions
Pilot questions 4.4
a) Independentwverification of how funds are used
a) Inclusiveness and transparency
a) Strict adherence to budgetary allocations and avoidance of wasteful spending
a) Funds are allocated fairly and used effectively
a) Fiscal discipline
Pilot. questions 4.5
a) Fluctuations in global commodity prices
b) Poor monitoring of government spending
a) Manipulation of budget allocations for partisan interests
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a) Funds diverted away from intended projects

a) Diversifying revenue sources to reduce dependence on commodities
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Course Code: ECO 407
Course Title: FISCAL POLICY AND ANALYSIS

Course Units: 3 units

Government Revenue and Taxation Systems

Public Expenditure and Debt Management

Fiscal Federalism and Intergovernmental Relations
Income Tax Administration in Nigeria

Public Sector Policies and Economic Development

Suggested Outline of Main Parts and SubParts

Since this is a 3-credit course, each Series must have 3 to 5 main Parts. Here’s a structured
outline:

5.1 Concept.and Importance of Intergovernmental Fiscal Relations

5.1.1 Definition of intergovernmental fiscal relations
5.1.2 Importance in federal and unitary systems

5.1.3 Objectives of fiscal relations among levels of government
5.2 Division of Fiscal Powers

5.2.1 Taxation powers (federal, state, local)
5.2.2 Expenditure responsibilities
5.2.3 Borrowing powers and debt management
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5.3 Fiscal Federalism and Revenue Sharing
5.3.1 Principles of fiscal federalism
5.3.2 Vertical revenue sharing (between levels of government)

5.3.3 Horizontal revenue sharing (among states or local governments)

5.4 Problems and Challenges of Intergovernmental Fiscal Relations

5.4.1 Fiscal imbalance (vertical and horizontal)
5.4.2 Political interference and disputes

5.4.3 Inefficiency and duplication of functions

5.5 Mechanisms for Improving Intergovernmental Fiscal Relations

5.5.1 Strengthening institutions and legal frameworks
5.5.2 Promoting transparency and accountability

5.5.3 Enhancing cooperation and coordination among levels of government

Introduction

Intergovernmental fiscal relations refer to the financial interactions between different levels of
government—federal, state, and local. These relations determine how fiscal responsibilities
such as taxation, expenditure, and borrowing are divided, coordinated, and managed. In
federal systems, intergovernmental fiscal relations are crucial for balancing autonomy with
national unity, while in unitary systems they ensure effective decentralisation and service
delivery.

This Series builds on earlier discussions of fiscal policy and budgeting, focusing now on how
governments at different levels share fiscal powers, revenues, and responsibilities.

Series Learning Outcomes (SLOs)

At the end of Series 5: Intergovernmental Fiscal Relations, you should be able to:

SLO 5.1: Define intergovernmental fiscal relations and explain theirimportance in fiscal
management.

SLO 5.2: Describe the division of fiscal powers among different levels of government.
SLO 5.3: Analyse the principles and mechanisms of fiscal federalism and revenue sharing.
SLO 5.4: Evaluate the problems and challenges of intergovernmental fiscal relations.

SLO 5.5: Suggest mechanisms for improving cooperation, accountability, and efficiency in
intergovernmental fiscal relations.
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5.1 Concept and Importance of Intergovernmental Fiscal
Relations

Intergovernmental fiscal relations describe the financial interactions between different levels
of government—federal, state, and local. They determine how responsibilities for taxation,
expenditure, and borrowing are shared, coordinated, and managed. These relations are
essential in ensuring that resources are distributed fairly and that public services are delivered
effectively across regions.

5.1.1 Definition of Intergovernmental Fiscal Relations

Intergovernmental fiscal relations refer to the arrangements through which fiscal
responsibilities are divided among levels of government.

They include the allocation of revenue sources, expenditure responsibilities, and borrowing
powers.

Example: In Nigeria, the federal government controls customs duties, while states manage
land taxes.

(7 ITQ: Intergovernmental fiscal relations refer to the arrangements through which
responsibilities are divided among levels of government.

5.1.2 Importance in Federal and Unitary Systems

In federal systems, fiscal relations balance autonomy of states with national unity.
In unitary systems, fiscal relations ensure decentralisation and effective service delivery.
Importance includes:

Promoting equity in resource distribution.

Avoiding duplication of functions.

Strengthening accountability across levels of government.

Example: Federal grants to states for education to ensure uniform standards nationwide.

(7 ITQ: In federal systems, intergovernmental fiscal relations balance state autonomy with
national

5.1.3 Objectives of Fiscal Relations Among Levels of Government

Equity: Ensuring fair distribution of resources among regions.
Efficiency: Avoiding duplication and ensuring optimal use of resources.
Stabilisation: Coordinating fiscal policies to maintain macroeconomic stability.

-
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Accountability: Clarifying responsibilities to prevent misuse of funds.

Example: Revenue-sharing formulas designed to reduce inequality among states.

Key term: Fiscal relations aim to promote equity, efficiency, stabilisation, and accountability
among levels of government.

(3 ITQ: One objective of intergovernmental fiscal relations is to promote in resource
distribution among regions.

Intergovernmental Fiscal Relations

| Concept Importance Objectives
* Definition * Efficiency & Equity * Matching Revenues/Expendiures
* Federal vs, Unitary Systems * Macroacanomic Stability * Reducing Regional Disparatis
* Fiscal Federalism Principles * Service Delivery ¢ Accaunability

Pilot Questions 5.1

Intergovernmental fiscal relations refer to:

a) Financial interactions among different levels of government

-
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b) Private companies’ financial planning
c) International trade agreements
d) Central bank monetary actions

In federal systems, intergovernmental fiscal relations balance:

a) State autonomy with national unity
b) Private interests with public interests
c) Imports with exports

d) Monetary policy with fiscal policy

One objective of intergovernmental fiscal relations is:

a) Promoting equity in resource distribution
b) Eliminating taxation

c) Reducing accountability

d) Increasing duplication of functions

In unitary systems, intergovernmental fiscal relations ensure:

a) Decentralisation and effective service delivery
b) Elimination of government spending
c) Reduction of transparency
d) Exclusive control by the'central bank
Fiscal relationsiamong levels.of government include:
a) Allocation of revenue sources, expenditure responsibilities, and borrowing powers
b) Elimination of government revenue
c) Private sector investment decisions

d) International trade negotiations

5.2 Division of Fiscal Powers

The division of fiscal powers refers to how responsibilities for taxation, expenditure, and
borrowing are allocated among different levels of government. Clear division prevents overlap,
ensures efficiency, and promotes accountability in fiscal management.

-
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5.2.1 Taxation Powers (Federal, State, Local)

Federal government: Controls major revenue sources such as customs duties, corporate
taxes, and excise duties.

State governments: Collect taxes like land use charges, personalincome tax (in some
systems), and business levies.

Local governments: Handle smaller taxes such as market fees, tenement rates, and motor
park levies.

Example: In Nigeria, the federal government collects petroleum profits tax, while local
governments collect shop rates.

(3 ITQ: The federal government controls major revenue sources such as customs duties and
taxes.

5.2.2 Expenditure Responsibilities

Federal government: Responsible for national defence, foreign affairs, and large-scale
infrastructure.

State governments: Handle education, healthcare, and regional infrastructure.

Local governments: Provide grassroots services such as sanitation, local roads, and
primary schools.

Example: Local governments maintaining community health centres.

(3 ITQ: Local governments are.responsible for grassroots services such as sanitation and
schools.

5.2.3 BorrowingPowers and:.Debt Management

Federal government: Has primary authority to borrow externally and manage national debt.
State governments: May borrow domestically, often with federal approval.
Local governments: Limited borrowing powers, usually restricted to short-term loans.

Example: Federal government issuing Eurobonds to finance infrastructure projects.

Key term: Borrowing powers define which level of government can raise loans and manage
debt.

(3 1TQ: The federal government has primary authority to borrow externally and manage
national
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Figure 5.2: Division of Fiscal Powers

Division of Fiscal Powers

Federal Government

State Governments

Local Governments

Taxation Powers

Expendture Responsibilites

Borrowing Authority

* Income, Corporate, Customs,
Excise

« Sales, Property, Income
(shared), Excise

« Local Services, Public
(local option), Fees/Licenses

» Defenel, Social Security,
Infrastructure, Foreign Aid

Education, Healthcare,
Transportation, Welfare

* Local Bonds, Utilities,
Police

» Federal: Domestic &
International Debt

« Federal: Bonds, Loans,
(Infrastructure)

* Municipal Bonds,
Loans (Projects)

Pilot Questions 5.2

The federal government controls major revenue sources such as:

a) Customs duties and corporate taxes
b) Market fees and shop rates

c) Tenement rates and motor park levies
d) Local sanitation charges

State governments are responsible for:

a) National defence and foreign affairs
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b) Education, healthcare, and regional infrastructure
c) Grassroots sanitation and primary schools
d) Issuing Eurobonds

Local governments handle:

a) Customs duties and petroleum profits tax
b) Market fees, tenement rates, and grassroots services
c) Corporate taxes and excise duties
d) National debt management
Borrowing powers of the federal government include:
a) Authority to borrow externally and manage national debt
b) Collecting market fees
c) Maintaining local roads
d) Issuing land use charges

Expenditure responsibilities of local governments include:

a) Grassroots services such as sanitation and primary schools
b) National defence and foreign affairs
c) Large-scale infrastructure projects

d) Corporate tax collection

5.3 Fiscal Federalism and Revenue Sharing

Fiscal federalismrefers to the principles and practices that guide the distribution of fiscal
responsibilities and resources among different levels of government. Revenue sharing is a key
mechanism within fiscal federalism, ensuring that all levels of government have adequate
funds to perform their functions.

5{3.1 Principles of Fiscal Federalism

Equity: Ensuring fair distribution of resources across regions.

Efficiency: Allocating responsibilities to the level of government best suited to perform
them.

Autonomy: Allowing each level of government some independence in managing its
finances.

-
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Accountability: Ensuring transparency in the use of shared revenues.

Example: Federal transfers to poorer states to reduce inequality.

(3 ITQ: One principle of fiscal federalism is ensuring fair distribution of resources, also called

5.3.2 Vertical Revenue Sharing (Between Levels of Government)

Refers to the distribution of revenue between federal, state, and local governments.
Ensures that each level has adequate funds to carry out its responsibilities.

Example: In Nigeria, the federal government receives a larger share of oil revenue; while
states and local governments receive smaller portions.

(3 ITQ: Vertical revenue sharing refers to distribution of revenue between levels of
government.

5.3.3 Horizontal Revenue Sharing (Among States or Local Governments)

Refers to the distribution of revenue among states or local governments at the same level.
Based on criteria such as population, land mass, or level of development.

Example: Allocation of funds among Nigerian states using a formula that considers
population size and equality of states.

Key term: Horizontal revenue sharing is the distribution of revenue among governments at the
same level.

(7 ITQ: Distribution of revenue among states or local governments at the same level is called
revenue sharing.

Pilot Questions 5.3

One principle of fiscal federalism is:
a) Equity in resource distribution
b) Elimination of accountability
¢) Increasing duplication of functions
d) Ignoring autonomy of governments
Vertical revenue sharing refers to:

a) Distribution of revenue between federal, state, and local governments
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b) Distribution of revenue among states only
c) Allocation of funds to private companies
d) Elimination of government revenue

Horizontal revenue sharing refers to:

a) Distribution of revenue among governments at the same level
b) Distribution of revenue between federal and state governments
c) Allocation of funds to international organisations

d) Elimination of taxation

One example of vertical revenue sharing is:

a) Federal government receiving a larger share of oil revenue than states and local
governments

b) Distribution of funds among states based on population
c) Allocation of funds to private businesses
d) Elimination of borrowing powers
Horizontal revenue sharing is often based on:
a) Criteria such as population, land mass, or level of development
b) Exclusive control by the federal government
c) Allocation of funds to foreign creditors

d) Elimination of state governments

5.4 Problems.and Challenges of Intergovernmental Fiscal Relations

Despiteits.importance; intergovernmental fiscal relations face several problems and
challenges that can undermine efficiency, equity, and accountability. These issues often arise
from structural imbalances, political disputes, and weak institutional frameworks.

5.1 Fiscal Imbalance (Vertical and Horizontal)

Vertical imbalance: Occurs when one level of government (often federal) controls more
revenue sources than it needs, while lower levels (states/local) have more expenditure
responsibilities than revenue.

Horizontal imbalance: Occurs when states or local governments at the same level have
unequal fiscal capacities due to differences in resources or development.

-
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Example: Wealthier states generating more internal revenue than poorer states, leading to
inequality.

(7 ITQ: When states at the same level have unequal fiscal capacities, it is called
imbalance.

5.4.2 Political Interference and Disputes
Political leaders may manipulate revenue-sharing formulas for partisan advantage.
Disputes often arise over allocation of resources, especially in federal systems.
Example: States contesting the percentage of oil revenue allocatedby the federal
government.
(% ITQ: Manipulation of revenue-sharing formulas for partisan advantage is an'example of
political ___

5.4.3 Inefficiency and Duplication of Functions

Overlapping responsibilities between levels of government can lead to waste and
inefficiency.

Duplication of functions creates confusion and reduces accountability.

Example: Both federal and state governments funding similar education programmes
without coordination.

Key term: Duplication of functions occurs when multiple levels of government perform the
same tasks, leading to inefficiency.

(3 ITQ: When multiple levels of government perform the same tasks, it leads to of
functions.

-
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Figure 5.4:
CHALLENGES OF INTERGOVENIMENAL FISCAL RELATIONS

iy

1. FISCAL IMBLANCE 2. POLITICAL 3. DUPLICATION OF
INTERFIEENCE FUNCTIONS

Vertical Imbalance:
Mistmach in Revenue
& Expenduwre betwen
(e.g, Federal vs, State)

Decisions driven by Multiple agencies
political motves, not performing similar tasks
economic efficiency

Ineficienicy, Waste of resources
Horizontal Imbalance: Patoronce, Pork-barrel politics
Disparties lisparis among
sub-national units
(e.g, Rich vs, Poor Regions)

Conflicting policies
Lack of accomnaiblity

) 4

Overall Impact:
Reduced Efficiency, Inquity,
Poor Service Delivery

Diagram showing challenges of Intergorvrmertal fiscal relations: vertical/hostnoitical Interffence, duplication of functions.

Pilot Questions 5.4

Vertical fiscal imbalance occurs when:

a) Federal government controls more revenue sources while lower levels have more
expenditure responsibilities

b) States at the same level have unequal fiscal capacities
c) Multiple governments perform the same tasks
d) Revenue equals expenditure

Horizontal fiscal imbalance occurs when:

a) States or local governments at the same level have unequal fiscal capacities
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b) Federal government controls more revenue sources
c) Duplication of functions occurs
d) Revenue-sharing formulas are manipulated
Political interference in intergovernmental fiscal relations refers to:
a) Manipulation of revenue-sharing formulas for partisan advantage
b) Transparent allocation of funds
c) Strict adherence to fiscal discipline
d) Elimination of corruption

Duplication of functions occurs when:

a) Multiple levels of government perform the same tasks, leading to inefficiency
b) Federal government controls more revenue sources

c) States have unequal fiscal capacities

d) Revenue equals expenditure

One challenge of intergovernmental fiscal relationsis:

a) Fiscal imbalance (vertical and horizontal)
b) Transparent allocation of funds
c) Strict adherence to accountability

d) Elimination of disputes

5.5 Mechanisms forImproving Intergovernmental Fiscal Relations

To overcome the challenges of fiscal imbalance, political interference, and inefficiency,
governments must adopt mechanisms that strengthen cooperation, accountability, and
transparency across all levels. These mechanisms ensure that fiscal relations contribute
positively to national development.

5¢(5.1 Strengthening Institutions and Legal Frameworks

Establishing clear constitutional and legal provisions for division of fiscal powers.
Building strong institutions to manage revenue allocation and expenditure responsibilities.

Example: Independent revenue allocation commissions ensuring fairness in distribution.

-
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(7 ITQ: Strengthening intergovernmental fiscal relations requires clear constitutional and
provisions for division of powers.

5.5.2 Promoting Transparency and Accountability

Ensuring open reporting of revenue and expenditure at all levels.
Independent auditing to detect misuse of funds.
Public participation in budgetary processes to enhance trust.

Example: Publishing monthly revenue allocations to states for public scrutiny.

(% ITQ: Publishing monthly revenue allocations to states is an example of promoting in
fiscal relations.

5.5.3 Enhancing Cooperation and Coordination Among Levelsiof Government

Encouraging dialogue and collaboration between federal, state, and local governments.
Establishing joint committees to resolve disputes over revenue sharing.
Coordinating fiscal policies to avoid duplication and inefficiency.

Example: Federal-state joint task forces on infrastructure development.

Key term: Coordination refers to harmonising fiscal policies and responsibilities among levels
of government to avoid duplication.

(% ITQ: Harmonising fiscal policies among levels of government to avoid duplication is called

Pilot Questions 5.5

Strengthening intergovernmental fiscal relations requires:
a) Clear constitutionaland legal provisions for division of powers
b) Elimination of accountability
c) Ignoring transparency
d) Increasing duplication of functions

Promoting transparency in fiscal relations includes:
a) Publishing monthly revenue allocations to states
b) Eliminating auditing
c) Reducing public participation

-
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d) Ignoring accountability
Enhancing cooperation among levels of government involves:
a) Encouraging dialogue and collaboration
b) Eliminating joint committees
c) Increasing duplication of functions
d) Ignoring fiscal policies
Coordination in fiscal relations refers to:
a) Harmonising fiscal policies among levels of government to avoid duplication
b) Manipulating revenue-sharing formulas
c) Ignoring accountability
d) Eliminating transparency

One mechanism for improving intergovernmental fiscal relations is:

a) Strengthening institutions and legalframeworks
b) Increasing corruption
c) Ignoring transparency

d) Reducing cooperation

Series 5 Summary

In this Series, we examined Intergovernmental Fiscal Relations, focusing on how fiscal
responsibilities and resources are shared among federal, state, and local governments. We
began with the'concept and.importance of intergovernmental fiscal relations, highlighting their
role in promoting equity, efficiency, stabilisation, and accountability. We then explored the
division of fiscalipowers, covering taxation, expenditure, and borrowing responsibilities. The
Series continued with‘a discussion of fiscal federalism and revenue sharing, distinguishing
between vertical (between levels of government) and horizontal (among governments at the
same level) sharing. We also analysed the problems and challenges of intergovernmental
fiscal relations, including fiscal imbalance, political interference, and duplication of functions.
Finally, we considered mechanisms for improvement, such as strengthening institutions,
promoting transparency, and enhancing cooperation.

Glossary of Terms

Intergovernmental fiscal relations: Financial interactions among different levels of
government.
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Vertical fiscal imbalance: When higher levels of government control more revenue sources
while lower levels have more expenditure responsibilities.

Horizontal fiscal imbalance: When governments at the same level have unequal fiscal
capacities.

Fiscal federalism: Principles guiding the distribution of fiscal responsibilities and resources
among levels of government.

Vertical revenue sharing: Distribution of revenue between federal, state, and local
governments.

Horizontal revenue sharing: Distribution of revenue among states or local governments at
the same level.

Duplication of functions: Overlapping responsibilities among levels of government leading
to inefficiency.

Coordination: Harmonising fiscal policies among levels'of government to avoid
duplication.

Concept Check Questions 5
Linked to SLOs 5.1-5.5

(SLO 5.1) Define intergovernmental fiscal relations and explain theirimportance in federal
and unitary systems.

(SLO 5.2) Describe the division of fiscal powers among federal, state, and local
governments.

(SLO 5.3) Differentiate between vertical and horizontal revenue sharing with examples.
(SLO 5.4) Identify'and explain three major challenges of intergovernmental fiscal relations.

(SLO 5.5) Suggest mechanisms for improving cooperation, accountability, and efficiency in
intergovernmental fiscal relations.

Answers to Pilot Questions

Pilot questions 5.1
a) Financial interactions among different levels of government
a) State autonomy with national unity
a) Promoting equity in resource distribution
a) Decentralisation and effective service delivery

a) Allocation of revenue sources, expenditure responsibilities, and borrowing powers
Pilot questions 5.2
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a) Customs duties and corporate taxes
b) Education, healthcare, and regional infrastructure
b) Market fees, tenement rates, and grassroots services
a) Authority to borrow externally and manage national debt
a) Grassroots services such as sanitation and primary schools
Pilot questions 5.3
a) Equity in resource distribution
a) Distribution of revenue between federal, state, and local governments
a) Distribution of revenue among governments at the same level

a) Federal government receiving a larger share of oil revenue than states and local
governments

a) Criteria such as population, land mass, or level of development

Pilot questions 5.4

a) Federal government controls more revenue sources while lower levels have more
expenditure responsibilities

a) States or local governments at the same level have unequal fiscal capacities
a) Manipulation of revenue-sharing formulas for partisan advantage
a) Multiple levels of government perform the same tasks, leading to inefficiency

a) Fiscal imbalance (vertical and horizontal)

Pilot questions 5.5
a) Clear constitutionaland.legal provisions for division of powers
a) Publishing monthly revenue allocations to states
a) Encouraging dialogue and collaboration
a) Harmonising fiscal policies among levels of government to avoid duplication

a) Strengthening institutions and legal frameworks
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