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TYPES OF TAX SYSTEM 

The tax system structure can be: 

I. proportional  

II. progressive, 

III. Regressive  

IV. Digressive type. 

Proportional Tax Structure 

Proportional tax structure is a system that taxes everyone at the same rate, regardless of his or her income bracket. 

Supporters of a flat tax argue that it gives people incentive to earn more, because they wouldn’t be penalize by graduating 

to a higher tax bracket (as they would in a progressive-rate system). 

A.  Advantage of Proportional Tax Structure 

Proportional tax system has the following advantages: 

-It is simple in nature 

-It is uniformly applicable 

-It leaves the relative economic status of taxpayer unchanged 

B. Disadvantages of Proportional Tax Structure 

      Proportional tax system has the following disadvantage: 

-Inequitable distribution 

-Inadequate resources:  means that the tax for the rich and poor are the same.  Hence, the government cannot obtain from 

the richer sections of the society as much as they can give 

-Inelastic in nature:  because the government cannot raise the rate whenever it wants to raise the revenue. 

Proportional tax system suffers from the defects of inequitable distribution of the tax burden, lack of elasticity and 

inadequacy of funds for the increasing needs of the modern government.  Hence, it is not particularly and universally 

accepted. 

 Progressive Tax Structure 

A progressive tax is a tax that is larger as a percentage of income for those with larger incomes.  It is usually applied in 

reference to income taxes, where people with more income pay a higher percentage of it in taxes.  The term progressive 

refers to the way the rate progresses from low to high.   

A. Advantages of Progressive Tax Structure 

• Equality in sacrifice: under progressive tax system, the rate of taxation increases as the tax base increase.  That is, 

the burden of taxation is heavy upon the rich than on the poor. 

• Reducing the inequalities of income and wealth 
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• Elastic: the government can easily raise its revenue by increasing the rates of taxes. 

• Stabilizing the economy: Progressive tax system may be helpful in preventing the inflationary trends in the 

economy as it reduces the disposable income and purchasing power of the people. 

 

B. Disadvantages of Progressive Tax 

• Ideal progressive is impossible: the main drawback of progressive taxation is that it is difficult to frame an ideal 

progression in tax rates.  They are arbitrary depending on the government’s need for additional funds without taking into 

account the burden of people with different incomes.  

-Disincentive taxation: it is argued that too progressive a tax rate acts as a disincentive to work. 

-Discourage saving and investment 

 

    Regressive Tax Structure 

A regressive tax is a tax which takes a larger percentage of income from people whose income is low.  Often it is a fixed 

tax – every person has to pay the same amount of money, such as a poll tax.  A poll tax is a fixed tax for each person: 

since each person pays the same amount of money, it is a lower proportion for people with higher incomes.  A regressive 

taxes fall more heavily on the poor section of the community, than on the richer section.  Thus, it violates the principle of 

equity and social justice. 

Digressive Tax Structure 

It is an alternative of progressive tax marked by a steadily declining rate of increase in the progressive tax rates, which are 

applied to the upper segments of the tax base.  An incremental tax rate in each additional layer of tax bracket (marginal 

tax rate) decrease as the segment of the tax base increase. 

Direct and Indirect Taxes 

Taxes are sometimes referred to as direct or indirect.  The meaning of these terms can vary in different contexts, which 

can sometimes lead to confusion.  In economics, direct taxes refer to those taxes that are paid by the person who earns the 

income.  By contrast, the cost of indirect taxes is borne by someone other than the person responsible for paying them.  

For example, taxes on goods are often included in the price of the items, so even though the seller sends the payments to 

the government, the buyer is the real payer.  Indirect taxes are sometimes described as hidden taxes because the purchaser 

of goods or services may not be aware that a proportion of the price is going to the government. 

A.  Direct Taxes 

A direct tax is paid by a person on whom it is levied. In direct taxes, the impact and incidence fall on the same person. If 

the impact and incident of a tax fall on the same person, it is called as direct tax. It is borne by the person on whom it is 

levied and cannot be passed on to others.  For example, when a person is assessed to income tax or wealth tax, he has to 

pay it and he cannot shift the tax burden to anybody else. In India, Union Government levies the direct taxes such as 

income tax, wealth tax, gift tax, and estate duty.  Tax on agricultural income, professional tax, land revenues, taxes on 

stamps and registrations etc. are levied by State Governments. From the above discussion, it can be understood that the 

direct taxes levied in India take the form of taxes on income and property. 

I.  Merits of Direct Taxes 

Direct taxes have the following merits: 

a. Ensures the Principle of Ability to Pay 

 Direct taxes are based on the principle of ability to pay. They fall more heavily on the rich than on the poor. The tax 

burden is distributed on different sections of the society in a just and equitable manner.   

b. Reduces the Social and Economic Inequalities 

Direct taxes reduce a disparity in the distribution of income and wealth. By adopting the progressive tax system, rich 

people pay on higher rates of adopting the progressive tax system, rich people pay on higher rates of taxation, while the 

poor pay on lower rates or given exemptions. This reduces the gap between the poor and rich to a considerable extent.   
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               c. Certainty 

 Direct taxes satisfy the canon of certainty. In direct taxes, the time of payment, mode of payment, the amount to be paid 

etc. are made clear. Both the taxpayers and the Government know the amounts to be paid and the Government can 

estimate the revenue from these taxes. 

d. Economy 

 The cost of collection of these taxes is low because the government adopts the different methods of collections like tax 

deduction at source, advance payment of tax etc.  Besides, the taxpayers pay the amount of tax directly to government. 

Thus, the principle of economy is achieved in the case of direct taxes. 

e. Elasticity 

Direct taxes are elastic in nature. For example, when the income of the people increases, the tax revenue also increases.   

Moreover, during the unforeseen situation like flood, war etc. the government can raise its revenue by increasing the tax 

rates without affecting the poor. 

f. Educative Effect 

Direct taxes create civic consciousness among taxpayers. Since the taxpayers feel the burden of tax directly, they are 

interested in seeing that the Government properly spends the money.  They are conscious of their rights and 

responsibilities as a citizen of the State.  

g. Control the Effects of Trade Cycles 

Direct taxes control the effects of trade cycles. They can be used as a tool to mitigate the effects of inflationary and 

deflationary trends by raising or reducing the tax rates. 

II. Demerits of Direct Taxes 

The following are the demerits of direct taxes: 

a. Arbitrary in Nature: Direct taxes tend to be arbitrary because of the difficulty in measuring the ability to pay tax. 

Paying capacity of the people cannot be measured precisely. The levy is highly influenced by the policies of the 

Government. 

b. Difficulties in the Formulation of Progressive Tax Rates: Direct taxes take the form of progressive taxation i.e. the 

tax rates increases with the rise in income. It is very difficult to formulate the ideal progressive rate schedules in this 

regard, since there is no scientific base. 

c.  Inconvenience: Under direct taxes, the taxpayer has to adhere to many legal formalities such as submission of the 

income returns, disclosing the sources of income etc. Moreover, he has to follow numerous accounting procedures which 

are difficult to comply with. Further, direct taxes have to be paid in lump sum and at times, advance payment of tax has to 

be made. This causes much inconvenience to the taxpayers. 

d.  Possibility of Tax Evasion: The high rates of direct taxes create the tendency to evade more. There is possibility 

for tax evasion by fraudulent activities. Thus, it is said that the direct taxes are the taxes on honesty. 

e. Limited Scope: The scope of the direct tax is very limited. In India, most of the people come under the middle-

income category. If only direct tax is followed, these people cannot be brought into the tax net because of the basic 

exemption given. Thus, the Government cannot depend upon direct tax alone. 

f. Disincentive to Work, Save, and Invest: When the taxpayer earns certain level, they have to pay more, because of the 

higher rate of taxes attributed to the higher slabs. This will in turn discourages them to work further, save and invest. 

g. Expensive to Collect: Under direct taxes, each and every taxpayer is separately assessed.  Thus, the large number of 

taxpayers to be contacted and assessed and the prevention of tax evasion make the cost of collection more expensive. 

 

  B. Indirect Taxes 

Under indirect taxes, the impact and incidence fall on different persons. It is not borne by the person on whom it is levied 

and can be passed on to others. For example, when the excise duty is levied on the manufacturer of cement, he shifts the 

burden of tax to the consumers by raising the selling price. Here the impact of excise duty falls on the manufacturer and 
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the incidence on the ultimate consumers. The person who is required to pay the tax does not bear its burden. Thus, indirect 

taxes can be shifted. 

 I. Merits of Indirect Taxes 

Indirect taxes have the following merits. 

a. Convenience 

Indirect taxes are more convenient to the taxpayers. Since the tax is included in the selling price of the commodities, the 

consumer pays the tax when he purchases them. He pays the tax in small amounts (installments) and does not feel its 

burden. Thus, indirect taxes are quite convenient and less burdensome. 

b. Wide Scope 

While the people with income and wealth above a certain limit are brought under the levy of direct taxes, indirect taxes 

are paid by all both poor and rich. Under indirect taxes, everybody pays according to their ability. The tax burden is not 

imposed on to the small section but it is widely spread. Thus, the indirect tax has wider scope.  

c. Elastic 

The revenue from the indirect taxes can be increased.  Whenever the Government wants to raise its revenue, or lower it, it 

can be achieved by increasing and decreasing the rates of taxes on the commodities whose demand is inelastic.   

d. Tax Evasion is Not Possible 

Indirect taxes are included in the selling price of the commodities. So, evading of such tax becomes very difficult. If the 

person wants to evade the tax, it can be done only by refraining the consumption of the particular commodity. 

e. Substantial Revenue 

Indirect taxes yield substantial revenue to both Central and State Governments. The developing countries like India are 

heavily dependent on indirect taxes. Direct taxes have a limited scope in these countries because of low per capita income. 

f. Progressive 

Indirect taxes can be made progressive by imposing lower rates of taxes or giving exemption to the necessary articles and 

heavy taxes on luxurious articles. Thus, indirect taxes also confirm the principle of equity. 

g. Effective Allocation of Resources 

Indirect taxes have great influence in the allocation of resources among different sectors of the economy. Resources 

allocation can be made effective by imposing heavy excise duties on low priority goods and by granting relief to 

industries producing high priority goods. This results into mobilization of resources from one sector to another positively. 

h. Discourages the Consumption of Articles Injurious to Health 

Indirect taxes discourage the consumption of certain commodities, which are harmful to health. By imposing very high 

rates of taxes on commodities like liquors, drugs, cigarettes etc., which are harmful to health, their consumption can be 

red. 

 

II. Demerits of Indirect Taxes 

The following are the demerits of indirect taxes 

a. Ability to Pay Principle is violated 

Indirect taxes are not directly connected to the taxpayers' ability to pay. Therefore, both the rich and poor equally pay the 

tax. Thus, the principle of ability to pay is violated.  Indirect taxes are regressive in nature. 

b. Uncertainty 

If indirect taxes are not levied on the commodities of common consumption and levied only on luxurious articles, they 

tend to be inelastic. The quantity demanded will be affected by the imposition of the taxes. Thus, the revenue generated 

from them is uncertain.  

c. Discourages Saving 

Indirect taxes are included in the selling price of the commodities.  Hence, the people have to spend more on the purchase 

of the goods. This, in turn affects the savings of the people.   

d. High Cost of Collection 



ECONOMICS GRADE 12 HANDOUT Page 5 
 

Indirect taxes are uneconomical as they involve high cost of collection. 

e. Civic Consciousness is Not Created 

Under indirect taxes, taxpayers don’t feel the burden of the tax. They are not aware of their contribution to the State. Thus, 

indirect taxes do not create the civic consciousness in the minds of the people. 

f. Inflationary 

The indirect taxes cause an increase in the price all around. The increase in the prices of raw materials, finished goods and 

other factors of production creates inflationary trends in the economy.     

 

D. Differences between Direct and Indirect Taxes 

Direct and Indirect taxes differ among themselves on the following grounds. 

 

I. Shift ability of the Burden of Tax 

In the direct taxes, the impact and incidence fall on the same person. It is borne by the person on whom it is levied and is 

not passed on to others. For example, when a person is assessed to income tax, he cannot shift the tax burden to anybody 

else, and he himself has to bear it.  

On the other hand, in the case of indirect taxes, the impact and incidence fall on different persons.  It is not borne by the 

person on whom it is levied.  The burden of the tax can be shifted. For example, when the manufacturer of cement pays 

excise duty, he can shift the tax burden to the buyers by including the tax in the price of the cement. 

II. Principle of Ability to Pay 

 Direct taxes conform to the principle of ability to pay. For example, now people having income above Birr.150 pm, only 

is liable to pay income tax. 

But, indirect taxes are borne and paid by the weaker sections of the society also. As such, these taxes do not conform to 

the principle of ability to pay. 

III. Measurement of Taxable Capacity 

 In the case of direct taxes, tax-paying capacity is directly measured. For example, the taxable capacity for income tax is 

measured on basis of the income of the individual. 

On the other hand, in the case of indirect taxes, taxable capacity is measured indirectly. The luxurious articles are levied at 

the higher rate of taxes on the assumption that they are purchased by the rich people. However, low rate is charged on the 

articles of common consumption.  

IV. Principle of Certainty 

Direct taxes ensure the principle of certainty. Both the Government and the taxpayer know what amount is to be paid and 

the procedures to be followed. 

But in the case of indirect taxes, it is not possible. The taxpayer does not know the amount of tax to be paid and the 

Government cannot predict the quantum of revenue generated from the indirect taxes. 

VI. Convenience 

 Direct taxes cause much inconvenience to the taxpayers since they are to be paid in lump sum. 

But the indirect taxes are paid by the consumers in small amounts as and when they purchase the commodities. Moreover, 

the taxpayers need not follow any legal formalities in the payment of tax.  Thus, indirect taxes are more convenient to 

them. 

VII. Civic Consciousness 

People felt the burden of direct taxes directly. The taxpayer is conscious of his contribution to the Government and 

interested in knowing whether the tax paid by him is properly used or not.  In this way, it creates civic consciousness 

among the taxpayers.      

But indirect taxes do not raise such consciousness among the taxpayers, because they pay the taxes indirectly. 

VIII. Nature of Taxation 

Direct taxes are progressive in nature. The rates of taxes go up with the increase in the tax base i.e. income of a tax payer. 

     But rich and poor irrespective of their income equally pay indirect taxes. Thus, they are regressive in nature. 
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IX. Removal of Disparity in Income and Wealth 

Since the direct taxes are progressive in nature, they reduce the disparities of income and wealth among the people to a 

considerable extent. 

But indirect taxes have a negative effect. Actually they are widening the gap between the   rich and poor when they are 

levied on the goods of common consumption. 
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2012 E.C (2019/2020) ACADEMIC YEAR 

THIRD QUARTER ECONOMICS FOURTH WORKSHEET FOR GRADE 12 E (S.S) 

 

Student’s name: ___________________________ Date: _____________________ 

 

I. WRITE “TRUE” IF THE STATEMENT IS CORRECT AND “FALSE” IF IT IS INCORRECT. 

1. Real GDP measures the value of total domestic production in terms of current price. 

2. Government expenditure on all transfer payments such as scholarships, unemployment allowances are 

included in national income. 

3. An increase in GDP does provide guarantees of the economic welfare of the country and an equitable 

distribution of income. 

4. A higher level of direct taxes leads to increased saving. 

5. At break-even point, consumption is more than income. 

6. The value of APC is always less than one. 

II. CHOOSE THE BEST ANSWER FROM THE GIVEN ALTERNATIVES AND WRITE THE 

LETTER OF YOUR CHOICE ON THE SPACE PROVIDED. 

7. Many Chinese investors are producing in Ethiopia. The profit earned by the Chinese investors is 

counted___________ 

A. As part of Ethiopia’s GNP and China’s GDP. 

B. As part of Ethiopia’s GDP and China’s GNP. 

C. As part of Ethiopia’s GDP and China’s real GDP. 

D. None of the above. 

8. Only one of the following is true about Nominal GDP and Real GDP? 

A. The former one and the latter measured the value of the economic performance. 

B. The former one is useful to compare a country’s economic performance and the latter one is not useful 

countries economic performance. 

C. The former one is not useful to compare a countries economic performance and the latter one is useful 

country’s economic performance. 

D. All of the above. 

9. Which of the following expressions correctly defined GNP?   

A. GDP + NFI            C. GNP + GDP 

                  B. PI + GDP                D. CI + GDP 
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10. High levels of spending for consumption are determined by all of the following, except one? 

A. The rise level of personal income. 

B. When the level of households indebtedness increased. 

C. When the size of family increase. 

D. When the wealth of households increase. 

11. A higher rate of interest lead of reduction to consumption expenditure and an/a ______ saving. 

A. Increase  

B. Decrease   

C. Constant 

D. Never determine 

12. One is incorrect arrangement from the given alternatives: 

A. When NFI ˂ 0, then GNP ˃ GDP. 

B. When NFI ˃ 0, then GNP ˃ GDP. 

C. When NFI ˂ 0, then GDP ˃ GNP. 

D. When NFI ˃ 0, then GDP ˂ GNP. 

13. The missing element in the estimation of GDP, GDP = consumption + investment group + (NE) is 

A. National debt 

B. Government spending  

C. Household saving 

D. Government debt 

14. If the consumption function of an individual is given as C = 1000 + 0.65 yd Birr, if the individual 

disposable income for a specific period was 10000 birr, the saving of the individual during the same period is 

_______ birr. 

A. 3500            B. 650            C. 16500              D. 9000  

15. Based on question /14/, the autonomous consumption is ____________ birr. 

A. 1000            B. 16500        C. 6500                D. 650 

16. What is the total consumption spending of the individual based on the above consumption function? 

A. 7500 birr                     B. 16500 birr     C. 10000 birr           D. 9000 birr 

17. The induced consumption can be ___________ birr. 

A. 16500                           B. 6500                  C. 650                   D. 9000 

 

 


